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HEARING ON CAP, AUCTION, AND TRADE:
AUCTIONS AND REVENUE RECYCLING
UNDER CARBON CAP AND TRADE

WEDNESDAY, JANUARY 23, 2008

HOUSE OF REPRESENTATIVES,
SELECT COMMITTEE ON ENERGY INDEPENDENCE
AND GLOBAL WARMING,
Washington, DC.

The Committee met, pursuant to call, at 9:30 a.m., in Room 2128
Rayburn House Office Building, Hon. Edward Markey [chairman of
the Committee] presiding.

Present: Representatives Markey, Blumenauer, Inslee, Larson,
Herseth Sandlin, Cleaver, Hall, McNerney, Sensenbrenner, Sul-
livan and Blackburn.

The CHAIRMAN. Good morning. This past December the New Di-
rection Congress passed the Energy Independence and Security
Act, a momentous first step towards combating global warming pol-
lution and securing our energy independence. With that down pay-
ment in place, Congress now must turn to the next great challenge:
enacting an economy-wide cap-and-trade program that will reduce
heat-trapping pollution 80 percent by 2050.

A cap-and-trade system harnesses the power of the market to en-
sure that pollution will be cut by a defined amount at the lowest
possible cost. Cap-and-trade is an idea that is made in the U.S.A.
Its advantages have been demonstrated under the Clean Air Act’s
highly successful acid rain program. The Europeans have adopted
this i1dea for their emissions trading system for carbon dioxide.
And, fortunately, we are now in a position to benefit from the les-
sons we have learned in implementing that system.

One of the most important questions that any cap-and-trade sys-
tem must answer is how tradable pollution allowances should be
distributed. Should they be given away for free to polluters or
should they be auctioned off? The acid rain program and the early
phases of the EU emissions trading system rely primarily on free
allocation. But both economic theory and the EU’s recent experi-
ence have taught us that giving allowances away may result in
massive windfall profits for polluters and, surprisingly, does not
lower costs to consumers.

In most cases, polluters will charge consumers for the value of
the allowances, even if they receive those allowances for free. Auc-
tioning avoids this problem and ensures that allowances distribu-
tion is transparent and fair based on the free market, rather than
political deals. Auctioning also has the advantage of sending a car-
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bon price signal that is loud and clear, not muffled by special inter-
est giveaways. And, finally, auctioning can provide tens of billions
of dollars of revenue, which can be used to greatly reduce the over-
all cost of the program and speed the transition to a low-carbon
economy.

By investing auction revenues in technology research and devel-
opment, efficiency, renewable energy, and rebates and tax cuts for
low and middle-income households, we can provide a much needed
stimulus to the economy, one that will get us out of the doldrums
and unleash a clean, green revolution of innovation and prosperity.

For all of these reasons, economists have long been nearly unani-
mous in advocating auctioning over free allocation. Now, policy-
makers around the world are moving decisively towards robust ac-
tion. As Mr. Zapfel, our witness from the EU will explain, the Eu-
ropean Commission just this morning announced its proposal to
move to 100 percent auctioning of allowances for electric utilities
by 2013 and to increasing reliance on auctions for other industrial
sources. At least six of the Northeastern states, including my home
state of Massachusetts, represented this morning by Secretary of
Energy and Environmental Affairs, Ian Bowles, are planning to use
nearly 100 percent auctions to distribute allowances under the
RGGI cap-and-trade program.

As Congress begins debate on cap-and-trade legislation, it is im-
perative that we learn from these experiences. The health of our
planet’s atmosphere is a sacred public trust that belongs to all of
us, and the right to pollute it should not be given away for free,
nor should we adopt a program that will enrich corporate polluters
at consumers’ expense.

I believe that with a well-designed cap-and-trade program based
on robust auctions and revenue recycling, we can do our part to
save the planet from global warming in a way that grows our econ-
omy, creates jobs, is efficient, transparent, and socially equitable.
Our distinguished panel of witnesses today is well-qualified to help
us to move forward on this endeavor.

I would also at this time like to inform the members that David
Moulton, who serves as the Select Committee’s Staff Director and
Chief Counsel, will be leaving that position on February 7th. David
is one of Capitol Hill’s most experienced veterans. And, much to my
regret, he has decided to retire from the Hill after more than 25
years of serving in the House and the Senate.

David has been at my side on every major issue I have worked
on since 1985, from energy to the environment to telecommuni-
cations to consumer protection. Over the last 23 years, he has
worked with me in a series of capacities, including Legislative Di-
rector, Chief of Staff in my personal office, and as Staff Director
of the Subcommittee on Telecommunications and Finance, before
assuming the role of Staff Director for this Committee.

Whether it is energy efficiency or the V-chip, children’s edu-
cational television, or rollercoaster safety, protecting the Arctic ref-
uge, or fighting global warming, David has been my closest adviser.
He has combined a deep commitment to the public interest with a
mastery of the legislative process.
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Over the last year, David played a pivotal role in setting up the
Select Committee. And he has helped to grow it into a force for
change in this Congress and in the world.

David exemplifies all of the best qualities of the staff whose hard
work and professionalism make it possible for this institution to
serve the public. He combines the soul of John Audubon with the
writing talents of Mark Twain. His skills, counsel, and creativity
will be greatly missed by me and by all of my staff.

David, I want to thank you for all that you have done for me over
the years. You are not only one of the top advisers that anyone in
Congress has ever had, but you are also my very dear friend. And
I wish the very best to you, your wife, Francie, and your two
daughters in all of your endeavors in the years ahead.

And I know for myself and all of the staff of the Select Com-
mittee and the members of the Select Committee, we offer you our
thanks for your public service. Thank you so much for everything
you do.

[Applause.]

The CHAIRMAN. Let me turn to recognize the ranking member of
the Select Committee, the gentleman from Wisconsin, Mr. Sensen-
brenner.

Mr. SENSENBRENNER. Thank you very much, Mr. Chairman.

First of all, let me say that I think I speak for over 72,000 other
people who were in Lambeau Field Sunday night that we don’t
think global warming is such a bad thing. [Laughter.]

Because if it weren’t for global warming, it might have been 20
below there, rather than just a little bit below the zero margin.
And the game was bad.

Today’s hearing will focus on the details of a cap-and-trade sys-
tem. Specifically, the hearing will examine how carbon credits and
allowances are to be distributed in a cap-and-trade system. How-
ever, I will not be offering much input into this nuance question
because I will oppose a cap-and-trade regulatory regime and oppose
it strongly, no matter how credits are distributed within the sys-
tem.

My reason for opposing this mess is simple. From the outside of
the Select Committee, I said that I will oppose any legislative effort
that will hurt jobs and the economy. And I am convinced that a
cap-and-trade system will do just that.

One needs look no further than Japan, Italy, and Spain to see
what quicksand awaits U.S. ratepayers under a cap-and-trade sys-
tem. Together these nations will have to fork over $33 billion to
buy carbon credits according to a November 30th Bloomberg news
article. This amounts to a tax on electricity in those countries since
the cost of these credits will probably be hidden in the overall elec-
tricity bill.

Make no mistake. These costs are the price tag of the Kyoto trea-
ty. President Bush has received much grief for failing to sign on
to that bloated regulatory regime. But after seeing how it is raising
electricity costs in Europe and Asia, I am pleased that the Presi-
dent followed my advice and kept the United States out of that bad
deal.
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The question isn’t if a cap-and-trade system will raise electric
costs. The question is how much they will raise costs. This is a
question that I have been asking over and over today and through-
out the year as we continue to examine this issue.

When this Select Committee conducted a field hearing in Seattle
last November, I engaged with New York City Mayor Michael
Bloomberg on the differences between a cap-and-trade system and
a direct tax on carbon. While I disagree with Mayor Bloomberg on
the need for carbon tax, we both agreed that at least a carbon tax
is an honest attempt to reduce carbon emissions; whereas, a cap-
and-trade system simply buries the cost deep within your elec-
tricity bill.

Cap-and-trade is a politician’s dream, doesn’t have to vote for the
tax and then can run around and criticize the evil electricity com-
panies for passing the cost of these credits on to consumers. It’s a
dishonest way of doing it. At least Mayor Bloomberg said that if
we're going to do this type of a taxing system, we ought to do it
the honest way.

If the politicians in Washington believe it is a good idea to use
taxes in an effort to fight global warming, then they should show
the ratepayers exactly how much they are spending on these so-
called global warming solutions. I think most people would find
that to be the real inconvenient truth.

Ten years ago, when I was Chair of the Science Committee, an
employee of the Clinton administration testified that the Kyoto
treaty and the cap-and-trade system that was envisioned in that
would raise electric rates by 80 percent.

I can’t face the senior citizens in my district, saying that a proce-
dure that I have advocated cost them that much money. And what
is going to happen to manufacturing when the cost of energy here
goes up that much but the cost in China doesn’t go up at all?

Since 2005, Europe has been under a cap-and-trade system. So
far the results don’t look good. Open Europe, a group that studied
the system, found that it acted like a wealth transfer mechanism,
subsidizing polluters in states making little effort to control carbon
emissions while punishing states that had tougher emission alloca-
tions.

Perhaps the cost of this system would be worth it if they were
actually creating measurable improvements to the environment.
But as Open Europe notes, this regulatory system has actually led
to an increase in emissions from Europe.

The American people deserve a technological approach to global
warming that improves the environment while protecting the econ-
omy. They don’t deserve a tax hike that masquerades as a solution.

I yield back the balance of my time.

The CHAIRMAN. Great. The gentleman’s time has expired. The
Chair recognizes the gentleman from Oregon, Mr. Blumenauer.

Mr. BLUMENAUER. Thank you, Mr. Chairman. I, as always, ap-
preciate the eloquence of our ranking member. One of the fallacies
I hear, though, in his presentation is that we are already paying
huge costs as a result of global warming. And the scientific evi-
dence is that it is going to be far greater.

The Stern review suggested that by investing as little as one per-
cent of our GDP, we could avoid the worst effects. Failure to avoid
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the worst effects could have the GDP worldwide dropping 20 per-
cent. I mean, this is a wise investment.

And the good news is that a year from now, the United States
will no longer be the single holdout of the industrialized countries
that don’t believe that we’re going into a carbon-constrained econ-
omy. It is still open to how that carbon constrained. And it maybe
that carbon tax has some merit.

I am intrigued, as you, Mr. Chairman, with the potential of the
carbon cap-and-trade. It might just be the key to saving the planet,
but it also might be very helpful to get us out of the current eco-
nomic crisis that we find ourselves in because we have systematic
gvef?knesses, economic deficit, environmental deficit, infrastructure

eficit.

A cap-and-trade has a potential for creating a great deal of value.
How that is captured and where it is allocated is of great interest
to me. I am going to be posing some questions to this terrific panel
that you have assembled to see if there is some way that a portion
of this value could be reallocated to deal with crumbling infrastruc-
ture, in some places in the wrong places, invested in the wrong
ways, that we might be able to take a portion of it to be able to
revitalize the infrastructure, to reduce the carbon footprint over the
long run while we stimulate the economy in the foreseeable future
and avoid economic catastrophe in the future.

