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COMPETITIVENESS AND CLIMATE POLICY:
AVOIDING LEAKAGE OF JOBS AND EMIS-
SIONS

WEDNESDAY, MARCH 18, 2009

HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON ENERGY AND ENVIRONMENT,
COMMITTEE ON ENERGY AND COMMERCE,
Washington, DC.

The subcommittee met, pursuant to call, at 9:35 a.m., in room
2123 of the Rayburn House Office Building, Hon. Edward Markey
(chairman) presiding.

Members present: Representatives Markey, Doyle, Inslee,
Butterfield, Melancon, Matsui, McNerney, Dingell, Green, Baldwin,
Matheson, Barrow, Upton, Stearns, Whitfield, Shimkus, Shadegg,
Blunt, Pitts, Walden, Sullivan, Burgess, Scalise, and Barton (ex
officio).

Also present: Representative Terry.

Staff present: Matt Weiner, Clerk; Michael Goo, Counsel; Melissa
Bez, Professional Staff; Lindsay Vidal, Press Assistant; Andrea
Spring, Minority Professional Staff; Peter Spencer, Minority Profes-
sional Staff; and Garrett Golding, Minority Legislative Analyst.

OPENING STATEMENT OF HON. EDWARD J. MARKEY, A REP-
RESENTATIVE IN CONGRESS FROM THE COMMONWEALTH
OF MASSACHUSETTS

Mr. MARKEY. Welcome to the Energy and Commerce Committee
and the Subcommittee on Energy and Environment, and we wel-
come you to this very important hearing, and it is import just be-
cause of the symbolic nature of today because with March Madness
about to begin, it is important that we keep in mind the need for
a level playing field. As we work to get more players in the clean
energy game, including wind and solar and new clean tech compa-
nies, we cannot afford to simultaneously tilt the playing field
against American businesses and manufacturers.

This hearing will explore ways to keep all countries economically
in bounds in the global challenge to reduce global warming pollu-
tion.

Global warming does not recognize national borders. CO, emitted
in California has the same warming effect as CO, emitted in
China, Europe, or India. Rising sea levels threaten millions of peo-
ple across the globe, in places as far apart as Bangladesh, Boston
and Shanghai. Global warming highlights that we are, in fact, one
world.

o))
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And just as we are connected environmentally, so too are we con-
nected economically. The actions we take in the United States to
curb global warming pollution and create jobs cannot stand alone.

A cement factory that emits heat-trapping emissions in the
United States and then decides to move to Mexico or China in re-
sponse to our laws would have accomplished nothing to reduce
global warming, except perhaps to export jobs and emissions over-
seas. Thus, in a global economy, we cannot ignore the reality of
global emissions, nor the reality of global competition.

The subcommittee will hear today about some innovative pro-
posals to address this problem, which is important but manageable.
Once you drill down on the facts it is clear that a relatively small
number of industry sectors are highly energy-intensive and directly
vulnerable to international competition and the effects of that
which are brought about by carbon limits.

Those industry sectors include iron, steel, aluminum, cement,
glass, paper and pulp, and basic chemicals. These sectors face
international competition and have energy or carbon intensive pro-
duction processes. While it is true that these sectors together ac-
count for more than half of all CO, from the manufacturing sector,
their overall percentage is modest: the big six energy intensive in-
dustries account for only about 6 percent of total U.S. emissions.

These important industrial sectors interestingly constituted a lit-
tle more than 3 percent of America’s gross domestic output in 2005
and accounted for less than 2 percent of our jobs.

To avoid shipping jobs or emissions overseas, some have sug-
gested requiring that energy intensive products imported into the
United States be accompanied by some kind of fee or surcharge,
unless the product comes from a country with carbon pollution lim-
its. This approach would put imported, carbon-intensive products
on the same footing as American made goods and thus level the
playing field.

Mr. Marty McBroom of the American Electric Power is here to
discuss the tariff/allowance proposal his company co-authored with
the International Brotherhood of Electrical Workers.

Another way of dealing with potential competitive effects would
be to take some of the allowance values from the carbon market
and give them to the trade exposed industry sectors to aid in their
transition to a low-carbon economy. I commend the work of Mr.
Doyle and Mr. Inslee, who have authored such an approach.

Mr. Jack McMackin, who represents a coalition of energy inten-
sive manufacturers who favor such an approach, is here to provide
his views regarding that strategy.

Finally, we should remember that in order to stop global warm-
ing, it will be necessary for virtually all countries, particularly in-
dustrialized countries, to limit their emissions of carbon pollution.

If we are ultimately successful in halting global warming, the
playing field will not remain tilted forever, and the best approach
for keeping all countries in bounds is to encourage them to perma-
nently match the United States by limiting emissions immediately.

Only then will it truly be possible for teams and companies from
places like China, India or Australia to compete without restric-
tions on the same court as teams from places like North Carolina
or Boston College or the University of Illinois or Michigan or Michi-
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gan State or Pittsburgh or Wisconsin or Texas A&M or Cal-Berkley
or the University of Illinois down state.

Mr. UpTON. And don’t forget Penn State won in overtime last
night in NIT.

Mr. MARKEY. Penn State is in the NIT? The University of Pitts-
burgh is doing well, however. And again, dare I say it, the Univer-
sity of Michigan.

I look forward to all of our witnesses’ testimony here today, and
that completes time for the opening statement of the Chair.

We turn and recognize the Ranking Member, the gentleman from
Michigan, Mr. Upton.

Mr. UpToN. Thank you, Mr. Chairman. I look forward to putting
my bracket up against yours, so you better get yours done tonight.

Mr. MARKEY. You don’t happen to pick all Jesuit schools to go
all the way, do you? That has never been a winning strategy for
me, but I can’t break my habit of doing that.

Mr. UproN. I am glad you pick with your heart and not your
head.

Mr. MARKEY. Not a good strategy.

OPENING STATEMENT OF HON. FRED UPTON, A REPRESENTA-
TIVE IN CONGRESS FROM THE STATE OF MICHIGAN

Mr. UproN. Thank you again for having this hearing. I appre-
ciate testimony from our witnesses that I looked at last night, but
before I begin I would like to submit a letter that was submitted
to our committee last year from former U.S. Trade Representative
Susan Schwab. She wrote that we have serious concerns particu-
larly for the enthusiasm for using import provisions that might be
perceived as unilateral trade restrictions directed against other
countries to push them to move rapidly to reduce their emissions
of greenhouse gases. This approach will take us down a dangerous
path and adversely affect U.S. manufacturing, farmers, and con-
sumers, and even cause an all-out trade war where no one wins
and everyone loses.

History has shown that the U.S. is stronger with a robust manu-
facturing and industrial base. The jobs and industries that will
bear the greatest costs of climate legislation are the same indus-
tries that we need to keep in America in order to remain a power
on the world stage. These are the jobs that built the middle class,
and since 2000, U.S. manufacturing has been struggling. From
2000 to 2008, we lost 3.8 million manufacturing jobs, a decline of
about 22 percent. At the same time, imports were up 29 percent,
a direct correlation, and my home State of Michigan has been
ground zero for these losses. Manufacturing and energy intensive
industrial sectors are highly competitive. More often than not, the
cost of energy is the difference between operating in the U.S. and
shutting the doors to move overseas.

What happens to our national security when we don’t manufac-
ture anything? Well, what happens when we need to order all of
our steel and aluminum from China? If we take the wrong legisla-
tive path dealing with climate change, we run the real risk of per-
manently destroying our manufacturing and defense supply chains,
and in times of crises we will be helpless, at the mercy of others.
The days of Rosie the Riveter and an entire generation of coming
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together to rebuild our military from the ground up will only be a
distant memory. By design, a cap-and-trade scheme works by add-
ing to the cost of energy, and through that, an increase in produc-
tion costs for energy-intensive industries and manufacturing. There
are cost containment mechanisms that will be discussed this morn-
ing that may help mitigate some of the increases, but at the end
of the day, they won’t be enough to save the jobs. And when fac-
tories move overseas, the environment is worse for it.

Let us take steel. In the United States, steel producers are the
most efficient in the world. An average American steel maker emits
1.2 tons of greenhouse gases per ton of steel. Compare that to Chi-
nese steel emissions estimated to be in the neighborhood of 4 or 5
tons of greenhouse gases emitted for each ton of steel they make.

We are not helping the environment by sending industries that
operate cleanly and efficiently in the United States to a regulation-
free China. China is the number one emitter in the world with
greenhouse gas growth every year that equals the current output
of German. We shouldn’t be tying a hand behind our back. We can
reduce emission and create jobs through other policies, and now is
not the time for a costly cap-and-trade system.

In closing, I would like to put the scale of emissions reductions
being called for in these bills a little bit in perspective. These pro-
posals would mean that the United States cannot emit more in the
year 2050 than we emitted in 1910. That is a pretty daunting task
considering that in 1910 the United States only had 92 million peo-
ple compared to an estimated 420 million that we will have in 2050
and a per-capita income in current dollars of about $6,000. To
reach that lofty goal of 80 percent reduction, emissions from the
entire transportation sector would have to drop to zero. Emissions
from all electricity generation would have to drop to zero. Then we
would need to reduce the remainder by about 50 percent. Think
about the industries and jobs that we would lose to meet those
goals. Can we really succeed as a power on the world stage if we
shed these industries? Can our economy recover without those
jobs? My guess is that most of us know the answers. I yield back.

Mr. MARKEY. The gentleman’s time has expired. The Chair recog-
nizes the gentleman from Michigan, Mr. Dingell.

OPENING STATEMENT OF HON. JOHN D. DINGELL, A REPRE-
SENTATIVE IN CONGRESS FROM THE STATE OF MICHIGAN

Mr. DINGELL. I want to thank you for holding this hearing today.
It is an important one. As I have said before, you are to be com-
mended for building a strong record as we continue to move toward
comprehensive climate change legislation.

I would like to be clear. The United States is the largest emitter
of greenhouse gases, and we are also the lone superpower. We
must also be a leader. That said, we need to make strong action
corresponding to ours by developing countries and others if we are
to go forward on this. We need this for three reasons. First, with-
out compensating action from developing companies, we simply will
not get the reductions that the vast majority of scientists agree we
need to achieve to avoid devastating effects of climate change. And
I would note that the Senate has already acted on this under the
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Byrd-Hagel resolution which passed 95 to nothing, setting out the
strong feelings of the Senate on this particular matter.

Two, without corresponding action by developing countries with
whom we compete internationally, the relative cost of American
goods and services could increase and could cause U.S. industry
and jobs to migrate to nations that do not limit their emissions.
And I can tell you from discussions with the Chinese and others
that this is a very real danger, especially based upon the concerns
that I expressed to the Chinese in the meeting at Kyoto.

Three, past debate on climate change suggests that the Congress
would be unlikely to adopt legislation committing the United
States to eliminating its greenhouse gas emissions in absence of as-
surances that developing countries will take similar action, and I
would note again, the Byrd-Hagel resolution that passed the Sen-
ate 95 to nothing on this point.

There are two options to ensure mandated reductions in the
United States will not cause jobs and the emissions associated with
them to move to countries with less stringent controls. First, free
emission allocation to entities that produce goods sold internation-
ally in internationally competitive marketplaces and whose com-
petitiveness would be sorely affected by a domestic cap-and-trade
program. Second is a program of border adjustments which is com-
monly referred to the IBEW approach which you referred to in your
comments. Under this proposal we would require through tariffs,
border taxes or other mechanisms the prices of relevant imported
goods to reflect the same price that is included in competing U.S.
goods as a result of domestic climate change legislation. Again, you
referred to this, and I believe it is an essential part of any legisla-
tion which this Committee or other committees can and should
move forward. I would note that the draft that Representative Bou-
cher and I released last year contains a combination of these two
approaches, and it is to be noted that that draft carries the pro-
posals which were made and endorsed and approved by an organi-
zation of industry and environmentalists. I would urge my col-
leagues to take a look at this draft as a reference point.

It is critical that whatever approach the Committee decides to
take, it must be a matter that is reasonably certain to withstand
a challenge before the World Trade Organization which realistically
we must expect to be filed.

I look forward to hearing from our witnesses today about the two
proposals and their WTO compliance. Thank you, Mr. Chairman.

Mr. MARKEY. The gentleman’s time has expired. The Chair recog-
nizes the gentleman from Illinois, Mr. Shimkus.

OPENING STATEMENT OF HON. JOHN SHIMKUS, A REPRE-
SENTATIVE IN CONGRESS FROM THE STATE OF ILLINOIS

Mr. SHIMKUS. Thank you, Mr. Chairman. A theory is a coherent
group of general propositions used as principles of explanation for
a class of phenomenon. We unequivocally state mostly on my col-
leagues’ side that global warming is a fact. It is still a theory, and
I would like to submit for the record a story yesterday from the
University of Wisconsin Milwaukee, and the headline is University
of Wisconsin Milwaukee study could realign climate change debate.
And part of it that I have highlighted is scientists said that the air
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and ocean systems of the earth are now showing signs of synchro-
nization with each other. Eventually the systems begin to couple,
and the synchronous states destroy, leading to a climate shift in
climate. When this happens, the climate state changes. You go
from a cooling regime to a warming regime, or a warming regime
to a cooling regime. This way we are able to explain all the func-
tions in the global temperature trend in the past century. The re-
search team has found the warming trend of the past 30 years has
stopped. OK, these are scientists now. The research team has found
the warming trend of the past 30 years has stopped, and in fact,
global temperatures have leveled off since 2001.

Now, I say that to start with the debate of is there a turning at
all and should there be games played? I am not convinced that
there is. The Chairman is correct in that cement factories will
move. I have already been told that. Iron, steel, manufacturing, it
is not the climate provisions, it is the energy costs that will cause
them to move. A study of the Warner-Lieberman, 1 million jobs lost
without carbon, 3 million with carbon. This hearing is avoiding
leakage. That is cute for saying jobs will be lost. And I yield back
my time.

Mr. MARKEY. The gentleman’s time has expired. The Chair recog-
nizes the gentleman from Pennsylvania, Mr. Doyle.

OPENING STATEMENT OF HON. MICHAEL F. DOYLE, A REP-
RESENTATIVE IN CONGRESS FROM THE COMMONWEALTH
OF PENNSYLVANIA

Mr. DoyLE. Thank you, Mr. Chairman, and thank you for having
this very critical hearing. I believe the concerns with job and emis-
sions leakage, as well as international competitiveness, will be one
of the key issues we need to address if we are going to be able to
successfully pass a climate bill this session. As many of you know,
Jay Inslee and I have been working over the past 18 months to put
together a comprehensive policy to address this critical question.

Our policy, which essentially will pay for the additional cost the
bill imposes on these industries using funds generated through a
cap-and-trade program, will go a long way toward addressing the
concerns of a specific group of high-carbon intensive industries who
have an internally set price for their product. It should be noted
that the European Union has identified similar industries within
their Phase III cap-and-trade program. The industries we believe
should qualify would include steel, cement, aluminum, along with
a few others.

Our policy, however, Mr. Chairman, will not address every single
concern these industries face, and other policies will be needed to
complement it.

For example, we do not directly seek to address the possibility
of a rising cost of natural gas, and other policies within the overall
cap-and-trade bill will be necessary to address this very real con-
cern.

With that said, though, I believe that our policy is the most com-
prehensive one yet proposed and look forward to having it included
as a baseline provision in the draft bill you are expected to release
by the end of the month.
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Some specific questions do remain as this policy evolves and is
integrated into the overall bill. We are limited at this time by the
lack of necessary data but hope that the greenhouse gas registry
that EPA is developing will be able to guide this policy in the fu-
ture.

I look forward to working closely with you, Mr. Chairman, as we
seek to answer these remaining questions. Although this issue is
extremely complicated, our proposal will go a long way toward an-
swering many of the industries’ legitimate concerns, and with that,
I yield back my time.

Mr. MARKEY. I thank the gentleman. The gentleman’s time has
expired. The Chair recognizes the gentleman from Pennsylvania,
Mr. Pitts.

OPENING STATEMENT OF HON. JOSEPH R. PITTS, A REP-
RESENTATIVE IN CONGRESS FROM THE COMMONWEALTH
OF PENNSYLVANIA

Mr. PirTs. Thank you, Mr. Chairman, for convening today’s hear-
ing. In a time of economic crisis, it is critical that American jobs
are not lost due to an overly burdensome cap-and-trade bill. How-
ever, after looking at several studies on how cap-and-trade will af-
fect employment, I have a hard time understanding how what
amounts to a big tax increase won’t lead to even more job losses.
An EPA analysis illustrates that even less stringent emission-cut-
ting measures than the President’s budget will reduce manufac-
turing jobs by up to 12 percent. This means 3 to 4 million people
will lose employment.

A CBO study says that, “Investors might see the value of their
stocks decline, and workers could face higher risk of unemployment
as jobs in those sectors were cut.” Even if large and high-energy
intensive industries are given emissions allowances, small business
will still be hit very hard as they will have to shoulder the burden
of high gasoline and energy prices and higher-priced goods.

MIT researchers predict that a family’s energy bill will increase
by $3,128 per year. So not only would Americans lose their jobs,
they would be forced to pay much higher household energy bills be-
cause of legislation proposed. President Obama acknowledged this
in a meeting with the editorial board of the San Francisco Chron-
icle in January of 08 when he said, “Under my plan of a cap-and-
trade system, electricity rates would necessarily skyrocket. That
will cost money. They will pass money onto consumers.”

Mr. Chairman, we need to carefully consider the negative impact
of an overly burdensome cap-and-trade bill that it will have on our
economy, and in today’s economy, I do not believe it is in the best
interest of American families to pass a bill that will cost jobs, raise
energy costs, and make their way of life harder and more chal-
lenging.

I look forward to hearing today’s witnesses and yield back.

Mr. MARKEY. I thank the gentleman. The gentleman’s time has
expired. The Chair recognizes the gentleman from Texas, Mr.
Green. I am sorry, the gentlelady from California, Ms. Matsui.
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OPENING STATEMENT OF HON. DORIS O. MATSUI, A REP-
RESENTATIVE IN CONGRESS FROM THE STATE OF CALI-
FORNIA

Ms. MATsUL. Thank you, Mr. Chairman. Thank you very much
for continuing to tackle this issue in examining the details of how
we need to construct an effective and strong climate change plan.

As I have said before in this room, Sacramento is seeing the ef-
fects of climate change every day from less snow pack to increased
wildfires to water shortages. My constituents who are at the mercy
of the Sacramento and American Rivers are truly afraid of what
will happen if we do not act. However, Sacramento’s unemployment
is over 10 percent. I do not need to tell anyone here what more job
losses would do. So as we craft this bill, I want to ensure that we
incorporate appropriate policy measures that enhance American in-
dustry and vitality.

The witnesses will be laying out a number of policy options today
that I want to further explore as we craft this bill. However, we
need to go more in depth on an exact formula for the upcoming leg-
islation. We need to get this right. That is why we want to hear
from you, our witnesses, on specifics of what this country needs to
do. If we give allocations to carbon-intensive manufacturers, we
need to ensure that we do not simply give our efforts to clean this
planet. If we incorporate tax breaks, we need to ensure that they
are targeted enough so that companies in need receive help but
also defined in scope so we begin to move to a cleaner economy as
a whole.

And if we pursue international agreements and border duties, I
want to ensure that we fully understand WTO trade implications.
Some say the devil is in the details, yet I think a better future is
in the details. I just want to make sure we get this right.

Thank you, Mr. Chairman. I yield back the balance of my time.

Mr. MARKEY. The gentlelady’s time has expired. The Chair recog-
nizes the gentleman from Kentucky.

Mr. WHITFIELD. Thank you very much, Mr. Chairman. We look
forward to this hearing, and we certainly welcome our witnesses
today. Yesterday’s AEP had a story, U.S.-China, Worlds Apart on
Climate Change Curbs, and the Director of China’s Climate
Change Office said that China did not want to be held accountable
for emissions that it produces to make goods for export. He went
on to say that if the United States tried to impose tariffs on im-
ports from China or other countries that didn’t have mandatory
emission controls, that that would be unfair and a violation of
trade rules and would start a serious trade war.

So as we move forward, all of us are very much concerned about
the impact on employment and our competitiveness with other
countries. I look forward to these witnesses and yield back the bal-
ance of my time.

Mr. MARKEY. The Chair recognizes the gentleman from Texas,
Mr. Green.

Mr. GREEN. Thank you, Mr. Chairman, and I would like to waive
my time but ask you to place my statement and also a letter from
the American Chemistry Counsel into the record.

[The information appears at the conclusion of the hearing.]



9

Mr. MARKEY. The gentleman may do that. The Chair recognizes
the gentleman from Washington State, Mr. Inslee.

OPENING STATEMENT OF HON. JAY INSLEE, A REPRESENTA-
TIVE IN CONGRESS FROM THE STATE OF WASHINGTON

Mr. INSLEE. Thank you, Mr. Chairman. I appreciate your holding
this hearing. I just consider myself a ditto-head for Mike Doyle, so
I want to associate myself with his brilliant comments about this
amendment we are working on. We have proposed one approach to
this, and I just want to note a couple of advantages of Mike and
my approach that I want to comment on.

First, it is clear that we do need to address this issue, and just
ignoring it is not a solution. So, number one, we have got a pro-
posal addressing it. Two, our proposal is an output-based allocation
of these allowances, and I think that might seem a little technical
but an extremely important part of our proposal because when you
do an output-based allocation, it essentially is an incentive for effi-
ciency and it gives an incentive for our industry to move to more
efficient processes and infrastructure which will become a great
competitive advantage in international competition over the long
term. So the way we structured this, it gives a reason for American
industry to become more competitive over time so that we can win
those jobs over the long term in international competition.

Second, this approach is something we can do now without the
necessity of risking trade wars right now. You know, that is some-
thing that we always have the option of doing with trade adjust-
ment at the border. We can do this now in a way that I think the
testimony today will demonstrate can be helpful to our industries,
both in the import issue and in the export issue because our ap-
proach will help both the import and the export side of the competi-
tive international markets.

Third, we think we are heading in the right direction in figuring
out and defining the industries that will be assisted by this, and
we are going to continue to work with some of the witnesses and
some of the stakeholders to define that. But we think we have got
a fairly rational way of doing that.

So we will look forward to the testimony today. We have some
more work to do. I look forward to making the right decisions.
Thanks.

Mr. MARKEY. The gentleman’s time has expired. The Chair recog-
nizes the gentleman from Arizona, Mr. Shadegg.

OPENING STATEMENT OF HON. JOHN B. SHADEGG, A REP-
RESENTATIVE IN CONGRESS FROM THE STATE OF ARIZONA

Mr. SHADEGG. Thank you, Mr. Chairman, and thank you for
holding this hearing. I find that this kind of hearing is vitally im-
portant for the people of America to understand the implications of
the policies we are currently considering. I think everyone under-
stands that the goal of reducing greenhouse gases is well-intended,
and it is believed that a cap-and-trade mechanism is one mecha-
nism to get there and worthy of pursuit. The sad thing is that so
many people don’t understand exactly how that will be applied
here in the Nation and what consequences it will have.
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I recently was having dinner with a friend of mine who is deeply
involved in the trucking business, and the President’s budget had
already come out in which he had made it clear that whatever cap-
and-trade system he imposed, he wanted to have a 100 percent
auction of the initial credits. My friend from the trucking industry
did not understand that concept and believed that the initial dis-
tribution of the credits was going to be based on historical use as
has been discussed here and that there would not be an actual auc-
tion.

I think these are very, very important questions to be discussed
and answered here and to be communicated to the American people
if, in fact, the President’s proposal that we auction every single ini-
tial credit to those industries that need them in order to remain
in business, then there will be a vast cost imposed by this program
across the economy. Many of my colleagues on the Republican side
are calling this a tax. Unfortunately, that may cause some confu-
sion among the public because it isn’t technically tax. It is not an
additional charge where the money flows directly to the govern-
ment. However, it is the sale of a new commodity that the govern-
ment is going to create where the revenues come to the govern-
ment, and the people need to understand that and need to under-
stand that it will impact literally everything they do, from turning
on the lights in their home to the price of a suit to the cost of a
sandwich. And whenever this Congress proposes to enact new poli-
cies, we need to both make clear the goal those policies intend to
address and also the consequences of those policies. I think the
American people deserve to know precisely what the cost of this
policy will achieve and also what danger it will alleviate or pur-
portedly alleviate before we impose, particularly on a down econ-
omy, a new policy of this size which could have vast consequences
across the entire economic structure.

So I thank the Chairman for holding the hearing.

Mr. MARKEY. The gentleman’s time has expired. The Chair recog-
nizes the gentleman from California, Mr. NcNerney.

Mr. McNERNEY. Thank you, Mr. Chairman. I appreciate your
holding this hearing because it is an important issue. I think global
warming has tremendous potential for us to become more efficient,
for us to create new industries and new jobs, but there are
downsides or potential downsides. As my colleague right here next
to me mentioned, I have unemployment as high as 18 percent in
parts of my district. So losing jobs is the last thing that I want to
see happen, and I think if we look at Mr. Doyle’s and Mr. Inslee’s
proposal carefully, look at all these things carefully, we can come
up with a good policy that will protect American jobs and accom-
plish the critical goal of reducing greenhouse gas emissions and at
the same time create a whole new sector of jobs.

So let us look at this with an open mind. I certainly look forward
to seeing what the Committee is going to say after having read
their testimony, and with that I yield back to the Committee.

Mr. MARKEY. The gentleman’s time has expired. The Chair recog-
nizes the gentleman from Missouri, Mr. Blunt.

Mr. BLUNT. Thank you, Mr. Markey. With unanimous consent, I
will place a statement in the record.
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[The prepared statement of Mr. Blunt was unavailable at the
time of printing.]

Mr. MARKEY. Without objection, so ordered. The Chair recognizes
the gentleman from Louisiana, Mr. Scalise.

Mr. MELANCON. Thank you, Mr. Chairman. I will waive an open-
ing statement—oh, I am sorry.

Mr. MARKEY. Mr. Scalise.

Mr. MELANCON. I forgot we have two from Louisiana now.

OPENING STATEMENT OF HON. STEVE SCALISE, A REP-
RESENTATIVE IN CONGRESS FROM THE STATE OF LOU-
ISIANA

Mr. ScaLIsk. I will speak for both of us if that will meet your
time. Thank you, Mr. Chairman. I want to thank the witnesses for
also appearing before our Subcommittee.

Serious issues surround global climate change policy, issues that
spread throughout our country and touch every American family.
Efforts to tax carbon emissions could cause serious, possibly irrep-
arable harm to our national economy, not to mention that our
country’s efforts could be in vain if other countries like China and
India do not follow a similar strategy.

A strong economy includes a strong energy sector, and this Sub-
committee must be very careful not to pass an energy tax that will
have a negative immediate and long-term effect on the health of
our national economy while adding more than $1,300 to every
American family’s energy bill.

The dislocation of American businesses and American jobs is a
strong possibility if Congress passes legislation that will make it
unrealistic and economically unfeasible to remain in our country.
Some estimates reach as high as 7 million jobs lost in America if
we pass a cap-and-trade tax as was proposed in the 110th Con-
gress. Add to that the fact that some geographical regions of our
country will suffer disproportionate and devastating economic
losses if such legislation were to become law. In addition, to take
certain forms of clean, renewable sources of energy like nuclear off
the table for consideration only adds insult to injury. As I have re-
iterated in past hearings, it is imperative that we consider these
realities as we consider these policies. Instead of Washington bu-
reaucrats mandating harmful policies that will kill key sectors of
our national economy, we should instead explore policies that en-
courage investment in cleaner technology and innovation in the pri-
vate sector. The ingenuity of the American entrepreneurial sprit is
the one that has made our country the best in the world, and this
Congress would be wise to encourage more of that entrepreneurial
spirit rather than running off with harmful energy tax policies with
that same spirit. The effect of a cap-and-trade tax are broader in
scope than some in this Congress want to admit to the American
people. Such legislation will ship American jobs overseas, will make
heating and cooling our homes much more expensive, and will in-
crease the cost of everyday household products. I would urge cau-
tion as we proceed with a cap-and-trade plan and make sure that
we fully explore these adverse effects that such a policy would have
on American jobs and American families.

I look forward to hearing from our witnesses, and I yield back.
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Mr. MARKEY. The gentleman’s time has expired. The Chair recog-
nizes the gentlelady from Wisconsin, Ms. Baldwin.

OPENING STATEMENT OF HON. TAMMY BALDWIN, A REPRE-
SENTATIVE IN CONGRESS FROM THE STATE OF WISCONSIN

Ms. BALDWIN. Thank you, Mr. Chairman. Our Nation is a lone
superpower in an increasingly interconnected and interdependent
world. With this stature comes the unique responsibility to set an
example, to model behaviors that we want other nations to emu-
late. It is true that emissions are rising fastest in developing coun-
tries. China’s emissions are projected to continue rising rapidly, up
71 percent by 2020. India is in a similar situation with emissions
projected to continue rising up to 68 percent in that very same
timeframe. But we cannot use the behavior of developing nations
as an excuse for our inaction. Rather, we must demonstrate by our
own example that it is possible to rise to the challenge of creating
efficient, effective, and environmentally friendly climate change
programs which in turn will create jobs in a new green economy.

However, we have a responsibility to our Nation, our businesses,
our workers, our consumers, our constituents to ensure that Amer-
ican industries remain competitive, that American jobs and the
production of products remain right here in this country and that
prices and costs remain reasonable and affordable.

In Wisconsin, our many energy-intensive manufacturers face
tough international competition, particularly from businesses lo-
cated in countries that have not committed to regulating emissions.
To ensure that we do not unjustifiably disadvantage our domestic
manufacturing base, we must examine ways to minimize the costs
of cap-and-trade compliance and do everything that we can to pre-
vent the loss of U.S. jobs to less or unregulated countries.

I recognize this issue is complex, but there are policy options for
mitigating potential competitiveness impacts and encouraging de-
veloping countries to curb their greenhouse gas emissions, and I
look forward to this challenge.

Thank you, Mr. Chairman. I welcome our witnesses.

Mr. MARKEY. The gentlelady’s time has expired. The Chair recog-
nizes the gentleman from Florida, Mr. Stearns.

OPENING STATEMENT OF HON. CLIFF STEARNS, A REPRESEN-
TATIVE IN CONGRESS FROM THE STATE OF FLORIDA

Mr. STEARNS. Good morning. Thank you, Mr. Chairman. I think
we are hearing on this side that we are going to lose jobs, and we
hear the gentlelady just talking about this is going to create jobs.
So I think we got a disconnect here, Mr. Chairman. Maybe you can
be the referee here, but when we look at, for example, the National
Association of Manufacturers, they estimate that a cap-and-trade
scheme will cost up to 4 million jobs, the Heritage Foundation, who
estimates the loss of up to 5.3 million jobs, or the Charles River
Associates estimate that the job loss could be as high as 7 million.
So there seems to be a consensus on our side, we are going to lose
jobs, and yet you indicate we are going to gain jobs.

Now, Mr. Whitfield, in his opening statement, pointed out what
China said. China does not want to become a low-carbon society.
In fact, they don’t want to have any kind of this cap-and-trade part
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of their export process, and their individual who is the Director of
China’s Climate Change Office said it would be a disaster and pos-
sibly the start of a trade war if the United States were to impose
tariffs on imports from China and other countries that didn’t have
mandatory emissions control.

So I ask the gentlelady, in light of all the statistics and the
groups that I see here and in light of what China said, it is hard
to believe that this cap-and-trade is going to create more jobs. In
fact, it appears to be the consensus is an industry where the jobs
are created, it is going to lose jobs, and massive regulatory burdens
imposed by a cap-and-trade will inevitably undercut the growth
and innovation we desperately need. To build a lasting and effec-
tive solution, fostering technology and scientific research, not cap-
ping the economy and trading U.S. jobs will obviously guard our se-
curity, increase our energy independence, and so Mr. Chairman, I
look forward to the witnesses and I just think there is another way
to go. Thank you.

Mr. MARKEY. I thank the gentleman. The gentleman’s time has
expired. The Chair recognizes the gentleman from Louisiana, Mr.
Melancon. The gentleman from Louisiana?

Mr. MELANCON. See, you tried to catch me twice. I am going to
waive my opening statement.

Mr. MARKEY. I thank the gentleman. The gentleman’s time has
expired. The Chair recognizes the gentleman from Georgia, Mr.
Barrow. The Chair sees the gentleman from Texas, the Ranking
Member of the Full Committee, Mr. Barton, and recognizes him for
an opening statement.

OPENING STATEMENT OF HON. JOE BARTON, A
REPRESENTATIVE IN CONGRESS FROM THE STATE OF TEXAS

Mr. BARTON. Thank you, Mr. Chairman, and we appreciate the
opportunity to have another dialogue today about climate change.

In a global economy where any producer is just an airplane ride
away from any customer and boundaries don’t seem to matter, the
United States does need a competitive edge. Our edge is individual
creativity, freedom, an educated and dedicated workforce, and an
energy policy at least until now based on free markets and supply
and demand, least cost.

Unfortunately, we have an unemployment rate that is going up,
now down. It just hit 8.1 percent. And it appears that there is a
Congressional majority determined to adopt a carbon cap-and-trade
policy that is absolutely the worst thing we could be doing right
now to protect the jobs that we still have in our economy.

We can debate the in’s and out’s all we want, but if we really
want to stop job leakage, don’t do cap-and-trade. It is that simple.
We cannot escape the unassailable truth that if you are trying to
cap carbon, which is one of the most ubiquitous elements in the
world, it is going to put a price on it, it is going to go up, and if
the price goes up, jobs are going to go down. It is that simple. Man-
ufacturers compete globally. The cost of energy has a bearing
whether we manufacture or create that energy, produce that en-
ergy in the United States or in China, Mexico, or Brazil. If con-
sumers can just as easily import steel, concrete, and other energy-
intensive goods from our competitors, then American producers
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won’t be able to add the cost of greenhouse gas permits to their
bills without losing that competitive edge. Everyone knows what
happens next. Declining revenues push companies to close facilities
in the United States and cut American jobs.

I have a factory in my district in my small hometown of Ennis,
Texas, of about 15,000 people that has been there for 60 years.
They announced 2 weeks ago they are closing the factory and mov-
ing it to China. They make mattress box springs. They have been
doing it for 60 years in Ennis, Texas, but some time next year they
are going to start doing it somewhere in China.

We are naive if we think that China and India and other emerg-
ing industrialized countries will sacrifice their own growing econo-
mies and their own jobs in response to a theory that has yet to be
proven. It just won’t work.

So I look forward to this hearing. I know most of the witnesses
on a personal basis. They are all good people, and I am sure we
Elre kgoing to have a good dialogue, Mr. Chairman. With that, I yield

ack.

Mr. MARKEY. The gentleman from Oregon, Mr. Walden, is recog-
nized.

OPENING STATEMENT OF HON. GREG WALDEN, A REPRESENT-
ATIVE IN CONGRESS FROM THE STATE OF OREGON

Mr. WALDEN. Thank you, Mr. Chairman. I want to touch on two
topics this morning. Before I get into my views on the cap-and-
trade proposal, I would just like to draw to your attention and that
of the Committee’s that apparently in the stimulus bill there was
a provision I think a lot of people supported to encourage people
to install new energy-efficient windows and get a tax credit for it.
The House passed a version that was logical, reasonable, the Sen-
ate did as well, but somewhere in conference, new standards got
put in place that have been brought to my attention that would
make the cost of these windows exceed any logical ability for any-
body to make a decision to go get them, which negates the whole
idea of energy efficiency and simulative effect. And I draw that to
your attention, Mr. Chairman, because I hope we can look into this
problem and correct it. Apparently this was something parachuted
in in conference. It sets such a high standard. Instead of a $400
or $500 window, it would be a $1,500 window. And so people aren’t
going to take advantage of either the incentive or the energy reduc-
tion. And so I draw that to your attention, and I would hope we
could find out how that happened and its impact.

Regarding cap-and-trade, I am deeply concerned about the $646
billion tax increases represents when a number of us on this side
of the aisle met with industry leaders from U.S. CAP. I posed the
question, if we create a cap-and-trade system that means higher
energy costs, will you commit not to take your jobs to cheaper en-
ergy places that don’t play by these rules, and not a single cor-
porate executive would agree to that request.

I think that is all that needed to be said on that point. It is very
disturbing what it will do to our economy at a time of great job loss
to increase taxes and to drive more jobs overseas. Thank you, Mr.
Chairman.
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Mr. MARKEY. I thank the gentleman. The gentleman’s time has
expired. The Chair recognizes the gentleman from Texas, Mr. Bur-
gess.

OPENING STATEMENT OF HON. MICHAEL C. BURGESS, A
REPRESENTATIVE IN CONGRESS FROM THE STATE OF TEXAS

Mr. BURGESS. Thank you, Mr. Chairman, and congratulations for
getting the television cameras back on. This is great.

