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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-
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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



36

Draft - do not cite or quote
Embargoed until 23 January 2008, 6 am E.S.T.

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 more than

4010 1.}

* Benjamin Goldstein, “Learning from Europe: Designing Cap-and-Trade Programs that Work”
(Washington: Center for American Progress, 2007) available at
http://www.americanprogress.org/issues/2007/06/g8 _cap_and_trade html (last accessed October 2007).
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Further, by adopting a market-based model for reducing greenhouse gas emissions, the
United States can link up with the rapidly growing international marketplace for carbon
credits. The United States can learn from the growing pains in the European carbon
market in the design of our cap-and-trade system-——giving too many credits away for free
to carbon-intensive industries rather than requiring those companies to purchase the
credits on the open market, led to extreme price volatility in the European marketplace
and windfall profits for utilities. Giving away the credits also has the potential to
exacerbate the regressivity of consumer price increases as the Director of the

Congressional Budget Office Peter Orszag has noted.*

Requiring emitters to buy 100 percent of their carbon credits will avoid windfall profits
for polluting industries. Ensuring that the number of carbon credits available in the
marketplace is linked to a strict emissions cap will help avoid carbon permit price
volatility and achieve real emission reductions. And, once the United States enacts its
own carbon cap, our cap-and-trade marketplace will integrate more fully into the
emerging global marketplace, providing much more liquidity and allowing our highly
competitive derivatives exchanges to deploy their proven trading prowess in a new and

critical global marketplace for carbon credits.

Some economists argue that if we set the right price in a cap and trade system, we could
dispense with complementary policies such as vehicle fuel efficiency standards, new
power plant performance standards, decoupling of electricity rates and use, etc.
However, markets do not operate perfectly, and this argument is flawed in practice.
Because the energy component of overall cost is often not that high, the carbon price
signal required to spur many of the changes we need would be too high as a matter of
political reality. In addition, fucl economy standards ensure that the U.S. protects its

economic and national security by reducing its dependence on oil.

* Congressionat Budget Office, Issues in Climate Change November 16, 2007, available at
http://cbo.gov/ftpdocs/88xx/doc8819/1 1-16-ClimateChangeConf pdf (last accessed January 2008).
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A cap and trade program is necessary but it is not sufficient; we must also involve large
public investment in low carbon infrastructure, job training, tax incentives, and research
and development of new technologies. And, the time is ripe for this investment, not just
because the costs of inaction with respect to global warming, national security, and
economic mobility will only grow increasingly higher, but also because Americans
support public investment. A recent poll found that 61% of Americans support public

investment rather than tax cuts as a way to improve the economy.’

Specifically, our proposal would allocate ten percent of cap and trade auction revenue to
businesses operating in energy intensive sectors to compensate shareholders, employees,
and communities in those sectors. Half of the remaining 90 percent of the revenue will
be allocated to low- and moderate-income Americans to help offset energy price

increases.

It is the polluting industries, and not hardworking American families, who should be
bearing the brunt of the cost of this transformation. To ensure that low- and moderate-
income Americans are protected from short-term increases in energy costs, we propose
committing an estimated $336 billion over 10 years to tax rebates and other income
support to offset their higher costs. We need policies that will hold low- and middle-
income Americans harmless through tax benefits and other measures and that will ensure
that the lowest-income Americans who are not eligible for traditional tax benefits also

receive these funds.

* Ruy Teixeira, “What the public really wants on budget priorities,” based on a 2007 poll by Hart Research
for AFSCME/US Action, (Washington: Center for American Progress and The Century Foundation, 2007)
available at http://www.americanprogress.org/issues/2007/1 1/pdf/WTPRW _Nov.pdf (last accessed January
2008).
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Energy cost increases for high-income households would represent a relatively small
percentage of their post-tax income. And even though we expect the cap-and-trade
program to increase the unit price of energy consumption, we also fully expect that
proposed new incentives for energy efficiency would work to lower overall energy

expenditures.

We recommend that the remaining half of the revenue go to spur science and technology
innovation and to drive our transition to a low-carbon economy by funding research and
development, tax incentives, and other initiatives. And the public supports this: 71
percent of Americans arc ready to quickly change from using coal and oil to using clean,
alternative energy.6 Transportation and electricity account for 72 percent of U.S. CO2

cmissions from energy, so our policies focus on these two sectors.”

First, we must re-envision our transportation sector. We niust continue to press for
increases in vehicle fuel efficiency. The Energy Independence and Security Act was a
landmark achievement in part because of its mandated increase of tleet wide vehicle fuel
efficiency to 35 miles per gallon by 2020 — the first Congressionally-mandated increase
in vehicle fuel cfficiency in over 30 years. Thank you Mr. Chairman for your years of
leadership to make this policy a reality. But, we can do more than this —~we support a 55
miles per gallon standard by 2030. This goal is rcadily achicvable through the swift
development of existing fuel-efficient technologics and through the dedicated research
and development to deploy new technologics. Providing incentives to U.S. auto

manufacturers to retool their automotive fleets and consumer tax credits for the purchase

% John Podesta, Daniel J. Weiss, and Laura Nichols, “Americans Feel New Urgency on Energy
Independence and Global Warming,” (Washington: Center for American Progress, 2007), available at
hittp:# www.americanprogress.org/pressroom/releases/2007/04/environmental_poll.htmi (fast accessed
October 2007).

7 Energy Information Administration, U.S. Emissions Data, (Department of Energy, 2007) available at
http://www.eia.doe.gov/environment.htmi (last accessed October 2007).
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of more fuel efficient vehicles will also help pave the way for clean transportation in this

country.

Following on the heels of the Energy Independence and Security Act production mandate
of 36 billion gallons of biofuels by 2022, we must also ensure that we increase the
availability of the lowest greenhouse gas-emitting and most sustainably-produced fuels,
including electricity. We recommend that we improve our distribution and fueling
infrastructure so that Americans across the country can make choices at the pump (or

electric fueling station) about the fuels they want to purchase.

Less fuel-intensive transportation options means fewer greenhouse gases. To boost
greater use of alternative transportation we propose new investment in more diverse and
lower-carbon transportation infrastructure such as local mass-transit networks, regional
and interstate long-distance high-speed rail systems, and green city programs to
encourage the redevelopment of urban areas and reduce long commutes and suburban

sprawl.

Energy efficiency is the cheapest, fastest, cleanest way to reduce the carbon intensity of
our economy. To this end, we propose requiring efficiency improvements in electricity
and natural gas distribution, a major upgrade of the U.S. clectricity grid to increase
energy and national security, improved distributed generation, and increased transmission
cfficiency. Additional significant gains in efficiency can be made by requiring upgrades

for our appliances and private, commercial, and federal buildings.

10
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If we look at California, it has held its per capita electricity consumption roughly constant
at about 7000 kilowatt-hours per person since the mid-1970s®, while electricity in the rest
of America has continued to grow and is now nearly 5000 kilowatt-hours per person

higher than in California. This occurred while California’s economy continued to lead the

nation.

We can lower the amount of greenhouses gases produced by electric power through
imvestments in renewable energy sources and advanced-coal energy production. We
propose a new national renewable electricity standard to require 25 percent of energy
produced in the United States to come from renewable sources by 2025, increasing
distributed renewable electricity generation and facilitating investment in renewable
energy by improving the structure of production tax credits and low interest loans. Any
cap and trade bill should also include an emission performance standard for all new coal-
fired facilities equivalent to the best available carbon capture-and-store technology, and
the provision of federal funds to help offset additional costs of implementing carbon
capture-and-storage technology. Revenues from allowance auctions should pay for these

mcentives.

The urgency of this issue demands a president willing to make the low-carbon energy
challenge a top priority in the White House—a centerpiece not only of his or her energy
policy but also of his or her economic program-—to produce broad-based growth and
sustain American economic leadership in the 21st century. This task is so encompassing
it will demand that the incoming president in 2009 reorganize the mission and
responsibility of all relevant government agencies-——economic, national security, and
environmental. As part of this reorganization, to the next President, we recommend that
the next President create a White House National Energy Courcil to lead all other

agencies in making encrgy and global warming top administration priorities. The new

¥ California Energy Commission, US Per Capita Electricity Use By State in 2003, available at
http://www.energy.ca.gov/electricity/us_percapita_electricity_2003.htmi ((last accessed January 2008).
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Council will ensure that the U.S. government leads the way on all of these fronts, not just
by adopting these proposals but also by wielding the purchasing power of the federal
government to promote low-carbon technologies, implementing new tax policies, and
coordinating R&D across the entire platform of federal research activity. It must also spur
interagency alternative energy-related research and development, and help demonstrate
the efficacy of these new clean technologies and ensure these technologies can make it in
the marketplace. The federal government must also ensure that taxpayer investments
reduce and withstand the effects of global warming both at home and abroad and that
steps are taken to boost the sustainability of new foreign aid given likely impact of

climate change in project-feasibility assessments.

In our proposal we also recommend that the government create a Clean Energy Jobs Corp
to promote new “green collar” jobs in a new clean economy and must more than double
currently existing federal investment in low-carbon energy research, development, and

deployment.

Finally, global warming is obviously an international problem that requires concerted
action by all countries. As such, we think the United States needs to reclaim the lead in
global efforts to combat climate change by getting our own house in order while
simultaneously joining current international efforts to reduce greenhouse gas emissions.
This means creating an E-8 of nations comprised of leading developed and developing
countries devoted to addressing global ecological and resource issues. And it means
taking the lead once again in the U.N. Framework Convention for Climate Change global
warming negotiations. As a component of these efforts, the United States must also invest
in the energy, environment, and infrastructure sectors in developing nations to alleviate
energy poverty with low-carbon energy systems and to help these nations adapt to the

effects of climate change.

12
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Adoption of a combination of shorter-term stimulus and longer-term public investment
policies will not only enable the U.S. to once again become a world leader in low-carbon
energy innovation but will also diversify our energy base, thus fostering economic
stability and helping to boost economic growth because businesses and individuals can

plan better for the future.

Placing energy at the center of our economic strategy and making smart public
investments will also build new workforces - world class green-collar as well as science
and enginecring workforces —providing good jobs and pathways out of poverty for
Americans, including those who were left out of the high-carbon economy. We cannot
continue to wait on jumpstarting this energy transformation — waiting will only reduce
productivity growth and jeopardize our nation’s economic, environmental, and

international security.

Thank you, Mr. Chairman and the members of the Committee, for inviting me today. I'd

be happy to take any questions you may have.

13
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Mr. PODESTA. I would like to make four quick points. First, I
would like to take this up a notch. Make no mistake. While it may
be slow-moving, I think we are in a crisis. As our understanding
of the implications of global warming increase, the case for dra-
matic, immediate action is only made stronger.

Just last week, we learned that the western Antarctic ice sheet
is melting faster, at a rate that was anticipated this could mean
a sea-level rise of two meters, as Dr. Pachari noted, in this century,
not the inches or feet, as originally predicted by the IPCC Fourth
Assessment, which will threaten population centers, agricultural
patterns, and coastal ecosystems around the world.

Perhaps the best we can hope for and certainly the least we
ought to plan for is a climate that will cause severe economic dis-
location and national security challenges to the United States.
Worldwide we are already feeling some of the economic con-
sequences of climate change. We will soon feel the national security
consequences of human migration, food shortages, water scarcity,
destructive weather events, spread of disease, and national re-
source competition.

The challenge I think we face as a nation and a world is nothing
short of conversion of our economy that is sustained by high-carbon
energy, putting both our national security and the health of our
planet at risk to one based on low-carbon, sustainable sources of
energy. The scale of that undertaking is immense, but its potential,
as the Chairman noted, is also enormous.

My second point is 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 trans-
formation, we must put energy at the center of our nation’s eco-
nomic growth. Fundamentally changing how we produce and con-
sume energy, investing in low-carbon innovation, and transforming
our economy to a low-carbon model are key to promoting economic
growth, mobility, job creation, and regaining the technological lead-
ership in the global innovation marketplace.

