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Chairman Bingaman, Ranking Member Murkowski and members of the Committee, thank you for the opportunity to testify today.  

I am pleased to be here on behalf of the Bipartisan Policy Center (BPC), which was founded by four former majority leaders, Senators Tom Daschle, Bob Dole, Howard Baker and George Mitchell.  BPC was created to help provide the motivation and infrastructure to forge the bipartisan consensus we believe is necessary for durable change.  The model of principled, bipartisan compromise we pioneered with the National Commission on Energy Policy (NCEP) later came to serve as the founding idea for the Bipartisan Policy Center.  Launched in 2007, the BPC has projects underway that address a broad suite of issues, including energy, national security, health care, transportation, financial services and science.  The BPC’s mission is to develop and promote solutions that can attract the public support and political momentum to achieve real progress.  

Bipartisan policy is of course very familiar to this Committee.  You have historically worked in a truly bipartisan way to pass legislation, including the 2005 and 2007 energy bills that combine enhanced energy security with meaningful greenhouse gas emissions reductions.

BPC’s flagship project,  the National Commission on Energy Policy, was formed in 2001 to bring together a diverse group of 20 nationally recognized energy experts to address critical energy policy issues.  

In 2004 and 2007, the Commission released reports proposing detailed bipartisan strategies to meet our nation’s energy challenges.  Since then the Commission has undertaken a wide array of projects and analyses to inform the national energy and climate change debates.  Recent reports seek to address the legitimate concerns of rate payers, business, organized labor, agriculture and energy intensive industries.  
The major remaining recommendation from our 2004 and 2007 reports that Congress has not yet enacted is an economy-wide cap and trade program that, in combination with other complementary measures and commensurate international action, will help prevent the most damaging potential consequences of global climate change.

In furtherance of our efforts to educate the public on critical design elements of such a program, the Commission has recently released two papers pertinent to this hearing:  “Managing Economic Risk” and “Domestic and International Offsets.”  These papers accompany my testimony and I ask that they be accepted as part of the record. 
The Commission’s principles for an effective economy-wide cap and trade program are clear: under a well-designed climate bill, emission limits would initially be modest and ramp up in a gradual and predictable way over multiple years, with effective mechanisms in place from the outset to (a) guard against high or excessively volatile allowance prices and (b) protect low-income households and trade-sensitive/energy-intensive businesses.  This approach will provide time and a favorable investment environment for robust low-carbon technology alternatives to become available, thereby reducing climate-related costs to the economy.  It will also help ensure that the transition to a low-carbon economy provides a steady impetus for the creation of durable new industries and employment opportunities with minimal regional economic dislocation.
We believe that Congress must act to address climate change as soon as possible—urgency must take precedence over competing views of perfection.  In our mind, there is no question that, left unchecked, climate change will compound environmental and economic as well as national security risks to the United States and its citizens.
Many will argue that with a struggling economy this is exactly the wrong time to tackle climate change.  Last year some argued against acting on the basis of $4 gasoline prices.  Once an economic recovery takes hold, arguments will again center on China, India, and other developing nations or the lack of perfected clean energy technologies.  There will always be an excuse to avoid confronting the single biggest environmental challenge of our generation, but the longer we delay acting the more costly the eventual solution.

If anything, our current predicament – a recession caused in part by rising energy prices and a nascent recovery threatened by the next increase in energy prices – illustrates  the danger of drifting along with the status quo.  In the long run, the policies we need to address global warming are also the policies we need to regain control of our energy destiny.  And with appropriate cost containment mechanisms and allocation designs we can be confident that the energy security and economic impacts of any climate policy we adopt now are manageable in the near term and positively beneficial in the medium and long-term.
Controlling Costs in a Cap and Trade Program