I deeply appreciate this opportunity and look forward to pursuing
this. But be forewarned. This is something I would like some of our
witnesses to think about with this.

The CHAIRMAN. Great. The gentleman’s time has expired. The
Chair recognizes the gentlelady from Tennessee, Ms. Blackburn.

Ms. BLACKBURN. Thank you, Mr. Chairman. Thank you for the
hearing. And I want to thank our witnesses for being here today.
I also want to apologize. We have an O&I Committee hearing with
Energy and Commerce. So I am going to have to be up and down
and back and forth today, Mr. Chairman, but I do thank our wit-
nesses for being here. And I thank you that we are going to look
at how a cap-and-trade would be administered and the prospects
for such a system.

I will tell you right up front I have some grave concerns about
this type carbon reduction scheme because of my belief that it
would drastically affect the nation’s energy supply and would sig-
nificantly distort the market. So I join my colleagues in letting you
know that I do have some questions that I would pose to you.

Now, I know that proponents of the cap-and-trade system argue
that the system is necessary because humans are causing a global
climate change through emissions and carbon dioxide. And, there-
fore, we have to institute something that is going to drive a change
to this human behavior.

But then we turn around. And in our study and research, I have
read several things in some of our scientific journals from the past
decade that show that most, if not all, of our recent global warming
is caused by the sun and other natural causes and cannot be spe-
cifically and irrefutably linked to human activity.

And if these schemes were to be implemented, they would have
little to no effect in changing the current projected rate of tempera-
ture more than a couple of degrees over 100 years.
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So I think that it is our responsibility. It’s this Committee’s, and
it is Congress’ responsibility to take reasonable actions to protect
the environment. But closing coal plants and imposing massive en-
ergy costs on consumers in developing nations is in my opinion not
the way we ought to go.

A cap-and-trade or a carbon tax system will likely lead to shut-
tering many of the power plants that are in existence today and
would compromise the American job market and could lead to a
greater dependence on foreign energy sources, rather than driving
us toward energy independence. And all of this would end up hav-
ing a negligible environmental effect.

In my opinion, that may be a little bit too steep a price to pay.
This past summer, several of my colleagues and I traveled to Eu-
rope and firsthand had some firsthand visits with those on the cap-
and-trade system. It raised some concerns. We look forward to
hearing from you today.

I yield back.

The CHAIRMAN. Great. The gentlelady’s time has expired. The
Chair recognizes the gentleman from Washington, Mr. Inslee.

Mr. INSLEE. I was talking to the President of the National Acad-
emy of Sciences the other day. And he wasn’t worrying about the
sun wobbling around or sunspots destroying the climactic system
of the Earth. This is a problem we have got to tackle. I am glad
we are here because if we don’t solve this problem, nothing else
matters.

I want to make three comments about cap-and-trade. First, those
who are critical of the cap-and-trade system, I would just simply
say, as they say in Texas, show me what you’ve got. Show me what
you've got to solve this problem. And those who criticize this and
approach from a lot of other criticisms never come up with another
system to solve this problem. It is the best system we have avail-
able, and we should implement it.

Second, for those who argue that a cap-and-trade system is sort
of a camouflage system, trying to avoid responsibility, I would sug-
gest the reason it is important is the first word. It is a cap. And
a carbon tax does not have a cap. A carbon tax makes some as-
sumptions about behavior that may or may not be true.

The European experience has been a tax alone does not and can-
not solve the problem. You have to have a hard, meaningful, con-
crete, impenetrable, legally enforceable cap.

And this we guarantee our constituents. We are going to tell our
grandkids we are going to have a solid, enforceable limitation on
how many megatons of CO, we are putting into the atmosphere.

Third, the most important debate we will have in the next 12
months is on an auction because there are some things we can
learn from Europe. It’s true they don’t know what football is, but
there are some things we can learn from them.

And the number one lesson from Europe is that you have to have
an auction if you are going to have a meaningfully successful cap-
and-trade system, both for reasons of equity because of the tragedy
of the commons that they first brainwashed me about in economics
back 36 years ago but also because it has to work that way from
an equity standpoint and an enforcement standpoint by putting a
price on carbon. That is a lesson from Europe. They have learned
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it. We don’t have to go through their painful first few years. We
can learn from their experience.

I will be working on legislation to have the earliest implementa-
tion of 100 percent oxygen as soon as humanly and politically pos-
sible. It is what I believe will be the single most important debate
we have in Congress this year. And we hope that the forces of oxy-
gen prevail for our grandkids’ sake. It is a lesson from Europe. We
have got to learn it.

Thank you.

The CHAIRMAN. The gentleman’s time has expired. The Chair
recognizes the gentleman from California, Mr. McNerney.

Mr. McNERNEY. Thank you, Mr. Chairman.

I want to thank the panel for coming here today. The cap-and-
trade policies that are ultimately adopted by this government are
not only extremely important, but it is also an extremely inter-
esting process.

Speaking as a scientist, I look forward to getting into some of
these details and having some fun mucking around, but, in par-
ticular, such a program will determine the direction of our econ-
omy. It will help or hurt our poor, our lower-income people. It will
guide industry and, if done properly, will make America a leader
as we move forward into the twenty-first century.

So, with little or no pressure on the panel, I look forward to your
testimony. And I reserve the balance of my time.

The CHAIRMAN. The gentleman can do that. The Chair recognizes
the gentlelady from South Dakota, Ms. Herseth Sandlin.

Ms. HERSETH SANDLIN. Thank you, Mr. Chairman. I will reserve
my time for questions as well. Thank you.

The CHAIRMAN. The Chair recognizes the gentleman from Con-
necticut, Mr. Larson.

Mr. LARSON. Thank you very much, Mr. Chairman. I, too, look
forward to the testimony. And I feel somewhat like that old George
Gobel line. I feel like a pair of brown shoes at a black tuxedo event.

I do favor very strongly a specific tax credit, carbon tax credit,
because I think that that is the most direct, most efficient means
of us accomplishing a goal. I am skeptical about the cap-and-trade
and remain to be convinced and certainly am anxious to hear from
our panelists today.

But I am especially concerned about the auction and about how
the auction takes place, how a cap-and-trade is going to be admin-
istered, what is going to happen down line to people when we know
the costs are going to rise.

I especially am concerned in the Northeast about the constitu-
ents that I represent. And I feel that they would be more advan-
taged by making sure that we had a payroll tax deduction specifi-
cally tied to a carbon tax that would both benefit them and I think
provide both an appropriate cap and a path forward for us to solve
this very difficult problem.

I think it also would be helpful to us in dealing with our foreign
partners, most notably in China and India, because of the trans-
parency issues that obviously exist but remain to be convinced oth-
erwise.
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The CHAIRMAN. The gentleman’s time has expired. And all time
for opening statements from the members has been completed. So
we will now turn to our panel.

And we will hear first from Mr. Dallas Burtraw. He is a Senior
Fellow at Resources for the Future. Mr. Burtraw is an economist
who is recognized as one of the leading national experts on emis-
sions cap-and-trade systems. He has worked in this area for the
past two decades and has played an important role in evaluating
the Clean Air Act’s acid rain program and has worked extensively
on the Northeastern states’ RGGI program and on the EU’s emis-
sion trading system. We welcome you, Mr. Burtraw. Whenever you
are ready, please begin.

Mr. BURTRAW. Thank you. Thank you for the opportunity to tes-
tify today.

STATEMENT OF DALLAS BURTRAW

Mr. BURTRAW. Resources for the Future neither lobbies nor takes
positions on specific legislative or regulatory proposals. So I empha-
size that the views I present today are my own. I mean, I am going
to talk specifically about the question of how emission allowances
are allocated or initially distributed in the implementation of a cap-
and-trade program by addressing several specific questions.

The first is, what are the efficiency benefits of auctions? There
are not many viewpoints that you can get most economists to agree
on, but one of them is that the role of an auction in the implemen-
tation of an emissions cap-and-trade program delivers significant
efficiency benefits.

One perceived virtue of auctions is that they are consistent with
the principle of simplicity and transparency, which is valuable in
the formation of a new market.

A second and equally forceful reason that economists favor an
auction is that it makes funds available that can be used to achieve
other goals. Depending on how these revenues are used, they can
help in an important way to reduce the economic costs of climate
policy. For the purposes of minimizing the costs and promoting eco-
nomic growth, economists would favor dedicating the use of reve-
nues from an auction to reduce preexisting taxes.

A second approach would be to reinvest some portion of allow-
ance value to reinforce policy goals. For example, in the ten-state
Northeast Regional Greenhouse Gas Initiative that takes effect in
2009, at least 25 percent of the allowance value which would be re-
alized through an auction is to be budgeted to consumer benefit,
such as investments and energy efficiency.

A third idea is that even a relatively small sliver of auction reve-
nues would provide a relatively substantial infusion of support for
research and development of new technologies. I know that others
on this panel have other ideas that deserve consideration on this
revenue question.

Second, would free allocation of allowances significantly reduce
economic impacts on consumers? The group that is most affected by
climate policy will be consumers.

In the electricity sector under an auction, although we find that
some electricity generators are going to bear some costs under an
auction, consumers of electricity bear about eight times greater
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costs. This results because generators are able to pass along the
cost to consumers through increasing prices.

Free allocation of emission allowances to generators cannot be
expected to reduce this impact where there are competitive mar-
kets. The only important exception is in that portion of the elec-
tricity sector where there are regulated prices. And in these re-
gions, consumers would benefit from free allocation to firms.

However, in general, throughout the economy, the ability of firms
to pass on the cost of allowances does not hinge on how they re-
ceive the allowances initially. Sometimes one hears firms argue to
the contrary, saying they would not charge their customers for
emission allowances they received for free.

When one hears this, one might think that a different conversa-
tion needs to be had between those firms and their shareholders
because it is shareholder value they would be giving away.

The fact that a firm and competitive market will charge its cus-
tomers for the use of an asset that the firm has received for free
is often a difficult idea for people to grasp at first but is wholly con-
sistent with economic theory and is in general what has been ob-
served in empirical studies. In general, giving allowances away for
free to firms will provide little benefit to consumers.

There is one way that consumers could benefit from free alloca-
tion, however. And that is if citizens were to receive allowances’
value directly. This approach has been called a cap-and-rebate to
every person with a Social Security number.

Number three, to what extent do auctions deprive polluters of
capital needed to invest in achieving substantial reductions in
greenhouse gases? In the electricity sector, most new investment
and generation relies on project-specific financing, meaning that
each project is evaluated and financed independently with capital
from outside the firm. As a consequence, implementation of an auc-
tion will not affect the availability of capital for financing new
projects in the important electricity sector.

What proportion of allowance value is needed to compensate pol-
luting firms? Overall, economic estimates suggest that the loss in
market value of industries that are going to be heavily affected by
climate policy is less than 30 percent of the value of emission al-
lowances. This estimate masks some differences among firms be-
cause many firms turn out to be winners, and some firms are los-
ers.

In the electricity sector, which, again, is the center of much at-
tention, the industry as a whole would require just six percent of
allowance value, but this accounts for firms that gain value. And
to compensate only the losers would require about 11 percent of the
allowance value.