Mr. Sensenbrenner noted a ten-year-old EIA projection, which
proves I think in more recent projections to be wrong. I would note
that ten years ago the United States had 44 percent of the solar
market. Today we have nine percent, a loss mostly to Japan and
Germany. I think the jobs of the future clearly are on the clean en-
ergy side.

The U.S. Congress obviously realizes the importance of energy
policy to the Economy. I commend the Congress for passing the
2007 energy bill and particularly for your work, Mr. Chairman,
over the years on the raising the CAFE standard.

The Center for American Progress recently released a report en-
titled “Capturing the Energy Opportunity” that laid out a strategy
that we believe is pro growth, provides opportunity, and takes on
global warming, all in a fiscally responsible way. At the core of that
strategy is a fundamental commitment of the federal government
to invest in green-collar jobs, research and development, and de-
ployment of low-carbon technology, and to assist low and middle-
income Americans with rising energy costs.

My third point is that a cap-and-trade needs to be at the center
of that energy policy. CAP advocates an energy strategy that em-
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ploys both a cap-and-trade system and a suite of public investment
policies funded by the auction revenue of carbon permits.

A cap-and-trade will identify the necessary level of carbon reduc-
tions to get us to a point where we have a sustainable planet and
allow the marketplace to price the cost of those emissions. In order
to avoid a windfall profit for polluting industries, we recommend
auctioning 100 percent of the carbon credits. Our proposal would
allocate ten percent of auction revenue to businesses operating in
energy-intensive sectors to compensate shareholders, employees,
and communities in those sectors. We recommend half of the re-
maining 90 percent of the revenue be allocated to low and mod-
erate-income Americans to help offset energy price increases.

Polluting industries, and not hardworking American families,
should shoulder the burden of this transformation to a new energy
in the future. And to ensure that low and moderate-income Ameri-
cans are protected from short-term increases in energy costs, we es-
timate and commit $336 billion over 10 years for income support
and for middle class tax support. The remaining half of the revenue
would go to support science and technology innovation; drive tran-
sition to a low-carbon economy by funding R&D; efficiency, as Ian
has mentioned; and other initiatives, including infrastructure in-
vestment, Mr. Blumenauer.

To meet the overall goal of emissions reduction under this cap-
and-trade model, we recommend adopting complementary policies.
For example, we support going further than what the Congress has
recently passed in implementing a 55-mile-per-gallon cap-based
standard by 2030, improving our distribution in fueling infrastruc-
ture, investing in transportation infrastructure, and another suite
on the electricity side, including creating a performance standard
for all new coal-fired facilities equivalent to the best available car-
bon capture and store technology.

So my last point, and I will conclude by saying that we cannot
continue waiting to jumpstart this energy transformation. Adopting
a combination of short-term stimulus and long-term public invest-
ment policies will not only enable for the U.S. to once again become
a world leader in low-carbon energy innovation but will also diver-
sify our energy base, thus fostering economic stability, helping to
boost economic growth, creating new green-collar jobs, and boosting
productivity for our economy. We think we can create a virtuous
cycle and a win-win situation for the American public.

Thank you.

The CHAIRMAN. Thank you, Mr. Podesta.

And our final witness, Mr. Robert Greenstein, the founder and
Executive Director of the Center on Budget and Policy Priorities.
Mr. Greenstein has written numerous reports, analyses, and arti-
cles on budget and poverty-related issues, including most recently
how best to design planet policies to address impacts on low-income
households. For his outstanding work at the center, Mr Greenstein
was awarded a McArthur fellowship.

We welcome you here today. Whenever you are ready, please
begin.

Mr. GREENSTEIN. Thank you, Mr. Chairman.
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STATEMENT OF ROBERT GREENSTEIN

Mr. GREENSTEIN. My focus is on the effects that climate change
policies can have on the budgets of American families and the fed-
eral budget and the implications that has for the design of a cap-
and-trade system.

Our analysis indicates that Congress can design climate change
policy that is environmentally sound and fiscally responsible, treats
consumers fairly, and avoids increases in poverty. But to do so, the
policy will have to be well-designed, and it will need to generate
sufficient revenue to meet the requirements of sound climate
change policy and mitigate the impacts on vulnerable populations.
That means it will be essential to auction most or all of the allow-
ances.

Our analysis of these issues can be summed up in four key num-
bers. Number one, $750 to $950 per year. That is the average in-
crease in energy-related costs for the poorest fifth of the population
from a quite modest, 15 percent, reduction in emissions, the kind
of target that is often mentioned for, say, 2020. As you know, cli-
mate change policies work, in part, by raising the price of fossil
fuel energy products to encourage efficiency and the substitution of
clean energy sources. That will raise costs to consumers for a vari-
ety of items, from gasoline and electricity to food, mass transit, and
other products that have energy inputs.

Households with limited incomes will be affected the most be-
cause they spend a larger share of their income on energy-related
products than more affluent households do. And they also are less
able to afford investments that can reduce their energy consump-
tion, such as buying a new energy-efficient car or going out and
buying a new heating system for their home. If climate change leg-
islation is passed but nothing is done to protect people of limited
means, more of them will slip into poverty, those who are poor will
become poorer, and the trend toward widening income inequality
will be aggravated. Now let me give you a little context.

This figure of $750 to $950 per year in increased costs for the
bottom fifth of the population, from a 15 percent reduction in emis-
sions, the people in question, the bottom fifth of the population,
have average income of only a little over $13,000 a year. So 750
to 950 would be a big hit on them.

Figure number 2, $50 billion to $300 billion per year. That is the
Congressional Budget Office estimate of the resources potentially
generated by climate change policies. That is CBO’s estimate of the
value of the emissions permits under a cap-and-trade system. In
other words, it is the amount of the proceeds the government would
receive if the permits were fully auctioned off.

Key figure number 3, approximately 14 percent. That is the
share of the auction proceeds needed to fully offset the increased
energy costs that low-income consumers would face. In my written
testimony, I outline principles for designing a mechanism, an ap-
proach to fully and efficiently offset the increased energy costs on
the bottom 20 percent of the U.S. population and also provide some
relief to hard-pressed working families in the next to the bottom
20 percent. That could all be done for about 14 percent. That is
one-seventh of the value of the proceeds from auctioning off the
permits in a cap-and-trade system.
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Now, if Congress wanted to assist middle-income consumers as
well, that could be accomplished if a somewhat larger share of the
proceeds were used for that purpose. For example, with approxi-
mately half of the allowance value, half of the value of the permits,
Congress could fully compensate the bottom 60 percent of Ameri-
cans and provide significant compensation to the next 20 percent,
leaving out only the most affluent 20 percent, which is the group
that consumes the most energy and is most able to afford to make
sizeable adjustments in their consumption patterns.

My final, my fourth, key number, less than 15 percent. That is
the Congressional Budget Office’s estimate of the share of the al-
lowance value that is needed to fully compensate energy companies
and other emitters for financial losses due to climate change poli-
cies.

CBO has conducted a review of all of the literature in the field.
There are a number of studies that have been conducted. The
broad set of findings are that the net impact on the emitters could
be in terms of potential economic losses would be offset for less
than 15 percent of the permits. And CBO has called the provision
of a larger share of the permits free to emitters as an approach
that would result in, CBO’s terms, windfall profits for the compa-
nies receiving the free allowances.

Now, there is a misconception—Mr. Chairman, you referred to it
in your opening remarks—a misconception some have that energy
prices will not rise or not rise as much if the allowances are given
away. That belief flies in the face of the basic laws of supply and
demand. A cap on emissions will limit the supply of energy from
fossil fuels. And when supply is restricted, prices rise. Regardless
of whether the government gives away or sells the allowances, the
energy companies will be able to sell their products at the higher
price. They will be able to charge what the market will bear.

Harvard economist Greg Mankiw, who served as Chair of Presi-
dent George W. Bush’s Council of Economic Advisers, has charac-
terized a cap-and-trade mechanism in which the allowances are
given away in large numbers for free as a form of, in Mankiw’s
words, corporate welfare. Now

The CHAIRMAN. If you could please summarize?

Mr. GREENSTEIN. Let me summarize. The final thing I simply
wanted to mention was the impact on budgets. Higher energy
prices will raise the cost of federal, state, and local services. The
cost of heating schools, hospitals, and the like will go up. Cost-of-
living adjustments for Social Security and veterans’ programs will
need to be higher to reflect the higher energy costs.

The Pentagon is the nation’s single largest consumer of energy.
And its costs will rise. Those can all be addressed, too, those issues,
by devoting a share of the permits to offsetting the resulting in-
creases in federal, state, and local costs, all of which comes back
to the same issue.

All of these things can be taken care of if most or all of the per-
mits are auctioned off. If they are not, you get a potential for in-
creased poverty, increased deficits in debt from the higher govern-
ment costs, alongside windfall profits for emitters.

Thank you.

[The statement of Robert Greenstein follows:]
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HEARING ON “CAP, AUCTION, AND TRADE: AUCTIONS AND REVENUE
RECYCLING UNDER CARBON CAP AND TRADE"

SELECT COMMITTEE ON ENERGY INDEPENDENCE AND GLOBAL WARMING

Strong measutes are needed to reduce preenhouse gas emissions and prevent costly and
potentially catasttophic environmental and economic damages from climate change. The Center on
Budget and Policy Priorities’ area of expertise is not in environmental policy per se, but rather in the
impacts that climate change policies can have on the budgets of American families — especially
those of modest means — and on the federal budget.

Congtess can develop climate change policy that is environmentally and economically sound and
fiscally responsible, treats low-income families equitably, and avoids increases in poverty and
hatrdship. To achieve these objectives, however, the policy will have to be well designed. This
means generating sufficient resources to address the requirements and challenges of sound climate-
change policy and mitigating the impact on vulnerable populations, especially people with low
mecomes. I Congress decides to adopt a cap-and-trade approach, it will be essential to auction off
most or all of the emission allowances, and to devote an adequate share of the proceeds to assisting
low- and moderate-income consumers.

Four Key Numbers on Climate Policy, Low-income Consumers, and the Budget

Our analysis of the effects of chmate-change pohey on the budgets of low-income houscholds
and the federal budget can be summed up in four key sets of numbers.

One cavear about these numbers is that they rely on economic models and predictions about the
futare that are inherentdy difficult to make with fine precision. The numbers demonstrate, however,
the dumensions of the problem to be solved, and our accompanying analysis shows that it indeed can
be solved.
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1. $750 - $950 per year: the average increase in energy-related costs for the poorest fifth
of the population from a modest (15 percent) emissions reduction

Effective climate-change policies work in part by raising the prices of fossil-fuel energy products
to encourage energy efficiency and the substitution of clean energy sources. This is essential to
prevent extensive environmental and economic damage from climate change. However, it will raise
costs to consumers for a wide atray of products and services, from gasoline and electricity to food,
mass transit, and other products or services with significant energy inputs.

Houscholds with limited incomes will be affected the most by those higher prices, since they
spend a larger share of thieir incomes on enetgy-related products and services than more affluent
households do. They also are less able to afford investments that can reduce their energy
consumption, such as buying a more efficient car or a new heating and cooling system. If nothing is
done to protect people of limited means, many more of them will slip into poverty, those who are
poor will become poorer, and the trend toward widening income incquality will be aggravated.

$750 to $950 per year is our estimate of how much, if left to fend for themselves, average families
in the poorest 20 percent of the population would have to come up with to cover the increased costs
atising from a 15 percent reduction in emissions.! This is a group whose average income is only
modestly over $13,000 a year, and our $750-5950 estimate already takes into account increases in
cost of living adjustments that they may receive, such as through the annual Social Security COLA,
as a result of higher energy costs. Moreover, the 15 percent reduction in emissions, which is what
CBO uses in its analysis, is relatively modest by the standards of current proposals. Ttis 15 percent
below business-as-usual levels (what emissions would be if there were no restrictions), 70/ 15 percent
below the 1990 or 2005 levels that are often used as benchmarks in legislative proposals. Those
benchmarks themselves are well below business-as-usual levels.

