
In March, Senior Fellow Richard Morgen-

stern testified before the U.S. House of

Representatives Committee on Energy and

Commerce. This article is based on his full

testimony.

Due to the diversity of greenhouse

gas (ghg) sources, efforts to ad-

dress climate change will, of neces-

sity, impact nations, industries, and individu-

als. In general, pursuing a cost-effective

approach that minimizes the overall cost to so-

ciety of achieving a particular emissions-reduc-

tion target will minimize the burden imposed

on businesses and consumers. 

The first step to addressing concerns about

competitiveness should be paying close atten-

tion to considerations of cost and efficiency.

Broad, market-based strategies—such as an

emissions tax or a cap-and-trade program that

effectively attach a price to ghg emissions—

offer significant advantages. In order to limit

hardships on selected industries, however, ad-

ditional mechanisms to increase flexibility will

be required. These could include recognizing

offset credits from sectors or gases not in-

cluded under the cap and from projects under-

taken in other countries. 

But even with a cost-effective strategy for

reducing U.S. ghg emissions, some domestic

producers will incur increased production costs

and face increased challenges to their ability to

remain globally competitive, particularly in

trade-sensitive, energy-intensive sectors.  

The question will likely be asked: why

should U.S. firms be disadvantaged relative to

overseas competitors to address a global prob-

lem? The difficulty, moreover, is not just politi-

cal: if, in response to a mandatory policy, U.S.

production simply shifts abroad to unregulated

foreign firms, the resulting emissions “leakage”

could wipe out some of the environmental

benefits sought by taking domestic action.

As policymakers consider options to lessen

these competitiveness impacts, an important

caution is in order. As compelling as the argu-

ment for protecting vulnerable firms or indus-

tries might be, few provisions or program

modifications designed to accomplish this can

be implemented without some cost to the en-

vironment, as well as to the overall economy.

Nor are trade-related actions costless: they

might raise legality concerns under World

Trade Organization rules or risk provoking

countervailing actions by other nations.

Efforts to address competitiveness con-

cerns in the context of a mandatory domestic

climate policy typically involve one or more of

the following options: weaker overall program

targets; partial or full exemptions from the

carbon policy; standards instead of market-

based policies for some sectors; free al-

lowance allocation under a cap-and-trade sys-

tem; and trade-related policies, such as a

border adjustment for energy- or carbon-in-

tensive goods. 

These options can also be mixed and

matched to some extent. One option would

be to start out with a generous allowance allo-

cation for the most severely affected indus-

tries, which could then be phased out at a fu-

ture time, either a certain date or once

trade-related measures were in place or other

key nations adopted comparable climate miti-

gation policies. In general, the more targeted

policies will be difficult to police and many in-

dustries will have strong incentives to seek

special protection by taking advantage of

these various mechanisms without necessarily

being at significant competitive risk. ∫

† Richard Morgenstern’s full testimony can

be found at: www.rff.org/rff/Documents/CT-

Morgenstern-08-03-05.pdf.
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Today, three of every five barrels sold

on the world petroleum market 

originate from insecure regions: the

Persian Gulf, North Africa, Nigeria, Angola,

Venezuela, Russia, and the Caspian states. Po-

litical, military, or terrorist events could disrupt

oil markets and quickly double oil prices. If

these events happen at a time when monetary

authorities find it difficult to control inflationary

expectations, a trend much more likely today

than just a few months ago, the world could re-

turn to the 1970s and stagflation.

Reducing our vulnerability to such events is

the main task for oil security policy. Curtailing

imports from sources like our major oil trading

partners (Canada and Mexico) is unlikely to

benefit us. But reducing our imports is impor-

tant only if we can reduce the market share of

vulnerable supplies. Doing so would mean that

disruptions will remove less oil from the market

and thus cause severe price shocks. 

Our vulnerability also depends upon how

closely our infrastructure is tied to petroleum

use. When disruptions cause oil prices to dou-

ble, that price applies to any oil used in the

U.S. economy, including domestic oil and

ethanol supplies. Therefore, efforts to reduce

oil demand may be more valuable than efforts

to simply replace vulnerable imported supplies. 

Pursuing energy security is relatively simple

in conceptual terms. The nation is buying an in-

surance policy against future recessions caused

by unanticipated oil price shocks. Today’s in-

surance policy should cost no more than the

value of avoiding these possible damages.

Higher avoided damages could be due to either

a greater probability of a disruption happening
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or to more serious economic impacts from such

a disruption. 

Stanford University’s Energy Modeling Forum

recently completed two studies that may help re-

solve some of the uncertainties related to dam-

age estimates associated with oil insecurity. 

In the first, a group of geopolitical and oil-

market experts assembled to provide expert

judgment on the risks of one or more disrup-

tions occuring over the next 10 years. The ex-

perts considered four separate, oil-producing

regions and identified specific disruption events

and the conditions that could make them more

or less likely. From there, they evaluated the

probability that certain events could happen

and the amount of oil removed from the market

in each case. 