I want to thank you for holding this hearing, and I thank you
for allowing us to have some time to talk about cap-and-trade and
the effect that it may have on employment and also the potential
effect that we could have in moving more energy-intensive indus-
tries and jobs from America to countries with less stringent emis-
sions requirements.

Saving jobs and creating new economic growth is something that
I hope that we could accomplish in this Committee. I don’t think
that we can overlook the fact that these new jobs are likely to be
at the expense of good jobs in energy-intensive industries or in
small businesses that do not qualify for allocations or protection
from higher energy costs.

Taxing greenhouse gas intensive imports will not be an effective
way to limit job loss. Consider the impact of the United States’ at-
tempts to induce foreign countries into unfavorable trade agree-
ments. It could possibly incite other trade difficulties or at least ex-
changes of harsh words over trade balance. Either way, our Na-
tion’s global position reliance on trade is too important to risk with-
out a serious cost benefit analysis, and to date I don’t think I have
seen one.

Shifting import taxes upon countries of origin will only make
American products more expensive. Companies are in business to
make money. If the rest of the world develops, export-rich compa-
nies will simply sell wherever the best opportunity is for profit. If
you are looking to sell product, realistically would you look toward
a company that is in recession and stacking on excessive trade bar-
riers and forcing industries to buy carbon credits to cover emission?
It is not likely, especially when there are major emerging alter-
natives.

In the end, globalization of trade markets are based upon getting
around barriers such as taxes to lower production costs and ulti-
mately the prices that consumers pay. If there is a way to get
around taxes that continue to emit in order to achieve higher
prices, I suspect people will find a way.

With that, Mr. Chairman, I will yield back the balance of my
time.

Mr. MARKEY. The gentleman’s time has expired. The Chair sees
no other members of the Subcommittee, but it sees Mr. Terry, a
member of the full committee who is visiting with us, and we wel-
come you, sir.

So we will turn to our witness panel, and I would ask the wit-
nesses to please move up to their assigned spots at the witness
table and I will introduce our first witness who is Mr. John
McMackin. Mr. McMackin is here today on behalf of the Energy In-
tensive Manufacturers Working Group On Greenhouse Gas Regula-
tion. Members of that group include many major corporations,
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Alcoa, Corning, Dow, Holcim, U.S., Nucor, Owings-Corning, Rio
Tinto, U.S. Steel, Owens, Illinois. We welcome you, Mr. McMackin,
and if you could move that microphone in a little bit closer, when-
ever you are ready, please begin.

STATEMENTS OF JOHN MCcMACKIN, JR., WILLIAMS AND
JENSON, PLLC, ON BEHALF OF THE ENERGY INTENSIVE
MANUFACTURERS WORKING GROUP ON GREENHOUSE GAS
REGULATIONS; MARTIN McBROOM, DIRECTOR, FEDERAL
ENVIRONMENTAL AFFAIRS, AMERICAN ELECTRIC POWER;
PAUL CICIO, INDUSTRIAL ENERGY CONSUMERS OF AMER-
ICA; MARGO THORNING, PH.D., SENIOR VICE PRESIDENT
AND CHIEF ECONOMIST, AMERICAN COUNCIL FOR CAPITAL
FORMATION; RICHARD D. MORGENSTERN, SENIOR FELLOW,
RESOURCES FOR THE FUTURE; AND EILEEN CLAUSSEN,
PRESIDENT, PEW CENTER ON GLOBAL CLIMATE CHANGE

STATEMENT OF JOHN McMACKIN, JR.

Mr. McMACKIN. Mr. Chairman and members of the Sub-
committee, it is an honor to be here. The Energy-Intensive Manu-
facturers’ Working Group on Greenhouse Gas Regulation, on whose
behalf I appear today, greatly appreciates this opportunity, and we
thank you and all the members of the Subcommittee and staff who
are devoting so much time and energy to this critical issue.

I am Jack McMackin, and I am a principal in the law firm of
Williams & Jensen, and a director of Owens-Illinois, Inc. OI,
headquartered in Perrysburg, Ohio, and with facilities in 11 states,
is the world’s largest manufacturer of glass containers. Our group
was formed last year for a narrow but important purpose, to en-
gage constructively with the other stakeholders and Congress to at-
tempt to solve what is often referred to as the carbon leakage prob-
lem but which, as the title of today’s hearing indicates, is a prob-
lem of the leakage of carbon and ob jobs. It is a problem that pri-
marily affects energy-intensive industries that face foreign competi-
tion, the two factors that define our members.

Our working group is composed of companies from U.S. indus-
tries that are widely and correctly seen as most vulnerable to leak-
age, that is, ferrous metals, iron and steel; non-ferrous metals, alu-
minum and copper; cement; glass, including fiberglass; ceramics;
chemicals; and paper. As the Chairman indicated, the companies
include Alcoa, Corning, Dow, Holcim U.S., NewPage Corporation,
lgluc?r, Owens Corning, Owens-Illinois, PPG, Rio Tinto, and U.S.

teel.

Let me very briefly highlight five points from my written testi-
mony. First, of the two types of leakage solutions that have ap-
peared in legislation to date, our group is focused exclusively on
the allowance allocation type provisions that attempt to address
the root cause of the problem by mitigating the cost differential
that unilateral legislation would otherwise impose on U.S. produc-
tion relative to unregulated foreign producers. Last year’s Inslee-
Doyle Anti-Carbon Leakage Act, which was largely adopted by the
Dingell-Boucher discussion draft, is a prominent and in our view
very promising instance of this type of measure.
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Second, the other type, the border equalization provisions that
Mr. McBroom will testify about, will take a different approach.
Rather than mitigate cost differential through free allocations or
allocation value rebated, border equalization provisions attempt to
impose comparable cost on competing goods at the border. Our
group’s focus as I said is exclusively on the first form of relief, but
let me say this. They are not necessarily incompatible. It is possible
to do both, and indeed most of the measures to date, the bills that
have been introduced have contained both.

Third, the Inslee-Doyle Output-Based Rebate represents a real
breakthrough. Let me just talk about two of its key attributes, and
here I am echoing the comments of Mr. Inslee. A, by basing its al-
lowances on actual production rather than historic emissions, it re-
moves a significant disincentive to additional production and elimi-
nates the possibility of a windfall. B, by including in its calcula-
tions inefficiency standard measured by sectoral average efficiency.
It in fact creates a powerful efficiency incentive and establishes a
standard that gets tougher every year as the more efficient press
their advantage and the less efficient strive to close the gap.

Fourth one, there are several important remaining issues, but
the single biggest issue requiring further work in our view is eligi-
bility. As introduced last year, the Inslee-Doyle bill left the deter-
mination of eligible sectors or subsectors up to EPA subject to a se-
ries of generalized standards aimed at assessing leakage potential.
No given industry could know the outcome of an ultimate EPA de-
termination, a determination that could be preceded by warring
economists and conflicting pricing models, nor could any member
of Congress know whether key industries in his or her district
would get relief or not.

By contrast, most of the other legislative proposals, including
Lieberman-Warner, the Boxer Substitute, and the Brown-Stabenow
Amendment on the Senate side and the Dingell-Boucher discussion
draft have straightforwardly listed the legislatively determined eli-
gible industries; each proposal containing almost exactly the con-
sensus list of industries represented by our working group mem-
bers.

Fifth, and lastly, a very workable and reasonable solution, a mid-
dle ground to this eligibility issue is emerging and is under consid-
eration by Congressmen Inslee and Doyle, and we commend it to
the examination of others. Moreover, our group unveils today a
study by FTI Consulting attached as Attachment A to my written
testimony, that we hope will help all concerned to better under-
stand and better evaluate this proposed solution and the general
issue of which industry should be eligible for relief. Building on the
EU approach and work done by the World Resources and Peterson
Institutes and many others, the proposed solution would establish
objective criteria for energy intensity and trade exposure. Indus-
tries that met both of these thresholds would be presumptively eli-
gible to receive allowances. They could be refused relief only if the
administrator found that they are not subject to significant leak-
age. Sectors that did not meet the thresholds could still establish
their qualification by individuated showings that they are subject
to leakage.

Mr. MARKEY. If you could summarize, please?
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Mr. MCMACKIN. Let me say in summary then, Mr. Chairman,
that the overall results show that about 45 out of the 473 6-digit
code subsectors would qualify. They represent about 8 percent, Mr.
Chairman, of direct emissions in comparison I think to the 6 per-
cent figure for the six industries, and that does include process
emissions.

So we very much look forward to discussing the study with all
concerned and to working with the Subcommittee, Congressmen
Inslee and Doyle, and all other interested members and stake-
holders to build on the remarkable progress to date in fashioning
a workable solution to the leakage problem.

[The prepared statement of Mr. McMackin follows:]



19

Testimony of John J. McMackin
on behalf of
The Energy-Intensive Manufacturers’ Working Group
on Greenhouse Gas Regulation

Before the House Committee on Energy and Commerce
Subcommittee on Energy and Environment
Hearing on Competitiveness and Climate Policy:
Avoiding Leakage of Jobs and Emissions

March 18, 2009

Mr. Chairman and members of the Subcommittee, it is an honor to be here. The
Energy-Intensive Manufacturers’ Working Group on Greenhouse Gas Regulation, on
whose behalf I appear today, greatly appreciates this opportunity, and we commend you
and all the members and staff who are devoting so much time and energy to this critical
issue.

I am Jack McMackin, and I am a principal in the law firm of Williams & Jensen,
PLLC and a director of Owens-Illinois, Inc. O-1, headquartered in Perrysburg, Ohio and
with U.S. facilities in eleven states, is the world’s largest manufacturer of glass
containers. O- is a very active and committed member of the Working Group.

Solving the puzzle at the heart of today’s hearing is the reason our group was
formed. How can we reconcile three things that are seemingly at odds: (1) a unilateral
U.S. legislative effort, that (2) addresses a global environmental problem, in light of (3)
the reality of global competition?

1. The Energy-Intensive Manufacturers’ Working Group on GHG Regulation—
and “The Leakage Problem.”

Put differently, our group is all about a solution to “the leakage problem.” The
Working Group was formed early last year for a narrow but important purpose: to engage
constructively with other stakeholders and Congress to attempt to solve what is often
referred to as “the carbon leakage problem” but that is in truth-—just as this hearing’s title
suggests—a problem both of the leakage of carbon and of jobs.

It is a problem that primarily afflicts energy-intensive industries that face foreign
competition—the two factors that define our members. In short, if the U.S. enacts tough
global warming regulation but other key manufacturing nations do not, production of
energy intensive goods may well shift to the unregulated countries, moving the associated
carbon emissions beyond regulation and moving American jobs elsewhere as well.

Our group is composed of companies from the U.S. industries that are widely and
correctly seen as most valnerable to leakage: ferrous metals (iron and steel), non-ferrous
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metals (aluminum and copper), cement, glass (including fiberglass), ceramics, chemicals
and paper. The companies include Alcoa, Corning, Dow, Holcim(US), NewPage
Corporation, Nucor, Owens Coming, Owens-Illinois, PPG, Rio Tinto, and U.S. Steel.!

I should mention that these are all companies that, of necessity, have already done
much to increase their energy efficiency and decrease their emissions. Energy-intensive,
trade-exposed industries already have a compelling economic incentive to become energy
efficient, which, in turn, leads them to be carbon efficient. Energy costs are a substantial
portion of these producers’ manufacturing costs. Energy efficiency reduces their cost of
energy, which enables them to compete more effectively.

The existence of this incentive is one of the primary reasons that, according to
Energy Information Agency Data comparing 1990 emissions to those in 2005, the
manufacturing sector as a whole has actually decreased its total emissions, direct and
indirect, since 1990, while all other sectors are up, on average, over 30 percent. Similarly,
the March 1, 2008 Public Review Draft of of EPA’s Inventory of Greenhouse Gas
Emissions and Sinks 1990-2007 (p. ES-16), shows the industrial sector’s total direct and
indirect emissions down by 4.2 percent over the period. Moreover, as I will discuss in
more detail later in my testimony, our work indicates that based on available data the
total emissions of the 40-plus specific industrial sectors or subsectors (by six digit
NAICS code) that are most exposed to leakage represent only about 8 percent of total
U.S. direct emissions.

There is a broad consensus that the leakage problem must be solved in any
responsible global warming legislation. To fail to do so is irrational: it produces
economic dislocation and job loss in exchange for no environmental benefit or, even, net
environmental harm. The major question as this stage is not whether to address the
problem but Aow to address it.

There are two categories of solutions that have appeared in proposed legislation to
date, going back to the last Congress. Both address the root cause of leakage: the cost
differential that would be imposed on U.S. production relative to that of unregulated or
lesser regulated countries. One seeks to attack the differential by eliminating the cost
through allowance grants or rebates, the other by instead imposing a comparable cost on
competitive imports.

cost mitigation

The first category, the one upon which our efforts are focused, encompasses
proposals to negate or mitigate the cost itself, at the production level, either by allocating
free allowances to qualifying facilities or otherwise rebating to them the cost of
allowances in some form. The leakage problem, it might be noted, is exactly the same

! While this written testimony generally represents the position of the Working Group, not all statements
are necessarily endorsed by every member. I do not represent members of the group other than Owens-
Tilinois, and while my responses to any questions during the hearing will attempt not to stray from the
group’s views, those responses will be my own and not necessarily the group’s.



21

whether legislation is structured as cap and trade or a carbon tax, and the solutions are
similar. This testimony will assume a cap-and-trade context.

cost equalization

The second general category encompasses refinements of what the literature
sometimes referred to as “green tariffs,” but which, since the Lieberman-Warner bill,
have largely been in the nature of a more sophisticated “border equalization” involving a
special international allowance requirement. In other words, this solution, rather than
attempting to mitigate the cost at the production level, seeks to impose an equivalent cost
on competing products at the border.

The approaches are not incompatible. It is possible to enact both types of
provisions in the same legislation, and indeed most of the legislation introduced to date
has had both. I will have some further comments later in my testimony on the relationship
of the two provisions, but at this point I will simply reiterate that our group’s work has
been solely on the first category, the cost mitigating proposals, and we do not as a group
take a position on border equalization proposals.

With respect to the object of our focus, the cost-mitigation proposals, good
progress is being made and a convergence is emerging—umuch of this reflected in the
legislation introduced late last year by Congressmen Inslee and Doyle, the “Carbon
Leakage Prevention Act”.

I1. Good Progress Is Being Made—We Support
the Inslee-Doyle Solution, Subject to Further Work on the Eligibility Mechanism
and Other Issues.

On behalf of the Working Group I want to thank Congressmen Inslee and Doyle
and their staffs for their tireless, creative and inclusive efforts to address the leakage
problem. We believe the bill they introduced last year represents the core of a workable
solution and we support its approach. It is not perfect from our point of view and we
know it is not final. It should be noted that it certainly does not negate all of the cost that
would be imposed by cap and trade legislation on trade-vulnerable, energy-intensive
manufacturers. It is appropriately neither a categorical exemption nor a complete
elimination of compliance costs. Likewise, it is structured to be transitional relief that
keeps American businesses competitive until global agreement can be reached. We look
forward to continuing to work with the congressmen, the Committee and Subcommittee,
and other stakeholders to refine it further.

There remain important issues we believe must be addressed. Chief among them
is the manner in which last year’s bill dealt with selection by EPA of eligible industries.
We believe that Congressmen Inslee and Doyle are reworking this section, and we are
very hopeful that a new provision will make the process more certain, more objective and
more data driven. In any event, I discuss our eligibility concern and a potential solution in
more detail later in my testimony (Section IV). I would also note that among the other
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important issues that merit further attention are the fact that the allowances would not be
sufficient to cover the full amount of the costs at issue and the amount of discretion to
reduce or eliminate the program.

1 also want, similarly, to thank Congressmen Dingell and Boucher and their staffs
for their very constructive efforts. After spending months wrestling with this, their
discussion draft released last year adopted much of the Inslee-Doyle structure as it
existed at the time, along with some changes that we think helped advance the thinking of
all of us on the leakage problem. And, Mr. Chairman, the anti-leakage, special allocation
provisions in your “Investing In Climate Action and Protection Act,” we thought, had
much to commend them.

Moreover, ] want to stress the “convergence” that we are seeing. In the Senate,
those members who have worked most intensely on the issue, such as Senators Brown
and Stabenow (as reflected in their amendment in Senate consideration of the Lieberman-
Wamner bill), as well as many of those in the environmental and academic communities
who have studied the issue, USCAP, and others, are not only supporting allowance-grant
relief to energy-intensive, trade-exposed industries, they are supporting key structural
elements that also undergird the Inslee-Doyle approach. The most important of these is
basing allocations on actual output as opposed to historic or grandfathered levels and
incorporating an efficiency standard into the allocation formula.

1I1. Key Features of the Inslee-Doyle Solution

In essence, the Inslee-Doyle solution, like the Brown-Stabenow solution in the
Senate, is a cost-mitigating program that (i) grants free allowances to energy-intensive
trade-exposed industries to compensate them for (ii) a significant portion of the direct
allowance and increased electricity costs of a cap-and-trade regime, (iii) that varies the
grant based upon a facility’s actual, not historic, output, (i) that rewards a facility for
carbon efficiency and punishes it for inefficiency though use of a benchmark or
efficiency standard, and (v) that phases out only as international agreements solve the
underlying cost disparity.

T will not discuss each of these features in detail, but I do want to note a few of
their most important aspects.

A. Output-Based Allotments

The Inslee-Doyle mechanism provides for output-based allotment of allowances.
Most of the early anti-leakage, cost-mitigating provisions based their allocation of
allowances on a facility’s historic emissions. This raised a number or problems, including
the following two.

First, historic or grandfathered emissions approaches provide a disincentive to
increase production—and lost production opportunities in the U.S. may result in
production of the same goods elsewhere. An historic-based allocation would not mitigate
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the cost of additional production. Additional production would be fully exposed to the
cost of allowances. Hence, the mechanism would do nothing to help energy-intensive
industries to expand production and add jobs. At risk, for instance, would be added
production to supply steel, aluminum, copper, glass, ceramics, fiberglass, etc. to what we
all hope will be increased production of green products, from wind turbines to solar
panels. Similarly, American suppliers would be less likely to be providing the cement,
plate glass or fiberglass going into new construction of energy-efficient buildings or
renovations of older inefficient ones.

Second, some believe historic-based allocations—but not output-based
allocations—may in some instances produce an incentive to raise prices but not
production. To some commentators this strange phenomenon is a function of
“opportunity cost.” In some (limited) circumstances, a producer may be able to obtain
higher prices, or fail to pass through the cost savings occasioned by free allowances, by
in essence saying that if it does not receive from its customers an incremental return on
its allowance-grant asset it will reduce production and sell the freed-up allowance. In
other words, the existence of this opportunity to sell the allowance changes the seller’s
supply curve. In any event, basing the allowance grant on actual output solves this
problem—to the extent it exists— by removing the “opportunity” to sell an unused
allowance. A facility only gets an allowance for a product it produces.

Output-basing has another big advantage. It facilitates the use of a benchmark or
efficiency standard. A facility’s actual production can be included in a formula with an
efficiency standard to determine the number of allowances granted.

B. Efficiency Standards

As Idescribed earlier, energy-intensive, trade-exposed industries already have a
compelling economic incentive to become energy efficient, which, in turn, leads them to
be carbon efficient. That incentive has resulted in remarkable production innovations and
efficiency gains. Nonetheless, some policy makers have sought additional assurances that
anti-leakage provisions will further incentivize emissions reductions. For instance, from
our earliest discussions with him, Congressman Boucher has said he would like to see
additional incentives in the form of benchmarking.

Last year’s Inslee-Doyle legislation provided this through the use of an effective
and practical benchmark: the average energy efficiency of a sector or subsector. This
standard has the advantage of being both relatively easy to determine, by definition
achievable, and constantly increasing over time. Companies above the average would do
relatively better and those below relatively worse, creating an added incentive for each
group to improve its efficiency—and thus raising the average. This mechanism inherently
rewards operational efficiency and therefore creates a lasting incentive for continuous
innovation and technological development.

So, we support the efficiency standard in Inslee-Doyle as introduced last year. We
are very concerned, however, about some changes proposed to it. Some would seek to
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replace the sector-average standard with a “best practices” standard. It would be
impossible for companies facing the threat of leakage, or legislators assessing policy
options, to know at this juncture whether that which would be deemed by EPA to be the
“best practice” in a sector or subsector is economically feasible, or, for that matter,
reasonably available.

If it were not, the leakage relief afforded by the allocation grant provision could
be illusory. For example, while paper mills use biomass as fuel, many are also coal-fired.
A coal-fired paper plant in Maine, for example, might be forced to close if EPA
determined that gas combustion or biomass was the “best practice.” And, the jobs lost in
all likelihood would not move to a gas-fired plant in the U.S,, but, rather, to foreign
producers. A best practices regulatory regime is a very different animal than a cap and
trade scheme, and attempting to combine the two is very likely a bridge too far. We
would strongly oppose it.

C. Direct and “Indirect” Costs

The Inslee-Doyle provision compensates for some, but not all, of the costs that
would be imposed by cap and trade legislation. I believe it is important to understand the
compromise it represents in this respect.

The costs imposed on U.S. manufacturers by greenhouse-gas legislation will be
both those that result directly from their obligation to buy and submit allowances (or
under a carbon tax to pay the tax) and “indirectly” from higher prices for electricity,
feedstocks, and other production inputs. Moreover, the cost of natural gas, as one
example, is likely to increase far more than the cost of allowances associated with its
combustion because of the effect of fuel substitution that will drive up the demand for
natural gas and because of a shift in the demand curve for natural gas that results
precisely from its carbon advantage.

A true cost-negating anti-leakage provision would address all indirect as well as
direct costs. The Brown-Stabenow amendment in the Senate attempted to take this
approach. The Inslee-Doyle cost-mitigation approach does not. It would compensate for
the increased cost of purchased electricity, but would not compensate for cost increases
of feedstocks/inputs, nor would it compensate for the demand and demand-curve caused
increases in natural gas. Additionally, Inslee-Doyle imposes an across—the-board 15
percent reduction on its reimbursed costs, direct and indirect—compensating, that is, for
only 85 percent of those costs. This was done in part to reduce the grants awarded to a
highly efficient producer as a result of the efficiency benchmark.

D. Termination Tied to International Solutions

If the allowance-grant program were to expire on a date certain, or decline on a
fixed basis, leakage could re-emerge even after it appeared under control. In fact, because
manufacturers need certainty and because they plan their capital allocation far in
advance, an expiring anti-leakage provision may well tilt plant location decisions toward



25

foreign locations without regulation. Moreover, a set expiration date would give other
countries an incentive to drag their feet in negotiations—to wait us out.

Instead, targeted assistance to energy-intensive industries should be terminated
only when the carbon leakage problem is solved through an international agreement.
And, it should be phased down only in proportion to progress made in reducing the cost
differentials between trading partners in a fashion that demonstrably reduces the
disadvantage to domestic producers—not according to an arbitrarily defined timeline.
While further refinements are needed, the Inslee-Doyle proposal generally takes this
approach.

IV. The Issue of “Qualifying” Industries or Sectors

The Working Group’s major issue with the Inslee-Doyle Carbon Leakage
Prevention Act as introduced last year concerned its procedures and standards for
determining which sectors or subsectors would be eligible to receive allowances. The bill
assigned this determination to the EPA subject to a set of criteria that left much room for
interpretation and disagreement. In effect, EPA and manufacturers would have been
subjected to a series of contested, forecast-rich procedures covering scores of
manufacturing sectors and subsectors. These proceedings would be filled with questions
of market and product definition as well as competitive impacts. The bill established a
very uncertain process—and affected industries need some reasonable level of certainty
in making capital expenditure decisions, decisions they must make even now. Similarly,
members of Congress from manufacturing states need to know whether their industries
will get relief or not.

By contrast, most of the other legislative proposals from last Congress, including
the Lieberman-Warner bill, the Boxer substitute, the Brown-Stabenow amendment, and
the Dingell-Boucher discussion draft, listed specific industries that would be eligible.

A middle way offering several advantages has emerged. It was suggested by an
analysis of the European approach and the work of any number of organizations and
scholars—for example, the work of the Peterson Institute and the World Resources
Institute in their publication, Leveling the Carbon Playing Field: International
Competition and U.S. Climate Policy Design (Houser, ef al., 2008).

Our Working Group has been actively engaged in providing analysis and ideas for
this proposal, and it is likewise under consideration by Congressmen Inslee and Doyle. In
brief, the provision establishes “presumptive” eligibility through a two-factor test, energy
intensity measured by a ratio that sets energy costs over value of shipments and trade
exposure measured by the value of imports and exports over the value of shipments plus
imports. If a sector or subsector met the presumptive-eligibility standards, it would be
eligible for allowances unless the Administrator found that it was not subject to
substantial leakage. Any sector or subsector that did not meet the presumptive eligibility
tests would be able to establish eligibility through a demonstration of the likelihood of
leakage. The actual amount of allowances granted would be decided by the Inslee-Doyle
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formulas which focus on carbon emissions. The proposed eligibility methodology would
make the process of designation of eligible sectors more certain, manageable, principled
and data-driven.

V. Some Key Metrics: The FT1 Study

Attached to this testimony is a summary of the results of a study by FTI
Consulting. We believe and hope it will make an important contribution to analysis of the
eligibility issues by all concerned. One of its principal contributions, we think, is to
“disaggregate” the very broad categories of industries that had been studied by others and
to examine the data at a six-digit North American Industrial Code System level. In
addition, it applies objective energy-intensity and trade-intensity criteria to the broad
range of American industry, identifying sectors or subsectors that should at least
presumptively qualify for relief but that were not on the list most frequently identified.
We invite and welcome comment on the study, and we will ask Rob Fisher of FTI to be
available for those who wish to work with him.

The study examines the public data using an energy-intensity threshold of 5
percent and a trade-exposure threshold of 15 percent. Both of these standards are
consistent with, but somewhat more conservative than, other work to date in the area. For
instance, the 5 percent appears to be very near the standard applied by the Leveling the
Carbon Playing Field analysis cited above and slightly higher than the 4 percent level
cited by the recent Pew Congressional Policy Brief, “Addressing Competitiveness in U.S.
Climate Change Policy.” The study uses the same formula to determine a trade-exposure
ratio as does the EU’s regulatory scheme, but the study applies a stricter 15 percent trade-
exposure compared to the EU’s 10 percent.

The FT1 study finds 40-plus sectors or subsectors that would qualify for
presumptive eligibility, including the list commonly identified as most at risk and
represented by our Working Group members. However, the study also identified smaller
industries, largely overlooked to date, that meet the criteria and thus would be
presumptively qualified. For example, nitrogenous fertilizer with an energy intensity of
14 percent and a trade intensity of 86 percent would qualify, as would wet corn milling,
which includes corn sweeteners, atl 1 percent energy intensity and 20 percent trade
intensity. Beet sugar production (7 percent energy intensity; 22 percent trade intensity)
would qualify as well.

While the energy-intensity and trade-intensity data is relatively straightforward,
figuring out the amount of emissions implicated takes considerable extrapolation, so the
numbers that follow are approximate. In all, 45 industries are identified as presumptively
qualifying (out of the 473 industries included among the NAICS industrial manufacturing
codes). These represent about 8 percent of total direct U.S. emissions. When all of the
emissions associated with their electricity consumption are included, these industries
represent about 10.5 percent of total U.S. emissions. An allowance program that
compensated them for the cost of their direct emissions and increased cost of electricity
would require about 13 percent of allowances available under an aggressive cap in the
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first year, assuming, that is, a first year cap of 5,775 million. It should be noted that the
13 percent figure is a rough approximation and that it does not reflect industries that do
not qualify for presumptive eligibility but successfully make individuated showings.
Moreover, the figure does not include allowances needed to cover production growth.

1 should also note that while using data from six-digit NAICS codes to determine
whether a sector or subsector would presumptively qualify provides an excellent balance
of determinacy, accuracy and administrative ease, it does not work in every instance.
Some energy-energy intensive and trade-intensive manufacturing facilities are not
classified in six digit codes that meet the presumptive thresholds. For example
manufacturers of ceramic substrates for catalytic converters and diesel particulate filters
are classified in a NAICS code for auto parts that would not meet the standards. Yet,
these manufacturers are energy- and trade-intensive and meet the thresholds on properly
individuated data. These circumstances must be accommodated in designing a
presumptive-qualification mechanism.

VL The Relationship of Allowance Grants and
Border Cost-Equalization Proposals

As indicated above, while our Working Group’s focus has been solely on the
Instee-Doyle type allowance grants that seek to address the leakage problem by
mitigating the cost impact of greenhouse gas regulation on energy-intensive and trade-
exposed industries, most legislative proposals to date have included border equalization
provisions as well. The details of the interface of the two provisions are critical. I wish to
make just a few brief and general points about the relationship of the two.

Exports. First, most border equalization provisions suggested so far do not help
U.S. manufacturers stay competitive in export markets, and because of the WTO
prohibition on export rebates it is difficult to design a border equalization mechanism that
will ensure U.S. manufacturers maintain their competitiveness in export markets. Energy-
intensive manufacturers are significant exporters. In fact, energy-intensive manufacturing
accounts for approximately 14 percent of all U.S. exports. It is unwise to put these
exports in jeopardy. This export problem can effectively be addressed through a system
of free allowances or rebates without giving rise to a WTO challenge.

Downstream and “Green” Products. Second, border-equalization mechanisms
are designed to allow energy-intensive manufactures to pass along the legislation-driven
costs to their customers by raising the cost of materials imported into the U.S. by a
comparable amount. This creates the troubling possibility that the downstream products
could become less competitive as against products produced elsewhere. For instance,
because the cost of a bottle is significant part of the cost of a beer or a bottle of wine,
Mexican beer and Chilean wine would have a cost advantage over American beer and
wines. By way of further example, and assuming the relevant downstream industry is not
covered by a border adjustment mechanism, U.S. car assembly plants could be at a cost
disadvantage relative to foreign car manufacturing locations that can buy their steel,
glass, aluminum and ceramics outside the protective zone of the border equalization
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provision. This downstream-product phenomenon could be especially harmful to our
country’s hopes of participating in the manufacture of “green products” such as wind
turbines and solar panels.

Certainty. Lastly, allowance allocations to energy intensive industries are within
our control, are not subject to serious legal challenge, are a feature of cap and trade
regimes enacted to date including those in the EU and Australia, and are very unlikely to
lead to retaliation or trade wars.

There is a role for WT'O-compliant border equalization mechanisms where
allowance grants are inadequate or unavailable, and, moreover, such mechanisms should
be part of our negotiators’ tools and as an assurance against failure. They cannot,
however, be the primary mode of relief for the pressing problem of the leakage of carbon
and jobs presented by U.S. greenhouse gas regulation.

Mr. Chairman and members of the Subcommittee, thank you very much for this
opportunity to appear before you.
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Mr. MARKEY. Thank you, Mr. McMackin, very much. Our next
witness is Mr. Martin McBroom. He is the Director of Federal En-
vironmental Affairs at American Electric Power which owns the
Nation’s largest electricity generation system. We welcome you, Mr.
McBroom. Whenever you are ready, please begin.

STATEMENT OF MARTIN McBROOM

Mr. McBrooM. Good morning, Mr. Chairman and distinguished
members of the Subcommittee. I am Director of Federal Environ-
mental Affairs of American Electric Power. Headquartered in Co-
lumbus, Ohio, AEP is one of the Nation’s largest electricity genera-
tors and service more than 5 million retail consumers in 11 states
in the Midwest and south central regions of our Nation.

AEP was one of the earliest companies to publicly endorse actual
cap-and-trade legislation. We are committed to working with you to
pass federal legislation that is well-thought out, achievable, and
reasonable which includes requirements that are timed to coincide
with the development of advanced technology and which would
allow AEP to recover costs for deployment of advanced technology.

Any domestic greenhouse gas reduction program must be coupled
with effective international measures to ensure that rapidly devel-
oping nations such as China and India also promptly address this
problem. If such a provision is not included, we will not succeed at
curbing global loadings of greenhouse gases.

If fast-developing countries do not curtail their emissions, then
U.S. legislation will succeed only in pushing U.S. production and
jobs abroad, undercutting and possibly worsening the environ-
mental objective. That production shift is of concern to AEP be-
cause 38 percent of our generation serves industrial customers who
could be impacted. When factories move overseas, AEP loses indus-
trial customers and our residential customers who work in those
facilities lose jobs and their families are in peril.

Recognizing that trade is a key component in effective climate
change legislation, Mr. Edwin D. Hill, International President of
the International Brotherhood of Electrical Workers, and Michael
G. Morris, Chairman, CEO, and President of AEP, jointly proposed
in February 2007 a means to effectively leverage U.S. climate nego-
tiators to help to make sure that developing countries also limit
their greenhouse gas emissions.

We applaud your decision, Mr. Chairman, to include the IBEW—
AEP proposal in a climate bill you introduced in the last Congress.
We urge you and your colleagues to do so again this year. Simply
put the proposal serves as a backstop for U.S. climate negotiators
and compliments other provisions that Congress is contemplating
to ensure that U.S. climate legislation does not inadvertently un-
dercut U.S. competitiveness.

The IBEW-AEP proposal works in concert and is complementary
with granting free domestic allowances to industries impacted by
competitiveness, and we believe both approaches should be sup-
ported by the Committee, but only the IBEW-AEP proposal pro-
vides direct leverage to shape the behavior of the largest emitting
developing counties, and the IBEW-AEP proposal is the one back-
stop that will remain. No matter what the outcome of international
negotiations might be with regard to fast-developing countries and
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regardless of whether free allowances are phased out or auction
revenues are used for other big-ticket budget priorities, the IBEW—
AEP proposal will remain. For those reasons, industry needs both,
America needs both. The IBEW-AEP proposal creates the possi-
bility that the United States Government could require importers
of carbon-intensive goods to submit international reserve allow-
ances just as producers of U.S. goods must, unless the exporting
country acts to address emissions in a fashion that is comparable
to that of the United States.

If the IBEW-AEP proposal is successful, then the allowance re-
quirement would likely never need to be applied to imported goods.
Instead, fast-developing countries would agree to take effective ac-
tion to also reduce their emissions.

This proposal recognizes that some governments might not act or
might act ineffectively. The IBEW—-AEP proposal affords Congress
the assurance that at least the exports of carbon-intensive goods
from such countries would not escape the regulatory impact of the
overall federal program. That is only fair. The United States has
taken similar action on imports in the context of other conservation
and environmental programs. Those measures were reviewed by
GATT and WTO panels. The IBEW-AEP proposal respects the ju-
risprudence that has emerged to ensure that Congress could deploy
these measures in conformity with our international obligations.

Mr. Chairman, AEP believes that our proposal will be helpful to
you and your colleagues to ensure developing countries actually
join with America in meeting the climate challenge. Thank you
again for this important opportunity to testify. I look forward to
your questions.

[The prepared statement of Mr. McBroom follows:]
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Summary of Testimony of Martin McBroom, Director Federal Environmental Affairs,
American Electric Power before the House Subcommittee on Energy and Environment

American Electric Power (AEP) is one of our nation’s largest eleciricity producers. AEP utilizes a diverse
wenerating fleet - coal, nuclear, hydroelectric, gas, oil and wind — to serve over five million retail consumers in 11 states.
But of particular note, AEP is one of the largest coal-fired electricity generators in the U.8. We are committed to working
with you to pass federal legislation that is well thought-out, achievable, and reasonable. A well-designed federal
regulatory program will allow AEP and others to obtain recovery of costs for the commercialization and deployment of
advanced technology to reduce greenhouse gas emissions. We believe legislation can be crafted that does not impede
AEP's ability to provide reliable, reasonably priced electricity to support the economic well-being of our customers, and
includes mechanisms that foster international participation and avoid creating inequities and competitive distortions that
could otherwise harm the U.S. economy. AEP is one of the first companies to publicly endorse actual cap-and-trade
legislation, as introduced in Congress, to reduce greenhouse gas emissions across the U.S. economy.

AEP and the International Brotherhood of Electrical Workers (IBEW) urge Congress to include in federal climate
change legislation a provision to encourage rapidly developing countries to also curb their greenhouse gas emissions, and
to thereby ameliorate very real trade distortions arising from a failure to develop a climate initiative comparable to that of
the United States. During the last session of Congress, the IBEW-AEP proposal was included in several climate bills in
the Senate and the House, including Chairman Markey’s bill (HL.R. 6186, Title VII Subtitle G), for which we and our
partners are grateful. This proposal is also supported by the International Brotherhood of Boilermakers, Iron Ship
Builders, Blacksmiths, Forgers and Helpers; and the United Mineworkers of America. We believe any international
strategy must prevent the undue shifting of U.S. jobs to countries - such as China and India —~ which have yet to take
comprehensive steps to limit their greenhouse gas emissions. This is of concern to AEP because 38% of our electricity
generation serves industrial customers who could be directly impacted if this provision is not included. In addition, any
greenhouse gas reductions that our nation makes in isolation will be overwhelmed and rendered moot by huge and rapidly
increasing emissions coming from fast-growing, developing countries. Unless emissions from rapidly developing nations
are addressed, we would face the worst of both worlds, namely unchecked rampant growth in greenhouse gas emissions
£ those nations and the loss of American jobs and industries.