2. $50 billion to $300 billion per year: resources potentially generated by climate-change
policies to help low-income consumers and to address other climate-change-related
needs

Fortunately, the same climate-change measures that generate higher energy-related costs can also
generate substantial resources to cover those costs. CBO estimates that various recent proposals to
limit greenhouse-gas emissions by establishing a cap-and-trade system would create a valuable
resource — emission permits — that would be worth $50 billion to $300 billion per year by 2020,
depending on the specifics of each proposal. That is how much revenue the government could
expect to raise if it auctioned off all of the permits.

3. Approximately 14 percent: share of auction proceeds needed to fully offset the
increased energy-related costs faced by low-income consumers

The amount of revenue the government could raise by auctioning off all of the permits in a cap-
and-trade system is far more than what would be needed to protect low-income consumers from
higher energy-related prices arising from climate-change legislation. We estimate that a program

! The Congressional Budget Office has provided a figure of §680 for the average increase in cost for the bottom 20
percent of households. Using CBO’s own household-size-adjustment methodology, we have estimared the impact on the
poorest 20 percent of peaple. (The bottom fifth of houscholds disproportionately consists of one- and two-person
households, and as a result, includes significantly less than one-fifth of the people in the United States.) For a fuller
explanation of this adjustment, see hitpi Jwwwebppoore/ 1025 07 climate hm, footnote 1.

3%
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designed according to the principles laid out later in this testimony, which would fully offset the
impact on the poorest 20 percent of people and also provide some relief to many hard-pressed
working families in the next 20 percent, could be fully funded with approximately 14 percent of the
resources that would be generated by auctioning off all the allowances in a cap-and-trade system.

The specific dollar amounts in our first two sets of numbers — $750 to §950 per year of added
costs for low-income consumets and $50 to $300 billion per year of potential revenue are tied to
specific emissions targets, but the 14 percent figure is not. When the emissions target is looser (and
hence the emissions reduction is smaller) — as it would be in the carly yeats of most proposals —
the dollar amount of revenue that could be raised would be lower, but so too would be the increase
in energy prices and the amount of added costs that households would face. As the cap tightens and
larger emissions reductions are called for, the added costs to houscholds increase, but so too does
the potential revenue that would be available to offset those costs. But no matter what the point in
time, the amount needed to protect low-income consumers would always be about 14 percent of the

revenue that could be generated.
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For example, with
approximately half of the allowance value, Congress could fully compensate 60 percent of American
households and provide significant compensation to the next 20 percent, leaving out only the
wealthiest 20 petcent of households, who have the most disposable income, consume the most
energy, and arc the most able to make adjustments to their own consumption patterns in order to
reduce their carbon footprints.

4. Less than 15 percent: share of potential budget resources needed to fully compensate
energy companies and other emitters for financial losses due to climate-change
policies

Although the resources that can be generated by sound climate-change policies are substantial, so
w0 are the budget claims arising from those policies. Besides the need to protect vulnerable
populations, those claims include basic research into alternative energy sources, assistance for
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wortkers and communities that depend on the coal industry and other industries most affected by the
shift to a less carbon-intensive economy, and other needs. In addition, higher energy prices will
drive up the cost to federal, state, and local governments of providing many important services and
benefits. Unless these costs are offset, government services will have to be reduced or taxes raised,
or the federal deficit will rise.

In a cap-and-trade system, making sure there are adequate budget resources requires that most of
the emission allowances are auctioned off, not given away for free to energy companies and other
emitters duc to misconceptions about the financial losses they would incur. One misconception is
that thosc losses would be very large. CBO's review of the evidence, however, concludes that less
than 15 percent of the total value of the allowances would be sufficient to offset the net financial
losses of companies affected by policies to restrict emissions. More than that would simply create
what CBO has called “windfall profits” for companics receiving the free allowances.

A related misconception about cap-and-trade may also contribute to the belief that large numbets
of emission allowances should be given away to energy companies and other industrial emitters.
This 1s the mistaken belief that energy prices will not rise (or not rise as much) if the allowances are
given away, That belief is #of correct; it flies in the face of the basic law of supply and demand. A
cap on emissions will limit the supply of energy produced from fossil fuels. When supply is
restricted, prices rise — just as when there is a banana shortage, the price of bananas goes up.
Regardless of whether the government gives away or sells the allowances, energy companies will be
able to sell their products at the higher price. If companies receive allowances for free, they will still
be able to charge the higher price — they will be able to charge what the market will bear — and
will reap what CBO has termed “windfall profits.” Indeed, Harvard economist Greg Mankiw, who
served as Chairman of President George W. Bush’s Council of Economic Advisers, has
characterized a cap-and-trade mechanism under which the allowances are given away as “corporate
welfare.” (As an analogy, if a distributor has purchased large quantities of a product at one price
but some external event then causes the supply of future quantities of that product to fall — and the
market price of the product to fise correspondingly — the distributor will not keep his prices low
just because he purchased the products before their price climbed. He will charge what the market
will bear. In the same way, energy companies will charge what the marker will bear whether they
obtain the permits for free or purchase them through an auction.)

Avoiding Regressive Outcomes While Meeting Other Climate-Related Priorities

The policies needed to reduce greenhouse-gas emissions would, by themselves, result in regressive
changes in enetgy prices. But they also can generate substantal revenue that could be used to offset
those regressive impacts. Our analysis, like that of CBO, shows that the potential revenue from
auctioning off emission allowances under a cap-and-trade system could yield more than enough
revenue to offset the losses likely to be experienced by low- and moderate-income families and by
workers in the industries hit hardest by the adjustment to a less carbon-intensive economy. The
tevenue could be sufficient both to address these issues and to meet various other legitimate
purposes arising from the legislation as well (see figure 1).

2 Greg Mankiw, “Greg Mankiw’s Blog: Random Observations for Students of Economics,” August 2, 2007.
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In contrast, giving away a substantial fraction of emission allowances to existing energy producets
would do almost nothing to compensate low- and moderate-income families for their losses. A very
large percentage of the benefits of such a giveaway would go to sharcholders of the energy
companies, most of whom have high incomes, while little revenue would be available to mitigate the
effects on those least well-off.

Addressing regressivity and adjustment costs would not be the only claims on the resources that
could be generated by a cap-and-trade system. Governments at all levels would pay more for the
energy and energy-related products that they consume directly. For example, the Defense
Department is the single largest consumer of encrgy in the United States. In addition, there would
be impacts on living costs and economic activity, which, while modest in the overall economy, could
nevertheless trigger increases in automatic cost-of-living adjustments in Social Security and other
benefit programs and some modest reductions in tax revenues. These issues can be addressed —
and any increasces in deficits and debt avoided — by using a share of the allowances to offset such
tax and expenditure changes. (Note: action to reduce the damages from climate change should
have positive effects on the budget over the longer run, by reducing government expenditures for
such things as natural disasters, crop failures, and disease epidemics. In other words, in the absence
of effective climate-change policies, natural events are likely to occur sooner or later thar entail large
federal costs and throw the budget farther out of whack.)

In addition, although higher energy prices would create strong incentives for energy conservation
and for investment in clean-energy technologies, there will be claims for additional subsidies to
encourage a wide variety of activities in the name of combating climate change. In many cases
(including various types of basic alternative encrgy rescarch), such investments can be a valuable
complement to the market incentives provided by a cap-and-trade system. Such spending will be
wasteful, however, if it merely subsidizes activity that would take place anyway or that is not well
focused on reducing greenhouse-gas emissions.

1f lawmakers capture the necessary revenue and make wise choices among competing claims in
designing climate-change policy, they can achieve the economic and environmental benefits from
reducing greenhouse-gas emissions while addressing the impact of higher prices on low-income
consumers and other legitimate new claims on available resources. (It might even be possible 1o
achieve some modest deficit reduction, which would be valuable at a time when, as this Committec
well knows, the pressures on the federal budget will be increasing.)

If, however, lawmakers give away too many emissions rights to existing emitters, as a number of
the bills currently pending in Congress would do, they will fail to capture sufficient resources to
meet these needs, while conferring windfall profits on energy companies and other emitters. This
latter course would risk large increases in deficits and debt (already on course to reach unsustainable
levels in future decades), significant increases in poverty and hardship, and a further widening of the
gap between rich and poor.

Designing Climate-Change Legislation That Shields Low-Income Households From
Increased Poverty And Hardship

Making sure that sufficient resources are available to shield low-income households from
increased poverty and hardship is crucial in the design of climate-change policies. But it 1s only the
first step needed to avoid increases in poverty. It also is vital to use the resources made available for

wl
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this putpose n a way that s ettective i reaching low-income houscholds, etficient (with low
administrative costs), and consistent with energy conservation goals. At this early stage of the
debate, no climate-change legislation introduced on Capitol Hill meets this goal, although there is a
growing interest among a numbet of lawmakers in finding effective ways to protect low-income
people from increased costs.

“T'o shield vulnerable houscholds from higher energy costs in a manner that is both effective and
efficient, we recommend that policymakers follow these five basic principles.

Fully protect the most vulnerable households. Climate-change legislation should not
make poor families poorer or push more people into povetty. To avoid that outcome,
climate rebates should be designed to fully offset higher energy-related costs for low-income
familics. A good place to start is by fully protecting households in the bottom fifth of the
income spectrum — those with average incomes of $13,000 — or less than $27,000 for a
family of three. Familics at modestly higher income levels that struggle to make ends meet
will need some help, as well, in coping with higher bills.

Use mechanisms that reach all or nearly all low-income households. Some low-
income households work for low wages and could receive their chmate rebate through the
tax code, such as through an increase in the Earned Income Tax Credit. But others are
elderly, unemployed (especially during recessions), or have serious disabilities. Climate
rebates necd to reach all of them.

Fortunately, policymakers can tap existing mechanisms to reach the large number of low-
income households that cannot be reached through a tax rebate mechanism because their
incomes are 50 low they are not required to file a federal income tax return. For example,
“climate rebates” could be provided through the electronic benefit transfer (EBT) systems
that state human service agencies use to provide assistance to many poor people.
Policymakers could fill any remaining gaps, and provide weatherization assistance, through
some increases in the Low

Income Home Energy
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higher home energy prices will account for lsr thar half of the hit on their budgets from a
cap-and-trade system. And about 20 percent of the households in the bottom fifth have
their utility bills reflected in their rent, so they pay for utilities only indirecily, through the
rents their landlords charge. Policymakers should structure “climate-change rebates™ so they
can also help low-income familics with these rent increases, as well as highet prices for
gasoline and other products and services that are sensitive to energy costs,

Ut

Adjust for family size. Larger houscholds should receive more help than smaller
households because they have higher expenses. Families with several children will gencrally
consume more enetgy, and consequently face larger burdens from increased energy costs,
than individuals living alone. Many other forms of assistance vary by household size; this one
should as well.

Conclusion

Well-designed climate-change policy that auctions most or all of the permits can gencrate
resources that can be used to avoid regressive outcomes and address other legitimate budgetary
claims that arise from the new policy. Policymakers should recognize the importance both of
generating adequate revenue and of addressing concerns regarding equity and fiscal responsibility, so
that they avoid ending up with a policy that increases poverty and further widens gaps between rich
and poor, increases deficits and debt, or both.

~1
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The CHAIRMAN. Thank you, Mr. Greenstein, very much.

And now we’ll turn to questions from the Select Committee. The
Chair will recognize himself.

Mr. Zapfel, thank you again for being here today. It is very im-
portant to us.

The EU is making a big change today. They are moving in a com-
pletely different direction than they did in their original phase in
dealing with greenhouse gas emissions.

What happened when the allocation was free for the various sec-
tors 3‘1; the European economy? What was it that you found hap-
pened?

Mr. ZAPFEL. Thank you, Chairman.

As I pointed out before, when we go into the fourth year of free
allocation now in our first rating period and, thus, in our second
rating period, we have predominantly free allocation, we learned
very early on, even before our trading scheme started via the fu-
ture markets on the side of our prices, that the value of the allow-
ances get priced, first and foremost, into electricity.