In their view, another disruption is very

likely, given today’s conditions. Over the next

10 years, there is an 80 percent chance of at

least one disruption of 2 million barrels per day

(mmbd) or more that would last one month or

longer. 

Compared to previous periods, the risks to-

day are greater for disruptions below 7 mmbd.

Not only are there more insecure regions today,

but fewer opportunities exist to offset any dis-

ruption with excess oil production capacity else-

where. These offsets tend to be highly concen-

trated in Saudi Arabia and are unlikely to be

available if oil is disrupted in that country.

In the second study, macroeconomic experts

gathered to discuss the likely economic impacts

of oil price shocks. An important distinction

concerns the nature of an oil price increase.

During the 1970s and early 1990s, oil supply dis-

ruptions caused prices to rise suddenly and

sharply. These price shocks were fundamentally

different from recent price increases, which

have been rising more gradually than during the

1970s. Price shocks are likely to create great un-

certainty, forcing firms and households to delay

investments, producing spillover effects

throughout the economy. Gradual price eleva-

tion, on the other hand, may anger the driver

who fills his gasoline tank, but it is unlikely to

delay investment and lead to a recession.

The other unknown is how economic policy-

makers will respond to disruptions. Over the last

few years, inflationary fears around the world

have been very low, which has allowed mone-

tary authorities to ease the money supply to

offset lost economic output without creating

additional inflationary pressures. In recent

months, however, inflationary fears have grown

and may become more intense yet. These de-

velopments would make it much more difficult

for governments to intervene and offset lost

output without exacerbating future inflation. 

If inflationary fears tie Mr. Bernanke’s

hands, does the nation have a fallback posi-

tion? Yes, although it seems unlikely that the

political process will adopt these policies. First,

larger public oil stockpiles would have limited

value without a more explicit “trigger” mecha-

nism for releasing oil during emergencies. Sec-

ond, domestic ethanol or Alaskan oil supplies

could replace more vulnerable supplies, but

would do nothing for our infrastructure’s oil

dependence. Third, fuel efficiency may be

more valuable because it does both, reducing

vulnerable supplies as well as our economy’s

reliance upon oil. And finally, automobile insur-

ance rates could discourage excessive driving

by being based partly on 

the miles driven. 

More than a half century ago, the very 

possibility of oil vulnerability shocked the

western world with the closure of the Suez

Canal. Despite other major disruptions since

that explosive event, there has been little 

evidence of “learning by doing” in current oil

security policy. ∫

† see www.rff. org/weeklycommentary.
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a new “resource” from resources for the future

The RFF Weekly Policy Commentary series, a new feature on our website, provides an accessi-

ble way for students, academics, journalists, policymakers, and the general public to learn about

important environmental, natural resource, energy, urban, and public health problems. 

Here’s where you can turn to find out more about new ideas and problems that you’ve

heard of, such as congestion pricing, mrsa, the EU Emissions Trading Scheme, and the Gulf

of Mexico’s Dead Zone. Each week, a leading expert summarizes the current state of analy-

sis or evidence about a particular policy topic, along with recommendations for further read-

ing. These commentaries can be found at www.rff.org/weeklycommentary. Some of the top-

ics covered include:

Bringing our Food Safety 
System into the 21st Century

The Greening of Buildings  

How Should Emissions 
Allowance Auctions Be 
Designed?

Useful Lessons from California's
Experiment with Congestion
Pricing

Building Better Housing 
Policies for the Developing
World's Poor

Why International Natural 
Gas Markets Matter in Today's
Energy and Environmental 
Picture

The Effectiveness of Voluntary
Environmental Programs

Addressing Biodiversity and
Global Warming by Preserving
Tropical Forests

MRSA by the Numbers

Inducing Innovation for 
Climate Change Mitigation

Evaluating Europe's Plan for 
Reducing Greenhouse Gases

Enhancing Productivity While
Safeguarding Environmental
Quality: The Inherent Chal-
lenges in Regulating Pesticides   

FutureGen: How to Burn Coal—
Maybe—Without Contributing
to Climate Change 

How Advertising for Smoking-
Cessation Products Can Help
Meet Public Health Goals

Thinking Beyond Borders: 
Why We Need to Focus on
Global Public Goods

Which is the Best Climate 
Policy: Emissions Taxes or Emis-
sions Trading?

What Do the Damages Caused
by U.S. Air Pollution Cost?

Using the Price System to 
Reduce Airport Congestion

Trash Talk

Congestion Pricing: Lessons
from London

A New Chapter in the History
of Malaria Control

How People Feel, Here and 
in China, about Reducing 
Mortality Risks

The Cost of Protecting Oil in
the Persian Gulf

Does the Federal Government
Spend too Much for Highways,
or too Little?

The Political Economy of 
Addressing Overfishing in 
U.S. Waters

What Can Policymakers Learn
from Experimental Economics?

Green Cities and Economic 
Development

The Gulf of Mexico's Dead
Zone: Mess, Problem, or 
Puzzle?

Designing the Next Interna-
tional Climate Agreement

Should Automobile Fuel Econ-
omy Standards Be Increased?

What are the Biggest Environ-
mental Challenges Facing the
United States?