The IBEW-AEP proposal seeks to address the impacts discussed above by requiring that importers submit
international reserve allowances sufficient to cover the emissions attributable to greenhouse gas intensive goods they are
importing into the United States. Notably, this allowance requirement would only apply to imports from countries opting
to not take “comparable action” to limit their emissions, as compared to the effect of actions taken in the U.S. Failure to
submit such allowances would bar entry of covered goods into the U.S. This allowance requirement has been designed
for compatibility with World Trade Organization (WTO) rulings. International reserve allowances would be derived from
a pool that is entirely separate from the allowances provided under the domestic cap-and-trade program. This would
assure that the demand for, and use of, international reserve allowances cannot disrupt the availability, price or use of
domestic allowances. The allowance requirement has also been designed to maximize effectiveness in limiting
greenhouse pas emissions by focusing on imports with the greatest carbon footprint -- goods whose greenhouse gas
emissions can be quantified and tracked with reasonable accuracy and administrative ease.

The international allowance requirement would only apply as a measure of last resort. The U.S. would first make
good-faith efforts to persuade other countries to limit their greenhouse gas emissions. WTO jurisprudence under the GATT
exception for conservation measures suggests that if America negotiates with one affected party, as our nation almost
certainly will, then the U.8. must negotiate with all parties directly affected by the provision. These negotiations would
begin during the time required to promulgate domestic regulations, and conclude before the domestic cap takes hold.
International negotiations would not delay application of the international provision. Consistent with WTO jurisprudence,
America would inform any affected nations of a clear and knowable standard for application in the near future. Notably, the
U.S. is not required under WTO jurisprudence to delay application of the allowance requirement on fmports for a specific
length of time after the start of the domestic cap-and-trade program. The IBEW, AEP and those who share our view believe
that nations could be notified of the standard, and the international provision applied, at about the same time as the domestic

"™ takes effect. Finally, the proposal provides U.S. climate negotiators with essential leverage they will need to convince

Whijor emitting nations to participate, and to assure the American people of the fundamental fairness and symmetry of the
Herculean task we face. Global political pressure for action on climate change is growing. That momentum, and the need
for all major emitting nations to reduce their own domestic emissions -- when coupled with the leverage provided by the
IBEW-AEP proposal ~ strongly suggests that this proposal may never actually have to be implemented. However, it
provides the assurance of an essential backstop that America and its hardworking businesses and families must have,

1
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TESTIMONY OF
MARTIN McBROOM,
DIRECTOR, FEDERAL ENVIRONMENTAL AFFAIRS,
AMERICAN ELECTRIC POWER
BEFORE THE
U.S. HOUSE ENERGY AND COMMERCE
SUBCOMMITTEE ON ENERGY AND ENVIRONMENT
March 18, 2009

Good morning Mr. Chairman and distinguished members of the Subcommittee on Energy and

Environment of the House Committee on Energy and Commerce.

Thank you, Chairman Markey, for this opportunity to offer the views of American Electric
Power (AEP) on how the United States can effectively engage developing countries to help ensure
that they too limit their greenhouse gas emissions. Ensuring that these nations take actions that are
comparable to our own is essential to achieving a global solution to the most important environmental

and energy challenge facing the United States and indeed, the world.

My name is Martin McBroom. 1am the Director for Federal Environmental Affairs of
American Electric Power (AEP). Headquartered in Columbus, Ohio, AEP is one of the nation’s
largest electricity generators -- with over 36,000 megawatts of generating capacity -- and serves more
than five million retail consumers in 11 states in the Midwest and South Central regions of our
nation. AEP’s generating fleet draws upon a wide array of fuel sources — including coal, nuclear,
hydroelectric, natural gas, oil — and wind energy to meet our customers’ needs. Furthermore, coal
plays a prominent role in our fuel portfolio. AEP uses more coal than any other electricity generator
in the western hemisphere. AEP recognizes coal must continue to play an important role for
providing reliable and affordable electricity to our customers, and indeed, virtually all Americans and
an increasing share of the world’s population. In recognition of these realities, we are working to
perfect new advanced coal technologies that capture or otherwise reduce CO; emissions from our

generating fleet.
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Over the past decade, AEP has voluntarily implemented a broad portfolio of actions to reduce,
avoid or offset greenhouse gas emissions. In addition, we continue to invest in new clean coal
technology plants and R&D initiatives that will enable AEP, our industry and the world to meet the
challenge of significantly reducing greenhouse gas emissions over the long term. For example, AEP
is designing and is committed to building a highly-efficient new generating plant using the most
advanced technology in Arkansas (e.g., ultra-supercritical coal combustion) and has also launched

several projects to demonstrate our ability to capture and store CO; from coal-fired power plants.

AEP Support for Federal Climate Legislation

‘We are committed to working with you to pass federal legislation that is well thought-out,
achievable, and reasonable. A well-designed federal regulatory program will allow AEP to obtain
recovery of costs for the commercialization and deployment of advanced technology to reduce
greenhouse gas emissions. We believe legislation can be crafted that does not impede AEP's and
others’ obligation to provide reliable and reasonably priced electricity to further the economic well-
being of our customers. Furthermore, we believe that such legislation also must include mechanisms
that foster international participation and avoid creating inequities and competitive distortions that

would otherwise harm the U.S. economy.

AEP is proud to have been one of the earliest companies to publicly endorse actual cap-and-
trade legislation, as introduced in Congress, to reduce greenhouse gas emissions across the U.S.
economy. AEP supports reasonable legislation, and is not calling for an indefinite delay until
advanced technologies, such as carbon capture and storage (CCS) technologies, are developed.
However, as the requirements become more stringent and we move beyond the ability of current
technology to deliver those reductions, it is essential that requirements for those very substantial

reductions coincide with the commercialization of advanced technology.

Need for Global Solution

AEP, just like many others, is heartened by your strong interest in including in federal climate
change legislation a credible provision to encourage rapidly developing countries to also curb their
greenhouse gas emissions. This is an issue that has profound ramifications for our global

environment, and equally huge consequences for our national economy. These dynamics inspired
3
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Mr. Edwin D. Hill, International President of the International Brotherhood of Electrical Workers
(IBEW), and Michael G. Morris, Chairman, CEO and President of AEP, to collaboratively develop
what we believe to be an essential ingredient and an effective policy response to the international
ramifications arising from unilateral federal climate change legislation. Our joint legislative proposal
focuses on the regulation of imported goods to induce foreign governments to take effective action to
limit their countries’ greenhouse gas emissions. Notably, our proposal — the key details of which I
will discuss later — was included in all of the economy-wide cap-and-trade bills that were introduced
during the last session of Congress. It was included in the Lieberman-Warner, Boxer Substitute, and
Bingaman-Specter in the Senate. It also, Mr. Chairman, was not only included in your bill (H.R.
6186, section 101, which would create Title VII Subtitle G of the Clean Air Act), but also the
Doggett bill and Dingell-Boucher discussion draft in the House. Thank you for doing this.

There is strong support for the proposal among labor unions. In addition to the IBEW, the
proposal is supported by the International Brotherhood of Boilermakers, Iron Ship Builders,

Blacksmiths, Forgers and Helpers; and the United Mineworkers of America.

The need for a global solution to climate change should be apparent to all. While the United
States must clearly do its share, any greenhouse gas reductions that we make in isolation will be
overtaken — literally swallowed up — by the huge and rapidly increasing emissions coming from the

fast-growing, developing countries. Let me offer a few facts that demonstrate this point:

* The International Energy Agency (IEA) projects world-wide energy-related CO, emissions
will increase by 57 percent between 2005 and 2030, with developing countries driving more

than three-quarters of this CO; growth.

¢ China and India alone are expected to account for 56 percent of the worldwide increase in

CO; emissions during the 2005-2030 timeframe.

¢ China’s CO, emissions are growing faster than any other country. Recent reports suggest that

China is now the world’s number one emitter of CO; annually.‘

! CRS Report for Congress, China-U.S. Relations: Current Issues and Implications for U.S. Policy, at page 25 (December
21, 2007).
4
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e China’s coal use as a percentage of world consumption increased from about 20 percent in
1985 to over 29 percent in 2003. By 2025 it will likely be consuming almost 40% of the

world’s coal.

o Coal accounts for at least two-thirds of China’s current energy consumption, with demand
exceeding 2 billion tons of coal per a year. By way of comparison, this is nearly twice the

present demand for coal in the United States. :

+ China’s appetite for fossil fuels has resulted from the rapid growth of ils energy-intensive
industries. China Steel, for example, has increased its share of the global steel production
from 13 percent in 1996, to 35 percent in 2005. As a result, China is now by far the world’s
largest steel producer, making more steel than the next six producers (Japan, the United

States, Russia, Korea, Germany, and Ukraine) combined.

o Other energy-intensive industries in China also have experienced rapid growth in recent years.
As a result, China now makes about one-half of the global production of cement and flat
glass, and about one-third of worldwide aluminum production. In the case of aluminum, an
industry report indicates that China has built the equivalent total aluminum capacity of the

U.S. and Great Britain combined in only three years.

» Much of China’s rapid industrial growth is fueled by electricity generated by new coal-fired
power plants. In 2006 alone, for example, China brought into service 90,000 megawatts of
new coal-fired generating capacity — which amounts to two large coal-fired generating units
per week. Notably, this also is equivalent to about one-third of the total U.S. coal-fired

capacity in operation today.

e China’s greenhouse gas emissions are rapidly increasing with this strong growth in coal use,

combined with very robust economic growth. Emissions have increased by 80 percent since

% These figures are likely to be overly conservative estimates in light of a recent New York Times article that reports:
“Last year, China burned the energy equivalent of 2.7 billion tons of coal, three-quarters of what experts had said would
be the maximum required in 2020. To put it another way, China now seems likely to need as much energy in 2010 as it
thought it would need in 2020 under the most pessimistic assumptions.” New York Times, As China Roars, Pollution
Reaches Deadly Extremes (December 26, 2007).
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1990 and are projected to rise by another 65 percent by 2020.

The magnitude of these emissions trends only underscores the need for action by the United
States, in concert with China, India and the other fast-growing developing countries. A failure to
effectively ensure that these developing countries also do their part would mean that even if the
United States imposes a stringent emissions cap on our entire economy, this cap will accomplish very
little to reduce global greenhouse gases. We have come to recognize that regardless of the strength
and achievement of any domestic reduction program Congress may craft — unless coupled with
effective international measures to ensure rapidly developing nations also promptly address this
problem — no one will succeed at curbing global loadings of greenhouse gases. If Congress does not
also effectively address emissions from fast-growing developing nations, it would be inadvertently
encouraging the shift of economic activity from the United States to other countries precisely because
they would not be doing their part in reducing greenhouse emissions. Furthermore, unless a viable
mechanism is established to ensure that our friends in fast-growing developing nations join us, there
can be no assurance of a net global reduction in greenhouse gas emissions. Such reductions are
widely recognized to be necessary to adequately address the risks of climate change. Thus, we have
come to sec that such a provision is essential to America’s and the world’s success in tackling global

warming.

Linkage of Trade and Climate

Viewed in this context, it is apparent that trade is an important key to developing effective
federal climate change policy. The United States cannot develop an effective domestic greenhouse
gas reduction program unless we also create a parallel federal policy to address the potential impact
that uncapped greenhouse gas emissions in fast-growing developing countries would have on U.S.
trade and competitiveness in a world economy. This clear linkage between climate and trade requires
that we combine our domestic reduction program with an effective, defensible, international strategy.
That international strategy must ensure that fast-growing developing countries take concrete steps to
limit their overall greenhouse gas emissions, and thus, prevent the undue shifting of U.S. jobs to
those same countries. If the production of currently-produced, carbon-intensive products shifts from
the U.S. to countries utilizing less-efficient power production technology, this greatly exacerbates the

effect upon the environment.
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That production shift is of concern to AEP because 38% of our electricity generation serves
industrial customers who would be potentially impacted if this provision is not included in final
enacted legislation. When factories close and move overseas, AEP loses industrial customers, and
our residential customers, who work in those facilities, lose their jobs and their families are hard hit

as a result.

Put in its simplest terms, U.S. climate legislation must be linked with a world-wide effort to
reduce greenhouse gas emissions, and thus keep America’s jobs and economy on an equal footing
with other major-emitting nations. To do less would result in the worst of both worlds, namely the
failure to avert major adverse impacts from global climate change and the loss of American jobs and

manufacturing industries to uncapped nations.

The IBEW and AEP have proposed a credible approach for addressing these concerns arising
from a stringent domestic reduction program. In developing this, we have strived to establish
regulatory mechanisms that would not jeopardize U.S. competitiveness and American jobs, relative to
developing nations. In addition, we have worked hard to craft those mechanisms in a manner that
complies with the Agreement Establishing the World Trade Organization (WTO). Specifically, we
respectfully recommend that you require that allowances accompany energy-intensive imported
goods from rapidly developing countries if they do not promptly take comparable action to limit their

own greenhouse gas emissions.

Core Elements of IBEW-AEP Proposal

The IBEW-AEP proposal seeks to equalize the adverse impacts discussed above by requiring
that importers submit international reserve allowances to cover emissions attributable to certain
greenhouse gas intensive goods they are importing. Failure to tender such allowances would bar
entry of such covered goods into the United States. We have designed this allowance requirement for
WTO consistency. We also have designed the allowance requirement to maximize its effectiveness
in limiting greenhouse gas emissions and not affecting U.S. competitiveness by focusing on imports

with the greatest carbon footprint.

First, the allowance requirement is narrowly focused on greenhouse gas-intensive goods, such

as iron, steel, aluminum, cement, glass, paper and other such products whose greenhouse gas
7
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emission can be quantified and tracked with reasonable accuracy and administrative ease. In the
event that this range of goods is not sufficient to impact the behavior of a particular nation, our
proposal provides authority to expand the range of goods as may be necessary and administratively

feasible.

Second, the allowance requirement only applies to imports from those countries that have not
taken “comparable action” to limit their greenhouse gas emissions, as compared to the emissions
reductions achieved in the United States. Comparable action may include cap-and-trade programs or
other measures that foreign countries may implement to achieve greenhouse gas reductions and
which are recognized to be comparable in effect to the levels achieved here. As discussed below, our
proposal establishes specific criteria for evaluating actions undertaken in each country and in
determining, on a case-by-case basis, whether the country has taken comparable action. In addition,
our proposal focuses only on those countries that contribute significantly to global emissions and
would not burden the poorest developing countries with low emissions or low standards of living.
This corresponds to a long standing principle that has guided U.S. international climate negotiations
through a bipartisan succession of administrations. Namely, we suggest that least developed
countries that suffer from widespread poverty and low levels of emissions should not be required to
take such actions. This also comports with WTO rules explicitly recognizing the least developed
countries as a unique category. The allowance requirement therefore does not apply to imports from
least developed nations and those countries whose greenhouse gas emissions are below a de minimis

percentage of total global emissions.

We believe that determinations, such as which nations are not taking comparable action and,
if not, how the allowance requirement is calculated for each sector in those nations, are best left to an
independent U.S. government agency. For these reasons, our proposal recommends establishment of
an independent commission that is charged specifically to carry out these and other essential

functions under the program.

And third, the allowance reguirement would only apply as a measure of last resort. This
ensures consistency with WTO rulings. Notably, our proposal contemplates that the United States
would first make good faith efforts to persuade other countries to limit their greenhouse gas
emissions. Only if these efforts fail with a particular foreign country would the commission be

authorized to apply the allowance requirement to covered goods imported from that non-participating
8
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country. WTO jurisprudence under the GATT exception for conservation measures suggests that if
we negotiate with one affected party, as we almost certainly would, then we must negotiate with all
parties directly affected by the provision. These negotiations can begin once the legislation is
enacted, and continue during the intervening time period that is necessary to write domestic
regulations, and conclude before the emissions cap is placed on U.S. industry. The negotiations
therefore would not cause any delay regarding the application of the international provision, which is

recommended to occur two years after the beginning of the domestic cap.

The IBEW, AEP and our allies hope that the allowance requirement — if adopted — would
never actually be applied to U.S.-bound exports from fast-growing developing countries. Our
proposal provides U.S. climate negotiators with considerable leverage that they can draw upon to
encourage comparable action by developing countries. In fact, the use of the IBEW-AEP proposal as
an effective means to prompt international action has already been demonstrated by the previous
administration while in Bali, Indonesia. This suggests that as a measure of last resort — requiring

allowances for imports — may never actually have to be applied to any country.

Another key aspect of our proposal is the timeframe for implementation. In addition to
providing sufficient time for international negotiations, as just described, our proposal requires the
United States to take several other steps before imposing allowance requirement on imports. Most
importantly, the U.S. must determine that a country is not taking “comparable action” to limit its
greenhouse gas emissions.” This determination would require an independent cornmission to
quantify the annual emissions reductions that the U.S. has actually achieved under its domestic
program, and assess whether that country has achieved a percentage change in its greenhouse gas
emissions that is the same as or better than the percentage change achieved domestically. Countries
that meet the test are automatically recognized to have taken comparable action and would therefore
be excluded from the international allowance program. For nations not yet excluded, the commission
is authorized to exclude those countries that are taking comparable action based on the extent to
which a nation has deployed state of the art technology in major sectors of its economy and
implemented regulatory programs or measures for limiting greenhouse gas emissions. In assessing

whether, and to the extent that, other countries are taking comparable action, the commission cannot

3 As already noted, a comparability determination need not be performed for certain countries that are otherwise excluded
from the allowance requirement. These excluded countries include least developed nations and those countries whose
greenhouse gas emissions are below a specified de minimis percentage of tota} global emissions.

9
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focus on the precise form of the country’s measures to limit its greenhouse gas emissions, but rather,

upon the reductions actually achieved by those measures.

The allowance requirement for imports from those countries that fail to take comparable
action would be applied two years after the start of the U.S. program. Immediately upon enactment,
the President would notify all foreign countries of the caps and the negotiating objective to secure
commitments from major emitters to take comparable action. These countries would then be on
notice that should they fail to take comparable action, their exports to the U.S. would eventually have
to be accompanied by offsetting international reserve allowances. At the end of the first year of the
U.S. domestic program, the United States would measure the results of our cap-and-trade program
and other measures implemented in the U.S., and show that we have done what we claimed we would
do. During the second year, once the results are known, the independent comsmission would
determine which countries had taken comparable actions based on comparability criteria described
above. At the start of the third year, the U.S. would begin to impose the allowance requirement on
imports from those countries that fail to take comparable action to limit their greenhouse gas

emissions.

Following this sequence, even under a tight timetable, would ensure WTO compliance. The
key point, based on WTO jurisprudence, is that the commission must inform the affected nations of a

clear and knowable standard that would then be applied in the near future.

This proposal cannot be dismissed as “protectionist.” In this example, the allowance
requirement on imports would not actually be applied to any country outside of the United States
until about five or six years after the enactment of domestic cap-and-trade legislation. The Congress
appears unlikely to pass such legislation until late 2009 or sometime in 2010 at the earliest,
suggesting that the international provision would not be applied until 2015 or 2016. The date of
implementation of the IBEW-AEP provision upon the exports to the United States from a foreign
nation depends on the date of enactment of U.S. climate legislation, and how long it takes to
promulgate regulations for the entire domestic program. Such an extended timeframe rebuts
erroneous suggestions that the intent of a U.S. international allowance requirement would be to
protect U.S. industry, particularly given that protectionist trade measures generally take effect almost

immediately.

10
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There have been suggestions that this implementation timetable should be moved further out,
and that more years should be allowed, in light of the likely grant of allowances to competitive
industry. This proposal should be considered with great care, in light of the evolution of the

proposal, and concern for American workers.

The IBEW-AEP provision, as originally introduced in a number of bills (including Chairman
Markey’s bill, H.R. 6186), contemplated that the international allowance requirement would be
applied in 2020 against nations that fail to take comparable action. If you assume that a climate bill
is enacted in 2009 or 2010, and it takes at least three years to write regulations, this meant that there
would be a six- or seven-year gap between the actual application of a cap in the U.S. as compared
with the application of the allowance requirement against the good imported from a non-participating
foreign nation. There has been a strong concern actoss industry and unions alike that this would
compel jobs and factories to leave the U.S. during the interval from when a cap starts, until the
international allowance requirement and comparability standard would become active. This concern
was expressed before the idea of giving substantial amounts of free allowances to industries impacted

by competition was under active consideration.

To address this concern, the start date of the border allowance requirement was moved up in
the Doggett bill and Dingell discussion draft, and the Boxer Manager’s Amendment in the Senate, so
that it applies two or three years after the application of the domestic cap. As explained above, this
shorter time frame is both WTO compliant as well as administratively feasible. This change was
made in those bills that included a very generous grant of allowances to U.S. industries. The
rationale was that those industries should not be adversely impacted by a brief delay when they are
receiving allowances, and that a two- or three-year delay is more practical in terms of administrative

application.

Whether even more time should be allowed -- more than two years - is in the capable hands
of this Committee to determine. Some of the industries who sharply argued that a six- or seven-year
gap is unacceptable are represented here today, so you may wish to pose the question to them. Do
those industries believe that their concerns regarding competitiveness during that period will be
addressed by allowances, so that more time can be allowed before the IBEW-AEP provision were to
be implemented? Those same industries sharply criticized the delay of six or seven years, so our

counsel to the Committee is to determine, in advance and before free allowances would be disbursed
11



55

to those industries or before changing the date of the application of the IBEW-AEP allowance
requirement, whether the industries believe that their competitiveness is secured by free allowances.
If they believe they are not, it both suggests that free allowances alone are not sufficient, and that the
IBEW-AEP provision is absolutely vital to ensure that developing countries act effectively to reduce

their own greenhouse gas emissions, and thereby address the underlying competitiveness concerns.

Even if industry responds in the affirmative, since industry receives the financial benefit of
the allowances, the Committee should consult with trade unions and carefully evaluate the
consequences of doing so. As noted in the discussion below on free allowances, we recommend that
the Committee not set the implementation date at 2020 in the next legislative vehicle unless sufficient
safeguards have been included to absolutely guarantee that the allowances are used to keep jobs in
the United States. Nor should it be accepted at face value that the date needs to be set as late as 2020.
Rather, the focus should be on the development of a well-coordinated package that includes the
IBEW-AEP proposal to generate leverage in international negotiations and that uses free allowances
to safeguard American workers and guarantees that jobs stay here at home. That is a key question
before you set the start date of the import allowance requirement, and recreate the date gap that was

the policy rationale for moving up the start date in other legislation.

Relationship to the Domestic Program

Another important aspect of our proposal is that it would work in conjunction with, and would
not detract from, the domestic cap-and-trade program it mirrors. Importers would comply with the
allowance requirement by purchasing “international reserve allowances” from the U.S. government.
The international reserve allowances would be drawn from a pool that is entirely separate from the
allowances provided under the domestic cap-and-trade program. This would assure that the demand
for, and use of, interational reserve allowances for imports under the international program cannot
distort the availability, price or use of allowances within the domestic program. Similarly, this
separate allowance allocation cannot breach the U.S. emissions cap or otherwise undermine the
environmental goals of the domestic program. Importantly, international reserve allowances would
never be used to comply with the domestic cap-and-trade program. Rather, importers could only use

them for meeting their allowance-holding requirements that apply to imported covered goods, in the
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event that an exporting country’s government elects to not do its part to reduce greenhouse gas

emissions.

To ensure WTO compliance, we recommend a parallel emission trading mechanism for
importers which emulates the one established for the domestic program. International reserve
allowances, for example, may be traded or banked for future use. Importers would also have
alternative compliance options that would be identical to those provided to regulated entities under
the domestic program. This flexibility would allow importers to achieve compliance by obtaining ~
in licu of international reserve allowances — either foreign allowances that are issued pursuant to
another country’s cap-and-trade program or emissions offsets from domestic or international projects
that meet certain minimum criteria. Finally, the price of the international reserve allowances would
be pegged at the U.S. price for domestic allowances. This approach is recommended to further assure

close correlation between the cost of compliance under the international and domestic programs.

Finally, the IBEW-AEP provision is expressly designed to complement and work in
conjunction with an allocation of allowances or auction revenues to industries that are impacted by
competitive pressures, should Congress decide to grant such an allocation. The complementary
nature of the two is confirmed by the direct leverage that our proposal can have on large developing
countries to take comparable action, and would be an indispensable tool that would assist our
negotiators. By contrast, the primary benefit of granting free allowances goes to U.S. manufacturers.
Specifically, the free allowances help to minimize the adverse international competitive impacts and
thereby prevent U.S. production (and the associated greenhouse gas emissions) from moving offshore
to uncapped countries. However, when combined, the two provisions safeguard U.S. manufacturers
in a WTO-consistent fashion and provide leverage for prompting comparable action by all of the

rapidly developing nations.

The IBEW-AEP provision is also complementary because it would accomplish critically
important policy objectives that we believe cannot be addressed by granting free allowances to U.S.
manufacturers alone. First and foremost, the IBEW-AEP provision is an indispensable tool for use
by our negotiators to convince fast-growing developing countries to take comparable action, and
would assist U.S. negotiators to achieve a truly global solution, while making sure it is not
accomplished at the expense of American workers. By contrast, the granting of free allowances to

U.S. companies would simply have no impact on the behavior of any large emitting nation — none at
13
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all. We believe that America needs a credible, WTO-compliant backstop, and that is why we
respectfully recommend that you include the IBEW-AEP provision, as Chairman Markey did last
year in HR. 6186.

Second, allowances are a valuable resource and, as a result, Congress may decide to phase out
any free allocation over time. Further, as reflected in the Obama Administration Budget proposal,
there will be strong political pressure to auction the allowances. The resulting auction revenues may
well be used to fund “big ticket” federal initiatives such as tax cuts or health care so that there would
be little left to assist industries impacted by competition. Manufacturers will need the help of both
free allowances and the impact abroad of the IBEW-AEP provision — and for that reason Congress
should use both given the ephemeral nature of free allowances or auction revenues. The IBEW-AEP
provision, and its impact on regulation of greenhouse gas emissions abroad, would provide an
essential backstop, shounld free allowances be phased out under an auction, or if auction revenues are

consumed by other budgetary priorities.

Third, the IBEW-AEP provision helps equalize the playing ficld by requiring comparable
action from large emitting developing countries. Persuading that country to regulate its greenhouse
gas emissions is primarily aimed at the achievement of the overall goal of U.S. climate change
legislation. In addition, American workers will benefit. By contrast, it will be difficult to design an
iron-clad system that can guarantee that the cash benefits of allowances will in fact be used to place
American jobs on an even footing. The Committee should ensure that the companies are not
receiving even more allowances than they actually need for this purpose, and that it is carefully
targeted by sector and even individual factory, since not all sectors or factories are equally impacted.
(An output-based approach solves part of this problem, since cash rebates or free allowances are
based on current output of manufacturing plants. However, an output-based approach may still not
solve all problems, since such rebates might still not have a strong, absolute and documented

relationship to trade competition, and this problem is only magnified at the sector level.)

This is a complex undertaking, and if not carefully designed, could fail to stop manufacturers
from moving their operations overseas. The IBEW-AEP provision, by contrast, indisputably helps
achieve U.S. objectives under all future implementation scenarios. It does so by treating greenhouse-
gas intensive goods from rapidly-developing nations in a fashion comparable to our own goods. This

is a fundamentally fair premise, and no more or less than you are asking of the American people
14
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themselves. As noted above, we support both approaches, because when combined, the two
provisions safeguard U.S. manufacturers in a WTO-consistent fashion and provide leverage for

prompting comparable action by all of the rapidly developing nations.

Fourth, the international negotiations for the next post-Kyoto treaty are a huge and complex
undertaking that operates by consensus. These negotiations will ultimately only be successful if all
of the world’s nations sign and ratify the resulting treaty. If the U.S. is unable to negotiate an
international agreement that requires all countries — including the developing world’s large emitters —
to achieve comparable greenhouse gas reductions, then the IBEW-AEP provision would become a
critically important backstop to protect the environment and to ensure American workers are not

disadvantaged.

On the other hand, if the next treaty does include such commitments, then large emitting
nations will meet the standard of comparability within the IBEW-AEP provision. Some argue that
developing countries would prefer that this form of leverage not be available to U.S. negotiators, and
they worry that allusions to protests by developing country officials about the IBEW-AEP provision
are a problem. We disagree. The Comumittee should consider complaints by large developing
country emitters about the IBEW-AEP proposal to be strong evidence that the proposal will serve the
Congress precisely as it is intended - as an effective tool with which to induce those countries to take

action to control their greenhouse gas emissions.

In summary, the IBEW-AEP approach is designed to also work with a grant of free
allowances to U.S. industry impacted by trade competition, should the Congress decide to grant such
an allocation. A well designed allocation of allowances, with tough safeguards, should ensure that
the monetary benefits of those allowances are used to keep jobs at home and directly help American
workers. The IBEW-AEP provision and a grant of allowances, working together, would have a
strongly positive effect upon American workers. But this symbiotic approach is critical, and this dual
approach is essential. Granting allowances or auction revenues alone would not be sufficient to
safeguard U.S. workers and manufacturers impacted by trade competition from the largest emitting

nations in the developing world.
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WTO Compliance

As noted throughout this testimony, we have sought to design a program that complies with

WTO law. We have carefully crafted a parallel allowance system for imports that is intended to:

e Avoid discrimination between countries where the same conditions prevail; and

e Maintain rough comparability in the burden on imported and domestic allowances.

Although the particulars of WTO law are beyond the scope of this testimony, we believe that
the United States would be in a strong position to defend our program if it were subject to a WTO
challenge by another country. Furthermore, the proposal provides the independent commission and
the EPA Administrator with authority to adjust the international program to ensure consistency with
WTO obligations.

Detailed supporting material for AEP’s view on WTO compliance is attached as an appendix
to this testimony. Generally speaking, the attached legal analysis explains the grounds for WTO
compliance based on the fact that the allowance requirement for imports is consistent with each of ths

following WTO criteria:

» The allowance requirement is directly linked to the environmental objective of
addressing global climate change by reducing otherwise unfettered greenhouse gas
emissions attributable to imports from other countries, in a fashion closely similar to

what the U.S. will itself implement.

s If you accept our recommendation, it would establish a flexible measure for imports
that is adaptable to and respectful of the circumstances of each exporting country, and
therefore devoid of arbitrary or unjustifiable discrimination. Each exporting country
would have our much-preferred choice of implementing credible greenhouse gas
emission reduction program as an alternative to compelling importers into acquiring
and presenting allowance certificates, and our trading partners would be given a

predictable standard in advance with which to achieve compliance.
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The design, architecture, and structure of such an international allowances requirement would
demonstrate that the system has no purpose other than to cause the reduction of greenhouse gas

emissions and does not operate as a trade barrier or as a protectionist measure.

Concluding Remarks

AEP strongly supports your efforts to enact into law federal climate change legislation. This
legislation should establish reasonably achievable targets and timetables for reducing greenhouse gas
emissions on an economy-wide basis. An essential element of the legislation is an international
provision that also requires fast-growing, developing countries to take comparable actions to those of
the United States. This would provide an essential backstop to ensure that our domestic initiatives to
address the environmental risks of climate change are not negated by rampant growth of greenhouse

gas emissions elsewhere in the world.

Inclusion of such an international provision is essential to ensure the passage of mandatory
federal climate change legislation. The Senate famously signaled its objections to unilateral U.S.
action to cap domestic emissions with its unanimous passage of the Byrd-Hagel resolution. That
resolution stated that no treaty mandating greenhouse gas reduction commitments for developed
countries should be ratified unless it also “mandates new commitments to limit or reduce greenhouse
gas emissions for Developing Country Parties within the same compliance period.” Given that the
Congress is now considering concrete actions to limit U.S. greenhouse gas emissions prior to the
ratification of such a treaty, it is paramount that the federal legislation contain an effective provision
for encouraging fast-growing developing countries to also comparably curb their greenhouse gas
emissions. We believe that the most effective way to achieve this objective and to address the
underlying policy concerns raised in the Byrd-Hagel resolution is by imposing an allowance
requirement on imports from non-participating nations, which incorporates the essential thrust of the

IBEW-AEP proposal, and respects WTO jurisprudence.

M. Chairman, AEP hopes that these suggestions will be helpful to you and your Committee
colleagues in developing a solution for engaging developing countries to actually join with America

in meeting the climate challenge. Thank you again for this important opportunity to testify.
17
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Summary of WTO Analysis
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Summary of WTO Consistency of the IBEW ~— AEP Proposal

The IBEW-AEP proposal (“proposal”) is legal under WTO because it applies to imports of carbon-
intensive products the same types of environmental measures as the United States would apply
within the United States under a cap-and-frade program. Indeed, the proposal explicitly requires
that the requirements on imports be adjusted to ensure consistency with international
agreements (e.g., section 101 of Chairman Markey’s bill (110" Congress, H.R. 61886), which would
create section 766(b)(2) of the Clean Air Act).

The proposal hits the mark set by WTO case law under either the GATT national treatment
obligation or the GATT exception for measures relating to the conservation of exhaustible natural
resources.

The ultimate goal of the proposal is that the proposed import measures never take effect -
that the leverage offered to U.S. negotiators equipped with the credible threat of WTO-compliant
measures will induce large emitters to take effective action promptly on their own and through
international negotiations to limit GHG emissions.

To serve that goal, the proposal meets all applicable WTO requirements of the exception for
environmental measures, including:

(1) securing a close "ends-means" relationship with the overall environmental objectives of
the cap-and-trade program;

(2) implementing measures in conjunction with limitations on US production, in an "even-
handed” fashion so that foreign goods are not treated worse than domestic goods;

(3) adjusting import requirements to take into account different conditions among countries;

(4) allowing time for good faith negotiating efforts with all affected countries; and

(5) aliowing time to measure U.S. emissions reductions before imposing trade measures.

Each of these elements is discussed below:
(1) The proposal provides a real solution to the conservation objective of reducing
greenhouse gas (“GHG”) emissions.

= GATT Article XX(g) provides a general exception to the GATT’s substantive
obligations only for those government measures that are “primarily aimed at” the
conservation of exhaustible natural resources.

» In US - Shrimp, the WTO Appellate Body recognized that a government measure
was primarily aimed at the conservation of an exhaustible natural resource
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because “a close and genuine relationship of ends and means” existed between
the measure and the conservation objective.

Under the current proposal, importers could meet the requirements by providing
allowances from recognized cap-and-trade programs outside the United States, or
by securing international reserve altowances from the U.S. Government.

In contrast, a carbon tax on imports wouid have no direct relationship to the
reduction of emissions abroad.

The proposal, which would place restrictions on the importation of certain
foreign products, is implemented in parallel with restrictions on domestic
production.

GATT Article XX(g) applies “if such measures are made effective in conjunction
with restrictions on domestic production or consumption” - language that the
WTO Appellate Body has interpreted as requiring “even-handedness.”

In other words, as explained by the Appellate Body in US ~ Gasoline, restrictions
on imported products must be “promulgated or brought into effect together with
restrictions on domestic production or consumption of natural resources.”

However, the Appellate Body also made clear in US — Gasoline that GATT Avrticle XX(g)
does not require “identical treatment of domestic and imported products.”

The proposal is structured so as to take into consideration the different conditions
that may exist in affected exporting countries.

According to the Appellate Body in US — Shrimp, the chapeau of GATT Article XX
requires that a government measure “be designed in such a manner that there is
sufficient flexibility to take into account the specific conditions prevailing in any exporting
Member.”

In contrast, a single carbon-intensity standard for all products in a particular
sector could not meet this requirement.

In US — Shrimp, the Appellate Body found unacceptable government measures that
“require other [WTO] Members to adopt essentially the same comprehensive regulatory
program, to achieve a certain policy goal, as that in force within that Member’s territory,
without taking into consideration different conditions which may occur in the territories of
those other Members.”

Moreover, the Appellate Body has found a government measure that “condition[s] market
access on the adoption of a programme comparable in effectiveness” (versus the same
program) satisfies the chapeau’s requirements because the measure permits sufficient
flexibility in its application.
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The proposal provides sufficient time for the U.S. Government to engage in serious
negotiations with all affected countries to curb GHG emissions before the
international allowance requirement would enter into effect.

The Appellate Body rejected the government measure at issue in US — Shrimp in part
because of ‘[the failure of the United States to engage the appellees, as well as other
Members exporting shrimp to the United States, in serious, across-the-board negotiations
with the objective of concluding bilateral or multilateral agreements for the protection and
conservation of sea turtles, before enforcing the import prohibition against the shrimp
exports of those other Members.”