We continue to do ongoing economic assessment. Our scheme is
now just going into its fourth year. There is empirical evidence we
continue to learn. But in principle, we see that, as has been said
before, even if allowances are given for free, some sectors find it
fairly easy to include the value of allowances into the prices. And
this distributional effect is something that has resulted in a lot of
debate in Europe and is actually one of the multi-weighting factors
proposals that we have made today.

The CHAIRMAN. Okay. So how do you deal with the challenge?
Many people say that this is an unprecedented step that you are
taking and that industry is unprepared to deal with the con-
s}elqu?ences of having an auction system. What is your response to
that?

Mr. ZAPFEL. It is not something we do overnight. As you know,
we are now in the year of 2008. And the proposal is that the
changes come in the year 2013.

In principle, overall in the design of the regulatory framework for
our carbon market, we pay a lot of attention to that we give this
new market sufficient regulatory stability. And one of the key
issues there is that we give sufficient foresight so we don’t do
changes overnight.

We had, for example, a lot of debate whether we should already
change our rules on very short notice so that the second phase
would already see regulatory changes. The Commission has not en-
tered in such changes because we think for the market to develop
well, to work efficiently, it needs sufficient lead time so that every-
body can prepare for the rule changes.

The CHAIRMAN. And how are you dealing with industry opposi-
tion? And which industries are most opposed to moving to an auc-
tion system?

Mr. ZAPFEL. I think, also as you said before, I think we are not
the only ones across the world who is considering starting a legisla-
tive debate to move towards auctioning.

We, of course, follow very carefully the debate in the United
States. We have seen what is happening in the RGGI system or
what has been decided in the RGGI system. There are other carbon
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markets designed around the world, in Australia and New Zealand.
There is a debate here. So I think we are moving along an inter-
national trend that is developing.

Of course, I think from the perspective of an individual business,
if you are subjected to a carbon cap, it is always a preference for
an industry to ask for free allowance, rather than to have to pay
for the allowance. I think that is a natural opposition that we have
in our political process.

What is important to us is that there is to continue to empiri-
cally evaluate what are the real effects. What empirical evidence
do we have? As I said, so far, there is no compelling empirical evi-
dence that this is damaging. What we reckon is that some sectors,
as I said, the borrow sector can move quicker. And other sectors
need some time to adapt, industrial sectors, which we give more
time to adapt to those changes.

The CHAIRMAN. Okay. Thank you.

Mr. Podesta, you are an expert on the budget and appropriations
process. What recommendations would you make to ensure that
any revenues that do come from an auction system are, in fact, pre-
served for R&D, are preserved to take care of the poorest citizens,
who may be affected by this very dramatic change in the way in
which we regulate energy in our country?

Mr. PoDESTA. Mr. Markey, that is a very good question, but I
think that we have dealt with it before in the Land and Water
Conservation Fund and other funds that could be segregated either
through the direct appropriations process or moving in the direc-
tion that we see, for example, in the Lieberman-Warner bill, where
the money is deposited directly into certain accounts that would be
used only for the purposes that would be put forward.

But I think that’s in the end of the day I think a critical question
to ensure that the money goes to both what Mr. Greenstein spoke
about, which is to cushion the burden. Again, in our proposal, we
take it up to the middle class so that while they may see net in-
creases in their energy pricing, we also believe that their energy
bills can over the mid term bend down, as we have seen in Cali-
fornia, because they are using less energy as efficiency is driven
through the system. But ultimately they are going to pay a little
bit more.

And we think that those accounts need to be balanced and that
the structure of the cap-and-trade system needs to essentially fence
off that money so that both of those things can take place: the right
kind of investments and protection of working people in this coun-
try.

The CHAIRMAN. Thank you, Mr. Podesta. Again, Mr. Zapfel,
thank you for being here. We feel like we are here on day one at
8:00 A.M. of the new era of auctioning. And I personally just want
to praise the European Union for their courage in moving in that
direction. I think it is the correct direction.

The Chair’s time has expired. And I recognize the gentleman
from Wisconsin, Mr. Sensenbrenner.

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

As I think we all know, there is a great deal of concern about
the direction that our economy is taking. And the fix is on for a
bipartisan economic stimulus package. And the debate is over not
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whether to stimulate the economy but how best to do it. The bot-
tom line is that there will be money pumped into the economy to
try to prevent a recession from occurring or worse.

Now, I am a member of Congress. And everybody up here is a
member of Congress. How does a member of Congress justify vot-
ing to pump money into the economy in an economic stimulus
package and then turn around and support a cap-and-trade pro-
gram, which takes money out of the economy and could cost both
consumers and businesses billions of dollars? Let me start with
you, Mr. Podesta, since your advice is always very good to members
of Congress.

Mr. PoDESTA. Well, Mr. Sensenbrenner, I don’t think you need
to have that net impact. In fact, I think, as I said, you could create
the virtuous cycle of taking money out of the economy that’s going
towards polluting the atmosphere, creating a worldwide -crisis,
causing us long-term national security problems that will require
us to put more money into defense, take that money out from the
pollution side, put it back in through rebates for low-income people,
middle class people, and investments that will build a long-term
economy.

Mr. SENSENBRENNER. Okay. First of all, we don’t need to get into
the science, but CO: is not a pollutant. CO is a naturally occurring
gas. It’s not like sulfur dioxide or something like that. Every time
we exhale, we exhale CO,. And that is not polluting this room.

Mr. PODESTA. I never thought I would say this, but I agree with
the Supreme Court and disagree with you, Mr. Sensenbrenner.

Mr. SENSENBRENNER. Well, the Supreme Court is not right all
the time either.

Mr. PODESTA. I agree with that.

Mr. SENSENBRENNER. Okay. Yes. The thing is let me continue on
this. In 2000, the CBO did a study on cap-and-trade system and
determined that the cap-and-trade system would be tremendously
regressive.

Now, I think that both you and Mr. Greenstein seemed to indi-
cate that without tinkering around with the cap-and-trade system,
it would be regressive and without the tinkering around, we end
up giving carbon breaks for the rich using carbon, instead of tax
and debate in the vernacular.

If we go to tinkering around, which people are debating about,
aren’t we turning cap-and-trade into a wealth redistribution sys-
tem? Mr. Greenstein.

Mr. GREENSTEIN. I would say the answer is no. Under a cap-and-
trade system, you have a decision. You have to make a decision.
You give the permits away for free. You auction them off. You have
to make a decision.

The CBO report indicates if you have a cap-and-trade system and
you give away the permits for free, you have highly regressive ef-
fects. If you have a cap-and-trade system and you auction off some
substantial share to all of the permits, then whether it’s regressive,
progressive, or neither of the above, sort of make this just kind of
right in the middle, depends on what you do with the proceeds
from those permits that you auction off.

But the only way in which it is clearly regressive is if you ei-
ther—if you give away a substantial share of the permits for free,
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it is clearly going to be regressive because you clearly won’t have
enough money to offset the regressivity that the increases in con-
sumer prices alone would cause.

As long as you auction off a substantial share of the permits, you
have the potential to ensure that the system is not regressive. You
can make it progressive if you want to. You can simply avoid the
regressivity.

Mr. SENSENBRENNER. But getting back to what Mayor Bloomberg
told this Committee last November in Seattle, you know, why not
be honest? If we're going to increase energy costs to do this, why
doesn’t Congress directly levy a tax, which is the honest way of
doing it? And that way members of Congress have to be account-
able for their votes one way or the other, rather than simply fold-
ing the cost of this into energy bills and then Congress taking a
bow for “giving money away” to people that we decide need to get
the money from the auction. Isn’t Mayor Bloomberg right in saying,
“Let’s be up front and honest,” rather than, you know, going
through this tremendously bureaucratic system with all kinds of
values of who deserves the money from the auction and who
doesn’t?

Mr. GREENSTEIN. There may be a different set of answers on the
panel here. Let me quickly note for starters that your prior ques-
tion, “Is it regressive? Is it not regressive?” the same question ap-
plies to a carbon tax. It would all depend on what you did with the
proceeds for——

Mr. SENSENBRENNER. Yes. I am not for carbon tax either.
[Laughter.]

Mr. GREENSTEIN. Now, as you know, the advantage of a cap-and-
trade is you have a firm cap on emissions. And the disadvantage
is you don’t know in advance the impact on the price. With the car-
bon tax, you have certainty on the price but uncertainty on the
exact level of emissions reduction that you get. Many economists,
including——

Mr. SENSENBRENNER. Well, my time is up. You know, Europe has
had cap-and-trade. And the amount of emissions has gone up. So
my time is up. Thank you. Europe has failed, don’t need to copy
them.

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

Mr. BLUMENAUER. One of the benefits of the head in the sand at-
titude of this administration is that we have a chance to look at
the experiences in other parts of the world as people are struggling
with how we are going to have a carbon-constrained economy.

Lots of things are not pollutants in the natural order. I mean,
COz in its normal amounts is not salt, but if we get too much of
a good thing, we have real problems. And I appreciate our wit-
nesses saying that these things are not mutually exclusive in terms
of stimulating the economy by not taking it out of the economy.

Everything I heard from the witnesses is you are thinking that
this is not somehow something that is going to be shot into space
that is going to be circling the planet. This value is going to be re-
invested somewhere. It is going to be a windfall in the hands of
some. It is going to be targeted towards redevelopment.
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Mr. Podesta, I am not certain that I would use the Land and
Water Conservation Fund as an example that gives me hope. I
think we can learn from that experience as well. But you are sug-
gesting that it is part of a comprehensive strategy.

As I hinted at in my opening statement, what I am interested
in is your observations about making it part of a comprehensive
strategy that focuses on the two principal expenditures of American
households, both in terms of dollars and in terms of carbon, hous-
ing and transportation.

I would be interested in observations, particularly from the right
wing here on the panel, at least my right wing, in terms of how
you think we can best harness the value that could be created to
help households with infrastructure and energy conservation and
transportation that would reduce their carbon footprint, stimulate
the economy, and protect their economic security.

Mr. PoDESTA. Well, let me begin. I think the Congress—and,
again, I commend you—has already taken a giant step by increas-
ing vehicle efficiency on the transportation side. There is obviously
more investment to do in transportation, in smart growth, in some
of the initiatives that you have championed in more mass transit
spending, et cetera. And I think some of the proceeds of the auction
should go and ought to go to those kinds of investments.

On the housing side, I think you get it that through, again, com-
plementary policies through the cap-and-trade, better building
codes, a smart grid, investment in the electric infrastructure so
that you could have real-time metering and basically begin to do
what has happened in California, which over the past 30 years has
kept its per capita energy consumption flat while the United States
energy consumption has grown by 40 percent while maintaining
high levels of growth in the economy and high levels of wealth in
the state.

So I think those complementary policies—and Mr. Bowles is try-
ing to implement those in Massachusetts—are directly going at the
issues of efficiency, building codes. That is where the low-hanging
fruit is. And we need to pay attention to that, in addition to cre-
ating the right kind of structure over the cap-and-trade.

Mr. BLUMENAUER. Mr. Bowles, you referenced the trade-off in
terms of the one percent increase, five percent longer-term savings
in energy. Can you talk about in a little more detail how you think
you can seize on that and make that sort of difference?

Mr. BOWLES. Yes. I mean, just the key point, I think, of the ques-
tion is—and I would agree with everything John just said—that we
have a tremendously inefficient and creaky electricity system in the
United States. We need to upgrade transmission. We need real-
time metering. And we need a hell of a lot more end-use efficiency.
It is the lowest-hanging fruit.

So when Congress thinks about what should we be doing to use
these auction proceeds, I think a lot of the whole panel agrees that
auctioning makes sense. Once you got the proceeds, what do you
do? How do you prioritize it? I would use the criteria of, how can
we save the most for consumers, low-income middle class? I mean,
how can we lock in the greatest environmental benefits?

I think things like appliance standards, which Congress has
moved forward on, vitally important. Building codes are at the
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state level. We in Massachusetts are joining the International En-
ergy Conservation Code, vitally important. So I think you can do
a great deal of that.