Is it feasible to allocate, construction an allocation formula, that
would efficiently target compensation to those firms that are ad-
versely affected?

The award of free allowances is a blunt instrument for achieving
compensation for producers. Free allocation tends to reward win-
ners as well as losers, thereby eroding efficiency and the ability to
compensate other affected parties.

We find the opportunity costs of compensation to producers in
the electricity sector is five times the cost of compensation deliv-
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ered successfully. The difference accrues to firms as windfall prof-
its.

One way to improve this would be to apportion allowances for
the states and let the states conduct allocation to achieve com-
pensation goals. This cuts in half roughly the cost of achieving com-
pensation or more modest compensation targets also reduce the
cost. Nonetheless, under any strategy, there are important consid-
erations regarding the difficulty of achieving compensation.

Finally, to what extent are the economic impacts of legislation on
polluting firms likely to be spread among shareholders who hold di-
versified portfolios? In this modern age, the vast majority of share-
holders hold few, if any, stocks in individual companies. Most of us
hold assets in mutual funds. For this reason, the way to deliver
compensation to owners of equity is to design an efficient policy in
order to lessen the overall cost of the policy, which is precisely the
virtue of the use of options.

Thank you for the opportunity to testify.

[The statement of Dallas Burtraw follows:]
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Summary of Testimony
Cap, Auction, and Trade: Auctions and Revenue Recyeling under Carbon Cap-and-
Trade. A majority of economists favor the use of auctions over the free allocation of
emissions allowances. One reason is that an auction satisfies the principle of simplicity
and transparency. It is administratively simple and precludes regulated parties from
seeking a more generous future allocation. The second and equally forceful reason is that
it makes available funds that can be used to achieve related goals. Depending on how
these revenues are used, they can help reduce the cost of policy significantly.

The harm to industry in the aggregate represents no more than 30 percent of the
value of emissions allowances. Special attention is often focused on the electricity sector
because it holds the potential for the largest emissions reductions in the first decades of
climate policy. The harm in that sector in the aggrepate is equal to only 6 percent of total
allowance value. However, this statistic masks the fact that many firms are winners.
Compensating firms is problematic because the delivery of compensation will be
imprecise. Depending on the approach used and the compensation target, the opportunity
cost of delivering compensation may be several times the amount of deserved
compensation because much of the compensation will accrue to undeserving firms.
Meanwhile, the harm to consumers in the electricity sector is eight times greater than that
to producers. The best way to deliver compensation to consumers would be through
broad-based approaches that preserve and enhance the efficiency advantages of an
auction. Some leading possibilities would be revenue recycling to achieve broad-based
reductions in préexisting taxes, investments in energy efficiency and research, and direct

rebates of revenue to individuals.
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Written Testimony of Dallas Burtraw
Cap, Auction, and Trade:

Auctions and Revenue Recycling Under Carbon Cap-and-Trade

Mr. Chairman, thank you for the opportunity to testify before the House Select
Committee on Energy Independence and Global Warming. My name is Dallas Burtraw,
and [ am a senior fellow at Resources for the Future (RFF), a 55-year-old research
institution based in Washington, D.C., that focuses on energy, environmental, and natural
resource issues. RFF is independent and nonpartisan and shares the results of its
economic and policy analyses with environmental and business advocates, academics,
government agencies and legislative staff, members of the press, and interested citizens.
RFF neither lobbies nor takes positions on specific legislative or regulatory proposals.
emphasize that the views I present today are my own.

Over the past 18 years, 1 have studied the performance of emissions cap-and-trade
programs from both scholarly and practical pcrspectives. I have studied the sulfur
dioxide (SO;) emissions allowance trading program created by the 1990 Clean Air Act
Amendments and the nitrogen oxide (NO,) trading program in the northeastern United
States. [ also have studied the European Union Emission Trading Scheme (EU ETS). I
have conducted analysis and modeling to support the northeastern states in the design of
the Regional Greenhouse Gas Initiative (RGGI). Recently [ worked with a team of
researchers to develop recommendations for the design of an auction in RGGI on behalf

of the New York Statc Energy Research and Development Authority.' ! also worked

" Holt, C., Shobe, W., Burtraw, D., Palmer, K., and Goeree, J. 2007. Auction Design for Selling
Co2 Emission Allowances under the Regional Greenhouse Gas Initiative (October 29).
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with a team to provide guidance for the State of Maryland as it implements its plan to
join RGG1.? Last year [ also served on California’s Market Advisory Board for
implementation of the state’s Assembly Bill 32, the centerpiece of the state’s

.. 3
greenhouse gas initiative.

I have been asked to comment generally on how emissions allowances are
allocated (i.e., initially distributed) in the implementation of a cap-and-trade program. 1

will address six specific questions.

1. What are the efficiency benefits of robust auctions of alowances under a cap-
and-trade system?

There are not many viewpoints you can get economists to agree on, but one
exception is the role of an auction in the implementation of an emissions cap-and-trade
program. The vast majority of public finance economists would recommend an auction as
the most efficient way to allocate emissions allowances. There are several rcasons for
this. I will put them into two categories.

First, an auction satisfies the principle of simplicity and transparency. This is an
important principle for the formation of a new market for an environmental commodity.
Compared with other approaches, an auction helps maintain transparency and the

perception of fairness, and it leads to more efficient pricing of goods in the economy,

* Center for Integrative Environmental Research, University of Maryland. January 2007.
Economic and Energy Impacts from Maryland s Potential Participation in the Regional
Greenhouse Gas [nitiative.

* Recommendations for Designing a Greenhouse Gas Cap-and-Trade System for California.
2007. Recommendations of the Market Advisory Committec to the California Air Resources
Board, (June 20).
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which reduces the cost of the policy.

Generally speaking, auctions are viewed as more transparent than administrative
approaches to the initial distribution of allowances. Parties have strong incentives to
argue for an ever-increasing share of emissions allowances through free allocation, but
the literature suggests that the use of auctions in telecommunications leads to less
litigation.* Many authors suggest that auctions reduce what economists call “rent-secking
behavior,” which is the incentive for regulated partics to invest resources in trying to
affect the outcome of an administrative process that distributes allowances freely,5
One particularly insidious aspect of fre¢ allocation is the adjustment to allocation rules
that are usually made for new emissions sources and tfor old sources that retire. The SO,
trading program has no adjustments for these sources, which is a virtue because it does
not create incentives that would entice investment behavior to deviate from what is
otherwise efficient. However, most other trading programs have such adjustments. In the
NO, budget program, for example, individual states determine the allocation of
allowances; most have set-asides for new sources, and sources that retire lose their
allocations. Adjustments also arc ubiquitous in the EU Emission Trading Scheme. The
problem with such adjustments is that they alter the incentives for investinent and
retirement in a way that can lead to unintended consequences. For instance, there is
evidence that as a result of adjustments to allocation rules for new sources in the EU, the
value of emissions allowances can cause less economic and higher-polluting emissions

sources to be a preferred investment relative to other technologies. This can result from

* Binmore, K., and P. Klemperer (2002). “The Biggest Auction Ever: The Salc of the British 3G
Telecom Licenses.” The Economic Journal 112: C74-C76.

; Hepbum, C., Grubb, M., Neuhoff, K., Matthes, F., and Tse, M. 2006. “Auctioning of EU ETS
Phase I Allowances: How and Why?” Climate Policy 6(1): 137-60.
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the value of the subsidy that is received by those sources in the form of frec allocations.
Furthermore, the removal of allocations from sources that retire provides a financial
incentive to continue the operation of existing facilities that are often inefficient and that
otherwise would rctire except for the value of the allowances that they earn by remaining
in operation.® The use of an auction avoids this predicament entirely.

Another reason that an auction has efficiency benefits applies specifically to the
electricity sector. Compared with free allocation, an auction approach tends to reduce the
difference between price and marginal cost for electricity generation—a source of
inefficiency that is endemic to the clectricity industry.7

The sccond and equally forceful reason that economists favor an auction is that
it makes available funds that can be used to achieve other goals. Depending on how
these revenues are used, they can help reduce the social cost of climate policy in an
important way.

For the purposes of minimizing the cost of climate policy on the economy and promoting
cconomic growth, economists would favor dedicating the use of revenue from an auction
to reduce preexisting taxes. This is especially important in the context of climate policy
because it is likely to represent the most significant cnvironmental initiative the country

has ever pursued. Like any new regulation, climate policy imposcs costs on households

® Ahman, M., Burtraw, D., Kruger, J., and Zetterberg, L. 2007. “A Ten-Year Rule to Guide the
Allocation of EU Emission Allowances.” Energy Policy 35(3): 1718-30.

7 Beamon, J.A., Leckey, T., and Martin, L. 2001. “Power Plant Emission Reductions Using a
Generation Performance Standard.” Draft. Washington, DC: U.S. Department of Encrgy, Energy
Information Administration. Burtraw, D., Palmer, K., Bharvirkar, R., and Paul, A. 2001. “The
Effect of Allowance Allocation on the Cost of Carbon Emissions Trading.” RFF Discussion
Paper 01-30, Washington, DC: Resources for the Future. Burtraw, D., Palmer, K., Bharvirkar, R.,
and Paul, A. 2002, “The Effect on Asset Values of the Allocation of Carbon Dioxide Emission
Allowances.” The Electricity Journal 15(5): 51-62. Parry, 1. W.H. 2005. “Fiscal Intcractions and
the Costs of Controlling Pollution from Electricity.” Rand Journal of Economics 36(4): 850-70.
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and firms, and that cost acts like a virtual tax, reducing the real wages of workers. This
hidden cost can be especially large under a cap-and-trade program because the price
placed on the scarcity value of carbon is reflected in the cost of goods that use carbon in
their production. However, one of the most important findings in environmental
economics and public finance in the past 15 years is that the use of revenue raised
through an auction (or an emissions tax), if dedicated to reducing other preexisting taxes,
can reduce this cost substantially. This so-called revenue recycling would have truly
dramatic efficiency advantages compared with free distribution.8

Some portion of auction revenue could be used in several ways to help reinforce program
goals and lessen the impact of climate policy. For example, the Model Rule for the 10
northeastern states participating in RGGI specifics that each state must allocate at least 25
percent of its budgeted allowances to a consumer benefit or strategic energy purpose
account. These “consumer benefit” allowances are to be sold or otherwise distributed to
promote energy efficiency, to directly mitigate electricity ratepayer impacts, or to
promiote lower-carbon-cmitting energy technologies. (Six of the 10 RGGI states so far
intend to auction 100 percent of their budgeted allowances.) In a study for the State of

Maryland, we found that the dedication of 25 percent of the allowance value to

¥ Bovenberg, A L., and Goulder, L.H. 1996. “Optimal Environmental Taxation in the Presence of
Other Taxes: General Equilibrium Analyses.” American Economic Review 86: 985-1000.
Bovenberg, A., and de Mooij, R. 1994, “Environmental Levies and Distortionary Taxation.”
American Economic Review 84: 1085-89. Goulder, L.H., Parry, L W.H., Williams III, R.C., and
Burtraw, D. 1999. “The Cost-Effectiveness of Alternative Instruments for Environmental
Protection in a Second-Best Setting.” Journal of Public Economics 72(3): 329--360. Parry,
LW.H., Williams, R.C., and Goulder, L.H. 1999. “When Can Carbon Abatement Policies
Increase Welfare? The Fundamental Role of Distorted Factor Markets.” Journal of
Environmental Economics and Management 37(1). 52--84. Smith, A.E., Ross, M.T., and
Montgomery, W.D. 2002. “Implications of Trading Implementation Design for Equity-Efficiency
Trade-Offs in Carbon Permit Allocations.” Washington, DC: Charles River Associates.
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investments in end-use efficiency could offset any increase in retail electricity price that
would occur from the state’s joining RGGI.” This research indicates that investing just a
portion of the allowance revenues can offset the impact of the policy on consumers while
also advancing climate policy goals.