Moreover, in US — Shrimp, the Appellate Body found a violation of the anti-abuse
provisions in the chapeau because “the United States negotiated seriously with some, but
not with other Members” that were similarly situated.

To be clear, the Appellate Body has not interpreted GATT Article XX to require that WTO
Member government negotiate with other governments before it imposes an
environmental measure is imposed. Rather, the chapeau of GATT Article XX requires
non-discrimination, so that if a WTO Member government chooses to negotiate with
some countries, it must negotiate with all countries that would be affected by a measure.

o The United States is already negotiating climate issues with other nations, and the
United States will discuss the application of the international allowance provision with
some of the nations that are affected by it. To meet the GATT Article XX criteria,
therefore, the United States will be obligated to negotiate with all of the countries to
which the provision will be applied (but not those exempted from the measure),
because the United States will be negotiating with some of them.

The United States is not required to conclude negotiations — only to make serious, good-
faith efforts with all (approximately thirty) affected countries. The negotiations could
commence immediately upon passage of the legislation and enactment into law. Thus
the requirement to negotiate does not affect the date on which the allowance requirement
would be imposed on imports from affected countries.

The proposal imposes the international allowance requirement on imports at about the
same time as the application of the cap-and-trade requirements to domestic
production, and importers will be provided in advance the standard of comparability of
action.

In US — Tuna /, the GATT 1947 Panel noted (in an unadopted report) that because the
United States had “linked the maximum incidental dolphin-taking rate which Mexico had
to meet during a particular period in order to be able to export tuna to the United States to
the taking rate actually recorded for United States fisherman during the same pericd,” the
“Mexican authorities could not know whether, at a given point of time, their conservation
policies conformed to the United States conservation standards.” The Panel concluded
that “a limitation on trade based on such unpredictable conditions could not be regarded
as being primarily aimed at the conservation of dolphins.”
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As proposed, the allowance requirement would be applied on imports after the U.S.
Government measured emissions reduction in the United States and provided that
standard of “comparability” to producers in and importers from affected countries. Under
WTO jurisprudence, the United States must apply the measure to affected countries in an
“even-handed” manner as compared to the manner in which it is applied to U.S.
production or consumption. If the United States requires concrete verification and
measurable results in exporting countries, it will be difficult for the United States to justify
not doing so with respect to the results achieved domestically under the cap.

On the other hand, if the United States were to apply the allowance requirement on
imports without any measurement or verified results of GHG emissions reductions inside
the United States, then “even-handedness” would appear to require the United States to
treat affected foreign countries in a similar fashion — without any measurement or
verification of GHG emissions abroad.
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WTO Background Analysis



67

SIDLEY AUSTIN ue BEMING LOS ANGELES
SIDLEY AUSTIN LLP 1501 K STREET, N.W. BRUSSELS NEW YORK
WASHINGTON, D.C. 20005 CHICAGO SAN FRANCISCO
S I D L E Y (202) 736 8000 DALLAS SHANGHA!
{202) 736 8711 FAX FRANKFURT SINGAPORE
GENEVA SYDNEY
HONG KONG TOKYQ
LONDON WASHINGTON, 0.C.
Andrew W. Shoyer
ashoyer@sidiey.com
(202) 736-8326 FOUNDED 1866

MARCH 18, 2009

WTO Background Analysis of
International Provisions of U.S. Climate Change Legislation

The United States Congress is contemplating legislation that would impose a
mandatory cap-and-trade program for U.S. greenhouse gas (GHG) emissions. This
legisiation must also provide leverage to ensure that emissions in other countries,
particularly rapidly developing countries such as China or India, do not undermine these
efforts to protect the environment. To provide effective leverage, the U.S. legisiation must
be compliant with the Agreement Establishing the World Trade Organization (WTO). To
that end, the International Brotherhood of Electrical Workers (IBEW) and American Electric
Power (AEP) have proposed that the United States impose an allowance requirement on
imports of carbon-intensive goods from countnes that fail to take action on GHG emissions
comparable to that of the United States.’ The proposal was reflected in section 101 of
Chairman Markey’s bilf (1 10" Congress, H.R. 6188), which would amend the Clean Air Act
and create Title VII Subtitle G ("Global Effort to Reduce Greenhouse Gas Emissions”). The
proposal was also reflected in Title Xiil Subtitle A of S. 3036, the Manager’s Substitute
Amendment to the Lieberman-Warner bill, which was considered but not voted upon by the
United States Senate in June 2008.2 Counsel for AEP has prepared the following legal
analysis on the WTO-consistency of such a requirement.

I Summary

Where governments take action to address environmental protection, WTO law
favors doing so through consensual and multilateral procedures, rather than unilateral trade
measures. However:

o if the United States made good faith efforts to negotiate with all affected nations on
a non-discriminatory basis but was unable to reach agreement on procedures to
reduce greenhouse gas emissions, then

« the United States could require imports of goods to be accompanied (electronically)
by emissions allowances,

't A summary of the IBEW-, AEP proposal is attached.
2 Senate Amendment 4825, 110® Congress, reprinted at Cong. Rec. §5049, $5091-85095 (June 4, 2008) (hereinafter
“Manager’s Amendment”).
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« in the context of a broader requirement that domestic producers have emission
allowances.

Analyzing the WTO-consistency of an allowance requirement on imports is a two-
step process: (1) is the requirement, as a measure, consistent with the relevant obligations
of the WTO, and if not; (2) is it covered by a WTO exception?

One could argue that an allowance requirement on imports should be considered as
part of the overall U.S. cap-and-trade program. As such, it would be consistent with the
WTO national treatment obligation set forth in GATT Article lil:4, because it would be
administered to accord imported goods treatment no less favorable than the treatment
accorded “like” domestic goods. If the allowance requirement on imports were not
considered as part of domestic regulation, then it would be governed by the obligations set
forth in GATT Article X! or Il regarding border measures. Exempting goods from least
developed countries, and countries with less than a de minimis amount of GHG emissions,
from the allowance requirement would likely violate GATT Article 1.1, requiring non-
discriminatory (“most-favored-nation”) treatment among foreign trading partners. Even if the
measure were not consistent with applicable WTO obligations, however, the allowance
requirement would be covered by the WTO exception set forth in GATT Article XX(g) for
measures relating to the conservation of exhaustible natural resources or the exception set
forth in GATT Article XX(b) for measures relating o the protection of human, animal or plant
life or health. The allowance requirement, under which allowances submitted with imports
would be retired from further use, just as allowances assigned to domestic production would
be, is closely related to the conservation objective of the overall climate change program. it
is also an important part of a comprehensive regulatory scheme that is apt to cause
substantial benefits to health and life.

The relevant WTO provisions are included in an Appendix attached to this
memorandum, and the following chart illustrates the results of the WTO analysis:

WTO ANALYSIS ALLOWANCE REQUIREMENT ON IMPORTS

1. Is measure consistent with WTO
obligations?

(a) issue Either it is considered as part of internal regulation . . .
- Applicable provisions GATT Article 1}
- Qutcome WTO consistent if judged in the context of overall domestic

regulation, affords national treatment, i.e., treatment to imported
goods no less favorable than that accorded to “like” domestic

goods,
(b} Issue ... oritis judged as a border measure.
- Applicable provision GATT Articles It and XI
- Qutcome Not WTO-consistent if the measure imposes charges in excess

of scheduled duties or border restrictions.

{c) Issue Does it discriminate among goods from different countries?

- Applicable provision GATT Article |

2
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- Qutcome Not WTO consistent if the measure exempts least developing
countries or countries with de minimis emissions
2. If the measures is not WTO
consistent, then is it covered by a
WTO exception . ..
(a) Issue Either measure relates to the conservation of exhaustible
natural resources . . .
- Applicable provision GATT Article XX(g)
- Quicome Yes, itis closely related to the objective of conservation
{b) Issue ... or measure is necessary to the protection of human, animal
or plant life or health . . .

- Applicable provision GATT Article XX{b}

- Qutcome Yes, even though in the short term it may be difficult to isolate
the contribution of a single measure to reducing climate change,
itis part of a comprehensive regulatory scheme thatis apt to
induce sustainable change.

3. ... and the “chapeau” to Article Is the measure applied in a manner that does not arbitrarily or
xXX? unjustifiably discriminate between countries where the same
conditions prevail, or is not a disguised restriction on trade?

- Applicable provision Article XX chapeau

- Qutcome Yes, focusing on top emitting countries, and only those that had
not addressed GHG emissions, would be justified because of
clear link to GHG emission reduction goals; the measure is
flexible and not “capricious™ or “random” and the rationale for
discrimination relates to the policy objective.

4. Result? YES, MEASURE IS PERMISSIBLE UNDER WTO RULES
I Description of Measure

The domestic context for GHG-related trade measures would be a cap-and-trade
program under which the U.S. Government would determine a quantitative cap for GHG
emissions, and establish quantitative emission allowances, the sum of which would equal
the U.S. GHG emissions cap. This system would be modeled on the EPA’s existing U.S.
cap-and-trade program in its Acid Rain Program,’ with some differences. The government
would issue electronic allowance certificates (each with a unique serial number for tracking
and safeguards against counterfeiting) to show the amount of GHG emissions allowed. The
certificates could then be transferred or sold in an allowances market. A firm emitting
more GHGs than its existing allowances would permit would need to procure additional
allowances or would be penalized for exceeding its allowances. All firms generating GHGs
would have to continually monitor and report their emissions.

* Described at http://pubweb.epa.gov/air/clearskies/captrade.html, last visited January 25, 2008.
3
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A domestic cap-and-trade program, implemented without measures to address GHG
emissions from outside the United States, would be ineffectual in addressing the full range
of GHG emissions affecting the environment. An allowance requirement imposed on
imports would help to secure the environmental benefits of the overall program.

Under the IBEW-AEP proposal, the U.S. Government would negotiate with GHG
emitting countries to secure internationally agreed disciplines on GHG emissions. Before
and after U.S. implementing regulations were promuigated, the U.S. Government would
begin to measure on an annual basis the reduction of GHG emissions in sectors under the
U.S. cap and use those data to determine whether and to what extent key sectors in other
countries had taken comparable action. The determination would be based, therefore, on
the impact on GHG emissions rather than the precise form of the regulatory program used
to achieve those effects. The U.S. Government would focus its determination on those
countries that contribute most to global GHG emissions — least developed countries and
countries with less than a de minimis volume of GHG emissions would be excluded.

If the U.S. Government determined that a country did not take comparable action,
then an importer of certain goods from that country would be required to provide allowances
to the U.S. Government corresponding to the GHGs emitted when the imported goods were
produced in the country of origin. The U.S. Government would use an adjustment factor in
setting the number of allowances required for imported goods. This adjustment factor would
reflect the portion of allowances that domestic producers receive at no cost in relation to the
allowances that domestic producers procure by auction. The adjustment factor would also
reflect the conditions prevailing in different countries.

Which imported goods would be subject to the requirement? The scope of imported
goods subject to the allowances requirement could be set to match as nearly as possible
the scope of the domestic requirement. Thus, if the requirement were to apply only to the
production of carbon-intensive goods, or only to “upstream” rather than “downstream”
products, then the scope of imports covered by the requirement could be set accordingly.
This contributes to ensuring non-discriminatory treatment of imports. It should be noted,
however, that the purpose of a domestic cap-and-trade program is to introduce a price of
carbon into the entire economy, regardless of which entities were subject to domestic
allowance requirements. Accordingly, the scope of the imported goods subject to the
allowances might be set more broadly.

What would be the source of these certificates? Under one approach, importers
would secure allowances from the normal supply of allowances made available for U.S.
entities to satisfy their obligations under the U.S. cap-and-trade system. Thus, importers
couid obtain U.S. emissions allowances from the producer/exporter or brokers operating
generally in the marketplace. Aiternatively, the U.S. Government could establish a separate
(uniimited) supply of allowances that would only be used by importers. Finally, the U.S.
Gavernment could permit importers to satisfy their obligations using allowances (and
credits) generated under the cap-and-trade systems of other countries. The
Bingaman-Specter and Lieberman-Warner bills introduced in the 110" Congress combined
the last two approaches.
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HI. Is the Measure Compliant with U.S. International Obligations?

In order to effectively persuade major newly industrializing economies to participate
in GHG reduction, U.S. legislation must be permissible under WTO rules* Two key
principles of WTO law are germane to assessing the WTO legality of measures that could
be used as part of a cap-and-trade program:

« each WTO Member government must obey its market access commitments on
import tariffs, and cannot otherwise block imports (GATT Articles 1, X});

« it also may not use its domestic taxes, or any domestic regulations, so as to
discriminate in favor of domestic goods compared to like imported products, or in
favor of imported goods from one foreign country rather than another (GATT Articles
i, ).

In accordance with these principles, the legal status of a measure under the GATT
may be different depending on whether it is a border measure or whether it is an internal
measure enforced at the border. GATT Article 11:1(b) prohibits new import charges, and
Article XI:1 prohibits bans or quantitative restrictions on imports. A measure that comes
under either GATT article would likely be WTO-inconsistent. However, under GATT Article
111, a WTO Member is entitled to regulate all products that are sold in its market provided
that internal regulation does not afford protection to domestic over imported goods.

Thus, notwithstanding the prohibitions embedded in Articles XI:1 and l1:1(b), a
restrictive internal regulation (such as a residue limitation or product ban) or a prohibitive
internal excise tax can be enforced on imports at the border, and be judged under GATT
Article I, rather than Articles XI or II. In other words, the border-enforced internal measure,
would be completely GATT-consistent as long as it is non-discriminatory. The Note to
Article 1l shows how the GATT draws the line between border measures and border-
enforced internal measures. The Note identifies two issues that must be considered: does
the tax, charge or regulatory requirement apply both to an imported product and to the like
domestic product, and is it collected or enforced “at the time or point of importation™? The
statgd policy purpose of a measure is not relevant, nor is its categorization by domestic
law.

The following analysis examines whether the allowance requirement on imports is
consistent with the WTO market access commitments and non-discrimination obligations for
trade in goods. GATT law considers the regulation of imported goods either as a border
measure, or as part of an overall program of internal regulation, but not both. There are
good arguments that the allowance requirement is best understood as part of internal
regulation, but it is a very close question. We review both sets of arguments below.

* We focus here only on WTO rules, as the WTO Agreement is the only agreement that binds both the United States and
major countries of concern to Congress. Other U.S. treaties would also apply to climate change legislation, but the basic
?rinciples would not differ.
EC — Regulation on Imports of Parts and Components, GATT BISD 355/37 (1990), paras. 5.6-5.7.
5
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A Consistency with WTO Market Access Commitments

To simplify this analysis, we consider an allowance requirement as it applies to a
hypothetical ton of steel produced and exported from Country X and a “like” ton of steel (i.e.,
same physical characteristics and uses) produced in the United States. Of course, actual
trading patterns may be more complex, involving multi-stage processing across borders,
and some imported products are not produced in the United States.

As stated above, Articles I1:1(b) and Xi:1 are the GATT provisions that are relevant in
assessing whether an allowance requirement on imports is a border measure, and as such,
whether it is consistent with the WTO market access commitments of the United States.
First, GATT Article I1:1(b) prohibits the imposition of any new extra charges or surcharges
on products that are subject to tariff concessions—and close to 100 percent of U.S. imports
are now under such concessions. If the allowance requirement program mandated that only
importers—as opposed to importers and domestic producers—buy allowance certificates or
pay an extra charge, it would constitute a new border charge, and as such, it would violate
GATT Atticle I:1{b). Second, GATT Article XI:1 prohibits any border measure restricting
imports other than duties, taxes or other charges. By requiring that importers present
allowance certificates as a condition for importation, the allowance requirement program
could cause a decrease in the volume of imports. As a result, the program would constitute
a border measure that imposes a quantitative limitation on imports in violation of GATT
Article XI:1.

If the allowance requirement on imports is a border measure under either GATT
Article Il or Article X1, it will not be consistent with the WTO market access commitments of
the United States. To have a chance of surviving WTO scrutiny at this first level of analysis,
the allowance requirement must be justifiable as an internal measure that falls in line with
the WTO non-discrimination obligations of the United States.

B. Consistency with WTO Non-Discrimination Obligations

GATT Article !l is the most important provision, for the purposes of this analysis,
embodying the non-discrimination principle of the WTO.

In contrast to the interpretation described above, the United States could argue that
the allowances requirement should be considered an internal regulation subject to the
national treatment obligation set forth in GATT Article 11i:4. To ensure compliance with
Article 111:4, the United States could adjust the scope of imported goods covered by the
allowances requirement, and the number of allowances required to be submitted for
particular imported goods. A WTO dispute settlement panel might point out, however, that
the allowances program is a regulation on U.S. producers, whereas, the allowances
requirement on imports is a regulation on imported products. On that basis, the Note to
Article Il might rule out classifying the allowances requirement on imports as an interal
regulation subject to Article fIl.5 But the United States could respond that the scope of

6 The distinction between a regulation of U.S. producers and a regulation of imported products is based on the product-
process doctrine. Under the doctrine, the line is not drawn between regulations of products on the one hand and
regulations of producers and production processes on the other. Rather, it is drawn between regulations of products and
regulations of producers and production processes that affect characteristics of the product on the one band, and
regulations of producers and production processes that do net affect characteristics of a product on the other. See Robert
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Article il has been interpreted more flexibly than a hard-and-fast, line-drawing exercise
would permit. For example, a measure, such as this one, regulating whether and how
products, including domestic products, can be sold constitutes an internal regulation for
purposes of Article 11l

As an internal regulation, the allowance requirement on imports would be subject to
GATT Articte Ili:4, under which the United States must accord to imported products
“treatment no less favourable than that accorded to like products of national origin in respect
of all laws, regulations and requirements affecting their internal sale, offering for sale,
purchase, transportation, distribution or use.” A note to Article Ili provides that "[a]ny
internal tax or other internal charge, or any law, regulation or requirement . . . which applies
to an imported product and to the like domestic product and is collected or enforced in the
case of the imported product at the time or point of importation, is nevertheless to be
regarded as an internal tax or other internal charge, or a law, regulation or requirement . . .
and is accordingly subject to the provisions of Article 1.7 When an internal tax (such as
VAT or an excise tax) is collected on imports at the border, that is called a border tax
adjustment.

These provisions mean that if the U.S. imposes a regulation (such as the EPA’s rules
on gasoline composition under the Clean Air Act), the regulation must treat imported
products no less favorably than like U.S. products. The internal U.S. measure can be
enforced on imports at the border, but it must not discriminate against imports. In
determining whether a measure discriminates against imports, WTO panels look to its effect
on the conditions of competition between the domestic product and imported like products.®

Finally, there are two more non-discrimination requirements in the GATT that would
be relevant. The most-favored nation (MFN) clause in GATT Article 11 prohibits
discrimination between foreign sources of supply. The MFN clause applies to border
charges of any kind, to internal taxes or regulations, and to border enforcement of internal
taxes or regulations. Under Article :1, whenever a WTO Member grants an advantage,
favor, privilege or immunity to a product from any country, it must accord that advantage,
favor, privitege or immunity to the like product of any WTO Member. in addition, GATT
Article Xill requires non-discriminatory application of any quantitative restrictions on imports.

If all imported steel from any foreign country were equally subject to the allowances
program and received equal treatment, then the measure would be consistent with Article
I:1. If an imported ton of steel from Country X were subject to the allowances measure but a
“like” ton of steel from Country Y were not (for example because Country Y has a different
set of arrangements with the U.S. to meet the objectives of GHG emission reduction), then it
would raise questions under GATT Article 1. However, the United States could argue that,
under GATT Article 1:1, it is entitled to impose conditions on the importation of products,
provided that those conditions apply in the same way to imported products from all

Hudec, The Product-Process Doctrine in GATT/WTO Jurisprudence in M. Bronckers and R. Quick, eds.,, NEW
DIRECTIONS IN INTERNATIONAL ECONOMIC LAW, 187, 191-92.

7 GATT, Note Ad Article IIl. The “4d Notes” to the GATT have coequal status with the main GATT text.

8 The focus on “conditions of competition” is a consistent theme in cases applying GATT Article Ill since 1957; as one
example, see Korea ~ Measures Affecting Imports of Fresh, Chilled and Frozen Beef (“Korea — Beef"), WI/DS161/AB/R,
WT/DS169/AB/R, 11 December 2000, at para. 135, finding that treatment no less favorable under Article Il
“means...according conditions of competition no less favourable to the imported product than to the like domestic
product.”
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sources.® The United States could exclude from the allowance requirement of imports from
WTO Members whose GHG emissions are below a de minimis threshold, which would
capture most of the WTO Members that are considered by the United Nations to be least-
developed countries.’® With respect to the largest GHG emitting countries, the United
States might point out that the climate change-related objective is the same, but the
treatment of Country X and Country Y steel differs because the objective is being met in
different ways. The Appellate Body might consider this argument under GATT Atticle 111,
just as it has in cases applying GATT Article 111:4."" However, this would be a novel
argument in relation to Article I:1, and textual differences between Articles | and Il would
need to be taken into account in applying this argument to Article 1.

IV.  Applicability of WTO Exceptions

This portion of the analysis focuses on whether any of the general WTO exceptions
for trade in goods would permit the United States to maintain the allowance requirement on
imports.

Even if a government measure would ordinarily conflict with the market access and
non-discrimination provisions of the GATT, the violation may be excused by one of the ten
special policy-based exceptions provided in GATT Article XX. These exceptions apply
when a measure is taken for particular purposes or under particular circumstances listed in
Article XX. To prevent abuse, these exceptions are all subject to two safeguards provided
in a general opening clause (“chapeau’) to Article XX. The WTO Appellate Body has
developed a standard *two-tiered” method for applying Article XX: first, examine whether a
measure falls within one of these policy-based exceptions; second, determine whether it
complies with the anti-abuse safeguards in the c:hapeau,12 The following analysis
concentrates on paragraph (g) of Article XX, which has been used in similar situations.
Paragraph (b) of Article XX, covering measures “necessary to protect human, animal or
plant life or health,” could also apply to the measures described above. The “necessary”
condition under paragraph (b) has been interpreted strictly in WTO jurisprudence although
the Appellate Body has recently suggested that it should provide additional flexibilities when
the measure is part of a comprehensive regulatory scheme or where there is a long-lead

time between implementation and the expected result.”

9 Panel Report, Canada — Certain Measures Affecting the Automotive Industry, WT/DS139/R, WI/DS142/R, adopted 19
June 2000, modified by Appellate Body Report, WT/DS139/AB/R, ‘WT/DS142/AB/R, DSR 2000:VII, 3043, paras.
10.23-10.24.
1 Described at hitp:/www.unctad.org/T emplates/Page.asp?intltemiD=3618&lang=1, last visited January 25, 2008.
1 Bor instance, in one case, the WTO Appellate Body found that the detrimental effect of a measure on imports may be
“explained” ~ and thereby justified under Article III - *by factors or circumnstances unrelated to the foreign origin of the
product.” Appellate Body Report, Dominican Republic — Measures Affecting the Importation and Internal Sale of
Cigarettes, WT/DS302/AB/R, adopted 19 May 2005, at para. 96. To recall, the Appellate Body here was expanding on a
Jine of reasoning it started in Chile - Alcohol and Korea — Beef in which it found that “[a] formal difference in treatment
between imported and like domestic products is...neither necessary, nor sufficient, to show a violation of Article III:4.
[Rather, the question is] whether a measure modifies the conditions of competition...to the detriment of imported
products,” at para. 137.
12 Appellate Body Report, United States — Import Prohibition of Certain Shrimp and Shrimp Products (“U.S. — Shrimp
(4B)"), WI/DS58/AB/R, 12 October 1998, paras. 118-119 (citing US—Gasoline case).
13 In Appellate Body Report, Brazil — Measures Affecting Imports of Retreaded Tyres (“Brazil — Tyres™),
WT/DS332/AB/R, December 3, 2007 (not yet adopted), at paras. 150-1, 172.
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A Does an Exception in GATT Article XX Apply?
1. Article XX(g)

Article XX(g) provides an exception for “measures . . . relating to the conservation of
exhaustible natural resources if such measures are made effective in conjunction with
restrictions on domestic production or consumption.” The United States has already
successfully argued in WTO dispute settlement that U.S. import restrictions on shrimp,
which are tied to domestic restrictions on shrimp harvesting designed to protect sea turtles,
are justified under Article XX(g). Article XX(g) would be the logical focus for justifying any
trade measures on climate change that are otherwise inconsistent with GATT's market
access or non-discrimination rules. Under the analysis used in the US-Shrimp case, the
United States would need to demonstrate that:

« the resources to be protected, e.g., clean air or dry land, are "exhaustible,”

o the measures at issue are measures “relating to” the conservation of the resource,
and

+ these measures are “made effective in conjunction with restrictions on domestic
production or consumption.”

First, in current circumstances, we believe that a WTO dispute settlement panel
would agree that clean air and dry land are “exhaustible natural resources” in the sense of
Article XX(g). The panel in U.S. — Gasoline explicitly found that clean air is a resource that
is natural and capable of depletion, even if it is renewable.’* Later, in U.S. — Shrimp, the
Appellate Body stated “[w]e do not believe that ‘exhaustible’ natural resources and
‘renewable’ natural resources are mutually exclusive.”™ It also found that paragraph (g)
must be “read ... in the light of contemporary concerns of the community of nations about
the protection ...of the environment."'® At present, no concern about the protection of the
environment is more important and uniting than the need to reduce GHG emissions, and the
fact that the Convention on Climate Change was ratified by all but four UN Members States
bears witness to that."”

Next, to be a measure “relating to” conservation, the allowance requirement must be
crafted to bear a relationship with its stated goals, and must be designed to achieve those
goals. indeed, the A;s)peuate Body has interpreted the phrase “relating to” to mean
“primarily aimed at’,™ or evidencing a means and ends relationship.'® In U.S. - Gasoline,
the Appellate Body found that the measure at issue permitted “scrutiny and monitoring” of
compliance with its environmental objectives. It therefore concluded that the measure,
although inconsistent with national treatment, was truly designed to achieve clean air
conservation and thus fell within the exception.®® Likewise, in U.S. — Shrimp, the Appellate

" panel Report, US — Gasoline, at para. 6.37.

15 US — Shrimp (AB), at para. 128.

16 Id., para. 129.

' See Status of Ratification, available at

hitp:/funfece. int/files/essential_background/convention/status_of ratification/application/pdf/unfece_ratification 22.11.06
pdf, last visited April 23, 2007. '
% Appellate Body Report, US- Gasoline, WT/DS2/AB/R, 29 April 1996, p. 16, 18-19.

' US - Shrimp (AB), at para. 141.

2 1S — Gasoline (4B), p. 19.
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Body focused on the “design and structure” of the measure at issue and was satisfied to find
that the measure was narrow enough in scope that it did not constitute a “simple, blanket
prohibition” against importation. Consequently, the measure bore a “close and real
relationship” with its stated objectives.”'

In contrast, in US — Tuna 1, the GATT 1947 Panel noted (in an unadopted report)
that because the United States had “linked the maximum incidental dolphin-taking rate
which Mexico had to meet during a particular period in order to be able to export tuna to the
United States to the taking rate actually recorded for United States fisherman during the
same period,” the *"Mexican authorities could not know whether, at a given point of time,
their conservation policies conformed to the United States conservation standards.””® The
Panel concluded that “a fimitation on trade based on such unpredictable conditions could
not be regarded as being primarily aimed at the conservation of dolphins."z"’

Finally, to show that the allowance requirement program is “made effective in
conjunction with restrictions on domestic production or consumption,” the U.S. would have
to show that if and where a requirement for allowances burdens imports, these allowances
also burden domestic goods.?® This test requires only “even-handedness,”?® not “equality of
treatment.”? If a measure did not accord less favorable treatment to imports than it did
domestic goods, it would not offend Article Jil, and therefore, would not need to be justified
under an exception. On the other hand, a measure that solely burdens imports is not likely
to be considered as even-handed, and would not find shelter under paragraph @)% The
import component of the allowances program is not intended to impose on foreign
producers all or a disproportionate amount of the program's costs—it is intended to achieve
appropriate burden-sharing in the shared fight against global warming, ideally through
measures negotiated and adopted by governments. And even-handedness, because of the
balance it strikes, sets a standard that the United States can meet in crafting climate change
legislation.

An emissions allowances requirement falls within the policy-based exception for
conservation in Article XX(g). As discussed above, the United States should encounter no
difficulty arguing that clean air or dry land or other environmental resources put at risk by
climate change are exhaustible natural resources threatened with depletion by GHG
emissions. As for the second element under Article XX(g), “relating to,” the Appellate Body
has interpreted it in the U.S. — Gasoline and U.S. — Shrimp cases in a way that leads us fo
conclude that the United States could satisfy the standard it sets—since the allowances
requirement is designed to effectively limit emissions by requiring presentation of allowance
certificates.

2 S — Shrimp (AB), at para.141.
22 panel Report, United States — Restrictions on Imports of Tuna (Tuna 1), DS21/R, GATT BISD 398/155 (circulated 3
September 1991; not adopted).
2 Tuna I, at para.5.28.
# g
 For example, i U.S. ~ Shrimp, the United States required shrimp trawlers to use turtle exclader devices (TED) to
exclude turtles from their nets when fishing in waters that are likely to be turtle habitat. Exporting countries had to
demonstrate their use of TEDs in order to be certified to export to the United States. Domestically, the United States
required that shrimp trawlers use TEDs and imposed civil and criminal penalties (later changed to civil penalties and
monetary sanctions) on offenders. See U.S. — Shrimp (4B), at para. 144.
2178, — Gasoline (AB), p. 20-21; US-Shrimp (AB), at paras. 144-45.
¥ U.S. - Gasoline (4B), p. 21.
3 11.8. — Gasoline (AB), p. 21.
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Lastly, the United States could meet the requirement of even-handedness by
applying the allowances requirement to domestic industry and enforcing the domestic
program to compel producer reporting and compliance with the emissions caps. No WTO
panel will accept a U.S. GHG reduction program that shifts all or a disproportionate part of
the burden of GHG reduction to foreign producers, by restricting imports while giving a
break to domestic producers. Even-handedness also rules out free rides—the United
States must exempt from the allowances requirement all those countries that have adopted
meaningful and satisfactory (i.e., comparable) emission reductions. On the other hand, the
United States could exempt from coverage countries whose GHG emissions are below
some de minimis level, as imposition of the allowance requirement to goods of such
countries would not contribute to the non-trade policy objective of the program.

2. Atticle XX(b)

Article XX(b) offers an additional defense. It provides an exception for measures that
are “necessary to protect human, animal or plant life or health.” The United States would
need to demonstrate:

« that the policy in respect of the measures for which the provision was invoked fell
within the range of policies designed to protect human, animal or plant life or health;
and

o that the inconsistent measures for which the exception was being invoked were
necessary to fulfill the policy objective.®

First, we believe that a WTO dispute settiement panel would agree that a measure
designed to curb climate vulnerability and its resulting effect on the spread and increased
susceptibility of populations to disease and death would be a measure to protect human,
animal and plant life or health within the meaning of Article XX(b). The World Health
Organization has made a number of explicit findings linking climate change to significant
public health problems that support this conclusion.*® The Panel in U.S. - Gasoline found
that Clean Air Act gasoline standards were designed to protect health and life.® Similarly,
in Brazil — Tyres the Appeliate Body found that Article XX(b) is satisfied by a measure to ban
the importation of used tires because the accumulation of used tires contributed to the
spread of disease and toxic tire fires. 2

Second, in order to demonstrate that a trade-restrictive measure is "necessary” a
country must show “"that the measure is apt to make a material contribution to the
achievement of its c>bjective,"33 To this end, the Appellate Body has recognized that “certain
complex public health or environmental problems may be tackled only with a comprehensive
policy comprising a multiplicity of interacting measu res.”* As an example of the type of
objective that may require a longer time frame to demonstrate a contribution, the Appellate
Body noted that “for instance, measures adopted in order to attenuate global warming and

2 panel Report, US — Gasoline, at para. 6.20.
* See, e.g., Bulletin of the World Health Organization, Global Climate Change: Implications for International Public
Health Policy (March 2007), available at: http://www.who.int/bulletin/volumes/85/3/06-039303/en/index.html, last
visited January 25, 2008.
3! Panel Report, US — Gasoline, at para. 6.21.
32 Appellate Body Report, Brazil - Tyres, at para. 136.
3 Appellate Body Report, Brazil - Tyres, at para. 150.
3 Appellate Body Report, Brazil — Tyres, at para. 151.
11
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climate change, or certain preventive actions to reduce the incidence of diseases that may
manifest themselves only after a certain period of time—can only be evaluated with the
benefit of time.”

Additionally, where the measure at issue is part of a comprehensive policy , the
Appellate Body has noted that *[s]ubstituting one element of this comprehensive policy for
another would weaken the policy by reducing the synergies between its components, as
well as its total effect.”®

An emissions allowance requirement for imports meets these criteria because it is
part of a comprehensive policy that has synergies between its components and because it
is apt to materially contribute to the reduction of carbon emissions, even if proof of that fact
requires the benefit of time to demonstrate.

B. Does the Measure Satisfy the GATT’s Safeguards Against Abuse?

As discussed above, all of the GATT’s policy-based exceptions are subject to two
safeguards provided in a general opening clause ("chapeau”) to Article XX. This clause
provides that measures that fall within the policy-based exceptions in Article XX may not be
applied in a manner which would constitute arbitrary or unjustifiable discrimination
between countries where the same conditions prevail, or a disguised restriction on
international trade. The issue here is not the substance of a measure, but how it is
applied. AWTO panel or the Appellate Body may agree entirely that a measure is a
legitimate use of Article XX, but at the same time find that the way this legitimate measure is
applied constitutes arbitrary or unjustified discrimination or disguised protectionism.

“Arbitrary or unjustifiable discrimination” in this context is discrimination not between
products, but between countries where the same conditions prevail. The discrimination in
question can be discrimination between the United States and one or more foreign
countries, or it can be discrimination between different foreign countries. Different treatment
of countries is permissible and even appropriate where these countries have objectively
different conditions.®® In practice, this proviso has been interpreted to bar an importing
country from using an economic embargo to require its trading partners to adopt “essentially
the same comprehensive regulatory program, to achieve a certain policy goal, as that in
force within the Member’s own territory, without taking into account different conditions
which may occur in the territories of those other Members.”™ By requiring that the decision
on “comparable action” take into account the extent to which a country has deployed state-
of-the-art technologies, and implemented other conservation techniques or actions, the
IBEW-AEP proposal would meet this requirement under the chapeau.

The ban on arbitrary discrimination has also been interpreted to require that
advantages offered to one trading partner must be equally available to other similarly

35 Appellate Body Report, Brazil — Tyres, at para. 172.
3 For example, in Brazil ~ Tyres, Brazil initially applied an import ban on tires from all origins, but then provided an
exemption for tires from MERCOSUR countries. The panel found that the exemption constituted discrimination, but that
the discrimination “{did] not seem to be motivated by capricious or unpredictable reasons.” It found rather that the
discrimination was due “to a ruling within the MERCOSUR framework [with] binding legal effects for Brazil.” Panel
Report, Brazil  Tyres, at para. 7.272. More importantly, the panel found that notwithstanding the ban, retreaded tires
from non-MERCOSUR countries were still entering Brazil along with tires from MERCOSUR countries. The panel thus
concluded that the discrimination resulting from the ban was arbitrary or unjustifiable under Article XX. Panel Report,
Brazil - Tyres, at para. 7.306.
31 U.S. — Shrimp (AB), at para. 163-164; see also para. 177.
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situated trading partners. For instance, in the US—Shrimp case, the United States adopted
a cooperative approach and negotiated an agreement on sea turtle protection with
Caribbean nations, but did not pursue any negotiations with other WTO Members, including
nations of the Western Pacific. The Appellate Body found that to avoid arbitrary or
unjustifiable discrimination, the United States had to provide all exporting countries similar
opportunities to negotiate an international agreement, by engaging in “serious, across-the
board negotiations with the objective of concluding bilateral or multilateral agreements” on
sea-turtle protection,38 Nevertheless, although the United States had to make good faith
efforts to reach agreements that are comparable from one forum of negotiation to another,
its failure to reach comparable agreements did not constitute arbitrary or unjustifiable
discrimination.*®

Additionally, the discrimination must be evaluated based on its rationale rather than
its effect.”® That is, discrimination must have a rational connection to the objective of the
measure, as described in one of the separate paragraphs of Article XX.*'

The transparency and predictability of a measure are also relevant. Inthe U.S. -
Shrimp case, the Appellate Body found the “informal” and “casual” nature of the certification
process deprived it of basic faimess and due process, tarnished its transparency and
predictability, and therefore, rendered it discriminatory in an arbitrary and unjustifiable
manner.*

The requirement that the measure not constitute a “disguised restriction on
international trade” has been defined as including restrictions that are actually discriminatory
but are taken under guise of a legitimate Article XX exception: in effect, a form of stealth
protectionism.*

As proposed by IBEW-AEP, U.S. climate change legislation would treat imports of
products of countries that have not taken comparable action on GHG emissions less
favorably than imports from a country that have done so. This difference in treatment would
be justified under Article XX(g) of the GATT, for the reasons (and under the circumstances)
described above. But in that case, the ban on arbitrary discrimination in the opening clause
(chapeau) of Article XX would require that, if the United States were to negotiate with some
countries before imposing the measure, it undertake “serious, across-the board negotiations
with the objective of concluding bilateral or multilateral agreements” on GHG reduction, with
all concerned parties. The United States would not have to reach agreements with these
other countries, but it would have to make a non-discriminatory, good faith effort with each
one. Second, the United States would have to take its trading partners’ differences in
circumstances into account in devising and implementing its measures. Finally, the U.S.
measures would have to be implemented with due process and fairness. The IBEW-AEP
proposal for U.S. climate change legislation meets these standards.