Since the cap-and-trade debate began, the ability to form a meaningful consensus has been hampered by disagreements over the projected costs of compliance.  Taken together, even moderately different views on the cost of new technologies, the speed at which  they will deploy,  the availability of offset credits, and the macro-economic response to a price on greenhouse gas emissions can lead to dramatically different estimates.  Such disparities point to the inherent difficulty of making predictions about the future, particularly when it involves complex social, economic, and technological factors.  As a result, the debate over compliance costs remains a formidable barrier to forging a legislative consensus.  
For several years, we have advocated for a price ceiling that would set a maximum cap on the price of allowances.  The initial price for this cap should be set in statute and increase by 5% annually above inflation.  We reached this agreement to address the fact that members of our Commission, like Members of Congress, have substantially different expectations about the costs of compliance.  The inclusion of a price ceiling enables people to essentially “agree to disagree” while collectively moving forward in support of a cap-and-trade program.  If compliance costs are low, as many advocates believe, then the presence of a price ceiling is of no accord.  Conversely, if prices are substantially higher than forecasted, the price cap limits costs while new technologies are developed that are capable of achieving lower-cost reductions.
Recently, the Commission also embraced the adoption of a price floor.  Just as some are concerned about potential high costs, others fear that allowance prices could dip so low that the program will fail to provide a meaningful incentive for technology advancement and innovation.  They argue that low natural gas prices, significant volumes of cheap offsets, or slower-than-expected economic growth could lead to extremely low allowance prices.  Setting a price floor provides more consistent financial incentives for sustained investment in low-carbon technologies that can reduce compliance costs in the long run.  Rather than being subject to boom-bust cycles when allowance prices fall, new low-carbon technologies would be assured a certain level of market stability.  Together, a price ceiling and floor—or “price collar”—substantially reduces the uncertainty about the costs of a climate program.     
There are two basic approaches to determining where to set the initial floor and ceiling prices.  One approach is to examine economic modeling of the projected price of a reduction target and set the collar levels at a certain percentage above and below these projections.  The other approach is to examine the impact of different price levels on key factors like electricity prices, gasoline prices, coal production and set the ceiling at a level that prevents costs from reaching unacceptable levels.  NCEP believes that the $10 floor and $28 ceiling set in the Waxman Markey bill for year one are in line with both of the above approaches.  EPA’s projected 2015 cost for the Waxman-Markey bill is $13-$15 per ton.  The proposed $28 ceiling is therefore double the midpoint in EPA’s projection.

As an alternative approach, a price floor could be coupled with a “strategic allowance reserve” that would, in effect, create a price ceiling by making additional allowances available through an auction that begins at a specified price.  The allowance reserve would be similar to a price ceiling, except that instead of providing a potentially unlimited number of allowances at the predetermined price, the reserve would contain a limited number of allowances borrowed from the future that would eventually be paid back.  If allowances in the reserve were used, they could be replaced either by using the proceeds from the reserve auction to purchase offset credits or by tightening emission targets in later years.  While the Commission continues to believe that a simple price ceiling coupled with a minimum price floor is the most straightforward approach to managing economic risks in a cap-and-trade program, a well-designed strategic allowance reserve and price floor offer many of the same benefits and may better ensure that all of the contemplated emission reductions are achieved over the life of the program.


To be effective as a mechanism for managing economic risk, however, the allowance reserve must be structured to reduce uncertainty, not add to it.  In our paper, we suggest several modifications to the reserve provision in the Waxman-Markey bill that would make this cost containment mechanism more predictable and effective.  For example, we recommend changing the mechanism by which the strategic reserve auction price is set so that the price would rise over time in a transparent, pre-determined fashion (just as we have recommended for a simple price ceiling).  We also suggest  a larger strategic reserve and that the government be directed to use reserve auction revenues to pay back allowances borrowed from future years. 

With respect to the price floor there has been less debate.  Most who face potential burdens under the program would accept a $10 allowance price and technology advocates seem comfortable that this price would provide sufficient incentives for long term technology development.   

Overall, a price floor coupled with a price cap, or a robust, well-designed reserve auction mechanism could be extremely useful for increasing public confidence in a new greenhouse gas allowance market.  These mechanisms will limit volatility, making  prices more predictable and transparent.  While the presence of a price collar could change the market dynamics, we view these changes as improving both the functioning and public support for the program.  
Finally, to the extent that the Committee is concerned about the potential for emission credit traders to reap substantial profits at an undesirable cost to the average consumer, reducing volatility substantially reduces the ability of market participants to reap unreasonable profits from this new market.  While NCEP shares concerns stated by many on this Committee that there must be aggressive market oversight, we believe that the adoption of a price collar would substantially reduce the need for adopting specific restrictions on market participants and trading instruments beyond the requirements the Administration is proposing for all commodities. The presence of a price collar ensures that there will be a functioning trading market to achieve compliance at lower costs.
In short, we believe that a climate bill must have price certainty.  It is our view that simplifying and strengthening the cost containment provisions in the House legislation with the modest and important revisions I mentioned is critical to building a bipartisan consensus for meaningful action this year. 