Auction revenue also can help support the attainment of efficiency in our energy
infrastructure more broadly. A small sliver of auction revenues would provide a relatively
substantial infusion of support for research and development of new technologies, or it
could provide incentives for investment, such as an investment tax credit aimed at
promoting innovative technologies or modernizing industries that are especially
vulnerable to the policy.

Finally, a related issue involves adaptation to climate change. Atmospheric
scientists tell us that we are already at the point where some climate warming is
inevitable and that adaptation will be necessary. Adaptation to climate change will likely
involve significant investment by the private and public sectors. An auction provides

revenues that can be directed toward these adaptation activities.

2. Compared with a full auction of allowances, would free allocation of
allowances significantly reduce economic impacts on consumers, and if not,
why not?

Our modeling indicates that the group most affected by climate policy will be consumers.

The electricity sector has been studied in detail because it constitutes about 40 percent of

? Center for Integrative Environmental Research, University of Maryland. January 2007.
Economic and Energy Impacts from Marviand’s Potential Participation in the Regional
Greenhouse Gas Initiative.
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the nation’s CO, emissions, but it is expected to provide two-thirds to three-quarters of
emissions reductions in the first decades of a policy. When 100 percent of CO; emissions
allowances used by the electricity scctor are auctioned, we find that although firms bear
some cost, consumers of electricity bear an eight times greater cost. This results because
firms in the electricity sector are able to pass costs along to consumers through increasing
prices. The burden to consumers retlects the vast majority of the cost of climate policy to
the electricity sector.

It is intcresting to consider where impacts are felt by electricity consumers. Figure
A illustrates the changes that would occur under a $15 allowance price in the year 2015,
Arrayed across the bottom is a sampling of regions of the country based on the share of
coal-fired electricity generation, representcd by the growing mountain from left to right.
The dotted line across the graph represents the average electricity price that is expected
nationally from the CO; price of $15/ton. The lower part of each bar represents the
electricity price in the base case with no federal CO, cap, and upper part represents the
increase in electricity price that would result from the policy. There are two things to note
from this figure. One is that those regions of the country that use the most coal use will
experience the greatest change in electricity price. The second is that these regions will
still have lower electricity prices than other parts of the country. In other words, the
electricity customers who would bear the greatest change in costs due to climate policy

still end up with prices that are lower than much of the nation.
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Figure A. Distribution of change in electricity prices by region (2015).

In some cases the free allocation of allowances can reduce economic impacts on
consumers, but whether that occurs depends on how free allocation occurs and to whom
it is directed. As a general principle, in competitive markets frce allocation to firms will
not benefit consumers because the economic value of a commodity in a competitive
market is determined by its scarcity. Emissions allowances are a valuable asset, and as
long as there is a liquid allowance martket, a firm can sell allowances at the market price
instead of using them for its own compliance responsibilities. Therefore, the firm will
recognize the lost opportunity for revenue from the sale of an allowance each time it uses
the allowance itself for compliance.

The fact that a firm in a competitive market will charge its customers for the use
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of an asset that the firm has reccived for free is often a difficult idea for people to grasp at
first, but it is wholly consistent with economic theory and it is in general what is observed
in empirical studies. Indeed, sometimes economists seek evidenee of noncompetitive
behavior and “market power” by looking for instances when the price of a good differs
from the cost of factor inputs used in its production. An emissions allowance in a cap-
and-trade program is one such factor. If a firm did not pass through the cost of an
allowance in the pricing of its product, it would be prima facie evidence of a
noncompetitive market—and of possible market manipulation.

In a recent project, we conducted laboratory economic experiments with human
subjects to see how people actually behaved when faced with a pricing decision in the
context of allowance trading. In the experiments, subjects were rewarded financially for
how well they performed in the laboratory. Subjects were asked to determine the price for
a good they were going to scll into a market, and production of that good required the use
of an allowance along with other inputs. The subjects were sometimes given allowances
for free, and sometimes they had to pay for them. In the laboratory we found a variety of
behaviors; at first many subjects did not include the value of an allowance in setting their
product price when they received the allowance for free. But subjects who did behave in
accordance with economic theory had substantially greater carnings. Furthermore, we
observed Iearning. Subjects who did not charge for the allowances they received for free
learned quickly through trial and error that they could boost their earnings by doing so.

In a competitive market, the degree to which firms arc actually able to charge
customers for any change in cost depends on technical issues involving the relative

elasticities of demand and supply, but theory clearly indicates that firms will cbarge
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customers to the degree they are able to do so. The use of allowances constitutes a change
in the eost of production. The important idea is that the ability of firms to pass on a
change in the cost of production does not hinge on how they received the allowances
imitially. Sometimes one hears firms arguing to the contrary, saying, ““We would not
charge our customers for emissions allowances we received for free!” When one hears
this, one might think that a different conversation needs to occur between those firms and
their shareholders, because it is shareholder value that is being given away if such
behavior is evident in fact.

Economists think most markets are fundamentally competitive, at least in the long
run, so in most markets economists would not expect to see consumers reccive the benefit
from free allocation to firms. However, a substantial portion of the electricity market is
not competitive, but instead operates under cost-of-service regulation. In these cases
regulators set prices to allow firms to recover their costs, and costs are calculated on an
original cost basis. If allowances are received for free by regulated electricity gencrators,
then the addition to the cost basis for the purpose of cost recovery is zero. This is the one
casc where the benefit of free allocation to emitters or producers can be expected to be
passed on to consumers. Roughly speaking, this situation applies to about half of the

electricity customers in the country.
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Figure B. Distribution of change in electricity prices by region (20135).

That some electricity consumers can be expected to benefit from free allocation to
producers in regulated regions of the country but those in regions with market-based
prices will not introduces a challenging dilemma to climate policy. Figures B and C
illustrate this dilemma.'® Figure B shows the change in retail electricity price that could
be expected from a modest climate policy that introduces a price on allowances of
$154on. The two colors in Figure B correspond to customers in regulated and
competitive regions of the country. More or less, both sets of customers would
experience a similar change in price under an auction; the difference would be driven
primarily by the carbon intensity of electricity generation, which is consistent with the

way a cap-and-trade program is expected to work.

' Burtraw, D., and Palmer, K. 2007. “Compensation Rules for Climate Policy in the Electricity
Sector.” Resources for the Future Discussion Paper (7-41, and additional analysis.
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Figure C. Distribution of change in electricity prices by region (2015).

Figure C illustrates what would happen to electricity prices if there were free
allocation to producers. In this case producers in regulated regions would be expected to
allow their customers to receive the benefit of free allocation, but producers in
competitive regions would not. The consequence is that an asymmetry emerges that is
tied not to the amount of carbon emissions but rather to the nature of electricity sector
regulation. For advocates of free allocation, this dilemma has been one of the most
difficult stumbling blocks in thinking through how to craft climate policy: under free

allocation, electricity customers in different regions are treated differently.
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Figure D. Distribution of change in electricity prices by region (2015).

One other way that free allocation could directly benefit electricity consumers
would be if that allocation were given to consumers directly, rather than to producers.
This approach would allocate allowances to “load-serving entities,” the retail electricity
companies that deliver electricity to customers. [n general, the retail electricity
distribution companies would be expected to share the value associated with free
allocation with customers. Although retail companies would see the cost of power in the
wholesale power market increase under a cap-and-trade program, they would have
substantial allowance value to apply against that cost increase, and this would reduce the
cost impact for their customers. The consequences of this type of policy are illustrated in
Figure D: free allocation to retail electricity load-serving entities on behalf of their
customers on the basis of consumption would tend to recover the symmetry in the impact

of climate policy across regulated and competitive regions. For this reason, this approach

13
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has gained some support as a potential path to compromise from surprisingly different
types of firms in the electricity industry. Furthermore, it would soften the impact on
electricity customers substantially. It begs the question of whether allocation to load
should be on the basis of consumption, emissions, population, or some weighted average.
Each approach produces a somewhat different result.

Unfortunately, free allocation to load-serving entities comes with an important
efficiency cost. When electricity customers do not see the increase in retail electricity
prices, they have no incentive to reduce electricity consumption: their electricity bills
(and national climate policy) will play less of a role when it comes time to purchase a
new refrigerator, so they will be less inclined to choose an efficient model. Across the
sector, this effect would lead to more electricity consumption, and under an economy-
wide program, it would lead to more emissions from the electricity sector. In the example
we modeled, it leads to a 15 percent increase in allowance price under the cap-and-trade
program and requires greater emissions reductions for the rest of the economy.
Essentially, the frec allocation to electricity customers is a subsidy to clectricity
consumption that 1s not received by users of natural gas or transportation fuels or by
industry or commerce, except to the degree that they consume electricity. That means that
more emissions reductions have to be achieved in these other sectors, which raises the
cost of climate policy in an important way. Nonetheless, because free allocation to
customers has the political virtue of lessening the price effect, it remains an idea for how
to construct a transition path to phasing in a full auction in the electricity sector.

There is one other way that consumers can benefit from free allocation. That 1s if

consumers, as citizens, receive allowance value directly. This approach has recently been

14
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called “cap, auction, and rebate.” The idea is that allowance values from an auction could
be returned directly to every individual who has a social security number. It would be the
most progressive in its distributional consequences of all the approaches that have been
suggested. Other than direct allocation on a per capita basis or some other formula that
might take advantage of information about household income or some other criterion, the
other way to achicve broad-based compensation for consumers is recycling the revenue

raised in an auction to reduce preexisting taxes.

3. To what extent do full or robust auctions deprive polluters of the capital
needed to invest in achieving substantial reductions in greenhouse gas
emissions?

I have the most knowledge about the clectricity sector. In this sector over the past
15 years, the major sharc of new investment in generation has come from nonregulated
entities. As a change from the somewhat distant past, when projects were funded with
corporate financing, today the industry generally relies on project-specific financing,
meaning that cach project is cvaluated and financed independently with capital from
outside the firm. This trend is likely to continue into the future. As a consequence, [
belicve, a change in the cost of operation is not likely to have a first-order cffect on the
availability of capital for financing new projects.