3 U.8. — Shrimp (AB), para. 166.

¥ U.8. - Shrimp (4B}, para. 166; Appellate Body Report, United States — Import Prohibition of Certain Shrimp and
Shrimp Products: Recourse to Article 21.5 of the DSU by Malaysia (“US — Shrimp (21.5 4B), WT/DS58/AB/RW, 22
October 2001, at paras. 122-134.

* Appellate Body Report, Brazil — Tyres, at para. 229.

! Appellate Body Report, Brazil - Tyres, at para. 227.

2 ].S. — Shrimp (AB), at paras. 180-81.

B U.S. — Gasoline (AB), p. 25.
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As we have discussed, the United States would appear to be in a strong position to
defend a requirement that importers of goods from a country must present emission
allowance certificates to cover the GHG emissions represented by the goods. First, such a
measure is clearly linked to the purpose of GHG emissions reduction. Second, this would
be a flexible measure adaptable to the circumstances of each exporting country, and
therefore devoid of arbitrary or unjustifiable discrimination. Each exporting country would
have a choice to implement any GHG emission reduction program as an alternative to
forcing importers into presenting allowance certificates, and trading partners would be given
a predictable standard in advance with which to achieve compliance. Third, the design,
architecture, and structure of such an allowances requirement would demonstrate that the
system has no purpose other than to cause the reduction of GHG emissions.
Consequently, the chapeau of Article XX would pose no obstacle to deployment of a U.S.
allowances program to combat climate change.

Attachment
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APPENDIX OF RELEVANT WTO PROVISIONS
1. GATT Article I: General Most-Favored-Nation Treatment

1. With respect to customs duties and charges of any kind imposed on or in connection
with importation or exportation...any advantage, favour, privilege or immunity granted by
any [Member] to any product originating in or destined for any other country shall be
accorded immediately and unconditionally to the like product originating in or destined for
the territories of all other [Members].

2. GATT Article lI: Schedules of Concessions

1. (a) Each [Member] shall accord to the commerce of the other [Member] treatment no
less favorable than that provided for in the appropriate Part of the appropriate Schedule.

(b) The products described in Part | of the Schedule...shall, on their importation into
the territory to which the Schedule relates...be exempt from ordinary customs duties in
excess of those set forth and provided therein. Such products shall also be exempt from all
other duties or charges of any kind imposed on or in connection with the importation in
excess of those imposed thereafter by legislation in force in the importing territory on that
date.

3. GATT Article lll: National Treatment on Internal Taxation and Regulation

1. - The [Members] recognize that internal taxes and other internal charges, and laws,
regulations and requirements affecting the internal sale, offering for sale, purchase,
transportation, distribution or use of products, . . . should not be applied to imported or
domestic products so as to afford protection to domestic production.

2. The products of the territory of any [Member] imported into the territory of any other
[Member] shall not be subject, directly or indirectly, to internal taxes or other internal
charges of any kind in excess of those applied, directly or indirectly, to like domestic
products. . ..

4. The products of the territory of any [Member] imported into the territory of any other
[Member] shall be accorded treatment no less favourable than that accorded to like
products of national origin in respect of all laws, regulations and requirements affecting their
internal sale, offering for sale, purchase, transportation, distribution oruse. . . .

4. GATT Note Ad Article Il

Any internal tax or other internal charge, or any law, regulation or requirement of the
kind referred to in paragraph 1 which applies to an imported product and to the like
domestic product and is collected or enforced in the case of the imported product at the time
or point of importation, is nevertheless to be regarded as an internal tax of other internal
charge, or a law, regulation or requirement of the kind referred to in paragraph 1, and is
accordingly subject to the provisions of Article 1l
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5. GATT Article XI: General Elimination of Quantitative Restrictions

1. No prohibitions or restrictions other than duties, taxes or other charges, whether
made effective through quotas, import or export licences or other measures, shall be
instituted or maintained by any [Member] on the importation of any product of the territory of
any other [Member] or on the exportation or sale for export of any product destined for the
territory of any other [Member].

6. GATT Article Xill: Non-Discriminatory Administration of Quantitative
Restrictions

1. No prohibition or restriction shall be applied by any [Member] on the importation of
any product of the territory of any other [Member] or on the exportation of any product
destined for the territory of any other {[Member], unless the importation of the like product of
all third countries or the exportation of the like product to all third countries is similarly
prohibited or restricted.

7. GATT Article XX: General Exceptions

Subiject to the requirement that such measures are not applied in a manner which
would constitute a means of arbitrary or unjustifiable discrimination between countries
where the same conditions prevail, or a disguised restriction on international trade, nothing
in this Agreement shall be construed to prevent the adoption or enforcement by any
[Member] of measures:

* ok x

(b) necessary to protect human, animal or plant life or health;
(g) relating to the conservation of exhaustible natural resources if such measures are

made effective in conjunction with restrictions on domestic production or
consumption.
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The IBEW — AEP International Proposal —
How it Operates within Climate Change Legislation

1. What are the objectives?

» The goal is o establish an environmental framework in the context of U.S. mandatory
greenhouse gas {(GHG) emissions reductions, using the leverage of the U.S.
marketplace.

» The framework seeks to —

o strengthen the hand of negotiators seeking to reach a global solution to the
global climate change problem,

o induce large emitting countries to take action and achieve meaningful results,
and by doing so_also:

o prevent the shifting of U.S. jobs to countries that would have lower
manufacturing costs merely because they refuse do their part to limit
greenhouse gas (GHG) emissions.

2. Which countries are covered?

> The allowance requirement only applies to foreign countries that are —
o large-emitters of GHG emissions, and
o not taking “comparable action” to address their emissions.
» Foreign countries are excluded if they —
o have taken “comparabie action” to limit their GHG emission;
o are among the poorest developing countries, or
o have de minimis levels of GHG emissions.

3. How is “comparability” determined?”

» First, action is deemed “comparable” if

o percentage change in GHG emissions in the foreign country is equal fo or
higher than

o percentage change in the U.S. in the relevant period.

> If the foreign country fails the first test, then new US Commission still may deem
action “comparable” taking into account the extent of —

o Deployment and use of state-of-the-art technologies, and
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o Implementation of regulatory programs.

When does the allowance requirement apply?

> To fully comply with WTO, the U.S. first must make good faith efforts to negotiate
with foreign countries affected by the program to limit their GHG emissions.

o WTO requires that, if U.S. negotiates with some countries, must negotiate with
all countries affected by program.

> The allowance requirement is a measure of last resort that applies after the
promulgation of regulations and the state of the U.S. cap-and-trade program.

How does the allowance requirement work?

> U.S. importers must hold allowances (see below) to cover emissions from imported
goods.

» Failure to submit allowances bars entry of imported goods into the U.S.
» The allowance requirement —
o applies after the start of the U.S. cap-and-trade program, and

o strives to mirror allowance requirement that the U.S. program imposes on
producers of domestic goods, and

o the comparability and allowance determination, as with other key decisions, is
made by an independent and bipartisan commission.

How do importers comply?

» Importers may comply with the allowance requirement by —

o obtaining emission allowances issued pursuant to other foreign GHG
regulatory programs

o obtaining certified emissions credits issued pursuant to the U.S. program or
other foreign GHG regulatory programs

o purchasing “international reserve allowances” from a separate pool that is
reserved only for this purpose (see below)

7. What are the key features of international reserve allowances?

¥ The allocation of international reserve allowances will not reduce the number of
allowances allocated for domestic compliance.

> The international reserve allowances —

o cannot be used for domestic compliance, and
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o can only be used for meeting the allowance requirement applicable to
imported covered goods.

> The price of the international reserve allowances would be pegged at the U.S. market
price for domestic allowances.

> International reserve allowances may be traded and banked for future use.

8. Which goods are covered?

» The allowance requirement applies initially to “greenhouse gas intensive” goods from
countries that are found not to have taken action comparable to the U.S.

» Covered goods include —

o primary goods {such as iron and steel, aluminum, cement, bulk glass, and
paper) and

o manufactured goods for consumption that generate a substantial quantity of
direct and indirect GHG emissions.

> Limiting the primary scope of the program addresses concerns that the international
allowance provision will interfere with international trade with respect to the vast
amount of imported goods that do not generate significant GHG emissions during
their manufacture.

9. How is the allowance requirement set?

» The allowance requirement is —
o set for each category of covered goods from each covered foreign country,
o applied on a per unit basis to each good,
o adjusted each year to reflect production changes in the foreign country,
o adjusted to ensure consistency with WTO requirements.

10. What adjustments do WTO rules reguire?

» To ensure WTO compliance, adjustments are made to each category of covered
goods.

» The WTO adjustments are intended to —
o avoid discrimination between countries where the same conditions prevail.

o Example: Take into account the extent to which state-of-the-art technologies
and regulatory programs are deployed.

o maintain rough comparability in burden on imported and domestic goods.

11. Can the allowance requirement be adjusted further?
3
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The Commission can increase the stringency of the international allowance
requirement or take other appropriate action to address GHG impacts of imports.

Either action is authorized if —

o the Commission determines the current requirement is insufficient to address
GHG impacts, and

o the adjusted requirement complies with WTO laws.

The Administrator also may make adjustments to ensure other aspects of
implementation of the program are WTO compliant.
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Mr. MARKEY. Thank you very much, Mr. McBroom. Our next wit-
ness is Mr. Paul Cicio. He is the President of Industrial Energy
Consumers of America. He has represented the interests of a vari-
ety of industries and consumers, the National Coal Council, the
National Association of Manufacturers and others. We welcome
you, Mr. Cicio. Whenever you are ready, will you please begin.

STATEMENT OF PAUL CICIO

Mr. Cicio. Thank you, Chairman Markey and Ranking Member
Upton and members of the committee. Attached to our written tes-
timony are six policy recommendations that would have a signifi-
cant impact on reducing greenhouse gas emissions, and we urge
you to work with us to do these things today. There is no reason
to wait on those policies, and they will help manufacturing com-
petitiveness.

For the industrial sector, climate policy is also a trade policy, it
is energy policy, economic, and it is also employment policy. They
are all linked, and they are all inseparable. It is for this reason
that regulating greenhouse gas emissions for the industrial sector
should be negotiated between developed and developing countries
in the context of fair trade and productivity and not act unilater-
ally. International agreements should be negotiated first, and U.S.
industrial emissions regulated second. Regulating the industrial
sector in advance of negotiations removes our leverage.

President Obama rightfully points to the disappearing middle
class as troubling. We agree. The United States began to lose the
middle class when we began to lose competitiveness of the manu-
facturing sector. The timing is absolutely consistent. Let us just
look at the facts. OK. Chart number one.

[Chart.]

Chart number one. Since 2000, U.S. manufacturing has been los-
ing competitiveness and jobs. From 2000 to 2008, imports are up
29 percent, and manufacturing employment fell by 22 percent, a
loss of 3.8 million jobs. What is not included is the hundreds of
thousands of jobs that have been lost this year. Chart number two.

[Chart.]

Chart number two simply extends the trend of job losses forward
to 2012, and unless Congress and we, the industrial sector, work
together to stem these losses, a simple extension of those job losses
says that we are on track to lose another 2 million jobs by 2012.
Chart number three.

[Chart.]

Chart number three plots investment in industrial equipment in
the United States as a share of GDP from 1990 to 2008. This slide
illustrates companies have consistently invested less and less in
this country. The only conclusion one can draw from this chart is
that the United States has not been an attractive place to invest,
and to the point of this hearing, placing new carbon costs unilater-
ally on us will only make things worse. Chart number four.

[Chart.]

Chart number four shows emissions of each sector of the econ-
omy. The industrial emissions are only 2.6 percent above 1990 lev-
els, while the other four sectors of the economy are up an average
of 31 percent. Industrial emissions are low because of plant shut-



88

downs, job losses, and because of the continuous improvement to
improve energy efficiency.

As you can see, industrial emissions are not a problem. Most im-
portantly, Congress has a choice to make as it considers imposing
an economy-wide cap-and-trade regulation. It must decide whether
to maintain and possibly increase U.S. manufacturing jobs by not
unilaterally imposing greenhouse gas costs, or you can do so but it
will create jobs in foreign countries and increased imports. The de-
cision actually in our view should not be too hard because there is
very sound economic and environmental justification for Congress
to act in the short term to not do so. But we do urge you to act
to forge an important and different policy path that will provide
sustained and significant greenhouse gas reductions globally by
harnessing real market forces and competition. We need U.S. lead-
ership to forge a global effort to address industrial-sector green-
house gas emissions that is focused on fair trade and productivity.
This is the only way to potentially bring developing countries to the
table. Productivity is a language that all manufacturers around the
world understand and is fundamental to competition. We believe
that all governments want productivity by their industrial sectors,
so this is a win-win.

In summary, the industrial sector needs a level playing field.
Adding costs unilaterally helps all of our competitors around the
world and takes our business and our jobs. However, if the United
States proceeds to cap industrial greenhouse gas emissions any-
way, despite our plea, we urge you to provide free allowances equal
to the resulting direct and indirect cost due to greenhouse gas reg-
ulations until major competing countries have similar cost in-
creases. The decision is yours to make. Unfortunately or fortu-
nately, company CEOs have responsibilities to their shareholders
to protect company interests, and they will. Thank you.

[The prepared statement of Mr. Cicio follows:]
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Key Points:

Capping the greenhouse gas (GHG) emissions of the industrial sector will drive investment and
jobs offshore and increase imports. It will not bring major developing countries to the table but
they will benefit through increased exports to the US. Even the third phase of the EU Emissions
Trading Scheme (ETS) contains a provision to ensure their trade exposed industries receive
compensation in order to prevent job loss and emissions leakage. Regulating the US industrial
sector “before” negotiating an international agreement undermines our ability to achieve a fair and
effective GHG reduction agreement for US industry.

For the industrial sector, climate policy is also trade, energy, economic and employment
policy. They are all intrinsically linked and inseparable. It is for this reason that regulating
GHG emissions for the industrial sector be negotiated with both developed and
developing countries in the context of a fair trade and productivity.

The US industrial sector is not the problem. In the US, the industrial sector's GHG emissions
have risen only 2.6% above 1990 levels while emissions from the residential sector are up 29%,
commercial up 39%, transportation up 27% and electricity generation up 29%.

The industrial sector competes globally and requires a global GHG policy solution that is based
on productivity, something that the developing countries industrial sector can potentially agree to.
A GHG cap is an unacceptable policy alternative for them and for us.

The US cannot grow the economy without using more volume of our products. The only question
is whether the product will be supplied from domestic sources or imports. In fact a cap limits
economic efficiency because it even limits the ability to maximize production from existing
facilities that are not running at installed capacity. Since 2000, US manufacturing has been losing
ground. From 2000 to 2008, imports are up 29% and manufacturing unemployment fell 22%,
losing 3.8 million jobs, a direct statistical correlation.

The use of energy by the industrial sector is value-added. Our products enable GHG emission
reductions. Lifecycle studies show that they save much more energy and GHG emissions than
what is used/emitted in their production. Raising energy costs raises the cost of these valuable
products,

The industrial sector already has a price signal for GHG emissions, it is called global competition
and because we are energy intensive, we either drive down our energy costs or go out of
business.

Under cap and trade, the industrial sector pays twice. Through the additional cost of carbon
embedded in energy purchases and through the higher cost of natural gas and electricity. Higher
demand for natural gas will result in higher prices for all consumers. Since natural gas power
generation sets the marginal price of electricity, higher natural gas prices will mean higher
electricity prices for all consumers.

A cap will damage the ability of the US industrial sector to take back market share from imports
and increase exports.

Cap and trade does not address our country's fundamental need to significantly increase the
availability, affordability and reliability of low carbon sources of supply.
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Carbon trading and market manipulation is of great concern. The US government has proven
unable to prevent market manipulation for mature energy and food commodities and credit default
swaps - carbon markets will be much harder to regulate.

If the US proceeds to cap GHGs, it must provide to industry free allowances equal to the resulting
increased direct and indirect costs due to GHG regulation until major competing developing
countries have similar cost increases.

HHEHE

Congressional Justification for Not Capping GHG Emissions of the Industrial Sector

Congress has a choice to make and it is a decision it cannot afford to make incorrectly. It must
decide whether to maintain and possibly increase US manufacturing jobs by not capping GHG
emissions on the industrial sector — or create jobs in foreign countries by importing manufacturing
products to supply the needs of our economy.

The Industrial Energy Consumers of America is an association of leading manufacturing
companies with $510 billion in annual sales and with more than 850,000 employees nationwide.
Itis an organization created to promote the interests of manufacturing companies IECA
membership represents a diverse set of industries including: plastics, cement, paper, food
processing, brick, chemicals, fertilizer, insulation, steel, glass, industrial gases, pharmaceuticals,
aluminum and brewing.

The decision should not be hard because there is very sound economic and environmental
justification for Congress to not act in the short term to cap GHG reductions on the industrial
sector but to forge a different policy path that will provide sustained GHG reductions globally by
harnessing real market forces called competition.

The industrial sector needs a globally level playing field that lets the best companies win. Adding
costs by unilateral action helps “all” of our competitors in other countries take our business and
our jobs. We need US leadership to forge a global effort to address industrial sector GHG
emission reductions that is focused on “fair trade” and “productivity”. This is the only
way to potentially bring developing nations to the table.

Productivity is a language that all manufacturers understand and fundamental to competition. We
believe that all governments want increased productivity by their industrial sector. We urge you
to take action in this more realistic direction.

The world in which the industrial manufacturing company operates is diverse and business is
often won or lost on the difference between pennies per unit of product. Competitiveness is
everything. Some segments of industry, such as the power producers, may support cap and
trade, but that's because they don't compete globally and they simply pass through their
increased costs, we don't have that luxury.

Unlike that vision that many Americans have of China building coal-fired power plants using
antiquated technology, it is vitally important that the Congress understand that a great number of
companies that we compete with from developing countries are top-in-class competitors. They
are utilizing the latest, world class technology. Some of these facilities are state owned or
supported. Many also have subsidized energy costs. Energy costs most often determine our
competitiveness and it can be our largest non-controliable cost.

The congress can act in the public interest to consider both the cost and benefits of not imposing
the cap on the industrial sector. The benefits of not imposing a GHG cap include good paying
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jobs, exports that reduce our balance of payments and the domestic production of products that
are solutions to our climate challenges.

So far, only the environmental costs have been debated. We caution you to consider that your
policy decision can lead to a further acceleration of the loss of the industrial sector. Just jook at
the facts. Due to the loss of competitiveness since 2000, the manufacturing sector has lost 3.8
million jobs thru 2008. During this same time period, imports rose 29%, a direct statistical
correlation. (See Charts 3and 4.)

President Obama rightfully points to the disappearing middle class as troubling. We agree. The
US began to lose the middle class when the industrial sector began to lose competitiveness along
with our high paying jobs that most often pay benefits. The timing is consistent. We encourage
the president and Congress to work with us to put new industrial policies in place that will
increase competitiveness and grow the industrial sector and greatly restore the middle class.

To their credit, Representative Inslee and Doyle have rightfully recognized the need to protect
manufacturing competitiveness. They are well intentioned but their solution is not really a
solution for an industry that competes globally. We will still be burdened with costs and
uncertainty. Most importantly, it does not do anything to bring the industrial sectors of developing
countries into a climate agreement. Instead, a global solution is warranted that puts us on equal
footing with our competitors. The international agreement should be negotiated first, not second.
Regulating the US industrial sector in advance of negotiations completely removes our
negotiation leverage.

The global reality is that developing nations place a significant priority on their manufacturing
sector for both domestic economic growth and exports. They have a long history of providing all
types of subsidies that include energy and trade credits. If they subsidize energy costs for their
manufacturers, why wouldn't they also subsidize the cost of GHG reductions to enable exports to
the US? US industry needs a level playing field - and then let us compete.

The justification is obvious and in the best interests of the country. The industrial sector’s
absolute GHG emissions are only 2.6% above 1990 levels and the rate of change has been flat
due to energy efficiency improvements and a declining manufacturing presence. In contrast,
according to the EPA, the transportation sector emissions are up 27%, residential up 29%,
commercial up 38% and power generation up 29%. The point is that the industrial sector is nota
contributor to growing GHG emissions and should not be a high priority for GHG reduction
mandates.

Secondly, the products we produce are essential for economic growth of the country and a
vibrant opportunity to create new high paying jobs. As the economy rebounds, our country will
require significant volumes of the products that we produce such as cement, steel, aluminum,
chemicals, plastics, paper, glass, and fertilizer which are all energy intensive. You can’t produce
renewable energy without our products. The question Congress must answer is whether it wants
these products to be supplied by production facilities in the US or imported from foreign countries.

If Congress places a declining GHG cap on the industrial sector, you can be pretty confident that
US companies will “not” invest their capital nor create jobs in the US. The reason is obvious.
There is a lack of confidence that other countries will place a GHG cap on their manufacturers
any time soon which would place US industry at a significant competitive disadvantage. Setting a
starting date of 2012 for a GHG cap will result in industrial companies making pre-emptive capital
decisions on where to locate and increase the production of their products that anticipates these
assumptions.

Third, products from the manufacturing sector provide the “enabling solutions” to the challenges
of climate change and it is important that GHG regulation does not increase the cost of these
products to deter consumer purchases.



94

It takes energy to save energy. Insulation can be made from glass, plastic or paper, all of which
are energy intensive. Double pane windows use twice the amount of glass but save an
enormous amount of energy over the life of a building. Reducing the weight of autos, trucks and
aircraft is an essential solution but requires greater use of aluminum, composite plastics and
different grades of steel. More steel and plastics are needed for wind turbines. The production of
solar silicon used to make solar panels is energy intensive. There are literally a thousand
examples of how manufacturing products contribute to the climate solution and it is important to
keep the cost of these products low.

The industrial sector is the “green sector”. Manufacturing has a remarkable track record of
reducing energy while continuing to increase the output of product. They predominantly use
natural gas as a fuel versus coal. They are the largest consumer of biomass that is used for
making paper and as a fuel for producing energy efficient steam and power. They utilize
combined heat and power extensively and substantial quantities of recycled steel, aluminum,
glass and paper which is extraordinarily energy efficient.

Fourth, placing a GHG cap on manufacturing makes it much more difficult for our sector to
reclaim domestic market share and increase exports. The US has a significant trade deficit in
part due to declining manufacturing product exports that accelerated in 2000 as US natural gas
prices rose and imports increased.

.Alot of these imports are from China, a country that values its manufacturing sector. And now,
the US is dependent upon China to finance its burgeoning debt. Improving the competitive health
of our manufacturing sector can help reduce this dependency. Increasing competitiveness of the
industrial sector and increasing exports is an important matter of public policy that needs
addressed.

The decision is yours to make. Company CEQs have a responsibility to their shareholders to
protect the company’s interest and they will. The manufacturing sector is agile and mobile to
survive and thrive - it is just a question of where.

Climate policy and manufacturing competitiveness

IECA has not attempted to gain consensus by the industrial sector on what is the best way to
regulate GHG emissions for the US economy or for the manufacturing sector. However, there is
litle question how the majority view policy options.

Every discussion begins and ends with “competitiveness”. Manufacturers compete globally and
for many, the cost of energy and carbon will determine whether they will successfully compete in
domestic and global markets.

The “absolute” cost of energy and carbon does not matter so fong as all of our competitors
around the world have the same increased costs. What matters to manufacturers is the “reiative”
cost of energy and carbon compared to our major global competitors regardless of whether they
are in Europe or a developing country.

For that reason, US climate policy must not increase our relative costs. This means that
manufacturing competitiveness must also be deait with at the international level. While this
presents a challenge for policy makers, it also provides a wonderful opportunity.

Those of us from the industry believe that more GHG emission reductions can be achieved
globally when industrial climate policy instruments are focused on productivity that is, increasing
production while reducing energy consumption. It's a win-win and recognizes that all players can
only manage the energy use inside their plant and often have little control on the type of energy
available.
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There is general agreement by US manufacturers that other countries will not knowingly sacrifice
their manufacturing jobs in response to climate policy. Since China tends to be a policy lynchpin,
it is importantly to note that they especially will not sacrifice their manufacturing competitiveness
to address climate change.

It is China’s manufacturing sector that has raised its status to a world power by creating jobs and
exports that have provided a significant and unequaled trade surplus. Now, the US is dependent
upon them to buy our treasury bills and finance our debt. This is not an enviable position for the

US nor is it necessary.

To its credit, the Chinese government has a history of emphasizing the importance of the
manufacturing sector which is in contrast to the US government. China has also provided export
tax credits, subsidies for energy costs and manages its currency. Some US government officials
claim that currency control gives China a 40% competitive advantage over US manufacturers.
Whether it's the currency or not, China's manufacturing sector is winning and US manufacturing
is losing.

Any US climate policy option must hold manufacturing harmless until major competitors in both
developed and countries in transition have comparable energy and carbon cost increases.
Comparable reduction requirements do not meet the test. Without this protection, US
manufacturers will protect their shareholders and move production facilities to countries that offer
a competitive environment.

Well intentioned members of Congress have proposed a cap and trade system that would provide
manufacturers with “some” free allowances that would decline over time and would cover "some”
of the resulting higher energy costs. While appreciated, these provisions are not adequate to
aliow the industrial sector to compete, grow domestic production and exports. Many US
industries have been working on energy efficiency for decades and simply don’t have technology
available to make step changes needed to meet these ratcheting targets.

Under these provisions we will still have a declining GHG cap that reduces our production;
unpredictable costs for energy, carbon and transaction costs; and un-necessary cost increases.
it also does not do anything to help our domestic customers who will be asked to absorb higher
costs for our products.

Economy-wide cap and trade is simply the wrong policy platform for the manufacturing sector.
IECA wants a climate policy that will allow US manufacturing to: invest in the US; does not create
winners and losers; does not penalize those who have already invested in energy efficiency; and
transparency so that the system cannot be manipulated or gamed.

Relatively few manufacturers in the industry support cap and trade. The ones that do have either
inherent special circumstances that allow them to gain a relative competitive advantage; have
already moved their energy intensive manufacturing offshore; will significantly benefit from
increased product sales or are simply not energy intensive and are not measurably impacted.

We do not know any manufacturing companies who support carbon cap and trade with auction.
This is completely understandable because the manufacturing sector needs predictability over
long time horizons for capital investment. The auction of carbon allowances does not give price
certainty plus manufacturers are disadvantaged in competing for the auctioned carbon with
regulated utilities who can afford to pay any price and then pass the cost on to consumers to pay.

If the government lets Wall Street participate, the auction option gets even worse. In general,
manufacturers believe that only companies who are required to reduce GHG emissions should be
allowed to purchase carbon allowances or offsets. This leaves Wall Street out.
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Auctioning is the quickest way to lose manufacturing jobs and they will go siiently, one at a time
and without an announcement. Each manufacturing production unit has a cost break-even that
varies significantly from plant to plant and from company to company. As the cost of carbon
rises, the manufacturer will not have any choice but to shut it down.

Very few companies support cap and trade even if allowances are initially provided free of charge
because they recognize that these temporary allowances are not a safety net and their economic
viability is in jeopardy long term. The engineering limitations of their manufacturing facilities leave
little room for imagination — just realism.

A carbon tax is better than a cap and trade program because it does not constrict our ability to
increase the volume of product produced, it is superior in transparency, and more easily adjusted
at the border. Nonetheless, it is a cost that is not welcomed and un-necessary for the industrial
sector to reduce carbon intensity. Clearly, a high carbon tax will be just as effective of putting us
out of business.

There are about 350,000 manufacturing facilities in the U.S. Itis estimated that about 7,800
facilities would emit 10,000 tons of CO2 per year. By itself, regulating the industrial sector
presents a significant regulatory challenge for the federal government. While only 7,800 would be
regulated, the other 342,200 facilities and the American consuming public would be asked to
absorb higher resulting product costs.

Representative Inslee-Doyle Provision

We appreciate the fact that Representative inslee and Doyle have and continue to make an effort
to protect the competitiveness of energy intensive industry within the confines of an economy
wide cap and trade regime. The system they are developing is a complex method for providing
industry with a rebate. Furthermore, we are concerned that we will rely on an untried system that
may not protect industry in the short term. Without full cost relief in the short term, the
manufacturing industry in the US will continue to fall to the realities losing competitiveness.

Recognizing that this provision probably continues to evolve, we see the following short-comings.
1. Determination of eligible sectors and faciliies uncertain (new bill may clarify somewhat).
2. Only 85 percent of average needs covered (this would be less under the proposed BAT

criteria in the new draft).

3. ltdoes not compensate for the resulting higher natural gas or electricity costs.
implementing cap and trade will result in much higher demand for natural gas. Higher
demand will drive up the cost of natural gas for all consumers. And, because natural gas
fired power generation sets the marginal price of electricity in a growing portion of the
country, it will also drive up the cost of electricity.

4. It uses “best practices” versus “average” efficiency standards.

Unclear that pool of allowances will be sufficient (i.e., which industries will become

eligible, production levels, overall cap level, etc., are unknowable) -- feedstock and

technologically unavoidable emissions freated same as "routine.

6. Far too much discretion fo eliminate or weaken program through Presidential
determinations that other countries have taken comparable actions.

7. Determination of carbon "leakage” (which affects Presidential determinations of whether
to continue program, etc.) may create very difficult standard to meet - i.e., demonstrating
that increased foreign production and emissions are "caused" by increased U.S. costs.

8. "Other eligible entities" that can receive allowances (i.e., those that don't have direct
compliance obligations) would be limited to compensation for electricity cost increases,
but not other inputs.

9. The base year calculation of allowances will be very problematic given the recession and
the dramatic change in manufacturing output.

10. Concern that conclusion of a sector agreement in itself will not be sufficient justification to
terminate the allowance program, since there may be several, perhaps many years of
differentiated treatment, where leakage will remain a serious risk.

hdl
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11. Does not include allowances for feedstock and process gas.

Carbon trading — Take action to prevent market manipulation and fraud

We offer a simple question. If the U.S. government cannot prevent market manipulation, market
power, fraud and excessive speculation in mature commodities like oil, natural gas and food
commodities, - not to mention loan derivatives, why would the government believe it can do so
with carbon?

The reality is that preventing market manipulation and fraud in the carbon market will be much
harder because all reductions are “project by project.” Mature commodities like energy or food
commodities have physically deliverable products. Carbon reductions are a response to doing
capital projects that reduce carbon and the level or rate of reduction can change at any time.
Some reductions will be for compliance reasons and some to generate carbon offsets, both are
the underlying value or asset.

The national and international economic failures we are experiencing are the result of the
financial industry's creation of highly leveraged instruments called credit default swaps and
excessive commodity speculation during the first half of 2008.

Financial companies issued a significant number of credit default swaps that are insurance like
contacts that other companies bought as protection against the default of mortgage backed
securities. They reaped huge profits until the underlying asset values fell. When the mortgage
market values began to fall, banks that had purchased the swaps demanded collateral from
insurance companies which they could not pay. The house of cards crumbled.

From January to July of 2008, that same financial industry (Wall Street trading houses, hedge
funds, sovereign funds and managers of passive index funds) drove the price of energy and food
commodities to record levels. Experts now admit that with only a small exception, supply and
demand fundamentals had little to do with the run up.

The natural gas market provides an excelient example. The price of natural gas about doubled
from January to August of 2008. In that same time period, domestic supply of natural gas rose by
8 percent, national inventories were comfortably within their five year averages and demand was
almost identical to the previous year. There was no supply versus demand reason for the
doubling of the price. IECA estimates excessive speculation during that time period cost
consumers around $40 billion.

Some people respond that we can learn from those lessons and that we will not make the same
mistakes as it applies to carbon markets. This does not give us comfort. On all counts, the
Congress has failed to act to fix the regulatory oversight shortfalls that have cost consumers
billions several times over.

Even after Enron manipulated the market that cost consumers billions, Congress did not act to
close the Enron Loophole. After the collapse of the Amaranth, the giant hedge fund, it was
discovered that it had successfully controlled almost 60 percent of the US natural gas market
contracts and the Commodity Futures Trading Commission did not even know it. Congress did
not act to fix it.

Then came last year's excessive speculation of the energy and food commodity market. A year
has passed and Congress has not passed any laws to close multiple loopholes that allow
speculators unlimited speculation nor have they addressed the long-only index funds. Lastly,
Congress has not acted to change the laws to prevent new credit default swaps.

Trading carbon can and will suffer from both problems and more easily. The underlying value of
carbon projects can change dramatically without warning leaving the purchaser with little
recourse. Traders from around the world view carbon as their next great windfall profit. Just look
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at the EU market to see how carbon is traded, not for its underlying cost of abatement, but traded
as an energy commodity.

Carbon offsets

The key thing to remember about offsets is that it represents a capital investment. Where ever
the capital is invested will create new jobs. IECA companies want to create jobs in the US. But,
as stated earlier, under cap and trade, companies will have no choice but to protect their
shareholders and invest, if necessary in foreign countries to create offsets to stay in business.

In general, manufacturing companies would rather invest in projects to reduce GHG emissions
and increase energy efficiency in their domestic facilities than buy carbon offsets from potentially
our competitors in countries like China. The United Nation’s “Clean Development Mechanism”
(CDM) has approved projects in the manufacturing sector. For the last several years a large
number of European countries have purchased CDM and Joint Implementation offsets to help
meet their EU reduction requirements. We feel confident the US tax payer is not going to do the
same for us.

Countries like China have turned the CDM into a money maker by adding a substantial tax to
CDM credits and some companies have turned generation of CDM credits into increased sale of
products.

A trade issue, a WTO issue - equals uncertainty and competitiveness risk

Because of this multiple exposure reality of the industrial sector, the congress and the industrial
sector must evaluate any proposed carbon policy through the filters of both international trade
competitiveness impact and cost impact.

Depending on the sector involved, this can lead to different answers on what type of policy is best
suited to reducing greenhouse gas emissions and protecting domestic jobs and competitiveness.
This is why a one size fits all cap and trade program is problematic for the manufacturing sector
as a whole and why the industrial sector attitudes toward every alternative policy must be
nuanced. Moreover, we are very concerned that the entire climate policy debate may become
confused and tangled with a larger public finance debate.

As such, it is imperative that any legislative approach to dealing with the greenhouse gas issue
include a strong and effective border mechanism to ensure that imports face the same costs and
burdens as domestic production. Regardless of what Congress may do in terms of allocating
allowances or otherwise reducing costs for trade-sensitive industries (which is critical), it is
inevitable that such industries will face higher (and likely growing) costs associated with climate
legisiation. If we do nothing to ensure that foreign firms selling in this market bear these same
costs, the result will simply be more imports from countries without similar environmental
measures —~ a catastrophic result not only for our industries, but for the environment as well.

No one is suggesting a border mechanism that penalizes foreign production. Imports should be
subject to the same costs of carbon that are imposed on domestic producers - no more and no
less. This is essential to level the playing field until there is a uniform, global approach in place to
address the climate issue. While a number of the bills that have been introduced in the House
and Senate include border provisions, they have unfortunately included any number of loopholes
and deficiencies that would undermine their effectiveness. The worst thing we could do is to put
in place some type of “fig leaf” to purportedly address the problem without actually resolving it.

There have been a lot of questions about whether a border provision in the context of climate
legislation would be compatible with WTO rules. The truth is that nobody knows for certain how
WTO rules will be applied in this area because there is simply no binding precedent. Several
points are clear, however.
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First, there are very strong arguments that we can impose equivalent burdens on both domestic
production and imports, so long as imports are treated no worse than domestic producers.

Second, given that any border mechanism is almost certain to be the subject of examination at
the WTO it makes no sense to put in place an ineffective provision. We should enact a
meaningful mechanism that will truly impose equivalent burdens on imports and domestic
production, and then see how the issues are resolved internationally.

Third, if it turns out that WTO rules are interpreted so as not to permit an effective border
provision, that information will be critical to Congress as it considers climate policy. The factis
that no climate measure can or will be successful if it cannot ensure that imports bear the same
burdens as domestic production.