On the efficiency side, there is a tremendous amount of return.
We did an economic analysis. In fact, it was done under the Rom-
ney administration—I am happy to share it with the Committee—
that showed the disproportionate returns that would come from al-
locating the auction proceeds to energy efficiency. We could see sav-
ings above five percent in commercial, industrial, and residential
parts of the electricity sector. So that’s the lowest-hanging fruit and
I think the biggest opportunity for savings.

The CHAIRMAN. The gentleman’s time has expired. The gen-
tleman from Oklahoma, Mr. Sullivan.

Mr. SULLIVAN. Thank you, Mr. Chairman.

I would like to thank all of the panelists for being here today.
I guess this question is for anybody who wants to answer it or as
many of you that want to answer it. What certainty do we have
that any cap-and-trade program would achieve carbon target cer-
tainty? And also with all of the trading going on, where do you see
the tangible reductions taking place? Anybody?

Mr. BURTRAW. On the second part first, our modeling and mod-
eling by the EIA suggest that over the first couple of decades of a
climate policy, although the electricity sector is responsible for
about 40 percent of the CO, emissions in the country, it’s expected
to account for two-thirds to three-quarters of the emission reduc-
tions that would be achieved. That is why there is so much atten-
tion given to the electricity sector.

The other part of your question is, how can we be sure that a
cap would be obtained and not violated? That has been the pre-
dominant success of capped programs previously. The issue when
there have been emission increases has been when a cap was ini-
tially set at a level that was regrettable and not as tight as per-
haps it could have or should have been.

Mr. SULLIVAN. Yes, sir?

Mr. ZAPFEL. Yes. When we designed our carbon market in Eu-
rope, we studied very carefully the experience in the U.S. The main
thing to achieve the emissions reductions is to have a very credible
and robust compliance and enforcement system.

The price of a carbon allowance today in Europe is roughly 20
to 22 euros per ton of CO,. If you fail to surrender the emission
allowance, there is a financial penalty levied on the company of 100
euros per ton of CO, So that creates a very strong incentive to
comply with the cap.

And the reductions come not from the trading of the allowances
but come from the carbon price signal that you create in the econo-
mies. So you make it worthwhile to innovate, to push forward on
the technological front and bring the emissions down.

Mr. BowLES. I would just add—and thank you for the excellent
question—that one of the benefits of auctioning is you have price
discovery and you figure out what it is worth to have one of these
allowances.

If you just give them away, you don’t have that information. So
you can adjust your cap at the federal level to say, “Are we hitting
our target? And do we need to send a louder price signal into the
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economy?” I think it’s a real benefit of the cap and the auction ap-
proach that you don’t get necessarily from a carbon tax approach.

Mr. SULLIVAN. Anyone else? How much time do I have left?

The CHAIRMAN. The witnesses can take 2 minutes and 23 sec-
onds.

Mr. SuLLIVAN. Okay. I've got

The CHAIRMAN. You can yield it back or ask a question.

Mr. SULLIVAN. I've got one more question. I'll ask anybody.

The CHAIRMAN. Okay. Please?

Mr. SULLIVAN. Would you say that the allowances and their
prices should be set by Congress, the administration, or the mar-
ket? What if the price of allowance skyrocketed to an unsustainable
level? What would be the backup plan? I guess you kind of talked
about a little of that.

Mr. BOWLES. Let me just comment quickly on what we have done
in the Regional Greenhouse Gas system. So there are two different
triggers based on price that allow access to a larger market for off-
sets. So there is a large market for carbon offsets, which are other
ways to achieve greenhouse gas reduction. So it starts out in a New
England market, then goes national, and goes international based
on price triggers. So as price goes up, you have an increasing pool
of alternative ways to reach compliance.

I don’t know if that answers your question.

Mr. SENSENBRENNER. Would the gentleman from Oklahoma
yield?

Mr. SULLIVAN. Yes, I will yield.

Mr. SENSENBRENNER. I was just advised that the Times of Lon-
don reported this morning that the United Kingdom under the new
European system that Mr. Zapfel described would end up having
to pay an additional 6 billion pounds, or $12 billion, a year in order
to comply with this.

You know, I am just wondering what the hit on the British econ-
omy would be, which is an economy that is much smaller than the
American economy, with this kind of essentially a bureaucratic hit.
Maybe Mr. Zapfel can answer that.

Mr. ZAPFEL. I cannot confirm the figures that you put forward.
We have undertaken a substantial evaluation for the EU overall.
We have come to the conclusion that our far-reaching climate and
energy targets, so not just the reductions via the weighting scheme,
overall can be achieved at a fairly affordable cost of roughly half
a percent of our GDP. All of this needs to be compared to the——

Mr. SENSENBRENNER. If the gentleman will yield further, a $12
billion hit on the economy of the United Kingdom is not insignifi-
cant. And this is what the largest and most respected newspaper
in the United Kingdom analyzed what you have just announced
today. It ain’t free.

Mr. ZAPFEL. As I said, I cannot confirm those figures. Overall for
the European economy overall, the costs are fairly insignificant. We
also have to look at the cost of non-action, as has been outlined in
the Stern report, which can be a lot more considerable than cost
of bringing down our emissions.

Let me also use the occasion because you said no emissions have
been reduced. There is some research. Your statement refers to the




81

first period, the first trading period, 2005 to 2007, which was for
us in Europe a learning period.

We didn’t have the benefit, as you have in the U.S., with air pol-
lutant trading programs, SOx and nitrogen trading programs. So
we started from scratch in Europe. Our emissions cap was not
binding in 2005 to 2007. Also, we do not have our Kyoto commit-
ments kicking in in 2005 to 2007.

We brought down the emissions cap for the trading scheme in
the second phase already about 10 percent compared to the first
phase, which makes sure that we will see emissions reductions in
the second phase. And, as I stated in my introductory statement
before, this emissions cap will come down by another 11 percent so
that we are 21 percent below 2005 emissions by the year 2020,
which guarantees emissions reduction and the environmental in-
tegrity of the European common market.

The CHAIRMAN. The gentleman’s time has expired. And the Chair
will recognize the gentleman from Washington State, Mr. Inslee.

Mr. INSLEE. Thank you.

I think Mr. Greenstein mentioned that someone argued that this
would be corporate welfare if you don’t have an auction system. I
just want to ask about the logic of that.

Going back to this issue of the tragedy of the commons, my un-
derstanding is that people who argue that essentially say, “Look,
there is an asset. The atmosphere only has a limited carrying ca-
pacity for CO..” And if we’re going to give rights away to people
to pollute that, you are giving away a scarce asset. It has an eco-
nomic value.

And, therefore, it would be a sense of welfare of giving away a
public asset for free. It would be like giving away gold from our na-
tional parks or the like. Is that the logic? And does an auction solve
that problem?

Mr. GREENSTEIN. Well, an auction does solve that problem, but
you don’t have to go to that logic to reach the corporate welfare
conclusion. And the term isn’t mine, although I would agree with
it.

What is interesting is the “corporate welfare” term in this con-
text actually is Greg Mankiw’s term. He is a leading conservative
Republican economist at Harvard. He was the Chair of President
George W. Bush’s Council of Economic Advisers.

What Mankiw was saying—you don’t even have to go to the com-
mons thing to get it. What Mankiw was saying was, “Look, if in
a cap-and-trade system you give to energy companies and other
emitters allowances that exceed in value the increased costs they
will incur under the new system, then youre giving them a form
of welfare. It’s one thing if you simply offset the increased costs
that will occur, but if you go beyond that and you just give them
these permits, which they can sell for billions of dollars above and
Peyond what is needed to offset their costs, that is corporate wel-
are.”

That is what CBO is essentially saying as well. CBO’s term is
“windfall profits.” Mankiw’s is “corporate welfare.” It is simply say-
ing you give them more than they need to offset their costs. You
are giving away billions of dollars in gain to these companies and
their shareholders. That is clearly a form of windfall.
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Mr. INSLEE. I appreciate that.

Mr. Podesta, I really appreciate you are basically saying that en-
vironmental policy in this case isn’t economic policy, it’'s a view I
share. I want to let you know you are not alone.

I was just looking at a report from McKinsey and Company. It
just came out in December. They concluded that almost 40 percent
of abatement could be achieved at negative marginal costs. In other
words, 40 percent of your savings of CO, you would actually reduce
your costs. There would actually be a profit margin for the U.S.
economy, if you will. And it talked about the barriers to achieving
those 40 percent improvements or principal capital accumulation to
do the work, the rehabbing your house, the acquisition of new heat-
ing and cooling system, more efficient cars, the whole nine yards.

I just wondered if you could give me any more thoughts about
how we could fence off the revenues from a cap-and-trade system
to be used for the legitimate purposes of that, both R&D, help to
consumers to weatherize their homes, help to them to obtain new
efficient equipment. What is the best way to do it? I know you gave
us some ideas, but what is the best way in the real life to do that?

Mr. PoDESTA. Well, as I said—and maybe I could provide some
more information for the record, Mr. Inslee—I think that creating
accounts in which the Congress decides where that money is going
to go, either by allocating permits to it, which is the approach
taken in the new Lieberman-Warner bill, or by auctioning 100 per-
cent of the permits, which is our preferred approach, segregating
that money and making those important investments but ensuring
that that money is available, either through tax credits, which,
again, we hope to see, I think, the production tax credits reauthor-
ized in this session of Congress on renewable energy or through di-
rect investments that could be operated either through the states
or directly, is the best way that takes, again, a good chunk of that
money and apply it to the very real challenge.

The other place that we would spend some money is on innova-
tion itself, into boosting the R&D portfolio of the United States. We
have seen enormous returns of investment in the past, particularly
at DARPA and the DOD programs, but if you think about the infor-
mation technology revolution driven by federal investment at the
front end, I think you can imagine at least an energy innovation
virtuous cycle driven by investment at the federal level into these
new technologies.

We see a lot of venture capital pouring into that arena right now,
but I think if you had the right kind of investment portfolio from
the federal government, that would really quicken the change that
we need.

Mr. INSLEE. 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.

Mr. Podesta, you laid out in your testimony how the revenue
from a cap-and-trade scheme based on auction might be equitably
distributed. I think that is a terrific approach. Can you recap your
proposal and then comment on how free giveaway of the cap-and-
trade system would distribute revenue?
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Mr. PoDESTA. Well, I think that, you know, again, we have had
your European experience described here this morning. I think
going to the second part of the question, I think if you have a free
giveaway and no watch and no allocation of revenue, what is likely
to happen is rates will go up. The generating companies will pocket
the money. Their shareholders would do very well. And the people
at the other end will do very badly.

So we support the kinds of proposals that Mr. Greenspan—MTr.
Greenstein was—he’s still a liberal. [Laughter.]

Mr. Greenstein was talking about taking 45 percent of the auc-
tion share and rebating that to people, either directly through the
tax code or, particularly for low-income people, where that mecha-
nism doesn’t work very well, to do it through other kinds of income
supports, which Bob, of course, is the expert on, and then taking
45 percent, making these public investments that I described.

And then we also recognize that and I think the work that CBO
has done suggests that 10 to 15 percent of the revenue might go
to companies and communities particularly hard hit by increasing
the costs of production of energy.

I am thinking here particularly in places hard hit that are coal-
producing and those kinds of arena. The CBO estimates that that
looks like to be about 10 to 15 percent of the revenue. So we would
say put that back into those communities, help them weather the
transition to a new economy.

Mr. GREENSTEIN. Can I add one quick point on that? There have
been questions from several members to John on, how do you make
sure the money actually goes for these purposes? And there have
been discussions of trust funds and the like. I think we need to sep-
arate out the discretionary part of the budget, the appropriated
part, from the other parts, entitlements, taxes, and so forth.