Offsets

I would also like to briefly discuss the role of offsets in managing the program costs.  EPA’s analysis of Waxman-Markey assumes  the immediate availability of substantial international offset credits (up to 1.5 billion tons).  While the inclusion of offsets as an alternative compliance option gives emissions sources greater flexibility and can reduce short- and long-term costs, it also introduces an additional source of uncertainty since numerous difficult-to-predict administrative and environmental factors will affect the supply of offset credits and ultimately allowance prices.  We are fully supportive of a robust offset market and hope that they are abundant,  inexpensive, and represent real, verifiable emission reductions.  However, we should not rely on them  as our primary cost-containment mechanism.  There is too much uncertainty about the quantity and quality of international offsets to feel confident about their adequacy in managing economic risk in the critical early years of a cap-and-trade program.  The price collar mitigates uncertainty about the availability of offsets (just like it does with uncertainty around technology deployment).  To the extent that offsets are plentiful, costs will stay below the cap.  Conversely, in the event that sufficient offsets do not materialize quickly enough, the price cap (or robust strategic reserve auction) will be the tool that controls cost.  In short, offsets are a complementary cost control measure, not a substitute for effective cost control.


It is simply impossible to predict with accuracy how many offsets will be available in the early years of a U.S. cap-and-trade program.  This is particularly true for international offsets.  The number of these offsets used for compliance will depend on a variety of factors, including rules for “additionality,” administrative procedures for reviewing projects, policies in host countries, and the ability to negotiate agreements for broader, sectoral offsets.  Based on past experience with offset programs, however, we would expect the international offset market to ramp up slowly compared to some of the more optimistic estimates associated with recent House-passed  climate legislation.  For example, consider the Clean Development Mechanism (CDM) set up under the Kyoto Protocol to promote greenhouse gas abatement activities in developing countries.  From its inception in 2004 through May 2009, the CDM has registered projects that now yield a total of roughly 300 million metric tons of carbon dioxide-equivalent offset credits annually.  We therefore believe it is unlikely that U.S. purchases of international offsets would exceed 300 million tons of carbon dioxide-equivalent credit per year during the first several years of the program, and while this estimate may be conservative over the long term, the five-fold increase (1.5 billion ton limit) contemplated by the Waxman-Markey bill seems unrealistic.  
The inclusion of a price ceiling or a robust allowance auction reserve in the early years of a cap-and-trade program for greenhouse gas emissions would ease the pressure for short-term reliance on international offsets as the primary mechanism for managing program-related economic risks.  This, in turn, should make it less likely that there will be design and implementation decisions that prioritize quick approval of large quantities of offset credits over the objectives of maintaining environmental integrity and promoting the strategic engagement of developing countries.  

Regarding domestic offsets, we believe there should be a “set-aside” program that dedicates a percentage of allowances—say 2 percent to 5 percent—to reward eligible agricultural sequestration practices.  Using emission permits to, in essence, “insure” new and innovative sequestration activities will make it possible to create a more streamlined approach than under a traditional offset regime.  This can be used to reward early action and promote experimentation while avoiding burdensome administration and accounting rules and reducing uncertainty as new measurement and verification protocols are being developed.  

By reducing the pressure to process huge numbers of offsets in the early years of a cap and trade program, the cost containment mechanisms and soil carbon set-aside will help preserve the integrity, and ultimately the viability of international and domestic offset provisions.  Past offset programs have shown that even a small number of imperfectly documented offset credits can significantly undermine confidence in the emerging offset market. There is every reason to expect continued controversy, critical media attention, and a high degree of scrutiny by NGO’s and oversight bodies.  This dynamic has the potential to stifle innovation and slow the learning that is needed to realize the full potential of domestic and international offsets. 
In addition to reducing costs, an international offsets program should engage developing countries in ways that induce more significant commitments on greenhouse gas emissions.  The Commission believes that the development of sectoral offset programs and “offset aggregator” institutions are potentially important innovations and should be explored as part of a U.S. climate program.  At the same time, these approaches raise a number of questions and may take time to develop.  Thus, we do not support an approach that would rely solely on these types of mechanisms at the beginning of the program and believe that a robust project-based offset program should go forward while sectoral or aggregated offset options are being developed.  

Finally, the Commission recommends that Congress establish guidelines for an international offsets program and authorize the appropriate federal agencies to periodically review and, if necessary, modify the details of program design and implementation to be responsive to evolving economic, policy, and diplomatic developments.  

While we can all agree that U.S. action alone cannot solve a global problem, it is equally true that we have no hope of securing effective and equitable global action absent U.S. leadership.  The key is to design a program that protects our economy, strengthens our security and encourages innovation in both the production of low carbon energy and sequestration of carbon emissions domestically and abroad.

Thank you for this opportunity to testify.
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