The EU ETS did not work

There is an assumption that the EU ETS was a success. That is not the case. Carbon dioxide
emissions in the United States fell by 1.8 percent in 20086, compared to a 0.3 percent increase in
emissions in the European Union (EU), according to the U.S. Energy information Administration.
Both economies grew at a near-identical pace in 2006, about 3 percent for the year.

The EU ETS has served as an expensive means of establishing emissions baseline data on the
few industrial sectors to which it has been applied. it also helped create huge windfall profits for
most of Europe’s electricity producers. And, it created ancther set of winners in the financial
trading community. (As of 2008, almost 100 billion euro in annual trades within a five year period).

A few manufacturing companies also made money through trading but most likely due to over
allocation of initial allowances. Most of the trading volume represents a new set of transactionat
costs, which only add to global competitive cost pressures.

Although Europe is only in the second phase of its emissions trading scheme, there is aiready
evidence of serious economic and carbon leakage among manufacturers. This is evidenced by
the serious debate underway in Europe that is aimed at preventing further erosion and protecting
remaining manufacturing jobs and future capital investment in competitive sectors.

Our industrial sector colleagues in Europe point to several concerns with the EU ETS.

»  Uneven playing field within and outside EU
= Distortion by the Burden Sharing agreement
»  Aliocations not based on performance targets

v Creates wealth transfer without improving environmental effectiveness
= Electricity market not properly liberalized — Windfall profits for sector

v Highly oligopolistic; inelastic demand; no price convergence between countries;

very different primary energy sources for electricity production
« Extremely volatile carbon price - no clear signals
Heavy monitoring, reporting & verification requirements costs

= Carbon market operating risk

President Obama’s Cap and Trade Budget Proposal

President Obama's budget blueprint would establish a 100% auction based system, the revenues
from which have been promised to an assortment of uses -- some related to achieving climate
policy objectives and some completely unrelated. We strongly encourage the congress to not
use climate policy as a federal revenue raiser.

Our interpretation of President Obama’s budget proposal would mean that only the industrial and
commercial sector would pay for the higher energy/carbon compliance costs. The electric and
natural gas utilities will be able to pass the costs onte consumers under state utility regulation in
states that are regulated. In those states, the electric utility sector will experience an increase in
the average cost of producing electricity. In deregulated states there will be an increase in the
cost of production for the marginal generation unit which clears the market. The Obama plan

11
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would provide rebates to some retail consumers to cover their increased costs. If this is correct,
this means that only a small portion of the economy will bear the costs. This is not sound climate
policy.

improvements to existing manufacturing technology can reduce GHG intensity but not
absolute GHG emissions

Given existing manufacturing processes, GHG intensity can continue to be improved as capital
stock turnover occurs. This is why a positive investment environment is necessary. As we invest
in energy efficiency projects, GHGs are also reduced. However, a declining GHG cap makes it
impossible to produce larger quantities of product without increasing absolute GHG emissions. It
is not physically stoichometrically possible. New yet undeveloped technology wilt be needed.

While some fuel switching can still be done within the sector, it is not significant. Regulatory and
financial barriers present a problem for greater use of CHP and waste energy.

A cap and trade policy does not address the underlying barriers to increasing a cost
effective low carbon supply of energy

An economy-wide cap and trade will be costly because it overlays a one-size-fits-all approach.
Each sector of the economy is significantly different and a one-size fits all economy wide cap and
trade system is insensitive and thus less cost effective than a targeted sector approach. The
S02 program had cost effective alternatives like low-sulfur coal and existing technology.

Energy intensive products are integral to the growth of the U.S. economy
The list of examples below illustrates how dependent literally every sector of the US economy is
upon the industrial product sector.
Examples:
The aerospace/defense industry uses steel, aluminum, plastics and chemicals.
The air transport industry uses steel, aluminum, plastics and chemicals.
The auto and truck industries use steel, aluminum, plastics, chemicals.
The beverage industry uses aluminum, steel, paper, glass and plastic.
The biotechnology industry uses chemicals.
The commercial and home building construction industry uses brick, steel, aluminum,
wood, cement and glass.
The oil and gas industry uses steel, chemicals, cement.
The chemical industry uses chemicals, steel, cement and glass.
The computer industry uses plastics, chemicals, and glass.
The electrical equipment industry uses steel and plastics.
The electric and gas utility sector uses steel and cement.
The food industry uses fertilizer, chemicals, plastics and paper.
The home furnishing industry uses wood, glass, chemicals, and plastics.
The heavy construction industry uses steel and rubber.
The home appliance industry uses steel, aluminum, glass, chemicals, plastics and wood.
The household products industry uses chemicals, plastic; paper, glass.
The machinery industry uses steel, chemicals and plastics.
The maritime industry uses steel.
The packaging industry uses plastics, paper, aluminum and steel.
The paper / forest products industry uses steel and chemicals.
The refining industry uses steel, chemicals and cement.
The pharmaceutical industry uses chemicals, glass and steel.
Railroads use steel. )
The toiletries/cosmetics industry uses chemicals, plastics, paper, and glass.
Anhydrous ammonia, the basic building block for nitrogen fertilizers is also an essential
raw material for plastics, nylons and fibers, reagent for clean our emissions from electric
and gas utilities, and chemical manufacturing.
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Lessons learned from SO2-NOx trading do not apply to carbon trading

There seems to be widespread belief in the power of a cap and trade regime to bring about
relatively low-cost reductions in greenhouse gas emissions. From a manufacturer's perspective,
there is admittedly some theoretical appeal to the underlying logic of such a system. The
problem is - the devil is in the details. Few dispute the concern that an economy wide cap-and-
trade system will be a very-expensive and large-scale experiment. There are large risks and
uncertainty.

There are a noteworthy example where the cap-and-trade approach has been tried and there are
important differences that must be acknowledged between those efforts and the possibility of
imposing such a system on the entire US economy.

The U.8. SO2 trading program applied to really only one domestic industry with near monopoly
power, the electric utility sector. The purpose of that program was to allow a trading scheme
within the sector that was designed from the beginning to allow a flexible, low-cost transition path
to technology implementation. The goal was to move all emitters to a common level of reduced
S0O2 emissions. On that point, it has largely succeeded.

Unlike the manufacturing sector, however, utilities are insulated from international competition.
Furthermore, only {(123) facilities were covered by the original program launched as part of the
1990 amendments to the Clean Air Act -- an economy-wide cap-and-trade program would
encompass more than 10,000 facilities.

Technology solutions already existed to reduce SO2 power plant emissions and low sulfur coal
provided a low cost option. For many industrial sector participants, breakthrough technology
programs are almost non-existent.

Manufacturers already have strong incentives to cut energy usage, so incremental emissions
reductions are hard to come by and dramatic reductions will require transformational technologies
not yet developed. On the other hand, experimenting with an expanded cap-and-trade program
that only applied to utilities could be an incremental step forward, albeit one that still poses
considerable risk and cost to downstream electricity users.

As stated earlier, one of the major problems that the industrial sector has is its inability to pass
costs on due to global competition. Most electric utilities have regulatory cost pass-through.
Below is a good example of the difficulties manufacturers face when competing with electric and
a reason when we are concerned about cap and trade and our competitiveness.

The exampie is the RECLAIM {Regional Clean Air Incentive Market) NOx and SOx program run
by the South Coast Air Quality Management District (SCAQMD) for the Los Angeles air basin.
Under this RECLAIM NOx and SOx cap and trade program, both industry and utilities were
provided with no-cost allocations. Each operating entity's (utility or industry) allocation stream
was reduced in operating permits over the course of some 25 years.

After several years, the utilities realized that it was in their best interest to purchase all available
aliocations, to ensure that they were not adversely affected by any future changes. The utilities
realized they could just pass their increased costs onto customers. The NOx and SOx RECLAIM
prices skyrocketed. Many industrial concerns could not afford to buy any allocations they needed
to continue their business operations, because they could not just pass on their increased cap
and trade costs to the marketplace. SCAQMD then pulled the utilities out of the program to drop
the allocation market prices and allow LA-based industry to more effectively compete. The
market stabilized and air quality improved.

Recommendations to reduce GHG emissions
Below are several very important steps that can be taken by congress that will result in significant
GHG reductions without use of cap and trade and can be acted upon immediately.

13
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1. Increase performance standards on electricity and fossil fuel consuming devices
Setting higher energy efficiency standards for industrial equipment and technology associated
with consumption of electricity or fossil fuels is cost effective and will provide a sustained long
term improvement GHG reductions. This also has the effect of setting performance standards for
imported products that will compete for US business. Just as regulations have and are being
promulgated to improve appliance standards, the same can be done with industrial equipment.
As companies do maintenance on existing facilities or build new facilities, more energy efficiency
equipment will be utilized.

2. Mandate an increase in utility purchases of electricity from manufacturing and
commercial building waste heat and combined heat and power (CHP) projects

A December 1, 2008 Department of Energy report entitied “Combined Heat and Power —~ Effective
Energy Solutions for a Sustainable Future” indicates that if the US increases CHP capacity from 9
percent to 20 percent of the grid by 2030, we can avoid 60 percent in the growth of US GHG
emissions. Doing so also will increase the competitiveness of the manufacturing sector and
increase jobs. To achieve this requires removing economic and market barriers at the federai
and state levels.

3. Jump start the clean industrial revolution by creating a industrial sector low-cost
loan program

Increased productivity and energy efficiency occurs when companies invest in existing or new
facilities. Companies rarely invest during economic down turns like we are seeing today because
there is uncertainty in the near-term return on investment. And, uniess we act, the job creation
will not occur. The solution is the development of a clean industrial revolution program that
allows companies to borrow money from the Treasury at low interest rates, not require payment
for four years and give ten years to pay it back. Not requiring payment for four years overcomes
the short term concerns of a short term return on investment. Unlike some other business tax
incentives, this program requires the investment be made in the US creating maximum benefit for
the country.

4. Increase the Investment Tax Credit for Combined Heat and Power
Improve the applicability of the investment tax credit for waste energy and CHP projects by
extending the 10% ITC.

5. Increase depreciation rates for all manufacturing sector capital assets to increase
cash flow
Most assets fall under a depreciation schedule of 15-20 years. We recommend it be accelerated
to 7 years.

6. Establish federal energy efficiency standards for existing and new homes and
commercial buildings
Buildings consume 40 percent of US energy and they last for 80 to 100 years yet there is no
federal requirement for consistent energy efficiency improvement. We support federal energy
efficiency improvement standards set through collaboration with state governments.

14
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Chart 1.
“Direct and Indirect” GHG Emissions
Tabie ES-3:CO, Emissions forrm Foasit Fuel hy Fuel C A End-Use Sector (Tg CO; Eq.)
Transportation +27.2%
Industrial 1525.2 1565.2 +2.6%
Residential 927.1 1198.0 +29.2%
Commercial 749.2 1041.4 +39%
Electricity 1809.7 2327.2 +28.6%
ce: DRAFT y of U.S, Gas and Sinks 11920-2007
Chart 2.

World CO, Emissions by Sector

World CO, Emissions by Sector (GT CO,)

e
Electricity and Heat 27 % 41%
Transportation 20% 23%
Iindustry 27% 19%
Residential 10% 7%
Other 16% 10%
Total 14.1% 28%

““Source: IEA, 2008: CO, Emissions from Fuei Combustion
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Chart 3
Imports of Manufactured Goods and
Employment in Manufacturing, 2000 - 2008
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Chart4
Manufacturing, imports, and Employment
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Mr. MARKEY. Thank you, Mr. Cicio. We appreciate that very
much. I can actually see out in the audience we have been joined
by former great Republican Congressman Sherwood Boehlert, and
we thank you for coming here and we wish nothing but the worst
for the New York Yankees this year, at least from this seat. But
we welcome you. Thank you for being here.

Our next witness is Dr. Margo Thorning, Senior Vice President
and Chief Economist with the American Council for Capital Forma-
tion which promotes cost-effective environmental policies in the
United States and abroad. You can move that microphone in.
Whenever you are ready, please begin.

STATEMENT OF MARGO THORNING

Ms. THORNING. Thank you, Mr. Chairman and Ranking Member
Upton, thank you, members of the Committee, for allowing me to
appear before me. I am Margo Thorning, Chief Economist, Senior
Vice President with the American Council for Capital Formation,
and I respectfully request my testimony be submitted for the
record.

Mr. MARKEY. Without objection it will be.

Ms. THORNING. I would like to make four points. First, policies
to reduce greenhouse gas emissions such as were debated last year
in Congress with the Lieberman-Warner proposal or the new
Obama Administration proposal are virtually certain to reduce jobs
and to increase unemployment. May I draw your attention to Table
1 of my testimony which presents a survey of different modeling re-
sults on the Lieberman-Warner bill from the ACCF-NAM study,
Charles River, the Energy Information Administration, the Envi-
ronmental Protection Agency, and MIT. There is a range of esti-
mates for the impact of the loss of jobs and GDP which, in 2020,
which, the lowest is .7 percent of GDP, the highest from EPA is 1.5
percent loss in GDP. Job losses in 2020 range from 270,000 fewer
jobs to as many as 3.2 million fewer jobs. And these modeling re-
sults do take account of new, green jobs that are thought about as
we move more into renewables and alternative technologies. By
2030, the results are even more striking. So I think the evidence
suggests that cap-and-trade proposals such as are being discussed
now will certainly have a negative impact on U.S. employment and
job growth and will speed leakage of jobs abroad.

Second point, the Obama Administration’s revenue estimates are
seriously understated. Their new budget suggests that revenue
yield from carbon allowance auctioning would be about $80 billion
a year. I believe that is a serious understatement. We looked at the
numbers that the Energy Information Administration released last
year when they analyzed the revenue yield of the Lieberman-War-
ner bill which is not that different from the Obama Administration
proposal in terms of ultimate targets.

As you see in Figure 3 in my testimony, the blue bar is the esti-
mate of $675 billion over the 2012-2019 period that the Obama Ad-
ministration says their cap-and-trade proposal would bring in.
EIA’s estimates, we recalculated EIA’s numbers on Lieberman-
Warning assuming 100 percent auctioning. Those numbers, the
hash mark numbers, are significantly higher, three to four to five
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times higher than the yield that the Obama Administration is
showing.

We then recalculated using the lower initial targets in the
Obama plan which is the red bars in my Figure 3. Those show rev-
enue cost to taxpayers and business of three to four times higher.
So I am guessing that actually the Obama plan would bring in a
trillion to over $3 trillion over the 2012-2019 period. So that is a
very significant cost that would have the impact, of course, of slow-
ing job growth and GDP growth, and in fact the Administration
recognizes that. If you look at their budget, page 129 of their budg-
et, footnote five, it says that if additional revenues are raised, those
will be rebated to the public. So it is clear that they know 100 per-
cent auctioning proposal that they have would yield much more
revenue.

Third point, the environmental benefits of achieving the Obama
plan or the Lieberman-Warner plan are very small, and if you talk
about cost-benefit analysis, I think a look at the table that the Ad-
ministration released in their Council of Economic Advisors’ report,
which is Figure 5 of my testimony, the Administration says that if
we achieve the Lieberman-Warner targets, which again are similar
to the Obama Administration, by the end of this century, there will
be virtually no environmental benefit. So if you look at costs and
benefits, it is clear that going it alone is not likely to yield any
meaningful environmental benefit, but it will impose significant
cost.

Final point, there are positive strategies that the United States
can adopt to reduce greenhouse gas emissions. There are things we
can do here. I commend you to look at Table 2 of my testimony
which shows how slow the capital cost recovery is in the United
States for new energy investments. Our Ernst and Young study
which is on our ACCF Web site shows that the United States has
the worst capital cost recovery and the highest effective tax rate on
new energy investment of major industrial countries. We could also
continue to promote international cooperation that previously ad-
ministrations have started through the Asia-Pacific Partnership,
the Global Nuclear Energy Partnership, Clean Technology, and the
Major Economies Initiative. These international agreements are de-
signed to promote technology transfer.

Finally, if we do impose a mandatory regime, I would suggest a
carbon tax rather than a cap-and-trade system. It would provide
more certainty to the business community and households than the
cap-and-trade. Thank you, Mr. Chairman.

[The prepared statement of Ms. Thorning follows:]
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Competitiveness and the Climate Change Policy: Aveiding Leakage of
Jobs and Emissions

By:

Margo Thorning, Ph.D.

Senior Vice President and Chief Economist
American Council for Capital Formation
Before the
Subcommittee en Energy and Environment
Committee on Energy and Commerce
U.S. House of Representatives
March 18, 2009

Executive Summary
Impact of Climate Change Policy on the U.S. Economy and Competitiveness

Recent private and government analyses of the impact of cap and trade proposals
such as the Lieberman-Warner bill{S.2191), which sets targets to reduce GHGs to 15
percent below 2005 levels by 2020 and to 70 percent below by 2050, show that there
are likely to be significant adverse consequences for the U.S. economy and job
growth. Higher energy prices slow economic growth. An ACCF/NAM study shows
that GDP declines by as much as 1 percent in 2020 and by up to 2.7 percent in 2030.
Total U.S. employment (net of new jobs created in green industries) declines by
1,210,000 to 1,800.000 jobs in 2020 and by as many as 4,100,000 in 2030, compared
to the baseline forecast.

Obama Administration Climate Change Proposal: Impact on the U.S. Economy

The climate change plan outlined in the Administration’s FY 2010 budget sets a
target of 14 percent below 2005 levels by 2020 and 83 percent below by 2050 with
100 percent auctioning from the beginning. The Administration appears to expect the
price of a carbon allowance to be approximately $13 to $16 dollars per ton of CO2
and that its cap and trade proposal would yield $675 over the 2012-2019. Based on
the various studies cited above, the estimated payments to the Federal government for
carbon permits seem far too low.

Role of Border Tax Adjustments in Addressing Competitiveness and Leakage
from U.S. Climate Change Policy

While some policymakers suggest that combining a U.S. climate change proposal
with import restrictions(called Border Tax Adjustments or BTA’s) could reduce the
U.S. job loss and emission leakage from higher energy prices, others experts say
that BTA’s would pose a serious threat to the international trading system and could
violate provisions of the WTO.
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Strategies to Reduce Global and U.S. GHG Emission Growth

Two initiatives, a cap and trade approach and a tax on carbon emissions are currently
receiving support from policymakers. A cap and trade system puts an absolute
restriction on the quantity of emissions allowed (i.c., the cap) and allows the price of
emissions to adjust to the marginal abatement cost (i.e., the cost of controlling a unit
of emissions). A carbon tax, in contrast, sets a price for a ton of emissions and allows
the quantity of emissions to adjust to the level at which marginal abatement cost is
equal to the level of the tax. Many experts conclude that there are substantial
advantages to employing a tax on emissions rather than a cap and trade approach.
Technology development and transfer can play a key role in slowing the growth of
GHGs. Improving U.S. cost recovery allowances for energy efficient and less
emitting technologies and continuing to develop international programs like the
Major Economies Initiative and others are cost effective approaches to improving the
environment as well as strengthening the U.S. economy.
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Competitiveness and the Climate Change Policy:
Avoiding Leakage of Jobs and Emissions

By

Margo Thorning, Ph.D.
Senior Vice President and Chief Economist
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Committee on Energy and Commerce
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March 18, 2009
Introduction

Mr. Chairman and members of the Subcommittee on Energy and Environment of the
Committee on Energy and Commerce, my name is Margo Thorning, senior vice

president and chief economist, American Council for Capital Formation (ACCF),*
Washington, D.C. I am pleased to present this testimony to the Subcommittee.

The American Council for Capital Formation represents a broad cross-section of the
American business community, including the manufacturing and financial sectors,
Fortune 500 companies and smaller firms, investors, and associations from all sectors
of the economy. Our distinguished board of directors includes cabinet members of
prior Democratic and Republican administrations, former members of Congress,
prominent business leaders, and public finance and environmental policy experts. The
ACCF is celebrating over 30 years of leadership in advocating tax, regulatory,
environmental, and trade policies to increase U.S. economic growth and
environmental quality.

Chairman Markey, Ranking Member Barton, and the members of the Subcommittee
Committee on Energy and Environment are to be commended for their focus on how
policies to reducing the growth of greenhouse gas emissions so as to mitigate the
threat of human-induced climate change may affect job growth and competitiveness.
Given the extremely weak state of the U.S. economy, a cautious approach to
reducing. greenhouse gas emission growth is clearly warranted. The questions we
need to ask are first, what are the likely impacts of cap and trade or carbon tax
proposal on the U.S economy, job growth and competitiveness and second, what are

* The mission of the American Council for Capital Formation is to promote economic growth through
sound tax, environmental, and trade policies. For more information about the Council or for copies of
this testimony, please contact the ACCF, 1750 K Street, N.W., Suite 400, Washington, D.C. 20006-
2302; telephone: 202.293.5811; fax: 202.785.8165; e-mail: info@acclorg, website: www.accforg
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cost effective strategies to slow both U.S. and global GHG growth? My testimony
will address these key issues.

L Impact of Climate Change Policy on the US. Economy and
Competitiveness

Recent private and government analyses of the impact of cap and trade proposals
such as the Licberman-Warner bill(S.2191), which sets targets to reduce GHGs to 15
percent below 2005 levels by 2020 and to 70 percent below by 2050, show that there
are likely to be significant adverse consequences for the U.S. economy and job
growth. (See Table 1). For example, an analysis by the American Council for Capital
Formation and the National Association of Manufacturers of $.2191 showed that by
2020, the cost of an emission allowances that industry would need to purchase that
year for each ton of CO2 emitted would range from $55 and $64 dollars(see study at
http://www.accf.org/pdf/NAM/fullstudy03 1208.pdf).

Results of other modeling efforts from CRA International, DOE’s Energy
Information Administration, the U.S. Environmental Protection Agency and the
Massachusetts Institute of Technology show a similar range of allowance prices,
especially when the availability of carbon capture and storage and new nuclear
generation capacity are constrained (see Table 1). By 2030, carbon allowances prices
are higher due to the tightening of mission reduction targets, increased demand and
U.S. population growth.

Higher energy prices slow economic growth, the ACCF/NAM study shows that GDP
declines by as much as 1 percent in 2020 and by up to 2.7 percent in 2030. GDP
losses in the other studies reported in Table 1 show losses of up to 1.5 percent in
2020 and 2.3 percent in 2030.

The ACCF/NAM analysis shows that the drag of higher energy prices caused by the
cap and trade system in S.2191 reduces total U.S. employment (net of new jobs
‘created in green industries) by 1,210,000 to 1,800.000 jobs in 2020 and by as many
as 4,100,000 in 2030, compared to the baseline forecast. In other analyses cited in
Table 1, job losses range from 270,000 to 3,269,000 in 2020 and up to 2,393,000 by
030.

11 Obama Administration Climate Change Proposal: Impact on the U.S.
Economy

o Administration Revenue Estimates

The climate change plan outlined in the Administration’s FY 2010 budget sets a
target of 14 percent below 2005 levels by 2020 and 83 percent below by 2050 with
100 percent auctioning from the beginning. The magnitude of the effort is shown in
Figure 1, by 2020 CO2 emissions will have decline by over 1 billion tons, by 2030
the gap is approximately 3.5 billion tons (see Figure 1). Required reductions in per
capita emissions will mean large changes in consumer behavior and in business
practices. Currently, the average U.S. citizen is responsible for about 23 tons of CO2
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per year. Under the Obama Administration proposal per capita emissions would have
to fall to 18 tons in 2020 and 12 tons per capita by 2030(See Figure 2). Such large,
rapid changes in emissions would mean sharp cut backs in energy use by households
and business and significant changes in consumption patterns.

The Administration appears to expect the price of a carbon allowance to be
approximately $13 to $16 dollars per ton of CO2 and that its cap and trade proposal
would yield $675 over the 2012-2019. Based on the various studies cited above, the
estimated payments to the Federal government for carbon permits seem far too low.
In fact, the Administration’s FY 2010 budget, “4 New Era of Responsibility,
Renewing America’s Promise” appears to recognize that carbon auction revenues
could exceed the projected $80 billion per year. Footnote 5 on page 129 of the
Administration’s budget states, in reference to the proceeds from the auctioning of
carbon allowances that “All additional net proceeds will be used to further
compensate the public”.

A comparison of the revenues, based on DOE-EIA analysis, that would have been
generated under the Lieberman/Warner bill (S8.2191), if all allowances were auctioned
further supports the idea that the Administration’s revenue estimates are significantly
understated. As shown in Figure 3, if all allowances were auctioned under Lieberman
‘Warner, total revenues to the government would have ranged from $1,200 billion to
$3,000 billion over the 2012-2019 period. (see bars with hash marks). Adjusting the
Lieberman-Warner data for the fact that the Obama Administration target is less
stringent in the early years than the L/W target, shows that even under EIA’s core
case, which assumes carbon capture and storage (CCS) is available, rapid expansion
of new nuclear generation capacity, large use of domestic and international offsets,
etc. shows that government revenues would exceed those estimated by the
Administration (red bars). Using EIA’s more realistic cases, where costs are higher,
CCS is not readily available and nuclear generation capacity does not expand rapidly,
shows that government revenues from the carbon auction would be double or triple
the $675 billion revenue estimate for 2012-2019 in the Administration’s budget.

« Energy prices and U.S. Growth and Competitiveness

The importance of getting the estimates of auction revenue (or carbon trading
allowance proceeds) right from any climate change proposal is that higher energy
prices will make it harder to restart U.S. economic and job growth. Each one percent
increase in U.S. GDP growth is accompanied by a 0.3 percent increase in energy use:
therefore, the higher the price of energy, the slower the rate of economic recovery.

A real world example of the effect that increased energy prices have on U.S. industry
and employment can be observed by examining trends in the U.S. chemical industry.
For example, chlorine is an essential chemical building block used in the production
of pharmaceuticals, medical devices, safety equipment, computers, automobiles,
aircraft parts and crop protection chemicals. Chlorine production in based on electro-
chemistry and is one of the most energy-intensive production processes. In recent
years, U.S. chlorine capacity has been shut down because of record high electricity
costs arising from high natural gas prices, according to the American Chemistry
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Council. In addition, a report by SRI Consulting indicates that ammonia capacity fell
from 14.8 million tons in 1999 to 13.6 million tons in 2007, an 8% reduction. Data
on global natural gas prices for the third quarter of 2008 show that U.S. producers
face much higher prices than many other countries (see Figure 4), thus it is not
surprising that much chemical production has migrated to lower cost locations.

Similarly, nitrogenous fertilizers play a major role in boosting crop yields and
ammonia is the key raw material for these fertilizers. Ammonia production has also
been affected by sharply rising natural gas prices. According to The Fertilizer
Institute, from 1999-2007, 25 ammonia plants have been closed and a report by SRI
Consulting indicates that ammonia capacity fell from 15.5 million metric tons in 1999
to 9.8 million metric tons in 2003, a 37% reduction. Approximately 120,000 jobs
have been lost in the U.S. chemical industry since 1999, when natural gas prices
began their sharp rise, according to the American Chemistry Council.

III.  Role of Border Tax Adjustment in Addressing Competitiveness and
Leakage from U.S. Climate Change Policy

While some policymakers suggest that combining a U.S. climate change proposal
with import restrictions(called Border Tax Adjustments or BTA’s) could reduce the
U.S. job loss and emission leakage from higher energy prices, others experts say
that BTA’s would pose a serious threat to the international trading system and could
violate provisions of the WTO.

As noted by the Forum for Atlantic Climate and Energy Talks (June 2008), there are
several ways for a country to offset production cost differentials. First, imported
energy sources containing CO2 may be taxed at the same rates that apply to domestic
energy sources. Second, imported goods could be taxed at the border at a rate which
reflects the costs that the emission trading system puts on domestic producers. Third,
foreign exporters may be required to purchase emission rights for the carbon content
of their goods in order to meet the required offsets.

There arc significant challenges in implementing any of the three BTA options
described above as Jason Bordoff writes in a recent paper prepared for a Brookings
forum, “ International Trade Law and the Economics of Climate Policy: Evaluating
the Legality and Effectiveness of Proposals to Address Competitiveness and Leakage
Concerns”. Bordoff concludes that the consistency of border tax adjustments with
WTO law is in doubt and the expected environmental benefits of border adjustments
for carbon-intensive manufactured goods is likely to be quite small compared to the
trade and WTO risks the pose.

IV.  Strategies to Reduce Global and U.S. GHG Emission Growth

Climate change is a global issue which can not be solved unless all major countries
curb their GHG emissions. In the U.S. there is strong interest in adopting a
nationwide program to limit emissions. There are also initiatives to accelerate the
adoption of cleaner, less emitting technologies through improvements to the U.S. tax
code and to promote cleaner technology abroad.
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e Pros and Cons of a Cap and Trade System compared to a Carbon Tax

Two initiatives, a cap and trade approach and a tax on carbon emissions are currently
receiving support from policymakers. A cap and trade system puts an absolute
restriction on the quantity of emissions allowed (i.c., the cap) and allows the price of
emissions to adjust to the marginal abatement cost (i.e., the cost of controlling a unit
of emissions). A carbon tax, in contrast, sets a price for a ton of emissions and allows
the quantity of emissions to adjust to the level at which marginal abatement cost is
equal to the level of the tax.

Price volatility for a permit to emit CO; can arise under a cap and trade program
because the supply of permits is fixed by the government, but the demand for permits
may vary considerably year to year with changes in fuel prices and the demand for
energy. As mentioned above, price volatility for energy has negative impacts on
economic growth. In contrast, a CO, tax fixes the price of CO,, allowing the amount
of emissions to vary with prevailing economic conditions. A carbon tax, as a system
of inducing emissions reductions, is not without drawbacks. First, revenues from a
CO; tax (or auctioned permits) might end up being wasted; for example, if the
revenue went toward special interests, rather than substituting for other taxes. Second,
progress on emissions reductions is uncertain under a CO; tax because emissions vary
from year to year with economic conditions. However, a CO2 tax could be adjusted
gradually upward if the desired reductions in emissions were not occurring.

As a study by Dr. Michael Canes, senior research fellow at LMI, points out, volatility

in fossil energy prices have strong adverse impacts on U.S. economic growth. Even a
reduction in the rate of growth from such a shock of as little as 0.1 percent per year
implies costs of over $13 billion per year. (Why a Cap &Trade is the Wrong Policy to
Curb Greenhouse Gases for the United States, The Marshall Institute, July, 2007).

Furthermore, it makes economic sense to allow nationwide emissions to vary on a
year-to-year basis because prevailing economic conditions affect the costs of
emissions abatement. This flexibility occurs under a CO, tax because firms can
choose to abate less and pay more tax in periods when abatement costs are unusually
high, and vice versa in periods when abatement costs are low. Traditional permit
systems do not provide similar flexibility because the cap on economy wide
emissions has to be met, whatever the prevailing abatement cost.

Regardless of how the auction revenues or allowances were distributed, most of the
cost of meeting a cap on CO; emissions would be bome by consumers, who would
face persistently higher prices for products such as electricity and gasoline. Those
price increases would be regressive in that poorer houscholds would bear a larger
burden relative to their income than would wealthier households (see testimony by
Terry M. Dinan of the Congressional Budge Office, March 12, 2009 before the
Committee on Ways and Means Subcommittee on Income Security and Family
Support). CBO’s Dinan concludes that designing programs that protect low income
households could be challenging and that no one program could address all the
regional and household specific circumstances.
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Finally, caps on U.S. emission growth are unlikely to succeed unless all the relevant
markets exist (in both developed and developing countries) and operate effectively.
All the important actions by the private sector have to be motivated by price
expectations far in the future. Creating that motivation requires that emission trading
establish not only current but future prices, and create a confident expectation that
those prices will be high enough to justify the current R&D and investment
expenditures required to make a difference.

Motivating new investment requires that clear, enforceable property rights in
emissions be defined far into the future so that emission rates for 2030, for example,
can be traded today in confidence that they will be valid and enforceable on that
future date. The EU’s experience over the last four years, with the price of CO,
emission credits fluctuating between 8 and over 32 euros per ton of CO, does not
inspire confidence in companies having to make investment decisions. The
international framework for climate policy that has been created under the UNFCCC
and the Kyoto Protocol cannot create that confidence for investors because sovereign
nations have different needs and values.

A new study by Lee Lane and David Montgomery, Political Institutions and
Greenhouse Gas Controls for the AEI Center for Regulatory and Market Studies
(December 2008) concludes that institutions limit the extent to which efficient
policies to reduce GHGs are likely to be adopted. The authors note that there are no
third parties to enforce climate policy agreements and nations differ widely in their
interest in restricting GHG emissions. Therefore, high transaction costs will attend
efforts to reach and maintain broad GHG controls. So far, these transactions costs
have blocked agreement and there seems little reason to expect that these constraints
will soon vanish. The most likely course for future climate policy is drift and
fragmentation, the authors conclude.

e Environmental Impact of Mandatory U.S. GHG Emission Reductions

As described above, meeting the mandatory reduction targets of proposed legislation
such as the Lieberman Warner bill or the Obama Administration proposal is likely to
have a significant impact on U.S. economic and job growth due to the sharply higher
energy prices needed to bring down emissions. However, the U.S. climate change
policies will have virtually no environmental benefits unless developing countries,
whose emissions are growing strongly also participate. An noted in the new 2009
Council of Economic Adviser’s Report to the President, global concentrations of CO2
in 2100 will be almost unaffected by U.S. emission reductions(See Figure 5). Thus,
without strong international participation to reduce GHGs, the slower U.S. economic
and job growth that would result from the emission reduction targets being debated
by U.S. policymakers would yield little environmental benefit.

¢ Role Technology Development
Technology development and deployment offers the most efficient and effective way

to reduce GHG emissions and a strong economy tends to pull through capital
investment faster. There are only two ways to reduce CO; emissions from fossil fuel
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use - use less fossil fuel or develop technologies to use energy more efficiently to
capture emissions or to substitute for fossil energy. There is an abundance of
economic literature demonstrating the relationship between energy use and economic
growth, as well as the negative impacts of curtailing energy use. Over the long-term,
new technologies offer the most promise for affecting GHG emission rates and
atmospheric concentration levels.

o Accelerating the Uptake of New Technolegy by Private as Well as Nonprofit
Entities. .

The development of various high technology programs can be accelerated through

government programs as well as by encouraging private sector investment. For

example, some policies may be of particular help to taxable entities while others

would be of more benefit to cooperatives (which pay little or no federal income tax).

e Companies Subject to the Federal Income Tax

The efforts of U.S. industries to increase energy security and efficiency and to reduce
growth in GHG emissions are hindered by the slow rate of capital cost recovery
allowed under the U.S. federal tax code and by the high U.S. corporate tax rate. As a
new Ernst & Young international comparison shows, the U.S. ranks last or nearly last
among our frading partners in terms of how quickly a dollar of investment is
recovered for many key energy investments. For example, a U.S. company gets only
29.5.cents back through depreciation allowances for each dollar invested after 5 years
for a combined heat and power project (see Table 2). In contrast, in China the
investor gets 39.8 cents back, in Japan, 49.7 cents, in India, 55.6 cents and in Canada
the investor gets 79.6 cents back after 5 years for every dollar invested. (See full
report at: http://www.accf.org/pdf/Energy-Depreciation-Comparison.pdf.)

In addition to slow capital cost recovery allowances, U.S. industry faces the highest
corporate income tax rates among our primary trading partners. Of the 12 countries
in the E&Y survey, only Japan had a higher corporate tax rate than the U.S. Reforms
to the U.S. tax code to speed up capital cost recovery allowances and reduce the
corporate tax rate would reduce the cost of capital and could have a positive impact
on energy sector investment, help “pull through” cleaner, less emitting new
technology, increase energy efficiency and promote U.S. industrial competitiveness.

¢ Non-Taxable Entities

For non-taxable entities such as electric utility cooperatives other incentives could be
provided to encourage the more rapid adoption of new technologies to reduce GHG
emissions. For example, electric cooperatives and their consumers can not apply or
benefit from traditional tax incentives because as not-for-profit utilities, they do not
have significant federal income tax lability to offset. However, to ensure that the not-
for-profit electric utility sector is able to participate in incentives for advanced low
carbon technologies, incentives comparable to those offered to for profit entities can
be created. One example is the successful Clean Renewable Energy Bond program
that permits electric cooperatives and others to issue bonds that act as interest-free
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loans for the purpose of building qualified renewable generation. The CREB
program can be adapted for other technologies that achieve carbon reduction goals.”
Grants are another avenue to assist not-for-profits in adopting new technology.

¢ The Role of International Partnerships in Promoting Institutional Change
and Favorable Investment Climate in Developing Countries

Research by Drs. David Montgomery and Sugandha Tuladhar of CRA International
makes the case that agreements such as the Asia-Pacific Partnership on Clean
Development and Climate (AP6), an agreement signed in 2005 by India, China, South
Korea, Japan, Australia and the United States, offers an approach to climate change
policy that can reconcile the objectives of economic growth and environmental
improvement for developing countries. (See www.iccfglobal.org for the full paper.)
Together, the AP6 partners have 45 percent of the world’s population and emit 50
percent of man-made CO, emissions. The projections of very strong growth in
greenhouse gases in developing countries over the next 20 years mean that there is
enormous potential for reducing emissions through market-based mechanisms for
technology transfer.