You would need some kind of trust fund mechanism like that for
the discretionary part. You wouldn’t—and I wouldn’t recommend
it—for the consumer relief part. If you’re giving part of the con-
sumer relief through an expansion in the earned income tax credit
or a new tax credit, such as Mr. Larson has in his bill that’s based
on the first certain amount of the payroll tax that is paid, we don’t
have anything in the tax code where the IRS has to look each year
at how much money is in a particular trust fund and make the tax
credit go up and down every year.

You just do the tax credit. You work with CBO and the Joint Tax
Committee. You have an estimate of how much revenue is going to
come in from the auctioning of the proceeds. You design the appro-
priate tax credits that you need. You make sure the scores all fit,
and you go forward.

So trust fund thing would be needed for the discretionary part.
For the tax part and the direct spending part, you need some direct
spending for the low-income people, as John mentioned. You just
write that into the cap-and-trade bill, and you go forward.

Mr. MCNERNEY. Thank you.

Mr. Bowles, in a state like Massachusetts and also in California,
we're starting to see the effects of RGGI and AB 32. Do you have
any specific recommendations in terms of how to make sure that
the federal programs complement those, instead of what other pos-
sibilities there are?
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Mr. BowLES. Thank you for the excellent question. One thing I
just would try to underscore for this whole discussion is a lot of the
cost-negative items that Mr. Inslee mentioned from the McKinsey
report, which I commend to the Committee to read, are really im-
plemented by the states, things like building codes, energy effi-
ciency, building renewable power plants, zoning, smart growth. A
lot of the easy stuff we need to do is going to be implemented by
the states.

So I really encourage the Committee and the Congress to look at
giving financial incentives with some of those auction proceeds to
say if you, state, are doing all those things plus rate decoupling,
maximizing efficiency, then we’re going to support you.

You need to create some incentive because the states are the
units that regulate the utilities and have such a big role where a
lot of the easy things are going to be done first.

Back to your broader question. Look, I think the Congress could
do us in California and 17 other states a great favor by making
sure EPA got out of the way on the CAL LEV standards. They are
vitally important and goes beyond what the CAFE increase, which
is terrific, does. Obviously we’re seeking EPA implementation of
the Mass v. EPA case on the Clean Air Act.

And so I think there are a lot of things that the Bush adminis-
tration could do to get out of the way of states like Massachusetts
and California. But thank you for the question.

Mr. McNERNEY. Thank you. I yield.

The CHAIRMAN. The gentleman’s time has expired. The Chair
recognizes the gentlelady from South Dakota, Ms. Herseth Sandlin.

Ms. HERSETH SANDLIN. Thank you, Mr. Chairman.

I thank all of our witnesses today for helping illuminate further
in acknowledging and helping quantify what costs may be associ-
ated with making this transition but also identifying the economic
opportunities that exist and ensuring that we don’t ignore the fact
that there are costs to inaction.

I do want to describe sort of a set of circumstances, though, as
it relates to the part of the country that I represent, the great
plains in rural America, and just get your thoughts if you could
comment on if we do move to a cap-and-trade and as we discussed
the issue of free allocations versus auctions and then reinvesting
and recycling the revenue, just to get your thoughts on whether or
not we phase this in and give time to adapt, as Mr. Zapfel de-
scribed, or if we move to something more 100 percent auction near-
ly immediately with what we set up because I have some concerns
lz;bout that in light of the circumstances present in, say, South Da-

ota.

On the positive side of cap-and-trade for South Dakota, I see
greater incentives to develop our wind resources, greater incentives
to develop solar resources throughout our area in the Southeast
and other regions, reinvestment in our hydroelectric facilities, the
investment for carbon capture and sequestration because we are a
very heavily coal-dependent region of the country.

There are also economic opportunities here for agriculture as it
relates to certain farming and grazing practices as carbon storage
and transitioning to integrating new technologies for cleaner burn-
ing coal in our coal-fired facilities that service our rural electric co-
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operatives. But that is sort of the difficult side here of cap-and-
trade that when you have rural electric cooperatives, you have
rural consumers, you have very poor consumers in certain parts of
the Great Plains that live on Native American reservations when
we are still working to develop the transmission that some of you
talked about, the need to sort of reinvest in the infrastructure of
our transmission capacity for wind, time to measure just pre-
cisely—and the Chicago Climate Exchange is trying to do this for
agriculture. It seems to me that we need a little time to adapt.

And that’s why I think that, at least for now, I sort of favor more
of a phase-in approach, rather than something that is nearly a 100
percent option immediately within the system.

So if you could comment on that and then, Mr. Zapfel, if you
could also comment on perhaps as you describe, maybe an initial
misjudgment in the European system being that they were free al-
locations versus an auction, now you’re making that transition, but
I understand that you chose not to help measure, quantify and
measure, for agriculture to participate in the cap-and-trade system
in Europe. And if you could comment on that?

Mr. GREENSTEIN. Could I make a comment on the phase-in
issue? We should note that under all of the bills, there is a major
phase-in in the sense that the emissions reduction target is a small
amount of emissions reduction initially. And that phases in very
gradually over a number of decades. That is the major phase-in.

With regard to the permits, one could do something where you
give away a large share of the permits for free initially and then
phase that down. The Lieberman-Warner bill I think gives away 40
percent or more of the permits for free initially. And on paper it
eventually phases it to zero.

My concern is, the politics being what they are and the power of
the companies being what they are, I believe that if Lieberman-
Warner were enacted, we would never get to zero. The Congress
would come back and change the law well before we got to zero and
that we could end up getting stuck permanently at too high a level.

That doesn’t mean you couldn’t do any phasing at all, but I think
the notion of starting with—I don’t know—more than 15 or 20 per-
cent of the permits being given away, starting with any higher per-
centage and just assuming you’re phasing it way down I think is
dangerous.

I think it risks the potential that before the phase-down occurs,
companies get the law changed. And then the various purposes for
which you thought you had money, such as a number of the things
you just mentioned, can’t get the resources to be funded.

Mr. BURTRAW. I would like to just add the phase-in in terms of
the changes in electricity prices is going to be immediate. So the
program can be put in place, and you can talk about allocation in
different ways, but you are going to see an immediate change in
product prices.

So there is no phase-in to talk about except in some portions of
the country in the electricity sector, where there are two alter-
natives in those regions of the country where there are regulated
prices and a free allocation to firms will get passed through to con-
sumers and soften the blow initially. But the problem is that treats
the country in a very asymmetric way because you have roughly
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half the country under cost-of-service and half the country with
competitive electricity markets. I think that’s inviting a new civil
war.

So an approach that has emerged recently that has surprising
support from very disparate companies would be free allocation to
load serving entities. These are the retail electricity companies that
deliver electricity services directly to customers. And they could be
expected to pass through to customers the value of the emission al-
lowances.

This has a politically attractive appeal that it would keep elec-
tricity prices low and would look like a phase-in as we enter the
new constrained carbon regime. The problem, as other speakers
have already mentioned, is this constitutes essentially a subsidy to
electricity consumption that you don’t get for natural gas or trans-
portation fuels or to industry and commerce. And so to put this in
place, to enshrine this, would dramatically raise the cost of carbon
policy nationally. We don’t want to get our feet stuck in cement
there.

So if you want to look for a phase-in, allocation to load, as is the
component of the Lieberman-Warner bill, is a reasonable way to
start, but I would urge you to think about that as a rapid transi-
tion to a full auction and recognize coming from the Great Plains,
you know, this creation of this $350 billion a year in intangible
property right is analogous—the last time we saw this in American
history was the assignment of property rights in the great Amer-
ican West because this is going to be on a recurring annual basis.
This is an enormous new property right.

And the question is, to whom will it accrue over the rest of the
century? And that’s why the auction is such an important question.

The CHAIRMAN. And the gentlelady’s time has expired. But could
you, Mr. Zapfel, deal with this issue of how Europe is treating the
agriculture sector? I think it is important for us to hear that.

Mr. ZAPFEL. Yes. It is a pleasure to do so.

Our common market is not as it is discussed here, an economy
program. We see the common market as one of the essential ele-
ments of bringing down our emissions.

We have reviewed now whether we should include credits from
agriculture and forestry, but we remain of the opinion that for the
time being, they should stay outside of our carbon trading mecha-
nism for mainly two reasons. First of all, we need high-quality
monitoring/reporting of the emissions, which we do not see we can
do yet in those sectors. And, secondly, we also haven’t been able
to address the questions of permanence and leakage yet. Especially
in the forest, if you grow forests but in the same time other places
you cut down forest, so the permanence in the leaking is important.

As Mr. Sensenbrenner, Congressman Sensenbrenner, has pointed
out, the environmental integrity of the common markets delivering
emission reductions is essential, also for the public. So, for that
reason, we have proposed that agriculture and forestry credits stay
out of the system up to 2020.

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

Mr. LARSON. Thank you, Mr. Chairman. And thank you for put-
ting together this incredible panel. And it is with a certain amount
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of trepidation that I go forward with my questioning knowing the
vast amount of work that you and my good friend and colleague
Jay Inslee have done on cap-and-trade.

My only regret is that you didn’t have Polar bears here today so
that we could have more of the press here on such a weighty issue
of discussion of the cap-and-trade system versus something that I
think still needs to be pursued in terms of dialogue and discussion
in terms of a carbon tax.

Now, I say that, and I want to thank Mr. Podesta because 1
thought he started off and framed this in the appropriate—we’re in
a crisis. And this crisis has to be solved. And it has to be solved
now.

The inconvenient truth is that, as you heard our good colleague
from Wisconsin say, that, well, the most direct and straightforward
transparent way to deal with this, of course, would be for a carbon
tax. But, of course, he wouldn’t be for that. And neither would a
lot of colleagues because of the anathema attached to taxes.

And, of course, we have an aversion to taxes in this country. For
example, we fund a war or, well, we don’t fund the war with taxes.
We go into debt with a war and tell the American people that it
is being paid for. So I believe that the choices are difficult and they
become more clear.

And I thank Mr. Greenstein also for I think illuminating the
choices that we face here: one that deals with the certainty of emis-
sions, the other with the certainty of price. I come down on the side
of the certainty of price.

I am proud to have initiated legislation along with Mr.
Blumenauer and Mr. Miller that pretty much follows what Vice
President Gore—and, my God, if we can get Vice President Gore
and the President of the Chamber of Commerce to agree that this
is the way that we should go in terms of a carbon tax and that it
should have to offset the mitigating factors and the regressivity of
it a direct payroll reduction that corresponds in it so that you can
get down-the-road relief for people that actually need it, then I
think we’ve got something, notwithstanding I am interested in this
whole auctioning thing.

I have to say, I have to give this the Augie and Ray’s test. Now,
most of you don’t know what Augie and Ray’s is. It’s a little ham-
burger/hot dog joint in East Hartford, where most of the people
that I know gather. But they’re pretty down to Earth, you know,
and they read people pretty well, debate the Red Sox and the Yan-
kees, yadda yadda yadda.

But here is the deal. You say auctioning to them, and theyre
looking at me like I am on Mars. And I've got to be honest. How
would it work? Who administers it? Mr. Greenstein and even Mr.
Sensenbrenner make some sense when they say, isn’t there a more
direct, specific, easier way for us to administer something, albeit it
may be a tax? And how is this all going to transpire?

This is not going to be—and I heard Mr. Greenstein talk about
the Lieberman-Warner bill. Gee, is this a hedge fund windfall?
How would this be administered? How do the proponents of this
see this auction actually taking place? Who controls it? Who sets
up the auction? Who is purchasing? What is going on here? Mr.
Bowles? Thank you.
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Mr. BOWLES. Let me just comment from our experience in New
England, Connecticut being an important member of the RGGI
process. The easiest thing to do is what we are doing first, which
is power generation only. Covered plants in the RGGI footprint are
25 megawatts and up.

They bid into the ISO every day into the bid stack to figure out
whether they're going to dispatch power or not. So they do it every
day. They know how to do it. It’s not complicated. All we have to
do to set up the auction process is get one of the auction vendors
in the RGGI organization——

Mr. LARSON. What is an auction vendor?

Mr. BOWLES. Auction vendors are folks who run the NOx pro-
gram, people who administer any number of other

Mr. LARSON. You can see my problem here.

