To tax or cap and trade?
While economists and others argue the pros and cons between a tax on carbon and a cap and trading system for pricing carbon, there is another reality that actually controls which option governments are likely to take. That is domestic political considerations based on public and business opinion.

While on the surface a tax is straight forward, signals price effectively, has existing mechanisms for collection and gives governments revenue, the public expectations due to recent history of direct tax cuts and a general reluctance to introduce new taxes for fear of political unpopularity militates against a tax.

Cap and trade schemes offer a more politically acceptable mechanism and so are more likely to be favoured by government in the current economic situation and under a neoliberal paradigm. Trading provides flexibility, which is a factor much favoured by business and economists. Favourable status stems from the capacity trading gives business to make change at least cost. 
The same argument applies to choice of a mechanism that favours fixing an emissions target versus a price. Business prefers a certain price since it allow them to plan ahead confidently and manage any risks to investment that might arise from price variability. That increases their willingness to take action themselves and to support government initiatives.

Unfortunately from an environmentalist point of view, the emissions are the problem. We want to lower emissions. Herein lies a tension; do we chose clarity about emission levels with uncertain price and so business reluctance or even opposition, or do we accept clarity about price with more likelihood of business action and support, that will lead to emission reductions of less certain dimensions? Since the current situation demands action and the urgency demands it sooner rather than later, then we need to support any approach that starts action. Once underway, emissions targets can be tightened, the carbon price raised and the system geared up.
Two other issues remain. Cap and trade systems, particularly those including the option of overseas offsetting, have a number of problems. The caps have to be low enough to drive the need for change. That means permits to pollute need to be sufficiently scarce to hold a reasonable price, with a safety valve in case price fluctuates too much. There is the risk that trading becomes the focus of activity rather than emissions reductions. Whether permits should be given out or auctioned again succumbs to political reality; they will mostly be given away based on historic use. This doesn’t matter as long as they become rarer each year. Any trading system also has to be free of features that undermine it such as over-compensation or rebates and too low a safety valve on price that remove pressure to change.

Overseas offset trading is particularly problematic, since even while global emissions are going down, if Australian industry relies too much on buying permits instead of re-structuring, then Australian practice and infrastructure gets further behind. So when the option of permits dries up, industrial and societal change will be more costly and painful that it would have been with gradual incremental change. It is a risky strategy then for government and industry to rely on carbon capture and storage coming on line in the 2030s, with overseas offsets meeting Australia’s emission targets until then.
The second issue is the regulation of the system. It should, like the monetary system, be outside the control of parliament. Garnaut suggests a central carbon bank to set permit prices and regulate their supply. Such as system would remove many of the obstacles to a good system and negate the effects of political lobbying.
So although a cap and trade scheme is more complicated, for reasons of political acceptability it is the option that is on the table. A tax on carbon use, despite its appeal, is not likely to be put forward by any party likely to win government in Australia. So in order to actually get action to address global warming underway in Australia, we need to accept the CPRS. We can however advocate that it is free from features that might undermine its effectiveness.