Drs. Montgomery and Tuladhar note that there are several critical factors for ensuring
the success of an international agreement which relies strongly on private sector
investment for success. Their research shows that institutional reform is a critical
issue for the AP6, because the lack of a market-oriented investment climate is a
principal obstacle to reducing greenhouse gas emissions in China, India and other
Asian economies. China and India have both started the process of creating market-
based economic systems, with clear benefits in the form of increased rates of
economic growth. But the reform process has been slow and halting, leaving in place
substantial institutional barriers to technological change, productivity growth, and
improvements in emissions. The World Bank and other institutions have carried out
extensive investigations about the role of specific institutions in creating a positive
investment climate. These include minimizing corruption and regulatory burdens,
establishing an effective rule of law, recognition of intellectual property rights,
reducing the role of government in the economy, removing energy price distortions,
providing an adequate infrastructure and an educated and motivated labor force.

¢ Quantifying the Importance of Technology Transfer for Emission Reductions

As described above, technology is critically important because emissions per dollar of
income are far larger in developing countries than in the United States or other
industrial countries. This is both a challenge and an opportunity. It is a challenge
because it is the high emissions intensity — and relatively slow or non-existent
improvement in emissions intensity — that is behind the high rate of growth in
developing country emissions.

Opportunities exist because the technology of energy use in developing countries
embodies far higher emissions per dollar of output than does technology used in the
United States; this is true of new investment in countries like China and India as well
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as their installed base (See Figure 6.) The technology embodied in the installed base
of capital equipment in China produces emissions at about four times the rate of
technology in use in the United States. China’s emissions intensity is improving
rapidly, but even so its new investment embodies technology with twice the
emissions intensity of new investment in the United States. India is making almost no
improvement in its emissions intensity, with the installed base and new investment
having very similar emissions intensity. India’s new investment also embodies
technology with twice the emissions intensity of new investment in the United States.

CRAI calculations show that emission reductions can be achieved by closing the
technology gap. The potential from bringing the emissions intensity of developing
countries up to that currently associated with new investment in the United States is
comparable to what could be achieved by the Kyoto Protocol. These are near-term
opportunities from changing the nature of current investment and accelerating
replacement of the existing capital stock. Moreover, if achieved through transfer of
economic technologies it is likely that these emission reductions will be accompanied
by overall economic benefits for the countries involved.

For example, making progress on implementing international programs such as the
Asia Pacific Partnership, the Major Economies Meeting process, the Clean
Technology Fund and the Global Nuclear Energy Partnership can create new
investment opportunities, build local capacity and remove barriers to the introduction
of a wide range of cleaner, more efficient technologies that promote both economic
growth and a cleaner environment.

s Conclusions

To be effective, policies to reduce global GHG emission growth must include both
developed and developing countries. Polices that enhance technology development
and transfer are likely to be more widely accepted than those that require sharp, near
term reductions in per capita energy use. Extending the framework of the Asia Pacific
Partnership on Clean Development and Climate and other international partnerships
will allow developed countries to focus their efforts where they will get the largest
return, in terms of emission reductions for the least cost.

Finally, if the United States does adopt a mandatory greenhouse gas emissions
reduction program, serious consideration should be given to implementing a carbon
tax rather than an EU style cap and trade system. A key component of any mandatory
U.S. program should be allowing emissions to increase as both economic growth and
U.S. population increase.
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Figure 1. Greenhouse Gas Emissions: Under EIA Baseline Forecast* and Obama
Administration Propesal** (Million Metric Tons CO2 Equivalent)
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* Baseline forecast calculated by adding energy related CO2 emissions from Annual Energy QOutlook 2009
and total other greenhouse gases as forecasted in EIA’s S.2191 Analysis

** President Obama’s budget proposal specifies a reduction of greenhouse gas emissions 14% below 2005
levels by 2020 and 83% below 2005 levels by 2050.

Sources: “Annual Energy Outlook 2009,” Energy Information Administration, Department of Energy,
Table 19, http://www.eia.doe.gov/oiaf/aco/acoref tab.huni

“Energy Market and Economic Impacts of $.2191, the Lieberman-Warner Climate Security Act of
2007, Energy Information Administration, Department of Energy, Reference Case, Table 20,
http://www.eia.doe.gov/oiaf/servicerpt/s2191/excel/ae02008.xls

“A New Era of Responsibility, Renewing America’s Promise,” Office of Management and
Budget, pg 21,
http://www.whitehouse gov/omb/assets/fy2010_new_era/A_New_FEra_of Responsibility2.pdf
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Figure 2. Per Capita Greenhouse Gas Emissions: Under EIA Baseline Forecast* and
Obama Administration Proposal** (Metric Tons CO2 Equivalent Per Person)
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* Baseline forecast calculated by adding energy related CO2 emissions from Annual Energy Outlook 2009
and total other greenhouse gases as forecasted in EIA’s $.2191 Analysis and by dividing by population
numbers from U.S. Census.

** President Obama’s budget proposal specifies a reduction of greenhouse gas emissions 14% below 2005
levels by 2020 and 83% below 2005 levels by 2050.

Sources: “Annual Energy Outlook 2009,” Energy Information Administration, Department of Energy,
Table 19, http://www.eia.doe.gov/ciaf/aco/acoref tab.html

“Energy Market and Economic Impacts of $.2191, the Lieberman-Warner Climate Security Act of
2007,” Energy Information Administration, Department of Energy, Reference Case, Table 20,
http://www eia.doe.gov/oiaf/servicerpt/s2191/excel/ae02008.xls

“National Population Projections,” U.S. Census Bureau,
http://www .census.gov/population/www/projections/files/nation/download/NP2008_D1.xls

“A New Era of Responsibility, Renewing America’s Promise,” Office of Management and
Budget, pg 21,
http://www.whitehouse.gov/omb/assets/fy2010_new_era/A_New_FEra_of Responsibility2.pdf
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Table 1. Economic Impact of the Lieberman-Warner Bill: Summary of Key Modeling Results

at

Aliowance Prices GDP Impact Impact on Jobs
(2007$ per metric ton) | {% Change from BAU) | {%Change from BAU)

ACCF/NAM-Low Cost' $55 -0.8% -1,210,000
ACCF/NAM-High Cost’ $64 -1.1% -1,800,000
CRA/NMA? $47 -1.2% -3,269,000
EIA- NEMS Core Case® $31 -0.3% -270,000
ElA- NEMS Limited® $44 -0.5% -450,000
EPA- Scenario 2° $39 0.7% -

EPA- Scenario 7* $73 -1.5% -

MIT- No Offsets, No CCS Subsidy® $72 -0.7% -

MIT- 15%, CCS Subsidy® $61 -0.8% -

-

(;ﬁpact on Jobs

Allowance Prices GDP (% Change)
(2007$ per metric ton) | (% Change from BAU) | (%Change from BAU)

ACCF/NAM-Low Cost' $228 -2.6% -3,100,000
ACCF/NAM-High Cost' $271 2.7% -4,100,000
CRANMA? ’ $68 -1.0% -2,393,000
EIA- NEMS Core Case® $62 -0.3% -280,000
EIA- NEMS Limited® $93 -0.7% -710,000
EPA- Scenario 2* $64 -0.9% -
EPA- Scenario 7* $118 -2.3% -
MIT- No Offsets, No CCS Subsidy5 $105 -0.3% -
MIT- 15%, CCS Subsidy5 $89 -0.4% -

1. "Analysis of The Lieberman-Warner Ciimate Security Act (5.2191) Using The National Energy Modeling

System

(NEMS/ACCF/NAM),” A Report by the American Council for Capital Formation and the National Association

of Manufacturers, March 2008.

2. "Economic Analysis of the Lieberman-Warner Climate Security Act of 2007 Using CRA's MRN-NEEM
Model,” by CRA International, April 2008.
3. "Energy Market and Economic Impacts of 8.2191, the Lieberman-Warmer Climate Security Act of 2007."
by the Energy information Administration, U.S. Department of Energy, April 2008.
4. "EPA Analysis of the Lieberman-Warner Climate Security Act of 2007," by

the U.S. Environmental Protection Agency, March 2008.
5. "Appendix D: Analysis of the Cap and Trade Features of the Lieberman-Warner Climate Security Act,” by

MIT.
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Figure 3. Obama Administration Climate Revenues (2012-2019) and EIA's Analysis
of Lieberman/Warner (5.2191, assuming all allowanced auctioned) ($ in billions)
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Figure 4. Global Natural Gas Costs - 3% Quarter 2008 ($US per millions BTUs)
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Note: Prices generally reflect domestic wellhead/hub prices or imported prices via pipefine. Some
nations {e.g., Japan and Korea) import LNG. Thus, the higher prices. Other nations import LNG
but these prices aren't generally reflected in the above.

Source: American Chemistry Council

Figure 5. Global CO2 Concentrations
Carbon Emissions are projected to rise over the next several decades
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Seurce: Economic Report of the President, Annual Report of the Council of Economic Advisers, January
2009, Chart 3-6, pg 124.
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Figure 6: Greenhouse Gas Emissions Associated with Existing and New Investment in 2001

(Million tons of Carbon per $Billion of Gross Domestic Product at Market Exchange Rates)
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Source: Promoting A Positive Climate for Investment, Economic Growth and Greenhouse Gas Reductions, W. David
Montgomery and Sugandha Tuladhar (see www.iccfglobal.org.)
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Years for Selected Energy Investments, 2006

I Capital Costs Recovered After Five

Electric Generation

Electric Transmission & Distribu

Lines
Combined Self- » o
Gas Coal Nuclear }!ng«:egr‘ Cé!enerAatved Traani::ZSlon D'sgi:)::m '\32

Generation ectricity
gg::g 37.7% 29.5% 37% 29.5% 37.7% 37.7% 205%1 6
Brazil 37T% | 475% NA 377% |  63.1% 20.6% 20.6%
Canada 796% |  796% |  796% 796% | 79.6% 31.2% 3M2% | ¢
China 39.8% | 39.8% |  39.8% 39.8% |  30.8% 39.8% 39.8%
Germany 300% | 300%|  375% 30.0% | 30.0% 33.1% 3BA% |
India 556% |  556% |  55.6% 55.6% |  55.6% 55.6% 553 1
Indonesia 450% | 450% |  45.0% 450% | 45.0% 45.0% 450%] -
Japan 497% | 497% |  49.7% 497% |  456% 37.4% 37a% | .
Rep of 57.7% | 5T1% |  57.7% 577% |  57.7% 57.7% 57.7% | ¢
Malaysia 100.0% | 100.0% ]  100.0% 100.0% | 100.0% 90.0% 90.0% | ¢
Mexico 46.2% ]  462% |  46.2% 462% | 46.2% 23.1% 231% | ¢
Taiwan 297% |  49.7% |  49.7% 497% |  49.7% 49.7% 97%] .

Source: Prepared by the Q

2007.

E

and

Group, Emst & Young LLP, April 25,

1, Original Ernst & Young study was updated with the change in H.R. 1424 “Emergency
Economic Stabilization Act of 2008” reduced the cost recovery period from 20 to 10

years.
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Mr. MARKEY. Thank you Dr. Thorning very much. Our next wit-
ness is Dr. Richard Morgenstern. He is a Senior Fellow at Re-
sources for the Future. His research includes work on economic
analysis of environmental policies. Prior to joining Resources for
the Future, Dr. Morgenstern was a Senior Economic Counselor at
the Department of State and participated in the negotiations of the
Kyoto Protocol. So we welcome you, sir, and whenever you are
ready, please begin.

STATEMENT OF RICHARD D. MORGENSTERN

Mr. MORGENSTERN. Mr. Chairman, I appreciate the opportunity
to appear here and address you and members of the Committee. I
would note for the record that Resources for the Future is both an
independent and non-partisan organization, and the views I
present here today are mine alone.

I would like to summarize a few basic points in my written testi-
mony. First of all, the aggregate impact for proposed legislation are
relatively small. Using the Lieberman-Warner bill as a benchmark,
the Energy Information Administration has estimated GDP reduc-
tions in 2030 that range from .3 to .8 of 1 percent of GDP, and
2030 is the time period where GDP levels are expected to approxi-
mately double over today’s levels.

There are other modelers besides EIA who have other results.
Some are similar, some are different. I would note that the ones
that differ usually, not usually, but in fact, the differences are re-
lated to three factors. Number one, other modelers have much more
conservative assumptions about technology development than the
Energy Administration. Secondly, other modelers ignore domestic
and international offsets which are in fact a part of most of the
bills. And thirdly, other modelers ignore banking of allowances
which is in fact the basic proposition in all the bills. These are fac-
tors which can influence model results, and you can see significant
differences along these lines.

Secondly, despite the small aggregate impacts of these legislation
on the sale of Lieberman-Warner, there are potentially significant
employment and output effects in some industries, particularly en-
ergy-intensive and trade sensitive industries as this Committee is
well aware.

Third, modeling analysis by myself and others indicates that the
impacts decline over time, as firms adopt new technologies, they
change processes, they vary outputs. So some of the impact num-
bers we see are based upon initial impacts and do not always re-
flect these changes. Additionally, I would note that the modeling
that has been done, including my own, is based upon unilateral ac-
tion, and this is a convenient technique we use in doing calcula-
tions, but in fact other countries are adopting, certainly the Euro-
peans are adopting changes, and in all likelihood, the estimates
generated by this modeling approach of unilateral action overstates
the impact on the United States industry.

Fourth, a key challenge to this Committee and to all of us is to
identify particular industry segments that are most affected. Cal-
culations that I have done suggest that when you look at a broad
industrial category, typically referred to as a two-digit industrial
category, you can see within that category variation that can vary
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by a factor of 10. So different sub-elements of broad categories of
industries can have quite different impacts, and that is a challenge
in devising appropriate remedies.

Fifth, a missions leakage is clearly a concern in some industries,
and this is particularly a concern over the long term.

Turning to possible solutions, there are basically two approaches
to address this problem. One approach is to exempt certain indus-
tries or provide special regulations for them, and the second ap-
proach is to try to level the playing field between domestic and
international competition, and the mechanisms for that are the
border tax, mechanisms that have been referred to, or free allow-
ance allocation. As regards to exemptions, this was tried in the
BTU tax days that were back in the days when President Clinton
introduced this notion, and other than simplicity, I would say this
approach has very little to recommend it. It ignores some low-cost
reduction opportunities that exist in some industries. It makes CO»
reductions more expensive for others, and it encourages what we
call rent-seeking behavior which is not justified by the fact.

Turning to the border tax and free allocation mechanisms, they
are both contained as you have discussed in several bills. The em-
phasis to put on one versus another depends on several factors.
Trade law is certainly a big issue. I am not a trade lawyer, but I
do read the literature on this subject and certainly many have
raised questions about the defensibility and the timing of border
tax adjustments. And I would note that none of the bills addresses
exports which is in fact an important consideration in international
trade. Additionally, a border tax adjustment is going to require
more information on the part of Government about foreign compa-
nies and foreign countries, and this can be very difficult to obtain,
and as has been noted by earlier commentator, this could lead to
trade wars.

Almost done, Mr. Chairman. Free allowance allocation is cer-
tainly a very attractive mechanism, particularly the output-based
allocation that has been discussed here. It can address both import
and export issues. The Inslee-Doyle approach is a very pragmatic
mechanism for addressing this. I understand that some revisions
are under consideration, and I would be happy to answer questions
on that. Thank you.

[The prepared statement of Mr. Morgenstern follows:]
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Mr. Chairman: | am pleased to appear before this committee to discuss the impact of
potential climate mitigation policies on carbon-intensive industries and possible

remediation options.

I have been involved in climate change policy issues for the past two decades, having
served in senior policy positions at the U.S. Environmental Protection Agency under
prior Republican and Democratic administrations, and participated in both the
Intergovernmental Panel on Climate Change and several rounds of international
climate negotiations. Previously a tenured economics professor, | currentlyama
senior fellow at Resources for the Future {RFF), a 56-year-old research institution
headquartered here in Washington, DC, that specializes in energy, environmental,
and natural resource issues. RFF is both independent and nonpartisan, and shares
the results of its economic and policy analyses with members of both parties, as well
as with environmental and business advocates, academics, members of the press,
and interested citizens. The views | present today are mine alone and do not

necessarily reflect that of RFF.

I believe it is essential for the United States to adopt a mandatory system to reduce

its greenhouse gas (GHG) emissions. Numerous studies have demonstrated that the



129

cost of a well-designed policy is likely to be quite modest overall. At the same time,
due to the enormous diversity of GHG sources, efforts to address climate change
will—of necessity—have impacts at many different levels, including nations,
industries, and individuals. Pursuing a cost-effective approach that minimizes the
overall cost to society of achieving a particular emissions-reduction target will tend

to reduce the burden imposed on businesses and consumers.

Broad, market-based strategies that effectively attach a price to GHG emissions, such
as a cap-and-trade program or an emissions tax, offer significant cost and efficiency
advantages. As a result, it is widely assumed that some sort of policy that increases
the costs of carbon will be part of the core U.S. policy response. Legislation
introduced in the last session of both Houses of Congress embodies such an
approach, and the Obama administration has specifically endorsed a cap-and-trade

program.

As part of a broad emissions-pricing policy, additional flexibility mechanisms to
limit hardships on selected industries may be required. These could include
recognizing offset credits from sectors or gases not included under the cap and/or
from projects undertaken in other countries. Such flexibility can lower overall
program costs further while also ameliorating the potential for adverse impacts on
particular sectors or the economy as a whole. Close attention to cost and efficiency
considerations in overall policy design should be considered the first step to

addressing competitiveness concerns.

Nonetheless, even with a cost-effective strategy for reducing U.S. GHG emissions,
some domestic producers will incur increased production costs. As a result, they
will also face increased challenges to their ability to remain competitive globally,
especially where they compete against foreign suppliers operating in countries

where emissions do not carry similar costs. These concerns are likely to be most
acute in trade-sensitive, energy-intensive sectors. The question that will likely be

asked: why should U.S. firms be disadvantaged relative to overseas competitors to
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address a global problem? The difficulty, moreover, is not just political: if, in
response to a mandatory policy, U.S. production simply shifts abroad to unregulated
foreign firms, the resulting emissions “leakage” could wipe out some of the
environmental benefits from domestic action. Various policy options have been

advanced to address these concerns, although none is without its own problems.

My comments today draw on my own recent research as well as work with several
of my RFF colleagues on the impacts of a unilateral policy that establishes a price on

carbon dioxide (CO;) emissions and on various options for offsetting these impacts.

A recent paper done in conjunction with Mun Ho and Jhih-Shyang Shih estimates the

likely economic impacts based on adjustments that firms can make over different

time scales:

1. Inthe very short run, firms cannot adjust prices or production techniques and
profits fall accordingly.

2. Inthe short run, firms can raise prices to reflect the higher energy costs, with a
corresponding decline in sales as a result of product or import substitution.

3. The medium run, when in addition to the changes in output prices, firms can
change the mix of energy, labor, and other inputs in their production processes,
but capital remains in place; economywide effects are considered.

4, Inthe long run, capital may also be reallocated across the economy.

Our analysis assumes a unilateral COz price of $10 per ton and considers the impacts
on industrial output, employment, corporate profits, as well as the potential for

international leakage of emissions.

Measured by the reduction in domestic output, a readily identifiable set of
industries is at the greatest risk of contraction over both the short and long
terms. Within the manufacturing sector, the hardest-hit industries are chemicals

and plastics, primary metals, and nonmetallic minerals. Another hard-hit industry,



131

petroleum refining, will likely be able to pass along most cost increases, thereby

muting the impacts.

Although the short-run output reductions are relatively large in these
industries, the reductions shrink over time as firms adjust inputs and adopt
carbon- and energy-saving strategies. The industries that continue to bear the
impacts are generally the same ones affected initially, albeit at reduced levels. While
profits drop in the short term, competitive markets adjust to ensure market rates of

return in the longer run.

Focusing on the nearer-term time frames, the largest cost increases are
concentrated in particular segments of affected industries. For example,
petrochemical manufacturing and cement see very short-run cost increases of more
than four percent while iron and steel mills, aluminum, and lime products see cost
increases exceeding two percent. While a more complete picture of industry impacts
at a disaggregated level would clearly aid in the design of policy remedies,

limitations on the publicly available data hamper such efforts.

In nonmanufacturing companies, the overall size of the production losses also
declines over time in most sectors, although a more diverse pattern applies.
The initially significant impact on electric utilities, for example, does not
substantially change over time compared to an industry such as mining, which
experiences a continuing erosion of sales as broader adjustments occur throughout
the economy. Agriculture faces modest but persistent output declines over time due

to higher prices for fertilizer and other inputs.

In terms of employment, short-term job losses are modeled as roughly
proportional to those of output. Over the longer term, however, when labor
markets are able to adjust, the remaining, relatively small losses are fully offset by

gains in other industries, leaving no net change in employment,
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Leakage across Borders

In time, most experts agree, the best solution to addressing climate change will be to
devise binding international agreements that create parity in global markets. But in
the interim, unilateral actions must be taken to begin addressing the global
challenge. A consequence of this approach is emissions “leakage,” wherein domestic
reductions are partially offset by increases abroad, as production, demand, and
energy supplies are reallocated globally. While domestic consumption of carbon-
intensive products will clearly decline in the presence of a price on carbon
emissions, some leakage will also occur. Over the long term, we estimate that the
leakage rate for the few most-vulnerable industries can be as high as 40 percent in

the case of a unilateral $10 per ton CO2 price.

Importantly, displacement of production through lost competitiveness is not the
only source of carbon leakage. A large-scale withdrawal of demand for carbon-
intensive energy from the United States will drive down fossil fuel prices globally
and expand consumption elsewhere. This driver of leakage can only be addressed by
ensuring that all major international players take on comparable carbon policies

and prices.

Policy Tools for Addressing Competitiveness and Leakage

A first response is to ensure that climate policies are cost-effective. For example,
carbon pricing through a tax or cap-and-trade policy will ensure access to
inexpensive mitigation opportunities throughout the United States {(and potentially
around the world), minimizing the economic costs of achieving any given emissions

target. Beyond that, policymakers have a number of options.
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A weaker overall policy—less stringent emissions caps and/or lower emissions
prices—would offer relief, but to all industries, not only those facing increased
competition. Meanwhile, environmental benefits and incentives for technology
innovation would be smaller. More generous use of offsets from either or domestic
or international sources can lessen domestic impacts in similar fashion, albeit

without the same loss in environmental benefits.

Exempting certain sectors provides more targeted relief but eliminates incentives
for those sectors to deploy even inexpensive measures, More traditional forms of
regulation, such as emissions standards, can be used to deliver some emissions
reductions while avoiding the added burden of allowance purchases (under
auctioned cap-and-trade programs) or tax payments for their remaining emissions.
However, the overall cost to society will tend to be higher than under an economy-

wide pricing policy.

Pending legislation has focused mostly on free allowance allocation and trade-
related “border adjustment” policies. In particular, import-adjustment proposals
would require importers to purchase allowances based on actual or estimated
embodied emissions, leveling the playing field between imported and domestic
consumer goods. Full border adjustment via use of an export rebate is another

option to lessen impacts on domestic industries.

Alternatively, an allocation policy that keeps domestic costs from rising in the first
place would also balance things out. Under such an approach, allowance allocation
would need to be updated in accordance with output. The value of that allocation
would function like a domestic production rebate. This type of benchmarking with
ongoing adjustments stands in contrast to the fixed allocations thaﬁ were used in

Title IV of the Clean Air Act, which do nothing to lower variable costs.

A recent paper by Carolyn Fischer and Alan Fox has examined both trade-related
and free allowance allocation options. Not only may different border adjustment

policies raise concerns within the World Trade Organization (WT0), but they also
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pose different economic tradeoffs. While all the options promote domestic
production to some extent, none of them would necessarily be effective at reducing
leakage in a given sector. That is because while they reduce emissions abroad, they
expand the emissions of domestic firms. For most U.S. sectors, a full border
adjustment, combining an import adjustment based on actual embodied carbon
emissions with an export rebate, is highly effective at reducing global emissions.
Especially when import {or export) adjustments are limited for reasons of WTO
compatibility to a weaker standard, that is, the domestic emissions rate net of any
free allocation, the domestic rebate via free allowance allocation can be more
effective at limiting emissions leakage and encouraging domestic production. It also
has the advantage that more of the data needed for implementation can be obtained

from domestic sources.

H.R. 7146, the Inslee Doyle Amendment, introduced in the last session of Congress,
attempts to develop a pragmatic approach to free allowance allocation updated in
accordance with output. Eligibility for the program, and the basis and frequency of
updating allocations, are key issues in the design. Similarly, the provisions for
program phase down or phase out are also relevant, as it makes little sense to
continue the rebates once our trading partners have adopted comparable policies.
Further, there are a number of important data issues associated with program
implementation, as well as general concerns about the degree of specificity in

legislation vs. discretion that is left to the implementing agency.

Some caveats are especially relevant: First, although an emissions cap can be
effective in limiting domestic emissions, awarding additional allowances to certain
sectors to compensate for competitiveness concerns will tend to raise allowance
prices overall, and shift costs among sectors. Second, border adjustments or other
trade-related policies risk providing political cover for unwarranted and costly
protectionism and may provoke trade disputes with other nations. Third, many of
our largest trade partners are implementing emissions pricing; the European Union

already has a cap-and-trade program and Canada has policies developing at the
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provincial level. For most energy-intensive manufacturing, these trade partners
represent a quarter or more of the leakage from lost competitiveness. Consequently,

actual leakage is less of a concern than estimated in our modeling,

Finally, I return to the choice of adopting a broad-based carbon pricing scheme,
presumably cap and trade versus a more tailored policy wherein key sectors are
fully or partially exempted. In that context, I would emphasize that sector-specific
policies are more difficult to implement than economywide approaches and can
require hard-to-obtain data. Furthermore, they can create quite strong incentives
for rent seeking as individual industries now look for special protection under the

available mechanisms without necessarily being at significant competitive risk.

In sum, broad-based approaches, such as an economywide cap-and-trade program,
offer the greatest prospect for cost-effective emissions reductions. Yet, there is a
real prospect that a unilateral or near-unilateral carbon-pricing approach will cause
adverse impacts on certain energy-intensive, import-sensitive industries,
particularly in the short to medium term. Over the longer term, emissions leakage is
a concern as well. Until a more global approach can be adopted, a transitional
measure for the adversely impacted sectors is appropriate. While border
adjustments may also be a viable option, free allowance allocation with updating has

much to recommend it,

Thank you.
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Mr. MARKEY. Thank you Mr. Morgenstern very much. Our final
witness is Eileen Claussen. She is the President of the Pew Center
on Global Climate Change where she specializes in international
issues. She is the former Assistant Secretary of State for Oceans
and International Environmental and Scientific Affairs. Whenever
you are ready, please begin.

STATEMENT OF EILEEN CLAUSSEN

Ms. CLAUSSEN. Mr. Chairman, Mr. Upton, and members of the
Subcommittee, thank you for the opportunity to testify.

Addressing global climate change presents policy challenges at
both the domestic and the international levels, and the issue of
competitiveness underscores the very close nexus between the two.
In the long term, a strong multilateral framework ensuring that all
major economies contribute their fair share to the global climate ef-
fort is the most effective means of addressing competitiveness con-
cerns. In designing a domestic climate program, the question before
Congress is what to do in the interim, until an effective global
agreement is in place.

A first step in addressing competitiveness is assessing the poten-
tial scope and magnitude of potential impacts. Our focus must be
on energy-intensive industries whose goods are traded globally
such as steel, aluminum, cement, paper, glass, and chemicals. As
heavy users of energy, these industries will face higher costs as a
result of domestic greenhouse gas constraints. However, as the
price of their goods are set globally, their ability to pass along
these price increases is limited.

To empirically quantify the potential magnitude of this competi-
tiveness impact, the Pew Center commissioned an analysis by
economists at Resources for the Future. This work, which we will
be publishing shortly, analyzes 20 years of data in order to discern
the historical relationship between electricity prices and produc-
tion, consumption, and employment in more than 400 U.S. manu-
facturing industries. Our analysis found that at the price levels
studied, the projected competitiveness impacts, as well as the
broader economic effects on energy-intensive industries, would be
modest but not insignificant, and in our view, readily managed
with a range of policy instruments.

In a domestic cap-and-trade system, competitiveness concerns
can be addressed in part through banking and borrowing and the
use of offsets, which can help reduce the costs to all firms. How-
ever, other transitional policies may be needed to directly address
competitiveness concerns for energy-intensive industries for the pe-
riod preceding the establishment of an effective international
framework.

Allow me to mention a couple of options we would not rec-
ommend and then a few that we would. One option is to exclude
vulnerable sectors from coverage under the cap-and trade program.
Exclusions however would undermine the goal of reducing green-
house gas emissions economy-wide and reduce the economic effi-
ciency of a national greenhouse gas reduction program. They also
would give exempted industries an economic advantage over non-
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exempt competitors and provide no incentive for improved perform-
ance.

A second option is to try to equalize greenhouse gas-related costs
for United States and foreign producers by impost or other require-
ment on energy-intensive imports from countries with weaker or no
greenhouse gas constraints. Such measures would apply however
only to imports to the United States and would not help level the
playing field in the larger global market, which is where U.S.
manufacturers compete. In addition, if the United States were to
impose border requirements there is a greater likelihood that it
would become the target of similar measures. There is a significant
risk that border adjustments would engender more conflict than co-
operation, in the end making it more difficult to reach agreements
that could more effectively address competitiveness concerns glob-
ally.

The Pew Center believes that Congress should seek to address
competitiveness concerns by strongly encouraging the executive
branch to negotiate a new multilateral climate agreement estab-
lishing strong, equitable, and verifiable commitments by all major
economies and including in cap-and-trade legislation transitional
measures to cushion the impact of mandatory greenhouse gas lim-
its on energy-intensive trade-exposed industries and the workers
and communities they support. These transitional measures should
be structured as follows: In the initial phase of a cap-and-trade pro-
gram, allowances should be granted to vulnerable industries to
compensate them for the costs of greenhouse gas regulation. For di-
rect costs, allocations should be based on actual production levels.
For indirect costs, allowances should reflect an emitter’s produc-
tion-based energy consumption, taking into account the greenhouse
gas intensity of its energy supplies.

Allocations should be set initially so a producer whose emissions
intensity is average for the sector is fully compensated for regu-
latory costs, while those who are above or below-average receive al-
lowances whose value is greater or less than their costs, respec-
tively. This factor should be adjusted over time as an incentive to
producers to continually improve their performance. This is similar
to the approach proposed by Congressmen Inslee and Doyle.

Allowance levels should decline over time, gradually
transitioning to full auctioning, although at a slower rate than for
other sectors. A review should be conducted periodically to assess
whether sectors are experiencing competitiveness impacts and, if
warranted, to adjust allowance levels or the rate of transitioning to
full auctioning. A portion of allowance auction revenue should be
earmarked for programs to assist workers and communities in
cases where greenhouse gas constraints are demonstrated to have
caused dislocation. Transition assistance should be curtailed for a
given sector upon entry into force of a multilateral or sectoral
agreement establishing reasonable obligations for foreign pro-
ducers, or upon a Presidential determination that such measures
have been instituted domestically.

We believe this approach addresses the transitional competitive-
ness concerns likely to arise under a mandatory cap-and-trade pro-
gram, while maintaining the environmental integrity of the pro-
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gram and providing an ongoing incentive for producers to improve
their greenhouse gas performance.

Thank you very much.

[The prepared statement of Ms. Claussen follows:]
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Mr. Chairman, Mr. Upton, members of the subcommittee, thank you for the opportunity
to testify on the topic of competitiveness and climate policy, and avoiding leakage of jobs and
greenhouse gas emissions. My name is Eileen Claussen, and I am the President of the Pew
Center on Global Climate Change.

The Pew Center on Global Climate Change is an independent non-profit, non-partisan
organization dedicated to advancing practical and effective solutions and policies to address
global climate change. Our work is informed by our Business Environmental Leadership Council
(BELC), a group of 44 major companies, most in the Fortune 500, that work with the Center to
educate opinion leaders on climate change risks, challenges, and solutions. The Pew Center is
also a founding member of the U, S. Climate Action Partnership, a coalition of 25 leading
businesses and five environmental organizations that have come together to call on the federal
government to quickly enact strong national legislation to require significant reductions of
greenhouse gas emissions.

Addressing global climate change presents policy challenges at both the domestic and the
international levels, and the issue of competitiveness underscores the very close nexus between
the two. The immediate task before this subcommittee, and before the Congress, is developing
and enacting a comprehensive domestic program to limit and reduce U.S. greenhouse gas (GHG)
emissions. Moving forward with a mandatory program to reduce U.S. emissions in advance of a
comprehensive international agreement presents both risks and opportunities. On the one hand,
domestic GHG limits may lead to a shift of some energy-intensive production to countries
without climate constraints, resulting in “erissions leakage” and posing competitiveness
concerns for some domestic industries. On the other hand, a mandatory domestic program in the
United States is an essential step towards the development of an effective global climate
agreement.

In the long term, a strong multilateral framework ensuring that all major economies
contribute their fair share to the global climate effort is, I believe, the most effective means of
addressing competitiveness concerns. Achieving such an agreement must be a fundamental
objective of U.S. climate policy. In designing a domestic climate program, the question before
Congress is what to do in the interim — until an effective global agreement is in place. In

1
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considering this question, it is important to distinguish two distinct but closely related policy
challenges: how best to encourage strong climate action by other countries, and in particular, by
the major emerging economies; and how best to minimize potential competitiveness impacts on
U.S. industry. Ibelieve that each of these two objectives is most effectively addressed through a
different set of policy responses, and it is important to ensure that our efforts to address one do
not undermine the other.

1 will focus today primarily on the second of these challenges: designing transitional
policies to minimize potential competitiveness impacts on U.S. industry.! Our analysis of the
underlying issues leads us to conclude that the potential competitiveness impacts of domestic
climate policy are modest and are manageable. In my testimony, I will: 1) present our analysis
of the nature and potential magnitude of the competitiveness challenge; 2) discuss a range of
options for addressing competitiveness concerns; and 3) outline what we believe would be the
most effective approach. This approach would employ output-based emission allocations to
vulnerable industries, phased out over time, and other transition assistance to affected workers
and communities.

Understanding Competitiveness Concerns

A first step in considering options to address competitiveness is assessing the potential
scope and magnitude of potential competitiveness impacts. It is not the competitiveness of the
U.S. economy as a whole that is at issue. (According to an MIT analysis of the Lieberman-
Warner Climate Security Act of 2007, the cost of meeting the bill’s emission reduction targets
in 2050, by when the U.S. economy is projected to triple in size, would result in GDP being 1%
less than would otherwise be the case.”) Rather, the concern centers on a relatively narrow
segment of the U.S. economy: energy-intensive industries whose goods are traded globally, such
as steel, aluminum, cement, paper, glass, and chemicals. As heavy users of energy, these
industries will face higher costs as a result of domestic GHG constraints; however, as the prices
of their goods are set globally, their ability to pass along these price increases is limited.

Competitiveness impacts can be experienced as a loss in market share to foreign
producers, a shift in new investment, or, in extreme cases, the relocation of manufacturing
facilities overseas. In assessing the economic consequences of past environmental regulation in
the United States, most analyses find little evidence of significant competitive harm to U.S.
firms. Many studies conclude that other factors—such as labor costs, the availability of capital,
and proximity to raw materials and markets—weigh far more heavily in firms’ location
decisions. One comprehensive review—synthesizing dozens of studies of the impact of U.S.
environmental regulation on a range of sectors——concluded that while new environmental rules

! For a discussion of how best to encourage strong climate action by other countries, see the testimany on The Roadmap from Pognan to
Copenhagen — Preconditions for Success by Eiliot Diringer, Vice President for International Strategies for the Pew Center on Global Climate
Change, submitted to the Select C ittee on Energy Ind J and Global Warming, U.S. House of Representatives, February 4, 2009,
(http:/fwww.pewclimate. org/testimony/diringer/02-04-09)

*$.2191 of the 110" Congress.

* Paltsev, Sergey. et al., Assessment of U.S, Cap-and-Trade Proposals, MIT Joint Program on the Science and Policy of Globat Change Report
146, Appendix D, February 2008.




141

imposed significant costs on regulated industries, they did not appreciably affect patterns of
trade.*

In the case of GHG regulation, the additional cost to firms could include the compliance
cost of purchasing allowances to cover direct emissions; indirect compliance costs embedded in
higher fuel or electricity prices; further demand-driven price increases for lower-GHG fuels such
as natural gas; and the costs of equipment and process changes to abate emissions or reduce
energy use.