A different issue involves the cost of capital in the industry. Firms in regulated
regions of the country enjoy a lower cost of capital becausce of the presumed lower risk
associated with their investments. This is a separate issue but one that may be relevant in

thinking about how to finance large investments in new technology in the future.
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4. What proportion of allowance value is needed to compensate polluting firms

for the economic impacts of climate change legislation?

The need to compensate firms depends on how the effect on firms is measured.
Some previous studies have analyzed the effect at the facility level, which provide a high
estimate. Effects at the facility level do not make sense because facilities do not have
independent standing. Facilities are owned by shareholders, and shareholders own a
portfolio of facilities, some of which may lose and others of which may gain value.

Another approach is to measure the effect on firms at the industry level, which
yields a relatively low estimate. One general equilibrium study considered the effect of a
constant $25 allowance value sufficient to achieve emissions reductions of 18 percent in
the long run.'’ Most of the economic effect would be felt in the oil, gas, and coal
industries, which could be compensated with just 19 percent of allowance value.
Compensating other downstream industries would require somewhat greater allowance
value. The most important of these downstream industries 1s the electricity sector, but
that would be much less affected than would the primary fuel sectors in the researchers’
model. Another study using a general equilibrium model estimated the effects of a 14
percent decrease in emissions to be achieved by 2010, and a 32 percent decrease by
2030." That study estimated that the reduction in equity value in the electricity sector
would be equivalent to 6 percent of the total allowance value. In recent work, we reached

a similar estimate using a detailed simulation model of the electricity sector. This value

" Bovenberg, A.L., and Goulder, L.H. 2001. “Neutralizing the Adverse Industry Impacts of CO2
Abatement policies: What Does it Cost?” In C. Carraro and G. Metcalf (eds.), Behavioral and
Distributional Effects of Environmental Policy. Chicago: University of Chicago Press.

"2 Smith, A.E., Ross, M.T., and Montgomery, W.D. 2002. “Implications of Trading
Implementation Design for Equity-Efficiency Trade-Offs in Carbon Permit Allocations.”
Washington, DC: Charles River Associates.
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appears relatively small, given that the electricity sector is expected to contribute
substantially to emissions reductions throughout the economy. The reason the value is
small is that firms own a portfolio of facilitics. Although high-emitting power plants will
suffer a decline in market value, low- and nonemitting power plants will experience an
increase in value. As noted above, the effect at the firm level is the effect over a portfolio
of assets. Furthermore, the effect on an industry-wide basis represents the effect over a
collection of firms, each holding diverse portfolios.

Overall, one can reasonably conclude that the economy-wide harm, measured as a
potential loss in the market value of industries most affected by climate policy, is likely
to be cqual to or less than 30 percent of the value of emissions allowances. It should be
noted that this value masks some ditferences among firms, especially in the electricity
sector, where important regional difterences in the fuel and technology used for
electricity generation would create winners and losers in the industry. The estimate that
6.4 percent would be suffieient for compensation at the industry level underestimates the
cumulative losses for firms that lose value. We find losses at these firms cumulate to 10.6
percent of total allowance value, whereas the gains to firms that realize an increase in
value cumulate to 4.3 percent of allowance value. These figures net out to arrive at the
6.4 percent value.]3

5. Is it feasible to design an allocation formula that could efficiently target
compensation to those firms adversely affected by climate change legislation
and avoid windfall profits?

The award of free allowances is a blunt instrument for achieving compensation

¥ Numbers do not add due to rounding.
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for producers. This is especially true when implemented at the federal level. Free
allocation tends to reward both winners and losers, thereby eroding efficiency and the
ability to compensate other affected parties.

We have examined the role of simple decision rules in guiding the delivery of
compensation to sharcholders in the electricity sector. We examined a variety of
approaches that would use publicly available information about facilities’ fuel
consumption and technology. The best approach was the use of emissions rates
averaged across the firm.

If allocation remains a federal responsibility, full compensation could be
achieved with 31 percent of allowances nationally. If we first apportion allowances by
region, this constitutes 65 percent of the emissions allowances in the competitive
regions. This approach still leaves a net gain in the industry equal to four times the
harm to the industry in the absence of compensation. In other words, the opportunity
cost is five times the magnitude of deserved compensation that is delivered
successfully.

As an alternative to federal allocation, we also explored apportionment of
allowance budgets to states and decentralized allocation to emitters. If regions or states
were apportioned emissions allowances in a manner analogous to emissions budgets
under the nitrogen oxide (NOy) trading programs, compensation would be more
efficient. If allowance budgets were implemented on a regional level, the same
compensation target could be achieved with just 32 percent of the emissions
allowances in competitive regions (15 percent of allowances nationally), leaving a net

gain in the industry of 1.5 times the harm in the absence of compensation. This is the
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most cost-effective strategy we discovered, and it would require an allowance value
that is 2.5 times as great as the harm to the industry in the absence of compensation.

A key finding is that compensation has a significant opportunity cost, especially if
the goal is to achieve full compensation. If free allocation to achieve compensation is
implemented at the federal level, we find that the incremental cost in allowance value of
compensating for the last increment of harm in the electricity sector would be 10 times
the magnitude of that harm. Implemented at the regional or state level, that ratio falis,
requiring the use of allowance value equal to about 4.5 times the harm. One way to
improve the cost-effectiveness of compensation policy is to adopt relatively modest
compensation goals. For example, one could fully compensate the firm that is midway
between the firm that just barely loses from the policy and the firm suffering the greatest
harm, allowing firms that are worse off than this one to continue to suffer some harm.
This approach requires compensation equal to 11 percent of the allowance value
nationally, or 22 percent in competitive regions. The magnitude of allowance value used
for compensation would be 1.5 times the harm to the industry in the absence of
compensation, still leaving many winners as well as some moderate losses. Nonctheless,
under any strategy, there are important considerations regarding the difficulty of targeting
compensation to its intended recipicnts and the opportunity cost of diverting allowance

value from other purposes.

6. To what extent are the economic impacts of legislation on polluting firms
likely to be spread among shareholders who hold diversified portfolios, and
how dees this affect the rationale for or against seeking to compensate firms?

Measuring the expected impact of climate policy in a granular way helps us
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forecast what parts of the economy are vulnerable to the policy. In some cases, specific
communities or groups of workers may be hard hit by climate policy, just as certain
communities may be hard hit by a warming climate. This information can help
policymakers craft compensation and other policies to soften the blow.

However, in this modern age the vast majority of shareholders hold few if any
stocks in individual companies. Most assets are held in mutual funds. If most investment
occurs not in the form of stock or bond holdings in individual firms but in a portfolio of
firms captured in various industry indices held by mutual funds or large pension funds,
then the industry-level measure might be the preferred measure of damage. A growing
portion of the stocks on Wall Street are held by mutual funds or institutional investors,
totaling $9 trillion in 2003, suggesting that for many investors, the effect on the industry
and the overall economy is more relevant than the effect on individual firms. For this
reason, designing the policy as efficiently as possible to lessen its overall cost is perhaps
the most effective way to minimize harm to the owners of equity in the economy. In
effect, the way to deliver compensation to owners of equity is to design an cfficient
policy, which is precisely the virtue of the use of auctions.

Thank you for the opportunity to testify today.

Dr. Burtraw is a Senior Fellow at Resources for the Future. He holds a Ph.D. in
economics and a master’s in publie policy from the University of Michigan. Dr. Burtraw
has a longstanding interest in the design of incentive-based environmental policies in the
electricity industry and has written extensively on the performance of emissions trading
programs in the United States for sulfur dioxide and nitrogen oxides and the European
Union’s Emission Trading System for carbon dioxide. He also has advised on the design
of climate policy for U.S. state governments. He currently serves on the EPA Advisory
Council on Clean Air Compliance Analysis and on the National Academies of Science
Board on Environmental Studies and Toxicology.
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The CHAIRMAN. Thank you, sir, very much.

Our second witness is Mr. Peter Zapfel. Mr. Zapfel is the Coordi-
nator for Carbon Markets and Energy Policy for the European
Commission. Mr. Zapfel has represented the European Commission
as a delegation member in the U.N. climate negotiations and has
been actively involved in the commission’s work on emissions al-
lowance trading, including the EU’s proposal just released today to
transform the EU emissions system post-2012.

I would like to state for the record that the Committee appre-
ciates Mr. Zapfel’s voluntary participation. The Committee recog-
nizes that because of Mr. Zapfel’s status as a representative of the
European Commission, neither Congress nor the Committee have
legal authority over his presentation today.

b We welcome you, Mr. Zapfel. And whenever you are ready, please
egin.

STATEMENT OF PETER ZAPFEL

Mr. ZAPFEL. Mr. Chairman, members of the Committee, it is a
pleasure to testify today. In particular, as you alluded already, be-
fore we have earlier this morning when you were getting out of
your beds, the European Commission has tabled a set of legislative
proposals to implement our far-reaching climate and energy policy
goals for the next decade.

What I would like to do in my five minutes of intervention here
focusing on auctioning is give you some information of what we
have proposed this morning, why we have proposed to go to auc-
tioning as the main method of allocation, give some experience we
have with free allocation, and end up with a few recommendations.

Before going into auctioning, I also, however, want to point out
that the core of our proposal this morning on reviewing our carbon-
trading scheme is the proposal to bring down the emissions cap,
the number of allowed emissions, by 21 percent in 2020 compared
to the emissions level in the trading scheme in 2005. So we have
a very robust emissions cap proposed that will drive forward the
carbon market and deliver environmental benefits and also create
a well-functioning carbon market.

The Commission has this morning proposed that as of 2013, as
of the start of the third trading period, we make auctioning the
main method of allocating allowances and we go and do a transi-
tion so that by 2020, in principle auctioning is the only method of
allocating allowances to the European common market.

Free allocation would immediately end at the end of the second
rating period in 2012 from our plans. And for other industrial in-
stallations in other sectors covered by our scheme, free allocation
would be phased out over an eight-year period so that by the end
of the third trading period in 2020, we would no longer in principle
have free allocation.

Why have we made these proposals? We see three merits, in
principle, for auctioning. Auctioning has merits in simplicity. Auc-
tioning has merits in transparency. And auctioning is also seen as
advantageous from our side for the efficiency in the clear carbon
pricing that it creates.

What experience do we have in Europe with free allocation for
the first eight years, the first two phases of our scheme? Free allo-



34

cation is a very complex process to handle. The asset value of the
allowances of the carbon allowances is considerable. And for the
formal process, you need a device to allocate the allowances free of
charge. You need a lot of data, which is administratively a very
cumbersome process, the first point.

The second point of free allocation tends to be a rather in-trans-
parent process while this major asset value is allocated into the al-
lowance market.

Thirdly, because of the periodic nature that we do the allocation
process and because of the possibility and, actually, the rules for
free allocation change from period to period, this has the potential
actually to distort decision-making by actors in the market and
has, in fact, to some extent distorted decision-making.

And, fourthly, as has already been alluded to in introductory
statements, free allocation creates distributional disadvantages for
some sectors in a sense that the additional benefits in terms of
companies increasing their prices far outweigh the additional costs
and you create something which politically is called windfall prof-
its.