Mr. BOwWLES. Yes, but

Mr. LARSON. You say, “auction vendor.” You say it runs the NOx
program. I would say, “The NOx program” at Augie’s. They would
be saying, “Are you talking about the Sox or the Nox? What are
you talking about here?”

Mr. BOwWLES. I guess all I am suggesting to you is that

Mr. LARSON. You are doing a very good job, by the way. I didn’t
mean to interrupt you, but I am trying to make a point here about
how this will all take place.

Continue, please, Mr. Bowles. 'm sorry.

Mr. BowLES. I was just going to say I think the answer to your
voters is to simply say, “Power generators do this every day. Noth-
ing much changes except that we’re going to make them pay for
this little thing to help protect the environment. And we’re going
to find a way to pass that back into more savings for you” because,
like Massachusetts, Connecticut is also just passing least cost pro-
curement through legislature. And there is going to be a bunch of
savings available.

So I guess I would say in the power sector, it is quite simple, and
it happens today. I think it is more complicated to move into other
sectors, particularly to explain. But thank you for the question.

Mr. LARSON. Mr. Greenstein.

Mr. GREENSTEIN. I don’t think the big complexity is admin-
istering the auction. You know, we had auctions of the electro-
magnetic spectrum. The FCC administered that. We could estab-
lish a new federal agency to run the auctions. I do

Mr. LARSON. Would that be a more efficient way to do this?

Mr. GREENSTEIN. I do want to say that, all else being equal, I
would prefer a carbon tax to a cap-and-trade. Having said that, I
don’t want to let the perfect be the enemy of the good. I am not
sure you could pass a carbon tax. I think you would be more likely
able to pass a cap-and-trade than a carbon tax.

And if you have a cap-and-trade with an auction, what that auc-
tion really does is to make the cap-and-trade more like a carbon
tax, not fully, just partly. I mean, if you can pass a carbon tax,
more power to you, but I think part of how we got here is the sense
that that would be hard to pass.

Mr. LARSON. Thank you.
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The CHAIRMAN. The gentleman’s time has expired. I think if we
could pass a carbon tax, it probably would be less power to us sub-
sequently, but I think that’s a lesson that we have learned.

The Chair recognizes the gentleman from New York, Mr. Hall.

Mr. HALL. Thank you, Mr. Chairman.

And thank you to all of the witnesses. I think part of what needs
to happen is as you are educating us, we need to go out to our con-
stituents and to the country and help to educate them so that they
will understand that the corner store or, you know, the deli that
I go to in my district when people talk about a carbon tax versus
a cap-and-trade, to help them understand what that is. It’s not, as
you say, given the NOx and the SOx and, you know, the successful
change in chlorofluorocarbons that was wrought by a similar kind
of governmental process. This is proven ground.

I also come from a place myself, moral place and a philosophical
place, that says that there is, there should be, and there exists an
implicit environmental bill of rights and that every one of us, every
child born on this planet, has a right to breathe clean air and to
have clean water to drink and unsoiled soil for their food to be
grown in.

And so I object to the idea that, oh, we’re interfering with busi-
ness. Somehow we got way ahead of ourselves and polluted the
planet and the ecosystem to the point where we’re not only dealing
with or trying to deal with climate change, but we’re also suffering
from asthma epidemics and emphysema epidemics in our inner cit-
ies, especially among our children. And last summer across the en-
tire State of New York, there were a number of days when we had
dangerous air quality alerts in rural parts of the state, where you
wouldn’t expect that. And it’s because of the pollution moving from
other power plants in the Midwest or wherever across state lines.

And so by trying to deal with greenhouse gas emissions, we will
also be dealing with our dependency on foreign sources of oil, a bal-
ance of trade deficit, creating new jobs in new industries and new
technologies here, making ourselves more independent, keeping our
sovereignty, not having to fight wars in unstable parts of the world,
et cetera, et cetera. So there are so many. It’s a win-win-win thing
we're talking about. Cap-and-trade is only one small aspect of it.

So having made that little bit of a speech, I want to ask Sec-
retary Bowles. In particular, I am interested in the idea that effi-
ciency seems to be endorsed unanimously as one of the most effec-
tive and immediate steps we can take to cut greenhouse gases and
our power bills.

But under the current system, it is counterintuitive for utilities
to pitch in since they make their money by selling power. In your
testimony, you reference efforts to decouple sales from revenue.
Could you elaborate on those efforts and what types of investments
we could make with auction revenues or allowance incentives that
we could use to bridge the gap?

Mr. BowLEs. Thank you for the excellent question. And thank
you for your statement, very well-said, at the beginning. I would
agree.

New York State just did a rate decoupling, as I am sure you
know. The public utility commissions of the states regulate utili-
ties. They have got a history of rate-making that is, by and large,
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tied to volumetric sales of power, whether or not those utilities own
the power generation or not.

So in the half of the country, as Dallas mentioned, that has a de-
regulated power system, New York and Massachusetts and all of
New England, our utilities don’t own the power generators. They
own just the wires. So they bring it to your house. And the power
generators own power generation.

So we have inherited a system in the past where it made sense
to measure rate recovery for the utilities based on the volumetric
sales. It seems like a simple thing. Instead, the criteria should be
on performance and reliability, outages, things like that, least cost
service, so making sure that the utilities are bringing good power
and reliable power to your doorstep but not incenting them or dis-
couraging them on the volume of power that they sell.

And that is really the crux of rate decoupling, is severing that
link, that manifest economic incentive that says to the utilities,
“Maximize power sales in order to maximize revenue for your
shareholders.” Instead, we need the utilities to be indifferent or, in
fact, incented on a performance basis to be partners in energy con-
servation.

I think the utilities—New York has got a terrific model with
NYSERDA. In different states, the utilities, such as Massachusetts,
actually run the efficiency programs. And that is a good thing be-
cause they are very close to their partners, but they need the type
of oversight to make sure their spending is done well.

So I think a federal incentive in terms of conditioning some of
the auction proceeds back to states who have done decoupling and
have done least cost procurement, things of that nature, really
makes a ton of sense for getting that low-hanging fruit.

Thank you for the question.

Mr. PODESTA. Very briefly, the same applies to the natural gas
market as well.

Mr. HALL. Thank you.

The next question I have is, how directly do you think we should
try to—I guess I am done.

The CHAIRMAN. Ask one more question.

Mr. HALL. Okay. I will ask my last question. What would you
think of, Mr. Podesta, for starters, for instance, a proposal to target
auction revenue by using the sales of credits for power plants to
do something like helping car companies to put electric vehicles
into mass production or to build alternative fuel infrastructure?

Mr. PoDESTA. Well, I think that, again, that is exactly the kind
of incentives that you want to encourage. That not only helps, to
go back to your opening statement, on the overall CO, problem and
the global warming problem, but I think if we could move the
transportation fleet more onto the electric grid through plug-in hy-
brids and other types of new generational vehicles, you have also
dealt with the oil security problem, which is another pressing prob-
lem the United States faces, both from a balance of trade perspec-
tive but, most importantly, I think, from the sources of oil and
where that money 1s actually flowing to in the United States.

So I think that is important. And I think that some of those pro-
ceeds and we would recommend that some of those proceeds go to
the U.S. auto companies in the form of tax rebates to re-tool to get
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onto this new generation of vehicles that, either through plug-in
hybrids or, as General Motors is moving towards, a slightly dif-
ferent platform, the Chevy Volt.

Mr. HALL. Thank you very much. I yield back. Thank you.

The CHAIRMAN. The gentleman’s time has expired. The Chair
recognizes the gentleman from Missouri, Mr. Cleaver. And I think
there is going to be a roll call coming up in just a very little bit,
up on the House floor. But if each member for a second round
would like to have two minutes to ask if they have one compelling
question, we can recognize them for a second round. On the first
round, to complete the first round, we will recognize the gentleman
from Missouri, Mr. Cleaver.

Mr. CLEAVER. Thank you, Mr. Chairman. I apologize I was late.
I've had another committee hearing.

And I only have two questions. And I guess I should preface it
by saying I support either cap-and-trade or carbon tax, either way.
But I am going to take a little negative slant here. And I hope this
hasn’t already surfaced.

When I was mayor of Kansas City, we had a municipal ordinance
that would allow us to fine slum landlords $2,000 each time their
property was cited as violating the city code. And we discovered
after about five years that there were some landlords who actually
built the fines into the cost of doing business because, you know,
you are only going to get caught every month or every other month.
And so they just built it in.

What happens if there are power plants or entities participating
in the program from just placing the cost of polluting into what
they spend to do business? And it’'s not a matter of stopping. It’s
just a matter of I'm going to pay the cost.

Mr. BOwWLES. I guess I just would say that I think that really
summarizes the argument for auctioning, instead of allowances, be-
cause the power generators will charge their customers for the eco-
nomic value of that permit because they can sell it to someone else
?r they can expend it when they run or they can save it for the
uture.

So I would say that concern is best addressed through having an
auction, whether it is a clear transparent understanding of what
the value is. And then you also have the revenue that you can go
back to help out low-income energy consumers to get control of
their own energy bill through, things like energy efficiency.

But others may have answers as well.

Mr. GREENSTEIN. I would add that the whole purpose of the cap-
and-trade system is really to raise prices in a sense for fossil fuel
energy and create the incentive for private actors in the market,
companies and consumers, to switch to cleaner, more efficient
forms of fuel.

In fact, I think—so to the degree that a company keeps prices
higher putting all of this in, then whether it’s wind and solar or
all sorts of other forms of alternative energy that may not be that
economically attractive now, they become very economically attrac-
tive because they become cheaper.

One other quick point on that is when you are thinking about
how to use the proceeds. Certain things that can’t happen now
without government subsidies in the energy sector no longer need
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government subsidies under a cap-and-trade because the price
point has changed.

And, in fact, listening to the discussion this morning, Mr. Chair-
man, I started to become a little concerned that I would offer a cau-
tion. When you design the legislation, make sure you don’t squan-
der some of the proceeds on efficiency incentives that the govern-
ment isn’t needed anymore, that the market itself will drive as a
result of the changes in prices that the cap-and-trade will come
about.

I'm not saying you don’t need any energy efficiency subsidies, but
I think you may need less than you think you would need if the
cap-and-trade works the way it is supposed to.

Mr. CLEAVER. Thank you. Actually, you answered my second
question, Mr. Greenstein. Thank you.

The CHAIRMAN. And Mr. Burtraw, do you want to respond to Mr.
Cleaver?

Mr. BURTRAW. Yes, sir. I just wanted to point out that for fossil
fuel consumption, the electricity sector, there are in place contin-
uous emission monitors that record on a 15-minute basis the emis-
sions from the power plant. So this is electronically reported. And
also major fuel users report to the EIA their fuel use. It’s fairly
trar(lisparent to calculate the carbon content of fuels that are being
used.

So that is one fortunate aspect of this problem that with a lesson
we have learned from that sulfur dioxide trading program. With
certain penalties in place, you can expect to achieve virtually 100
percent compliance under this program.

The CHAIRMAN. The gentleman’s time has expired. Now we will
go to a lightning round here, give members if they want two min-
utes to ask any follow-up questions they would like to make. The
Chair recognizes the gentleman from Washington State.

Mr. INSLEE. Thank you.

We went to Europe last summer and looked at the cap-and-trade
experience. And it was described to me as a great scandal, the situ-
ation where there was an allocation without auction. And then
there are windfall profits in the billions of dollars taken by utilities
in Europe.

And consumers in Europe were outraged by this when they found
out they had been gamed by this system that this asset had been
given to the utilities and then they turned around and put it in the
rate base and charged the consumers the implicit value of not sell-
ing the asset. And they said not selling the asset was a cost to the
utility which then they turned around and sent right to the con-
sumers.

So what I was hearing from Europe is that give-away system
turned out to be a scandalous affair and I presume is one of the
things that is driving the move now towards more of an auction.

I just wonder, Mr. Zapfel, if you could comment on that. Was I
reading that situation correctly? And then I want to ask Mr.
Burtraw to what extent could that be replicated in the United
States?

