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Good afternoon Chairman, Ranking Member, and Members of the Committee. My name is Brent Yacobucci. On behalf of the Congressional Research Service (CRS), I would like to thank the Committee for its invitation to testify here today. I have been asked by the Committee to help frame the subject of the hearing, first by providing an explanation for some of the terms and concepts that will be discussed, and second by relating those to H.R. 2454, the American Clean Energy and Security Act of 2009, as passed by the House of Representatives on June 26, 2009. I should note that CRS takes no position on this or any other legislation. In the interest of time I will forego a discussion of the basic fundamentals of a cap-and-trade system to limit emissions. 

In a cap-and-trade system, the term “cost containment” has two components (as suggested by the title of the hearing).  The first involves mechanisms designed to limit or contain the potential cost of the program to a socially acceptable level.  The second involves mechanisms designed to prevent or dampen potential short-term volatility in the allowance market created by the system.  While the two components of cost containment are complimentary, the mechanisms involved in achieving them may differ and even conflict.

A critical policy decision that one is faced with in determining any appropriate cost containment mechanism is whether maintenance of the program’s overall cap is paramount, or whether there are conditions under which economic or energy policy concerns may mandate a change in the reduction system (at least temporarily).  One may decide the cap must be maintained at any economic cost for a variety of reasons, including the need to send a consistent signal to the allowance market, a consistent signal to innovators of new technology, and to achieve the tonnage mandated.  Likewise, a variety of economic and energy policy reasons can be posited for allowing those concerns to trump the cap in specific situations, including economic disruption, timetable to deploy emerging technology, and unforeseen international events.

Limiting Upward Price Volatility – Time Shifting

Shifting allowances across time is a key technique for maintaining the cap within any cost containment mechanism designed to prevent or dampen short-term volatility in the allowance market. Mechanisms to achieve this time-shifting include banking, borrowing, multi-year compliance periods, and a strategic allowance reserve auction (effectively a form of emergency borrowing).  H.R. 2454 includes all four to some degree.  Banking of allowances under H.R. 2454 is unlimited.  Borrowing from future allocations of allowances under H.R. 2454 is free for the first year (effectively creating a two-year compliance period for those entities receiving allowance allocations), but places a substantial rate on borrowing beyond that first year.  

H.R. 2454 also contains a strategic allowance reserve. Under this mechanism, a portion of emissions allowances from each year is placed in a reserve. These allowances are then available to covered entities at a minimum reserve price – a price set considerably higher than the average allowance price projected under H.R. 2454. With a strategic reserve, firms have the option of tapping into an emergency supply of allowances. However, this supply is limited, as the reserve was created by shifting emission allowances from later years. The effect on mitigating price volatility would depend on the size of the reserve, demand for the allowances, and the trigger price.

It should be noted that there is uncertainty on how effectively these mechanisms will work.  Many studies have been conducted on them (particularly on banking) suggesting that they should have some mitigating effect.  However, data from existing programs have not fully validated the effectiveness of the primary mechanism—banking. 

Limiting Downward Volatility – Reserve Prices
On the other side of the coin, attempting to prevent volatility at the lower limit of allowance prices while maintaining the cap has generally involved setting a reserve price for any allowance auctions. H.R. 2454’s quarterly allowance auctions contain such a reserve price: $10 in 2012 (2009$), rising at 5% (in real terms) annually thereafter.

Long-Run Cost Control Under the Cap – Expanded Offset Supply

So far, the techniques I have discussed are aimed at limiting volatility, not long-run costs of the program. A key technique for limiting the overall cost of the program is to effectively expand the supply of allowances through the use of offsets – reductions made by entities not covered by the cap. H.R. 2454 allows a very generous offset supply, up to 1 billion tons of domestic and one billion tons of international offsets each year. Further expanding offset supply would likely lower long-term costs. According to the Congressional Budget Office, doubling the supply of international offsets allowed under the bill lowers allowance prices by 30% or more. Conversely, most studies of H.R. 2454 find that eliminating international offsets raises the price of allowances by more than half.

H.R. 2454’s offset supply is fixed. Another alternative would be to establish a flexible offset supply like that established by the Regional Greenhouse Gas Initiative.  Under this mechanism the availability of offsets expands as the allowance price increases, effectively increasing allowance supply.  Whether this approach would work under H.R. 2454 is unclear as its offset limits are already quite generous, and indeed, some analyses of H.R. 2454 suggest that the limits may never be met. 
Alternative Compliance Outside of the Cap – Safety Valves and Price Collars

If one decides that there are conditions where the reduction requirement should be modified, the mechanisms involved generally incorporate an alternative means of compliance, or suspension of the reduction requirement at a specific trigger price. The former, commonly called a safety valve, essentially allows covered entities to make a cash payment in lieu of submitting allowances.  If the allowance price is above the safety valve price, entities would find it cost-effective to make the alternative payment rather than buy allowances on the market.  Thus, a ceiling is placed on allowance costs.

While H.R. 2454’s cap-and-trade program does not contain such a safety valve, its renewable electricity standard does.  In lieu of meeting the RES requirement, retail electricity suppliers may submit a payment to their state, which the state then uses to encourage renewable energy development. Such an approach could be used for the cap-and-trade program where any safety valve payments could be used to purchase offsets or to develop new low-carbon energy technologies.  

As suggested earlier, combinations of these mechanisms are possible. Outside of a carbon tax (which would be the ultimate form of cost containment) arguably the most comprehensive cost containment scheme would be a price collar that combined a reserve price auction to help establish a price floor, with a safety valve to set a price ceiling. The attached figure shows how such a price collar might operate to cut off the peaks and valleys of the allowance price curve. However, developing a cost-containment scheme to address overall costs and short-term allowance price volatility will require consensus on acceptable costs, acceptable volatility, and acceptable environmental protection. 

Conclusion

To conclude, cost containment in a cap-and-trade system generally implies one of two things, either limiting volatility in allowance markets, or limiting the overall cost of the program over its life. Different policy tools may be needed to address these two objectives. Further, cost control options can either maintain overall emissions at or below the cap or limit costs by allowing emissions to rise above the level of the cap.
Thank you for inviting me to appear. I will be pleased to address any questions you may have.
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