Finally, as I said, some recommendations. I think we reckon in
the European Union that auctioning as a method of allocating
emission allowances is a fairly new thing in emission markets.

There are several environmental markets operated here in the
United States. Some auctioning has taken place there. Also we in
Europe at this stage have limited experience with auctioning. But
in a number of fields on a daily basis—on a very regular basis—
governments organize the allocation of economic assets by auctions.
And we can learn a great deal from such other government-driven
auctions; for example, for government bonds, for spectrum licenses.
So we are not starting something completely new with transition-
ing to auction as the main method of allocating carbon allowances.

There are two things I want to raise at the end of my testimony
of what is crucial in our view to make auctioning a successful
mechanism of allocating allowances. First of all, we think we need
to take time to design the auction mechanism very well. That’s why
we have proposed today to trust in principle. We want to go to auc-
tioning, but we will work out as part of the implementation process
a detailed regulation. And we want to work with a lot with stake-
holders, with the experts in financial markets to design a well-
functioning auctioning mechanism because the economic assets in-
volved are considerable. So we need more time to work that out in
a good way.

And, secondly, we need smart ways of recycling the revenues
from the auctioning. There are various things to which the allow-
ance value, the revenue can be put to. And there is further work
to be done in working out, as I say, in a smart and effective way
to allocate, to recycle the revenues.

Thank you very much.

[The statement of Peter Zapfel follows:]
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Hearing by the Select Committee on Energy Independence and Global Warming
U.S. House of Representatives on
"Cap, Auction and Trade: Auctions and Revenue Recycling under Carbon Cap
and Trade™

Wiritten statement by
Peter Zapfel
Directorate General for Environment
European Commission, Brussels

Introduction

The method to allocate allowances is one of the most important decisions to be taken
in the design of a robust carbon cap and trade system. Two principal methods are at
hand — some share of the needed allowances can be given away for free to regulated
entities or they can be sold / auctioned. While both methods have been researched in
detail, the practical experience that exists so far is largely on different ways of giving
away allowances for free. For example the operational cap and trade systems to
control air pollutants at federal and state level in the United States are largely based
on free allocation. These free allowances were the result of significant reductions
from existing emissions (about 50 to 80%) and were meant, in part, to compensate
firms for the reduced value of existing capital assets. Currently, free allocations in

these US systems only cover about 20 to 30% of the baseline in these programs.

In general, carbon allowances represent a much larger asset value than e.g. sulphur
dioxide allowances. Allocating them for free, rather than by means of a market
mechanism, is a major distributional exercise for the responsible legistator or
regulatory agency. Free allocations not only involve a complex exercise but also
require substantial and robust emissions and other data to avoid distributional
outcomes that are perceived as unfair. Finally, regulated companies subject to the
carbon cap and trade system will pass on as much of the allowance value to their
customers (in the form of increased prices) as the market situation allows, even if the
allowances are allocated for free. This leads to the distributional effect {dubbed
windfall profits), where carbon-intensive companies actually see increased

profitability due to the implementation of a robust carbon market. The more robust the
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system (i.e. the higher the value of the allowances), the more significant these

distributional effects are likely to be.

For all these reasons, the interest in auctioning as an allocation method for carbon
allowances is growing world-wide. The European Union is now discussing legislation
that is likely to make auctioning the key allocation method for carbon allowances in
Europe's emissions trading system (EU ETS) by 2020. For some sectors — notably
power generators — free allocation will probably be phased out immediately at the
start of the third trading period in 2013, while other sectors will in principle see a
gradual phase-out of free allocation over the third trading period intended to run until
2020. The forthcoming regional carbon market in the US Northeast (Regional
Greenhouse Gas Initiative) will see each participating state auctioning off at least
25% of the allowances it creates and some participating RGG! states have decided to
auction 100% right from the start in 2009. In the discussions of other emerging
carbon markets (e.g. New Zealand, Australia) a significant amount of auctioning is

being considered from the beginning.

Designing and implementing auctions presents a technical challenge for this
relatively new sector due to the limited practical experience with auctioning in
operational emissions markets. However, governments conduct auctions of other
economic assets with considerable value on a regular basis (e.g. government or
treasury bonds, spectrum licenses) and these offer rich experience and institutional

arrangements to draw from.

Allocation provisions in EU ETS Directive

Existing rules for the first and second trading period

Inspired and informed by practice in existing and wel! functioning US air poliutant cap
and trade schemes at the time the initial rules were agreed earlier in this decade,

Europe has based its allocation policy in the carbon market largely on free allocation.
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The Directive® of 13 October 2003, setting up the EU ETS, contains provisions that
fix the minimum amount of free allocation at 95% of the total amount of allowances
that each Member State created in the first trading period (running from 2005 to
2007). The minimum amount of free allocation is 90% in the second trading period
(running from 2008 to 2012). Thus, in the first trading period, Member States were
allowed to auction up to 5% of total allowances, while for the second trading period
the Directive provides for auctioning of allowances up to 10% of the total amount.

The Directive does not provide for any such limit from 2013 onwards.

The current rules governing allocation in the EU ETS do set a rather loose framework
at European level beyond the above mentioned provisions. Detailed rules for free
allocation in the first and second trading period were set at Member State level,
leading to a rich diversity of approaches that generated concerns in terms of
transparency and fair competition. This has given rise to preferences expressed by
Member States and a wide range of stakeholders for much more harmonisation.
These have been expressed in the ongoing review of the rules for the EU ETS in the

third trading period and beyond.

Rules for inclusion of aviation during the second trading period

A legislative process to include aviation in the EU ETS is currently in full swing. After
a first reading of the Commission's proposal in the Environmental Council and
European Parliament we can expect the aviation sector to be integrated into the EU
ETS in 2011 or 2012, and a share of 10 to 25% of the allowances allocated for the
extension to aviation to be auctioned, with the rest allocated for free. Both the
European Parliament and the Council agree that revenues should be used to tackle
climate change in the EU and third countries and may be used to cover the cost of
administrating the EU ETS.

Proposed ryles for the third trading period

! Directive 2003/87/EC of the European Parliament and of the Council establishing a scheme for greenhouse gas
emission allowance trading within the Community and amending Counci! Directive 98/61/EC
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Today, 23 January 2008, the European Commission adopted a proposal for changes
to the legal framework of the EU ETS that are intended to apply as of the start of the
third trading period. This proposal will now be discussed by the Environment Council
and the European Parliament, which act as co-legisiators. It can be expected that the

final rule changes will be set within the next two years.

A core element of the proposal is to make auctioning the basic principle of allocation
because of its simplicity, transparency and economic efficiency. This is necessary in
order to achieve the EU's climate change objectives in the most cost-effective way,
and to eliminate the distortions of competition in the EU internal market inherent to

the lack of harmonisation in the current EU ETS.

Continued free aflocation has a negative impact on the efficiency of a carbon market,
in particular when complemented — as in the current EU ETS rules — with speciai
allocation rules for installations that are closed and for new entrants. Once an
installation closes, it should no longer receive free allowances. Terminating free
allocation upon closure, however, reduces the incentive to close old, inefficient
plants. If new entrants do receive an allocation corresponding to the number of free
allowances given to existing installations, it encourages investment in high-emitting
activities. Such rules for closure and new entrants reduce the incentives for structural
change and emission reductions would for a larger part have to be achieved by more
costly operational measures. Thus, auctioning best ensures the smooth transition to
a low-carbon economy. Moreover, auctioning allows to eliminate undesirable
distributional effects and put new entrants and economies with higher than average

growth on the same competitive footing as existing producers.

Because the power generation sector is not exposed to competition from outside the
EU, it can fully pass on the value of carbon allowances. Full auctioning shouid
therefore be the rule from 2013 onwards for the power sector. For other sectors
covered, a transitional system to phase out free allocation over time should be
foreseen, potentially with the exception of higher, but still limited, levels of free
allocation for sectors exposed to competition from outside the EU. This implies a
gradual introduction of auctioning over the period from 2013 to 2020 for these

sectors.
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In the third trading period, the maximum number of allowances allocated for free to
those installations and sectors eligible for free allocation, will be determined by
looking at actual emissions in the first trading period (2005 to 2007), and by the
proportion of actual total emissions in the first trading period that came for these
installations and sectors. This proportion will then be applied to the total cap for the
third trading period, to determine their maximum free allocation. According to the
proposal, the maximum amount of allowances distributed to installations that are for
the first time included in the EU ETS from 2013 onwards shall not exceed in 2013 the
total verified emissions these newly included installations emitted in 2006.
Subsequently, the number of allowances given for free will decrease according to a

linear path.

The proposal foresees that approximately two thirds of the total number of
allowances would be auctioned at the start of the third trading period, increasing
throughout the period. In terms of guantity this translates into some 1.2 billion
allowances in 2013 increasing to some 1.7 billion allowances in 2020.

The proposal is that the EU's 27 Member States will carry out the auctions. The
proposal contains a concrete distribution key establishing relative shares per Member
State and a procedure to determine the absolute amount of allowances that is
allocated to each Member State for auctioning purposes. The distribution will be
largely based on emissions in sector covered by the EU ETS in 2005, with a part
redistributed in order to take account of different GDP levels and differences in

emissions trends across EU Member States.

However, the Commission is concerned that differing auction designs and modalities
could create distortions in Europe's internal market. For instance, uncoordinated
timing and volumes of auctions organised by individual Member States may result in
dynamics that confuse market participants. For this reason the Commission proposes
to set harmonised rules for auctioning that every Member State has to respect. These
rules will be established by means of a Commission Regulation that wiil be

elaborated by 2010 as part of the implementation process.
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Use of auction revenue

Proposal for the third trading period

The proposal of 23 January 2008 includes provisions on what percentage of the
auction revenues should be used to reduce greenhouse gas emissions and to adapt
to impacts of climate change, to fund the development of renewable energies to meet
the EU's commitment of using 20% renewable energies by 2020, for the capture and
storage of greenhouse gases and for measures to avoid deforestation. The need to
use part of the auction revenues to help developing countries adapt to the impacts of
climate change, especially Least Developed Countries is emphasised. It is proposed
that Member State earmark 20% of the revenues generated for combating climate

change.

Phase 2 auction revenues

In the first trading period, four countries decided to auction or sell a minor part of the
allowances (Denmark, Hungary, Ireland and Lithuania). Less than 1% of the total
number of allowances was allocated in this way. The revenues generated were
therefore rather limited. In Ireland the auction revenues were used to cover

administrative costs for the agency charged with implementing the EU ETS.

In the second trading period, an estimated 3 to 4% of the EU-wide cap is expected to
be auctioned or sold and the number of Member States making use of the option to

auction will at least double.

Germany has decided to auction the largest amount of allowances in the second
trading period, both in percentage terms and absolute amounts. it will auction 200
million allowances in 2008 to 2012 (40 million per year), amounting to almost 9% of
the total number of allowances created in Germany. The allowances wili initially be
sold at the going market price via organised carbon exchanges into the secondary
market on a very regular basis, whereas by 2010 the sale will switch to auctions.

Detailed auction rules are currently under development. Germany is also in the
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process of elaborating a program to spend part of the auction revenues on measures
to support climate protection, including energy efficiency measures primarily in the

household sector and at municipal level.