Mr. ZAPFEL. Thank you, Congressman.

I would not go as far as considering it as a scandal, but I think
what we have learned in practice is that the same thing happens
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that, for example, Mr. Burtraw would show, even if you give away
the allowances for free in some sectors, it is very easy to pass them
on in the prices.

So this conceptual effect has very much proven it would be so
also in practice. And this is, as I have stated already in my intro-
ductory statement, one of the main multi-weighting factors that we
move over to auctioning now.

So I would not see this as—we had initially this perception in
Europe that our mechanism was failing because this was hap-
pening, but now as we go ahead on this, more and more people look
into this and research this. This is demonstrating that the carbon
market is, in effect, functioning, that the price signal is created,
and the price signal works itself through the economy. And the effi-
ciency advantages of the common market can be realized in prac-
tice.

What we talk about with allocating allowances is a distributional
effect. And where in society do you want to put the distributional
effect? Do you want to give it to the taxpayer in the first place or
do you want to give it to the shareholders of the power company?

Mr. BURTRAW. Sir, to a first order, we would estimate that the
change in product prices will not depend on how that allocation oc-
curs. So if you are giving away this valuable asset to firms, that
is a transfer that is a form of compensation. There is a second form
of compensation they receive, which is the changes in revenues, the
changes in product prices. And this opens the possibility for poten-
tially dramatic overcompensation or what people have called wind-
fall profits.

So the same thing I would expect to occur in the U.S., as was
observed in the EU if there was free allocation of emission allow-
ances to generators or to emitters throughout the economy gen-
erally.

Mr. INSLEE. Thank you.

The CHAIRMAN. The gentleman’s time has expired. Mr. Podesta,
you would like to respond.

Mr. PODESTA. Actually, I would just like to disagree with my
friend Mr. Greenstein for a second. I think the chances of the Con-
gress overinvesting in public goods is small. And I think that the
amount of money that we’re talking about to incentivize states to
decouple rates to do home weatherization, to add the kind of effi-
ciency boost in the early days of this I think would be money well-
spent and, again, creates a virtuous cycle of efficiency, productivity
in the economy, and job creation.

And so I wouldn’t worry just about the price. I think sort of ap-
plying some of that revenue against that efficiency portfolio would
be a very good thing for you to do as you design this cap-and-trade.

The CHAIRMAN. Mr. Greenstein, 20-second rebuttal?

Mr. GREENSTEIN. I am all for weatherization. I think when you
write this bill, you will be besieged by various industries and inter-
ests, promoting all sorts of subsidies and tax credits that are billed
as green and pro efficiency. And a substantial share of them will
not be necessary. The market signal will do it. And if you give into
them, you won’t have enough money for other key things, like con-
sumer needs.
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The CHAIRMAN. The gentleman’s time has expired. The gen-
tleman from California, Mr. McNerney.

Mr. McNERNEY. Thank you.

The CHAIRMAN. Two minutes.

Mr. McNERNEY. One of the auctioning schemes I am aware of
starts with the first year of the auction giving out permits equal
to the amount of carbon produced in the prior year and then reduc-
ing that level by a percent or two per year until over a 30-year pe-
riod you have reached your long-term goals.

Now, that would allow businesses to plan ahead for auctioning
price increases and so on. Is there another scheme that makes
more sense than that or is that basically what you are advocating,
whoever would care? Mr. Greenstein.

Mr. GREENSTEIN. I am sorry. Clearly everyone is talking about
phasing in the tightening the cap over time. I think that is the key.
No one is talking about going to, say, a 50 percent emissions reduc-
tion in 10 or 15 years. The key I think is to have that emissions
cap gradually tighten over an extended period of time, have people
know where that cap is going over an extended period of time. And
that is the key thing I think for the planning of the future.

Mr. PODESTA. The old McCain-Lieberman bill stair-stepped down.
It had more dramatic reductions at a stair-step level. But I think
that a phased reduction is a more sensible way. It is easier to plan.
And it permits you to hit your target and again get the pollution
savings that are necessary.

But I think the most important issue at the end of the day is
what you are trying to get to. And I would say Europe has adopted
the target of hitting a two degrees Centigrade rise in temperature
above pre-industrial level by 2050. That is I think an appropriate
target. And sort of creating the curve to get you to that point in
2050 \ivith early action between now and 2020 and 2025 is really
critical.

Mr. BowLES. Could I just comment on that, Mr. Chairman, just
to say I draw a distinction between a phase-in of a cap versus a
phase-in of auction versus allowance. I think a weakness to my
mind of some of the Senate bills is the phasing in of auctioning.
I mean, an auction process is manifestly superior in terms of re-
turning benefits to the ratepayer and consumer. I think phasing in
the cap, of course, makes sense.

Mr. GREENSTEIN. I fully agree with that.

The CHAIRMAN. The gentleman’s time has expired. The Chair
recognizes the gentlelady from South Dakota.

Ms. HERSETH SANDLIN. Okay. Let me pursue that a little bit fur-
ther because I know you think and, to a degree, I agree with you
the auction is the way to level the playing field. But there are cer-
tain regions of the country that start out at a disadvantage. And
I am very concerned.

Mr. Podesta, if you could respond to this? Because, as you laid
out how you see the percentages of how you allocate the revenue,
I don’t see sufficient revenue there to dramatically improve our
transmission capacities.

So when I am in South Dakota and we are dealing with the
Western area power administration of the West and the Midwest
independent system operator to the East and we have got all this
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wind that we can’t get out that would benefit the electricity pro-
viders and other businesses in South Dakota, I mean, I would be
more willing to identify it as a weakness in terms of the phase-in
of the auction if there were some combination of the investment in
the infrastructure with a cap-and-trade. And so if you could com-
ment on that?

Mr. PoDESTA. Well, I think, again, there are two different issues
involved with that. We apply ten percent to try to soften the blow,
if you will, on communities that are particularly affected. You
know, you could argue it’s 15 percent, but it’s probably not much
more than that.

There is a second question, which is, does giving away the auc-
tion permits actually result in the investment or does auctioning
the permits and then having the money available to make those in-
vestments, which is the better system?

I think the people on the panel all think that a more transparent
system is auction the permits and then use the proceeds of the per-
mits to upgrade the grid, make the R&D investments, et cetera.

Ms. HERSETH SANDLIN. And I don’t think I disagree with you on
that. My concern is the 100 percent auction at the outset. I mean,
I am looking at it as building in some time. And maybe the weak-
ness of the Senate bills is they build in too much time, they start
too low.

Mr. PODESTA. Right.

Ms. HERSETH SANDLIN. But you can understand my concern
about——

Mr. PoDESTA. I think that if you are going to move in that direc-
tion, though, you also may want to condition what those permits
are being granted for with respect to the reinvestment, for exam-
ple, in the grid upgrade so that they are not just being passed back
as a sort of benny, as was the European experience that Mr. Inslee
has described in a larger sense to the shareholders of those compa-
nies.

Ms. HERSETH SANDLIN. Okay.

The CHAIRMAN. The gentlelady’s time has expired. The gen-
tleman from Missouri, Mr. Cleaver.

Mr. CLEAVER. Thank you, Mr. Chairman.

For the last two years, I guess the people who are in the North-
east area of our country have been very, very pleased because there
has been a ten percent reduction in greenhouse gas emissions but
not because of any intentionality on the part of power plants. The
weather has been mild. And as a result of the weather being mild
and there is a ten percent decrease in emissions, isn’t that dan-
gerous when we are talking about trying to create incentives for
people to reduce their emissions?

I mean, what if the cap is above? It may be too high above the
emissions. Doesn’t that just have a negative impact?

Mr. BowLES. I would just comment

Mr. CLEAVER. And how do we handle it?

Mr. BOWLES [continuing]. To say that that is an argument for
multi-year compliance periods because you do have weather events
and you have got increases and decreases in energy use during
that.
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So I would say the Regional Greenhouse Gas Initiative is a
three-year compliance period. We also in our trading scheme have
unlimited banking going forward. So if you buy a permit, you can
use it in the out years. And so I think that is best dealt with
through market rules.

But I agree you will have fluctuation based on weather events.

Mr. CLEAVER. Mr. Burtraw.

Mr. BURTRAW. Yes. I would like to add I really echo your con-
cern. I think as we look across the performance of emissions trad-
ing systems previously, although there is a lot of concern about
price spikes and cost containment, empirically the most important
phenomena has been price collapses or prices have turned out to
be much less than we thought because, well, it turns out economic
incentives work and a lot of innovation comes to the market.

So one of the ways to protect against that is a reserve price in
an auction, which makes—and that is a standard feature of good
modern auction design. You are going to find it on eBay the next
time you try to go auction something there. And so it puts in a floor
on the value of emission allowances within an auction and thereby
provides sustainable expectations for innovators and new investors
going forward.

Mr. CLEAVER. Do all of you agree with that? [No response.] Then
I guess I must agree as well [Laughter.]

Mr. PODESTA. Particularly if eBay does it.

The CHAIRMAN. All right. The gentleman’s time has expired. I am
going to ask a final question here, and I am then going to ask each
one of you in reverse order of the original statements to each give
us your one-minute summary of what you want the Select Com-
mittee on Global Warming to know as we are going through this
year and trying to make recommendations on how to construct a
program to deal with this issue. We are also waiting for Mr.
Blumenauer to return. And hopefully he can make it here before
the end of that process.

Mr. Burtraw, let me ask you this question. When we did the acid
rain bill back in 1990, all of the allowances were given away. And
everyone says that worked great. What is different with this prob-
lem, the CO2 problem? Why is that lesson from 1990 not applicable
to this issue of dealing with greenhouse gases because that is a
very commonly asked question? And all of you on this panel seem
to disagree with that approach of giving away the allowances. And
the acid rain process did work. So what is the difference?

Mr. BURTRAW. There are two things that are different. Number
one, that was only targeting the electricity sector. And in 1990, 100
percent of the electricity sector was under cost of service regula-
tion. So if the regulators were awake and doing their job, they were
going to make sure that companies could not charge consumers for
something they had received for free.

So consumers were well-protected under traditional cost of serv-
ice regulation. Today we have had half the country in the elec-
tricity sector move away from that for their very own good reasons.

The second is that, again, that was only in the electricity sector.
And today we're looking at a program that is going to affect the en-
tire economy. So with that type of free allocation in the electricity
sector, it made sense in that it suppressed electricity, any change
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in electricity, prices any more than needed to happen there, but
when we go economy-wide, that type of an approach for those re-
gions of the country in the electricity sector that are still regulated
will constitute a subsidy to electricity consumption. And that is
going to cause a disequilibrium in marginal costs across the econ-
omy and raise the costs of carbon policy significantly.

Our modeling, for example, suggests that it could push up na-
tional allowance prices by 15 percent. That means all of the other
sectors of the economy are going to have to work that much harder.

The CHAIRMAN. Great. Thank you.

I received a letter from the Southern Alliance for Clean Energy
regarding the subject of today’s hearing. And I would like to ask
unanimous consent that it be included in the record.

Without objection, so ordered.

Let me turn now to our concluding one-minute statements. And
we will begin with you, Mr. Greenstein.

Mr. GREENSTEIN. I think the case has been well-made at this
hearing for auctioning the permits and also for the need, both sub-
stantively and politically, for consumer relief. So I won’t use up
much of my one minute on that.

However, there is one issue I mentioned in my testimony we
never came back to. And it’s kind of I think maybe not on the radar
screen. So let me spend 30 seconds on that.

We really do need to pay attention to the fact that the price
point, the increase in prices, which will create incentives for var-
ious efficiencies, will also raise the price of everything from heating
school buildings, education at the state and local level, to a variety
of federal programs from the Pentagon’s cost to veterans’ cost of
living increases.

And you need to make sure that there is some room within the
allowances to deal with those costs that the public sector is going
to incur. You don’t want an impact of cap-and-trade to be cuts in
local education budgets or cuts in veterans’ programs. I know 