The United Kingdom is expected to auction 7% of the allowances allocated during
the second trading period, amounting to approximately 85 million allowances over the
five-year period, plus those allowances from installations that close during the period
and any unused surplus from the New Entrant Reserve. As the government's
spending priorities are not in general determined by the way in which money is
raised, revenues from auctions will go into the Consolidated Fund, a general fund for
public revenues. Nonetheless, the increase in the budget of the Department for
Environment, Food and Rural Affairs, based on a comprehensive spending review
that ensures efficient allocation of revenues according to priorities, allows for
allocation of substantial resources for climate change mitigation including the
Environmental Transformation Fund and adaptation. A government consultation is

ongoing on the detailed auction rules.

The Netherlands plans to auction 16 million allowances over the period, amounting to
4% of the number of allowances. The revenues are intended to be used to
compensate small energy users both for the increased energy bills due to higher gas

prices and for a tax to stimulate renewable energy projects.

Other countries that have decided to auction allowances in the second trading period
include Austria, Belgium, Hungary and Ireland. However, no details with regard to the

use of auction revenues are available at this stage.

Expected economic impacts of auctioning and revenue recycling

in order to underpin the energy and climate package of 23 January 2008 the
Commission undertook a comprehensive (regulatory) impact assessment including
an economic analysis of the effects of auctioning compared to free allocation of

allowances.
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This analysis concluded that the full auctioning of allowances has no negative macro-
economic impact and is in fact preferable to other distribution methods in terms of
efficiency of the emissions trading system and the elimination of any undesirable

distributional effects of free allocation.

Recycling of auction revenue, if done in an efficient and smart way, has a positive
impact on the overall economy: GDP growth, private consumption and employment
all come out better with auctioning in comparison to free allocation. These positive
effects have been found with alternative economic modelling tools both in case the
auction revenue was recycled to households and where it was used for promoting

research and development of low-carbon technology.

Final remarks

After commencing the European carbon market for the first eight years largely based
on free allocation, Europe is likely to transition to full auctioning in the course of the
next decade. The evolution of Europe's allocation policy forms part of an international
trend and auctioning is a major element in forthcoming and proposed national or

regionat carbon trading schemes.

The European Union is fully committed to building a global carbon market as a
cornerstone of an efficient and effective way to reduce global greenhouse gas

emissions in the coming decades.

The European Union is actively collaborating at technical level in the International
Carbon Action Partnership with other nations and regions around the world that work

on the design and implementation of mandatory and robust carbon trading schemes.

1]
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The CHAIRMAN. Thank you, Mr. Zapfel. We very much appreciate
your being here today.

Next we have Ian Bowles. He is the Secretary of Energy and En-
vironmental Affairs for my home state of Massachusetts. He is a
recognized national leader in climate and energy policy. Secretary
Bowles oversees the state’s six environmental natural resources
and energy regulatory agencies. Among other things, Secretary
Bowles has the lead role in Massachusetts’ implementation of the
Regional Greenhouse Gas Initiative, RGGI.

Prior to serving as secretary, Mr. Bowles was Associate Director
of the White House Council on Environmental Quality under Presi-
dent Clinton.

b We welcome you. Mr. Secretary, whenever you are ready, please
egin.

STATEMENT OF IAN BOWLES

Mr. BowLES. Thank you very much Mr. Chairman and members
of the Committee. Thank you for your focus on this tremendously
important topic today. I am delighted to be here.

My comments today reflect the general context in New England.
We have expensive electricity. We have no indigenous coal and nat-
ural gas, face transportation costs to bring those fuels to our re-
gion. We have on average lower greenhouse gas emissions than the
rest of the nation. And we have across New England a deregulated
power market.

In Massachusetts, we have also made—and other New England
states have as well—considerable investments in energy efficiency.
And in Massachusetts, we are currently in a rate decoupling pro-
ceeding where we are trying to eliminate the current economic in-
centive on our distribution utilities to maximize power sales at a
time when we are trying to cut greenhouse gas emissions.

We already have in place some limited greenhouse gas limits on
our power plants. And, as the Chairman noted, we are in the proc-
ess of transitioning to the RGGI system the first of next year.

In renewable energy, we are moving forward with three new bio-
mass power plants, the Cape Wind project, a sizeable solar pro-
gram, and new incentives for biofuels. And, as the Chairman noted,
we have combined, first state in the nation to do so, our energy and
environmental agencies together to focus on three key goals: tap-
ping the economic potential of the burgeoning clean energy sector—
in Massachusetts, we have got a quarter of billion dollars of private
venture capital investment and a great deal of job creation in that
area—second, curbing our greenhouse gas emissions; and, third, re-
ducing our energy costs.

When Governor Patrick brought Massachusetts into the RGGI
process early last year, one of the central questions we faced was
whether to auction for allowances or whether to grant them. Based
on our analysis, we concluded that auctioning was a better way to
protect the interests of the ratepayer.

And the core thing to know there is that in a deregulated power
market, the value, the economic value, the market value, of an al-
lowance is going to make its way into the electricity bill one way
or another, whether that generator decides to expend the allowance
as they dispatch power to the grid, whether they save those allow-
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ances for a future generation event in the future, or whether they
decide to sell those allowances. And either way that value is priced
in, whether or not that allowance is given out or whether it is sold
to the generator.

On the contrary, if you sell it to the generator, then you've got
those revenues to do something with and you can protect the rate-
payers. And that’s what we decided to do with our auction pro-
ceeds. And our first auctions begin in the second quarter of this
year as we move into the compliance period for RGGI.

As we did an analysis of what we should spend those monies on
to best protect the ratepayer and achieve our environmental objec-
tives, energy efficiency stood out above all else. We have the oppor-
tunity to not only save money for the ratepayers but also to lock
in permanent greenhouse gas emissions reductions.

In terms of the cost of RGGI, we see in the first couple of years
less than a one percent increase in potential electricity bills. And
as energy efficiency investments grab hold and accrue over time,
within ten years, we see over five percent energy savings.

Now, why is that? It’s because we've got a great deal of energy
efficiency left in our system and, indeed, across the nation that is
cheaper in many cases than power generation.

In terms of how much revenue we are going to produce, if it’s a
$1 permit, you will produce about $26 million. If it’s a $5 permit,
it will be $133 million. At the higher end of that scale would be
effectively doubling our investment in energy efficiency in the Com-
monwealth.

As you think about a federal system, I would make a couple of
key points. One is that states, I think, are in the best position to
deliver energy efficiency services. It’s something where the federal
government is somewhat too removed from the individual rate-
payers and the end-use consumers. It’s something that states have
done a great deal on. And I think you could set up objective stand-
ards to say, “What is the performance basis that we would like to
see for use of proceeds down at the state level for energy effi-
ciency?”

I would also make that point that as compared to a
grandfathering scheme, where you are giving out allowances, the
auctions really level the playing field across all of the different sec-
tors, instead of building in potentially unfair treatment for early
movers.

As we conduct our auctions this summer, we are going to focus
on a few things. I will mention them quickly. I am happy to get
into more detail in the questions.

We are going to have our auctions open to any qualified buyer.
As we watch the market develop, we may add rules in the future
to make sure there isn’t any hoarding or anything of that nature.
We are going to have a sophisticated market monitoring system so
we know who some of the players are. And then as we go forward,
we are going to use a three-year compliance period to allow some
flexibility between years because emissions vary depending on
things like weather events.

Finally, I just would mention I have submitted a longer ten-page
appendix. And I would be delighted to take questions. And I thank
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you for your focus on this. We in the states look forward to engag-
ing with the Congress as you move forward.

Thank you very much, Mr. Chairman.

[The statement of Ian Bowles follows:]
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Thank you, Chairman Markey and members of the Committee. Thank you for your
leadership on this tremendously important issue.

My comments today reflect the general context in New England — compared with the
rest of the country, we have expensive electricity (due to a lack of indigenous coal or
natural gas resources), lower GHG emissions, and a deregulated power market. In
MA, we have also made considerable investment in energy efficiency and are
currently in the process of “decoupling” our utility rate structure — a process designed
to eliminate the economic incentive for utilities to maximize power sales. We aiready
have in place GHG limitations on our largest power plants and have built GHG
emission reductions into the state environmental review process — a policy that is
leading to greater private investment in green buildings. In renewable energy, we
are moving forward with three biomass power plants, the Cape Wind project, a
sizeable solar program and new incentives for biofuels. And Governor Patrick has
combined the six energy and environmental regulatory agencies under one
Secretariat to focus on three main goals: tapping the economic potential of the
rapidly growing clean energy technology sector in Massachusetts, curbing our GHG
emissions and reducing energy costs.

Auction v. Allocate ~ Protecting the Public’s Interest

When Governor Patrick brought Massachusetts into the Regional Greenhouse Gas
Initiative just over a year ago, one of the central questions we had to grapple with
was how to distribute emissions allowances to power generators — by free allocation
or auction. We came to the conclusion that auctioning allowances, and using the
proceeds for the benefit of consumers, was the best way to meet our environmental
objectives and cut electricity costs. By contrast, direct allocation could result in
windfall profits for power generators, at the expense of business and residential
customers.

The central point to understand — and it is not intuitive — is that, in our deregulated
market for power generation, the impact of emissions allowances on electricity prices
is exactly the same whether allowances are sold at auction or given away for free.
As power generators determine the price at which it becomes economic for their
plants to produce power, they have to decide whether to expend allowances in order
to generate electricity, save those allowances for a time when electricity prices are
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higher, or sell allowances to other power producers who need to meet their
compliance obligations. In any of these three scenarios, the market price of
allowances becomes a component of the price of electricity.

It is tempting to think that, if you make generators pay for the emissions they
produce, it will drive electricity prices up, but if you give allowances away for free, it
won't. But it's not true. The price impact is the same either way.

Auctioning is the right way to distribute allowances for other reasons as well. In
“grandfathering” schemes, allowances are distributed according to past emission
levels, or by share of the electricity market — in either case giving preferential
treatment to low-cost, high-emitting power sources. An auction levels the playing
field and lets the market decide where the allowances go, instead of government.
This is a critical point for a Federal program — Congress should design a system that
gives fair treatment to state and power generators who are already paying the price
for clean energy and sends a clear market signal to all GHG emitters.

Use of Auction Proceeds — Maximizing Ratepayers Savings and Environmental
Benefits

Auctions also generate revenue that can be used to further our energy and
emissions reduction goals. In our case, we were looking to utilize these funds to
reduce electricity costs and promote clean energy. On the state level, we determined
that the best way to do both is to invest in energy efficiency — it locks in permanent
savings for consumers and permanent reductions in GHG emissions for the
environment.

In Massachusetts, our analysis of the ratepayer impacts of RGGI showed that
spending auction proceeds on energy efficiency would result in small short-term
costs but long-term savings. This is due to the large amount of cost-effective energy
efficiency investments available in our state — and across the country. With
allowance prices estimated at $1 to $5 per ton of CO,, auctioning Massachusetts’s
share of the RGGi cap would raise between $26 million and $133 million. We
currently spend about $125M/year on energy efficiency programs, which save three-
to-four doltars for every dollar invested. At $5/ton, we could double our energy
efficiency investments. Customers who get efficiency upgrades in lighting, air
conditioning, production equipment, and appliances that use less electricity would
save the most, but all consumers would save in the form of lower rates, as reduced
demand takes pressure off capacity at times of peak usage.

While it is important that a federal program also give substantial new financial
incentives to develop new clean energy technologies, energy efficiency gives the
greatest near term return for the ratepayers. For the most part, energy efficiency
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programs don't lend themselves to federal administration and auction proceeds
shouid return to the states provided they meet objective standards for efficiency.

Lessons for a Federal Program

With the Regional Greenhouse Gas Initiative going into effect next year for the first
time, we are just starting to learn how to operate an auction-based cap-and-trade
program. | am sure we will learn as much from RGGI's early trials and adjustments
as from its long-term achievements.

Speaking only for Massachusetts here — we hope to see a RGGl-wide auction
process, but our regulations allow us to hold our own if necessary — we anticipate
four auctions a year, each one selling portions of current and future years’
allowances. At the start, auctions will be open to any qualified buyer, although if we
see evidence of hoarding or gaming, we will adjust participation rules. We think it’s
best to establish a low reserve price and bring any unsold allowances back into
market at a later date. And we will institute a sophisticated market monitoring
system, so we can determine whether the market is functioning with the openness
and transparency we are seeking. We also will use a three-year compliance period
and unlimited forward banking rights for unused allowances, to allow maximum
flexibility in achieving our environmental goals.

* kK

Since the early 1990s, Congress, successive Administrations and many states have
implemented a variety of market-based approaches to environmental protection.
This is an American innovation and experience shows market-based approaches
encourage technology innovation and spur economic growth. We look forward to
working with you and your colleagues to assist in developing a national system for
curbing carbon emissions, while also allowing the states to experiment with ways to
take environmental policies further. We pledge to work with you to get the most
effective national program in place as quickly as possible.
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The CHAIRMAN. Thank you, Mr. Secretary, very much.

Our next witness, Mr. John Podesta, is the President and CEO
of the Center for American Progress. Mr. Podesta served as Chief
of Staff to President Bill Clinton from October of 1998 to January
of 2001, where he was responsible for directing, managing, and
overseeing all policy development, daily operations, and staff activi-
ties of the White House.

Mr. Podesta has also held a number of other senior positions on
Capitol Hill and in the White House and is a recognized expert on
technology policy, amongst other areas. We are very fortunate to
have him with us here today.

b We welcome you back, John. Whenever you are ready, please
egin.

Mr. PODESTA. Thank you, Mr. Chairman.

STATEMENT OF JOHN PODESTA

Mr. PODESTA. And I started with David Moulton, but they kicked
me out a lot faster. So it’s nice to be back here.

You have got my full statement.

[The statement of John Podesta follows:]
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Testimony of John D. Podesta

Before the House Select Committee for Energy Independence and Global Warming
U.S. House of Representatives

Hearing on “Cap, Auction, and Trade: Allowance Auctions and Revenue Recycling
Under Carbon Cap and Trade”

January 23, 2008

Thank you, Chairman Markey, Congressman Sensenbrenner, and members of the

Committee. I am John Podesta, President and Chief Executive Officer of the Center for

American Progress.

Global warming is one of the greatest challenges our world faces, and as our
understanding of its implications increases, the case for dramatic, immediate action is

only made stronger.

Just last week, for instance, we learned a new, startling fact: the western Antarctic ice

sheet is melting at a faster rate than anticipated by scientific models.’

This news was particularly disturbing because sea level rise may be well above the
“expected” A1B emission scenario projected in the International Panel on Climate
Change’s Fourth Assessment Report which had alrcady foreseen a sea level rise during

the next 30 years that would have severe global consequences. Perhaps the best we can

! Eric Rignot and others, “Recent Antarctic ice mass loss from radar interferometry and regional
climate modeling,” Nature Geoscience (13 January 2008): doi: 10.1038/nge0 102, available at
http://www.nature.com/ngeo/journal/vaop/ncurrent/abs/ngeo 1 02 html (last accessed January 2008).
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hope for and certainly the least we ought to plan for is a climate that will cause severe

damage to coastal cities, trading centers and ecosystems around the world.

We have to come to grips with a climate that will force highly destabilizing human
migration in some of the most politically fragile regions of the world. For instance, a
climate that will put Lagos at risk by 2015, and will pose enormous challenges for
Nigeria and the entire West African region, not to mention the impact it would have on

international oil supplies.’

We face a climate that will inflict severe damage on the coastal wetlands of Bangladesh
and its groundwater supplies, thus driving more people inland and fomenting instability
as the resettled population would have to compete for scarce resources with the
established residents. Others would migrate abroad, creating heightened political tension

not only in South Asia, but Europe and Southeast Asia as well.

Increasing water scarcity due to climate change will also contribute to instability
throughout the world. Although we are not likely to see “water wars” per se, countries
will more aggressively pursue the kinds of technological and political solutions that
currently enable them to exist in regions that are stretched past their water limits. This is
likely to be the case in the Middle East where water shortages will coincide with a

population boom.

* M. Boko and others, *Africa. Climate Change 2007: Impacts, Adaptation and Vulnerability. Contribution
of Working Group Il to the Fourth Assessment Report of the Intergovernmental Panel on Climate Change.”
In ML.L. Parry and others, Eds., IPCC Fourth Assessment Report (Cambridge: Cambridge University Press,
2007) available at http://www.ipcc-wg2.org/ (last accessed October 2007).
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And this, as I mentioned, was before we learned that the rate at which the western
Antarctic ice sheet is melting means that the sea level rise this century may be measured

not in inches, not even in feet, but in meters.

Global warming greatly complicates the challenge of restoring economic growth and
shared prosperity. Here in the U.S., Americans are already burdened by near record oil
prices and high gasoline and electricity bills. This is one of the consequences of the Bush

Administration’s refusal to adopt a clean energy strategy and solutions.

The challenge we face now is nothing short of the conversion of an economy sustained
by high-carbon energy—putting both our national security and the health of our planet at
serious risk—to one based on low-carbon, sustainable sources of energy. The scale of this

undertaking is immense but its potential is also enormous.

Our traditional understanding of energy security has been largely limited to assuring
adequate supplies of energy to fuel our economy. That will remain a necessary eoncern,
of course, but not a sufficient one. Going forward our leaders will have to act on an
understanding of energy security that turns not just on the supply but on the carbon
content of the energy we use. Otherwise, we will consign ourselves long-term to the
mercy of international markets and an increasingly variable climate. We must act now
and act boldly to put ourselves on a sustainable footing, in the interest of our national,
economic, environmental, and energy security. Simply put, energy will rapidly transform
the world for good or ill. The question for the United States is whether we will participate

as a leader in the global energy revolution.
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The scale of the change we need is daunting but achievable.

We must create a virtuous circle of rising economic fortunes for a growing global middle
class. This must include an energy strategy comprising complementary policies that
reduce our nation’s carbon footprint, revolutionize energy production and consumption,
lower costs for consumers over time, creatc new green-collar jobs, and spur innovation

and leadership in the global low-carbon technology marketplace.

It is clear that energy policy is economic policy: in order to reverse the economic
downturn we are currently facing and to capture the opportunities provided by a low-
carbon energy transformation, we must put energy at the center of our nation’s economic
transformation and economic growth. The U.S. economy is currently dependent on a few
high-carbon, increasingly-expensive energy sources like oil. Fundamentally changing
how we produce and consume energy, investing in low-carbon innovation, and
transforming our economy to a low-carbon model are key to promoting economic
mobility, growth, job creation, and re-gaining technological leadership in the global

innovation marketplace.

The U.S. Congress obviously realizes the importance of energy policy to the U.S.
economy ~ last year’s passage of the Energy Independence and Security Act is a
demonstration of this — and I congratulate you for your leadership on this achicvement.
But we must do more, both to reduce our national greenhouse gas emissions and to
Jumpstart the technological innovation and investment needed to get us on the right track,
not only to stimulate and grow the economy but also to avoid the worst effects of global
warming. The longer we wait to act, the costs to our productivity growth, our national

security, and our environment will only continue to skyrocket.
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I appreciate the opportunity to be with you today to discuss the design of a national cap
and trade program for global warming emissions which must be a fundamental part of our

energy and economic policy.

The Center for American Progress (CAP) recently released a report, entitled “Capturing
the Energy Opportunity: Creating a Low-Carbon Economy,” which outlines our strategy
for transforming our economy from a high-carbon to a low-carbon model. In this report,
we propose ten steps that the next Administration can take to transform the economy
from a high-to low-carbon model and capture the opportunities provided by this

transformation.

CAP recommends an energy strategy that employs a cap and trade system with a 100
percent auction of carbon permits and a suite of public investment policies funded by the
auction revenue. Any national cap and trade system should be designed to achieve a
level of reductions that will limit the temperature increase to 3.6°F (2°C) above pre-
industrial levels, the level at which scientists believe we have at least a strong likelihood

of avoiding the worst impacts of catastrophic climate change.

At the core of this proposal is a fundamental commitment by the federal government to
assist low- and middle-income Americans with rising energy costs and to public
investment in green-collar jobs, research, development, and deployment of low carbon
technologies, re-committing to leading in international global warming negotiations, and
re-envisioning the way the federal government does business so that low-carbon energy is

a centerpiece.

It is becoming increasingly clear that our nation will adopt a cap and trade program to
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control and reduce global warming emissions: regional efforts to reduce emissions, such
as the Regional Grecnhouse Gas Initiative, have chosen to employ a cap and trade
mechanism, and bills currently in the U.S. Congress which have large bi-partisan support,
such as the Lieberman-Warner Climate Security Act (S. 2191), and Rep. Waxman’s Safe

Climate Act, (H.R. 1590) also rely on a cap and trade system to achieve reductions.

Moreover, cap and trade makes sense. Markets are essential to creating a low-carbon
economy, and a cap-and-trade program should be at the core of a greenhouse gas
emission reduction strategy. Once businesses have to factor the cost of emitting CO; (and
other greenhouse gases) into their bottom lines, the power of the marketplace will start to
push toward efficiency, low-carbon fuels, renewable encrgy, and carbon-capture-and-
storage technologies for coal-fired power. Market-based pricing is a critical part of the
equation but will not work to rapidly transform our economy to a low-carbon model
without accompanying public investment in complementary clean energy and innovation

policies and policies to reduce energy costs for low and middle income Americans.

A cap-and-trade system will identify the necessary level of carbon reductions, and then
allow the marketplace to price the cost of those emissions. Moreover, the cap-and-trade
market mode! boasts a great track record in reducing acid rain. In fact, the United States
actually “wrote the book™ on cap-and-trade, creating the oldest and arguably most
successful emissions trading system for sulfur dioxide under the acid rain program of the
1990 Clean Air Act Amendments, which has reduced SO, emissions at a fraction of
anticipated costs and engendered health benefits exceeding program costs by mor