In gauging the potential impacts of GHG regulation, it is important to distinguish the
“competitiveness” effect from the broader economic impact on a given industry or firm. A
mandatory climate policy will present costs for U.S. firms regardless of what action is taken by
other countries. In the case of energy-intensive industries, one potential impact of pricing carbon
could be a decline in demand for their products as consumers substitute less GHG-intensive
products. This is distinct, however, from the international “competitiveness” impact of GHG
regulation, which is only that portion of the total impact on a firm resulting from an imbalance
between stronger GHG constraints within, and weaker GHG constraints outside, the United
States.

To empirically quantify the potential magnitude of this competitiveness impact, the Pew
Center commissioned an analysis by economists at the Resources for the Future. This work,
which we will be publishing shortly, analyzes 20 years of data in order to discern the historical
relationship between electricity prices and production, consumption, and employment in more
than 400 U.S. manufacturing industries. On that basis, the analysis then projects the potential
competitiveness impacts of a U.S. carbon price, assuming no comparable action in other
countries. (The analysis assumes a CO» price of $15 per ton. The Energy Information
Administration’s core case analysis of the Lieberman-Warner cap-and-trade bill estimated a
2012 allowance price of $16.88 per ton CO,.)

The analysis finds an average production decline of 1.3 percent across U.S.
manufacturing, but also a 0.6 percent decline in consumption, suggesting a competitiveness
effect of just 0.7 percent. For energy-intensive industries (those whose energy costs exceed 10
percent of shipment value), the analysis projects that average U.S. output declines about 4
percent. However, consumption declines 3 percent, so that only a 1 percent decline in
production (or one-fourth of the total decline) can be attributed to an increase in imports, or a
loss of competitiveness. For specific energy-intensive industries, including chemicals, paper,
iron and steel, aluminum, cement, and bulk glass, the analysis projects a competitiveness impact
ranging from 0.6 percent to 0.9 percent, although within certain subsectors, the impact could be
higher. What this analysis demonstrates very clearly is that most of the projected decline in
production stems from a reduction in domestic demand, not an increase in imports. In other
words, most of the projected economic impact on energy-intensive industries reflects a move
toward less emissions-intensive products—as would be expected from an effective climate
change policy—not a movement of jobs and production overseas. At the price level studied, the
projected competitiveness impacts, as well as the broader economic effects on energy-intensive

* Jaffe, A.B., S.R. Peterson, P.R. Portney, and R.N. Stavins, Envij 1 Regulation and the Ce itiveness of U.S. Manufacturing: What
Does the Evidence Tell Us?, Journal of Economic Literature, Vol. 23, March 1995.
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industries, are modest and, in our view, can be readily managed with a range of policy
instruments.

Policy Options

In the design of a domestic cap-and-trade system, competitiveness concerns can be
addressed in part through a variety of cost-containment measures, such as banking and
borrowing and the use of offsets, which can help reduce the costs to all firms, including energy-
intensive, trade-exposed industries. However, other transitional policies may be needed to
directly address competitiveness concerns in the period preceding the establishment of an
effective international framework. Options include: fully or partially exempting potentially
vulnerable firms from the cap-and trade system; compensating firms for the costs of GHG
regulation through allowance allocation or tax rebates; transition assistance to help firms adopt
tower-GHG technologies, and to help communities and workers adjust to changing labor
markets; and border measures such as taxes on energy-intensive imports from countries without
GHG controls. In addition, a domestic policy could be designed to encourage and anticipate
international sectoral agreements establishing the respective obligations of major producing
companies within given sectors.

Exclusion from Coverage — One option is to fully or partially exclude vulnerable sectors
or industries from coverage under the cap-and-trade program. For instance, under the
Lieberman-Warner Climate Security Act of 2008, the direct “process” emissions of many
energy-intensive industries would not be subject to GHG limits. Exclusions would relieve trade-
exposed industries of any of any requirement to hold emission allowances and thereby eliminate
direct regulatory costs, shielding them not only from competitiveness impacts but also from
some of the broader economic effects of pricing carbon. However, by limiting the scope of the
cap-and-trade system, exclusions would undermine the goal of reducing GHG emissions
economy-wide, and would reduce the economic efficiency of a national GHG reduction program.
They also would give exempted industries an economic advantage over nonexempt domestic
firms and sectors, including competitors. Moreover, firms whose emissions are exempted would
still face the indirect costs of higher energy prices.

Compensation for the Costs of GHG Regulation — Another option is to include these
sectors in the cap-and-trade system but compensate them for the costs of GHG regulation. Key
design considerations include the scope, form, and means of calculating such compensation, and
whether and how it should be phased out.

As noted earlier, firms covered by the cap-and-trade system face both direct and indirect
costs of regulation. The direct, or compliance, cost is the cost of purchasing any allowances
needed to cover direct emissions regulated under the cap. Indirect costs include higher prices for
electricity and natural gas (reflecting an embedded carbon price and, in the case of natural gas,
rising demand for this less GHG-intensive fuel), and the costs of equipment and process changes
to abate emissions or reduce energy use. For energy-intensive industries, the indirect cost of
higher energy prices represents a significant portion of the total potential cost.

® 5.3036 of the 110" Congress.
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One form of compensation is providing free emission allowances. In the case of direct
emissions, allowances could be granted on the basis of historic emissions (“grandfathering”) and
energy-intensive sectors could receive a more generous allocation than other emitters. For
instance, energy-intensive industries could receive a full free allocation while others receive
allocations for 80 percent of their historic emissions. Over time, the energy-intensive sectors
could continue to be treated more generously—for instance, continuing to receive a higher
proportion of free allowances as the allocation system transitions to fuller auctioning. Because
free allocation provides the same economic incentive to reduce emissions as does an auction,
keeping energy-intensive sectors under the cap, but providing free allowances, provides for
greater environmental effectiveness and economic efficiency than excluding them.

Additional allowances could be provided to compensate for indirect costs. However, as
future energy prices cannot be predicted, there is no way of determining in advance whether this
allocation matches the firms’ actual costs.

Another form of compensation for direct and/or indirect costs could be tax credits or
rebates. One potential source of revenue for such measures is proceeds from the auction of
emission allowances. A tax rebate would be a direct payment to compensate a firm for GHG
regulatory costs; a tax credit could alternatively offset those costs by reducing a non-GHG
burden such as corporate or payroll taxes, or healthcare or retirement costs.®

Whatever form the compensation takes, one critical issue is the basis for calculating the
appropriate level. In the case of direct compliance costs, granting allowances on the basis of
historical emissions can effectively penalize early action and reward relatively heavier emitters
within an industry. In addition, it does not necessarily guard against emissions leakage or a loss
of jobs, as a firm could choose to maximize profits by selling its free allowances and reducing
production. There is also the risk that firms will be over-compensated and realize windfall
profits.

Alternatively, compensation could be “output-based,” pegged to actual production levels
and/or energy consumption. Firms could be compensated in full for direct or indirect costs; or an
output-based approach could apply a performance standard (i.e., emissions or energy use per unit
of production) to encourage and reward lower GHG intensity production. The Inslee-Doyle
Carbon Leakage Prevention Act’ introduced in the 110" Congress would have allocated
allowances to compensate for both direct and indirect costs based on a facility’s level of output,
adjusted by an “efficiency factor” which could be adjusted over time to provide firms an ongoing
incentive to switch to lower-GHG processes and energy sources. The compensation would
shield them from regulatory costs, lowering the risk of emissions leakage and competitiveness
impacts, while maintaining an incentive for improved environmental performance and continued
operation.

¢ Houser, Trevor ct al., Leveling the Carbon Playing Field: International Competition and US Climate Policy Design, Peterson Institute for
International Economics and World Resources Institute, May 2008.

" H.R. 7146 in the 110" Congress.
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As with the exclusion of trade-exposed sectors from the cap, the remedy provided by
these compensation approaches extends beyond any actual competitiveness effect. Whether
based on output or historical emissions, most of the proposals offered to date aim to compensate
firms for most or all of the increased costs associated with GHG regulation, not just for the
impacts they may face due to the asymmetry between GHG constraints within and outside the
United States. To limit compensation to competitiveness impacts alone would require in-depth
financial knowledge of each firm and/or complex calculations that could be reliably performed
only once the impacts have occurred. A drawback of a compensation approach is that the
financial resources required—whether drawn from auction revenue or other sources—are not
available for other climate- or non-climate-related purposes.

If compensation is provided, one important consideration is how long it should be
maintained and at what level. Phasing out the compensation would give firms additional
incentive to improve their GHG performance but would also make them more vulnerable to
competitiveness impacts. A mandatory program could provide for periodic review of any
allowances or other compensation to vulnerable sectors to consider adjusting them on the basis
of new information. For instance, if the legislation establishes a specific timetable for moving
from free allocation to auctioning, this transition might be slowed for specific industries if there
are clear indications of competitiveness impacts. Alternatively, compensation could be phased
out or ended if other countries take stronger action or new international agreements are reached.
The review could focus narrowly on the issue of trade-related impacts or it could be a broad-
based review also looking at new science, technology, and economic data.

Transition Assistance —~ Another option is to provide transition assistance to vulnerable
firms to help them adopt lower-GHG technologies, and to communities and workers affected by
competitiveness impacts. In the case of firms, measures could include tax incentives such as
accelerated depreciation to encourage the replacement of inefficient technologies, or tax credits
for the development or adoption of lower-GHG alternatives. Firms could also be incentivized to
switch to low carbon energy sources, for example through subsidies for purchases or generation
of renewable energy.

Where competitiveness impacts are unavoidable, assistance can be provided to both
workers and communities. Previous government efforts to help communities adjust to economic
changes resulting from national policies provide lessons for shaping similar efforts as part of
climate change policy.8 At the level of individual workers, policies such as the Workforce
Investment Act providing income support and retraining to help move workers into new jobs can
provide a blueprint for transition programs to assist workers adversely affected by
competitiveness imbalances under a climate policy.()

Border Adjustment Measures — Another strategy is to try to equalize GHG-related costs
for U.S. and foreign producers by imposing a cost or other requirement on energy-intensive
imports from countries with weaker or no GHG constraints. One option is a border tax based on
an import’s “embedded” emissions (equal to the compliance costs for a domestic producer of an

* Greenwald, Judith M., Brandon Roberts, and Andrew D, Reamer, Community Adjustment to Climate Change Policy, Pew Center on
Global Climate Change, December 2001.
* Barrett, Jim, Worker Transition and Global Climate Change, Pew Center on Global Climate Change, December 2001.
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equivalent good). An alternative approach, described by proponents as more likely to withstand
challenge under international trade rules, would instead require that imports be accompanied by
allowances for their associated emissions. The Lieberman-Warner bill would have required
allowances for energy-intensive imports from countries not determined by an appointed
commission to be undertaking “comparable” action to reduce emissions. To avoid driving up
allowance prices for U.S. firms, importers would buy from an unallocated pool of “reserve
allowances” at a price set by the government. In the 1 10® Congress, the Bingaman-Specter bill,
the Dingell-Boucher discussion draft, and Chairman Markey’s ICAP bill all adopted variations
of this approach.

»

One major shortcoming of this approach is its limited effectiveness in reducing
competitiveness impacts. As the border adjustment measures would apply only to imports to the
United States, they would not help “level the playing field” in the larger global market where
U.S. producers may face greater competition from foreign producers.

Among the other issues raised by unilateral border measures is their consistency with
World Trade Organization (WTO) rules. The legality of a given measure would depend in part
on its specific design and on the types of climate policies in place domestically. As such
approaches have not been previously employed, there are no definitive rulings, and experts differ
in their interpretation of relevant WTO precedents.'? The legal uncertainties ultimately would be
resolved only through the adjudication of a WTO challenge, a likely prospect if unilateral border
measures were to be applied by the United States or another country.

Trade measures also present significant administrative challenges—in particular,
calculating the GHG intensity of imported goods. Would the imported good’s GHG intensity be
calculated at the sector, firm, or plant level? Would such an assessment rely on data from the
exporting country? In addition, criteria are needed to determine whether a country is meeting a
“comparability” or other standard. Under the Lieberman-Warner bill, “comparable action”
would have been defined as either a) a percentage reduction in GHGs equivalent to that achieved
by the United States, or b) as determined by the commission, “tak[ing] into consideration... the
extent to which” a country has implemented measures and deployed state-of-the-art technologies
to reduce emissions. A literal application of a “comparability” standard to developing
countries—particularly if border requirements are imposed upon or very soon after mandatory
domestic limits are put in place—would likely be viewed internationally as inconsistent with the
principle of “common but differentiated responsibilities” agreed to by the United States in the
UN Framework Convention on Climate Change (UNFCCC).

Another important consideration is the potential impact on trade and international
relations. If the United States were to impose border requirements, there is a greater likelihood
that it would become the target of similar measures. European policymakers also are weighing
the use of border measures and have argued that the emission targets under consideration in the
United States are not comparable to those adopted by the European Union. U.S. trade officials
and others also have voiced strong concern about the potential for retaliatory trade measures by

¥ For a discussion of WTO-related issues, see Bordoff, Jason E., International Trade Law and the Economics of Climate Policy:
Evaluating the Legality and Effectiveness of Proposals to Address Competitiveness and Leakage Concerns, Brookings Institution,
June 2008,
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targeted countries, leading to escalating trade conflicts.' Proponents argue that the threat of
unilateral trade measures would give the United States greater leverage in international climate
negotiations. However, there is a significant risk that they would engender more conflict than
cooperation, in the end making it more difficult to reach agreements that could more effectively
address competitiveness concerns.

International Sectoral Agreements — All of the preceding options are measures that would
be implemented domestically. Another approach that would help reduce emissions within and
outside the United States, while addressing competitiveness concerns, is to negotiate
international agreements setting GHG standards or other measures within energy-intensive
globally-traded sectors. For example, major steel-producing countries could agree on standards
limiting GHGs per ton of steel, which could be differentiated initially according to national
circumstances and converge over time. Sectoral agreements could take a number of forms,
depending on the specific sectors, and could be negotiated as stand-alone agreements or as part
of a comprehensive climate framework.'?

Within the domestic context, a purely sector-by-sector approach would sacrifice the
broad coverage and economic efficiency of an economy-wide cap-and-trade program. However,
sectoral agreements could exist alongside a cap-and-trade program, and the system could be
designed to encourage U.S. producers to work toward their establishment. One option would be
to provide for a sector’s exclusion from the cap once an international agreement of comparable
stringency is in place (although, as noted, diminishing the scope of the cap-and-trade system by
exempting one or more sectors would limit its economic efficiency). An alternative is to keep
the sectors under the cap but align their obligations under the domestic program and the
international sectoral agreement. For instance, a firm’s emissions allowance under the trading
system could be based on the GHG standard that is agreed internationally.

In keeping with the principle of “common but differentiated responsibilities,” an
international sectoral agreement may not set fully equivalent requirements for all countries,
particularly at the outset. In that event, compensation for energy-intensive industries could be
maintained at some level and phased out as the requirements for other countries rise to those
borne by the United States.

Recommendations: An Allowance-based Approach

Based on our assessment of the available options, the Pew Center believes that Congress
should seek to address competitiveness concerns by: 1) strongly encouraging the executive
branch to negotiate a new multilateral climate agreement establishing strong, equitable, and
verifiable commitments by all major economies; 2) including in domestic legislation incentives
for such an agreement, including support for stronger action by major developing countries; and
3) including in cap-and-trade legislation transitional measures to cushion the impact of

" Remurks of U.S, Trade Representative Susan C. Schwab to U.S. Chamber of Commerce, January 17, 2008.
" Bodansky, Daniel, International Sectoral Agreements in a Post-2012 Climate Framework, Pew Center on Global Climate Change,
May 2007,
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mandatory GHG limits on energy-intensive trade-exposed industries and the workers and
communities they support. These transitional measures should be structured as follows:

* In the initial phase of a cap-and-trade program, free allowances should be granted to
vulnerable industries to compensate them for the costs of GHG regulation. For direct
costs, allocations should be based on actual production levels. For indirect costs,
allowances shonld reflect the emitter’s production-based energy consumption, taking
into account the GHG intensity of its energy supplies.

¢ Based on an analysis of GHG performance within a given sector, allocations should
be set initially so that producers with average GHG performance are fully
compensated for regulatory costs, while those performing above or below the norm
receive allowances whose value is greater or less than the their costs, respectively.
This factor should be adjusted over time as an incentive to producers to continually
improve their GHG performance.

o Allowance levels should decline over time, gradually transitioning to full auctioning,
although at a slower rate than for other sectors.

e A review should be conducted periodically to assess whether sectors are experiencing
competitiveness impacts and, if warranted, to adjust allowance levels and/or the rate
of transition to full auctioning.

s A portion of allowance auction revenue should be earmarked for programs to assist
workers and communities in cases where GHG constraints are demonstrated to have
caused dislocation.

» Transition assistance should be curtailed for a given sector upon entry into force of a
multilateral or sectoral agreement establishing reasonable obligations for foreign
producers, or upon a Presidential determination that such measures have been
instituted domestically.

We believe this approach addresses the transitional competitiveness concerns likely to
arise under a mandatory cap-and-trade program, while maintaining the environmental integrity of
the program and providing an ongoing incentive for producers to improve their GHG
performance. We commend the subcommittee for focusing the attention of Congress on this
critical issue, and would be happy to work with you as you develop legislation to address this
and other dimensions of the climate challenge.

1 thank you for your attention and would be happy to answer your questions.
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Mr. MARKEY. Thank you, Ms. Claussen, very much, and that con-
cludes our opening statements from the witnesses. We will now
turn to questions from the Subcommittee members, and the chair
will recognize himself for a round of questions, and I am going to
start with you, Mr. McMackin and you, Mr. McBroom. Is there a
way in which we can reconcile, you know, the two approaches
which you present, that is, the free allocation approach which Mr.
Doyle and Mr. Inslee are proposing or, you know, some border pro-
tection measures, which are taken as well. Is there a way to do
them in concert, sequentially? What would be your recommenda-
tion if they could be put together as complimentary policies?

Mr. McMACKIN. Mr. Chairman, our working group doesn’t have
a formal position on the border equalization provision, so I guess
that means we don’t have a formal position on the interface of the
two, but let me say this sort of for myself at least that I think it
is reasonable to say that most people who would support doing
both would say that there is a role for border equalization at least
as a backup measure and as one of the weapons of armamentarium
of our negotiators. For instance, kind of as a necessity, the allow-
ance grants takes priority because if we eliminate the cost differen-
tial at the source, there is no cost differential to be equaled at the
border. But what if the allowances are inadequate? What if some
future Congress decides to eliminate allowance grants? Well, then
some believe that rather than let leakage proceed which is unac-
ceptable that at that point consideration of a WTO compliant bor-
der equalization process or at least negotiations that involve those
might be good policy.

Mr. MARKEY. Mr. McBroom.

Mr. McBroom. Well, I want to begin by associating myself with
the remarks of Mr. McMackin. I think we are in complete agree-
ment. Both should be utilized, both can be utilized. They serve
complimentary purposes but somewhat different purposes. Some
have noted the issue that the IBEW-AEP would not deal with ex-
ports. A grant of free allowances would, in fact, accomplish that be-
cause you are providing the direct grant of allowances or subsidy
to industries that are impacted by competitiveness, and that helps
solve both of those issues at the same time.

Mr. MARKEY. So let me go down to you, Ms. Claussen. Do you
agree with that? Can they be made complimentary as policies?

Ms. CLAUSSEN. You could, but I would like to take issue a little
bit with what Mr. McMackin said that having all of these things
in your quiver as you go and do an international negotiation, I
think actually the border measures would have the opposite effect
and make it very difficult to negotiate an international agreement.
So I think if you were going to include them, they should abso-
lutely be a last resort.

Mr. MARKEY. OK. Let me go back to Mr. McBroom. You heard
what Ms. Claussen just said.

Mr. McBrooM. No, not entirely. I would make two points both
referencing both her comment and other comments that have been
made by many members. Recently as Mr. Whitfield acknowledged,
Chinese officials came to the United States and they protested very
loudly on two points. One is that they don’t want a border adjust-
ment mechanism. In that I would say they protest too much. The
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fact that they are protesting as vigorously as they are would indi-
cate that it is in fact effective leverage because at the same time
they are saying that they don’t want to be held accountable for any
of the emissions from any products that they make that export to
the United States, so they want the jobs, they want the factories,
they want the economic growth.

Mr. MARKEY. So let us come back to Ms. Claussen. What is your
answer, Ms. Claussen?

Ms. CLAUSSEN. Yes, actually, it was The Pew Center event at
which the Chinese Director General spoke.

Mr. MARKEY. Congratulations on having such an interesting
event.

Ms. CLAUSSEN. And I actually think it was misreported. I mean,
they did raise the issue of their goods, but you know, this has been
common in international negotiations. I mean, the Canadians raise
it all the time. So they weren’t actually making it as a proposal,
they were just sort of making a point. Unfortunately, I think the
AP story was slightly off.

Mr. MARKEY. And Mr. Cicio, Ms. Claussen, suggests that we
should wait to cap greenhouse gas emissions until we have a global
agreement. What do you think of that approach?

Ms. CLAUSSEN. I do not think we can get a global agreement un-
less we act first.

Mr. MARKEY. Mr. Morgenstern, do you agree with that?

Mr. MORGENSTERN. Yes.

Mr. MARKEY. Mr. McMackin, do you agree with that?

Mr. MCMACKIN. Mr. Chairman, I think that we will be aided in
getting a global agreement if we do an Inslee-Doyle type measure
for this simple reason.

Mr. MARKEY. So you agree that it would be good if we pass some-
thing first before we begin to negotiate?

Mr. MCMACKIN. Our group is solely limited to working construc-
tively on that.

Mr. MARKEY. That is great. Thank you. Mr. McBroom.

Mr. McBrooM. The most likely scenario is that Congress will
pass something first, but I think it will be too difficult in a very
short period of time to negotiate an international agreement that
will include mandatory binding commitments on the large emitters
in the developing world. The negotiation will simply take too long,
so as a practical matter in terms of chronology, you are most likely
to see domestic legislation to move first.

Mr. MARKEY. Thank you, Mr. McBroom. My time has expired.
The Chair recognizes the gentleman from Michigan, Mr. Upton.

Mr. UpToN. Well, thank you, Mr. Chairman. I want to make a
couple points. First I want to talk a little bit about coal. Mr.
McBroom, I am glad that you are here. Although you didn’t say
this specifically, it was in your testimony. I just want to reiterate
it. China’s coal use as a percentage of world consumption increased
from about 20 percent in 1985, and it will almost double by the
year 2025. We know that China is bringing on line almost two new
plants every single week. In fact, in 2006, China brought into serv-
ice 90,000 megawatts of new coal-fired generating capacity which
amounts to two large coal-generating units every week as I said,
and we also know that emissions have increased by 80 percent
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since 1990 and they are projected to rise by another 65 percent by
2020. Now, it is my understanding that they have made some
strides, and I think they are using the low-sulfur coal, but obvi-
ously they are not using the new technique that we would like to
see happen, carbon capture. And because we haven’t developed the
carbon capture technique fully yet in this country, I don’t think we
brought a single new coal plant on line in the United States at all
last year.

So what is happening is that they are imitating what we have
done on coal. They have another, in all likelihood, about 50 or 60
years probably of generating capacity with current technology that
we have, and obviously that is one of the big reasons why they
have become the number one emitter in the world. Now, this state-
ment that is in today’s Wall Street Journal that has been ref-
erenced a couple times by my colleagues dating back to the con-
ference earlier in the week. This is from Secretary Chu who says,
“If other countries don’t impose a cost on carbon, then we will be
at a disadvantage and we would look at considering perhaps duties
that would offset that cost.” Li Gao, a senior Chinese negotiator
from the National Development and Reform Commission told Dow
Jones news wires Monday that a carbon tax would be a “disaster,”
would prompt a trade war and wouldn’t be legal under the WTO.
And then he says this, “It does not abide by the rule of the WTO,
and secondly it is not fair,” adding that his delegation would relate
China’s concerns to U.S. officials.

Now, as we look at manufacturing in this country and the charts
in terms of the loss of jobs, we see what China is doing without
real clean-coal technology and we see what I think will be a real
migration of jobs, and as much as we would like to say, well, we
can use the WTO to make sure that they have to purchase offsets,
we had heard last year from Susan Schwab that in fact that would
provide real difficulty and we see what the Chinese are saying. And
furthermore, we had testimony last year, and India and China, nei-
ther one of them, thought that they would really want to partici-
pate.

So to me it sounds a little bit like pie in the sky. I don’t know
how we achieve what we would all perhaps like to see happen, and
we just see a further migration of the jobs. Mr. McMackin is a
board member on OI. I don’t know how much production is in this
country. I know that OI has international facilities all around the
world. I mean, you are in the State of Ohio. Eighty-six percent of
your electricity comes from coal. So if you impose these burdens,
and I don’t know Ohio all that well, but I don’t know if you have
production in Ohio. Do you?

Mr. McMACKIN. We have some production in Ohio, yes.

Mr. UproN. Well, how much of a base in Ohio do you have in
terms of total production that you have got? Twenty percent? Fifty
percent?

Mr. McMACKIN. No, about a third of our worldwide production
is in the United States. Our major states of production are Penn-
sylvania and California.

Mr. UpToN. And what will happen if we have something like this
that will have a cap-and-trade and increase those costs, knowing
in fact that—you know, as we look at China, I think they are about
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currently, if we send all those jobs there, they don’t export all that
much here but it will be a higher burden for us.

Mr. McMACKIN. Mr. Upton, I am from the little town of
Brockway, Pennsylvania, which has two of these glass plants, and
my main motivation is to get those people a fair level playing field
to compete against foreign location suppliers. So I do agree. Unless
we do something, something that mitigates the cost that would be
imposed on energy-intensive, trade-exposed industries like glass,
that employment will suffer and jobs around the country, including
in Brockway, Pennsylvania, will be at risk.

Mr. MARKEY. The gentleman’s time has expired. The Chair recog-
nizes the gentleman from Pennsylvania, Mr. Doyle.

Mr. DoyLE. Thank you, Mr. Chairman. You know, I would just
say to my colleagues, I think we all accept the fact that if we im-
plement a cap-and-trade system and both put in some provisions
in the bill to deal with issues of leakage or issues with coal-fired
utility plants, of course it is going to end up being a very expensive
proposition, and jobs are going to be lost and it is not going to be
a good way to go and we aren’t going to pass a bill because I don’t
think many members will vote for a bill like that.

What we are trying to do and what we are trying to learn more
about today is how we can put provisions in the bill that deal with
some of these issues so we don’t have some of the things that we
are afraid may happen if we do nothing. So it is the whole part of
this hearing. Mr. Chairman, I appreciate it and I look forward to
continuing to work with you on this bill.

Mr. McBroom, thank you for your testimony today. I was glad to
hear you say and to see that there is a widespread agreement on
the panel that the border tax and the proposal that Jay and I have
been working on, you know, don’t compete with one another or are
not mutually exclusive of one another. Both can be done, and one
does not, you know, negate the effects of the other. And I agree.
I think we need as many weapons in the arsenal, so to speak, as
we can. So I was happy to hear your testimony today.

Ms. Claussen, Mr. McMackin shared a report with us that is of-
fering some suggestions as the best way to answer the eligibility
question, you know, what industry should or shouldn’t be covered
by this policy. What do you think about the energy-intensive trade
exposures benchmarks that his report suggests? Have you had a
chance to see it?

Ms. CLAUSSEN. No, I am sorry, I haven’t had a chance to look at
it. We will look at it. I would be happy to get back to you on what
we think of it.

Mr. DoyLE. Thank you. And Mr. McMackin, we appreciate you
saying that our proposal is a breakthrough, but we know we still
have some more work to do and probably this whole issue of eligi-
bility of, you know, looking at these industries and these industries
subsect. There is still a lot more work to be done, and we need
some more data. But I look forward to seeing the report that you
have on the subject. I haven’t had a chance to read it yet, either,
but we are looking forward to do that.

I wonder for the benefit of our colleagues here on the Committee
if you could just take a moment and express to our colleagues here
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the process as you view it that helps lead us to this latest version
of the proposal.

Mr. McMACKIN. Mr. Doyle, I have been doing policy work in
Washington for about 30 years, and the process on crafting to this
point the energy-intensive foreign trade exposed relief provision
has been as constructive as I have been engaged in. It has been
transparent. It has been open and inclusive. We had the advantage
of course that the leakage problem is every bit as much an environ-
mental problem as it is an economic problem. So all stakeholders
had a real incentive to solve it, and we have made very good
progress because everyone has been able to engage in a construc-
tive dialogue.

Mr. DOYLE. Thank you. Mr. Morgenstern, I think your testimony
also made a strong case for why, you know, certain industries face
unique challenges with leakage and loss of competitiveness, and
you talked a little bit about the free allowance allocation as part
of the solution to the problem. I just want to give you an oppor-
tunity if you wish to expand on what you see as the strengths or
weaknesses of our approach and how it could be improved.

Mr. MORGENSTERN. Well, I think the idea that you have identi-
fied energy intensity and trade sensitivity as the key issues is abso-
lutely right, and I commend that completely. I think in any of these
approaches there are details that need to get sorted through, and
there are major data issues as you and others have referred to that
kind of limit the ability to have a very precise answer as we sit
here. And presumably, some additional information will be forth-
coming in, for example, the EPA Registry which is forthcoming.

I think the idea that Congress would ultimately give very precise
guidance to the agencies is really important and not leave this
open to a great deal of discretion because I think that can cause
problems down the road.

Mr. DoYLE. Thank you. Mr. Chairman, thank you very much. I
yield back my time.

Mr. MARKEY. The gentleman’s time has expired. The Chair recog-
nizes the gentleman from Texas, Mr. Barton.

Mr. BARTON. Thank you, Mr. Chairman. I want to acknowledge
in the audience we have a former colleague and chairman of the
Science Committee, Congressman Sherwood Boehlert of New York,
a nemesis of this Committee when he was on the Science Com-
mittee, but a good friend and an avid baseball player, baseball fan.

Mr. Chairman, I have two articles from today’s papers I would
like to put in the record, a Washington Times article, Obama Cli-
mate Plan Could Cost $2 Trillion and the Washington Post article,
Trade Barriers Could Threaten Global Economy.

Mr. MARKEY. It sounds like two things we want in the record, so
without objection we will include them.

[The information follows:]

Mr. BARTON. Well, it is two things that need to be in the record,
and I appreciate you and the members of the Committee allowing
them to be in the record.

Mr. McMackin, you talked about an efficiency standard in your
testimony. Would you and your group support such a standard ab-
sent a mandatory cap-and-trade program?
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Mr. McCMACKIN. Mr. Barton, I think that most of the members
of the group would be very reluctant to. Efficiency standards are
more in the nature of the command and control type regulation
than the more market-oriented cap-and-trade, and we think that
Mr. Inslee and Doyle have found a way to make it work within the
context of an allowance grant of cap-and-trade, but that is a very
different consideration in its absence.

Mr. BARTON. Mr. Cicio, you point out in your testimony that in-
dustrial emissions in the United States have only gone up about
2% or 2.6 percent while residential, commercial and transportation
emissions have gone up between 27 and 29 percent. In your opin-
ion, is it possible to cap-and-trade those parts of the economy that
continue to go up more rapidly than the economy itself?

Mr. Cicro. The question is, can we cap the other sectors?

Mr. BARTON. Yes, sir.

Mr. Cicio. Just those sectors?

Mr. BARTON. Yes, sir. I mean, it seems kind of silly to cap indus-
trial emissions when they are going up less than the rate of growth
of the economy but commercial, residential and transportation are
going up 10 times as rapidly. If you really want to cap it, that is
where you have to do it but I don’t think you can do it.

Mr. Cic1o. No, capping all of those sectors wouldn’t make sense.
In our view that there are many, many cost-effective ways to im-
prove the efficiency and reduce the greenhouse gas emissions of
those sectors without cap-and-trade. And the thing that we have to
as a country continue to look toward in this important debate is
cost effectiveness, and an economy-wide cap-and-trade approach is
not necessarily in our view not cost effective. There are better
ways.

Mr. BARTON. OK. Ms. Claussen, first let me say I enjoyed our
dialogue at the Congressional Quarterly breakfast. You are actu-
ally a very pleasant person when you are not testifying, dis-
agreeing with me on whatever the subject happens to be. My ques-
tion for you, because we talked about it at the CQ breakfast, would
the groups that you represent support meeting our electrical gen-
eration targets with natural gas plants, even though natural gas,
when you consume it or burn it, it does create CO-. It just creates
less CO, than coal plants?

Ms. CLAUSSEN. Well, I enjoyed our breakfast, too, and you are a
very nice person when you are not asking me hard questions.

Mr. BARTON. That is my easy question.

Ms. CLAUSSEN. First of all, I should clarify that I don’t represent
anybody other than The Pew Center. We work with lots of compa-
nies ourselves, we work within U.S. CAP so we work with lots of
companies.

er. BARTON. Well, would they accept natural gas as an element
of our——

Ms. CLAUSSEN. I think most would agree that natural gas could
be a transition because of course burning natural gas does result
in greenhouse gas emissions but far less than coal. On the other
hand, we are very sensitive to what we could call a dash-for-gas be-
cause we really think coal is going to be part of our future.

Mr. BARTON. We put you down as undecided on that? Anytime
somebody answers a question on the other hand
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Ms. CLAUSSEN. On the other hand——

Mr. BARTON. I have got one more question I want to

Ms. CLAUSSEN. I just want to say there is no single solution here.
You need all of it. We have to do carbon capture and sequestration.
In my opinion we have to do nuclear, we have to use gas, we have
to do efficiency, meet everything.

Mr. BArTON. I will take that as a yes. Dr. Thorning—can I ask
one——

Mr. MARKEY. Please, yes, please.

Mr. BARTON. I tried to get it in before it went to zero, Mr. Chair-
man. I was starting to ask the question.

Mr. MARKEY. You were wasting a lot of time being gracious to
each other, OK? Just stick to the subject.

Mr. BARTON. I have learned that from you, though. It is a good
trick. Dr. Thorning, you go into some of the economic consequences
of reducing our CO, emissions below the 1990 baseline and other
baselines. The Obama budget would reduce by the year 2020 emis-
sions 14 percent below the 2005 baseline and 83 percent by the
year 2050. I am told if we adopt the Obama budget and actually
meet those targets, by 2050 we will have an absolute emissions
level in this country last seen in 1910 and a per capita emissions
level last seen in this country in 1875. 1875. Do you think the
American people would support those types of lifestyle changes to
get those draconian reductions?

Ms. THORNING. I think the American public would be reluctant
to make the drastic changes in lifestyles that would be necessary
under any of the major plans. In my testimony I have a couple of
charts, one of which shows the per capita emission reductions that
would be required by 2020 and 2030 to comply with the Obama
plan. Cutting emissions from an average of 23 tons per person
right now down to approximately 18 by 2020 and down to perhaps
12 by 2030 would require the kind of changes that the American
public simply would not go along with. So I think we need to be
very cautious as we approach this issue because if you can’t sell it
politically, it is just not going to happen.

Mr. BARTON. Thank you, Mr. Chairman.

Mr. MARKEY. The gentleman’s time has expired. The Chair recog-
nizes the gentleman from Texas, Mr. Green.

Mr. GREEN. Thank you, Mr. Chairman, and I appreciate the time
and the hearing. Let me first say before I get into my questions,
I am concerned, Ms. Claussen, about the dash-for-gas also but that
is also because I have a chemical industry that provides a lot of
jobs that is really in tough shape right now. But just for the panel,
last year is probably the first year we actually increased our pro-
duction of domestically produced natural gas. There has been some
great discoveries in the Gulf of Mexico, obviously in the shales and
in other parts of the United States. So there is a way that we can
produce that and literally cut our emissions much down. And I un-
derstand the transitional phase and that is true, but the transition
may last a few years until our economy can absorb it.

The other issue I think that if we do not have something like
that Inslee-Doyle amendment that is enforceable, I don’t think we
will see cap-and-trade. I can’t vote for it because I can’t see a fake
to the blue-collar workers of our country that we are really going
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to control not exporting your jobs. Again, coming from a blue-collar
area that is refinery and chemical jobs, those products could easily
be made in India or China. In fact, I had this discussion with a dip-
lomat from India, and I said, you can’t expect me to want to send
my jobs to you while we are concerned about climate change.
Whether it goes up in India or China or in Texas, it still creates
carbon in our atmosphere. And so that is why that amendment and
as strong as possible—I think our country can provide leadership
in climate change and still say this is the way we want to do it.
And we haven’t had that leadership for a number of years, and I
would like to see the leadership but also want to make sure it also
goes in the right direction.

Mr. McMackin, in your testimony you state that “a true cost ne-
gating anti-leakage provision would address indirect or other direct
costs and that the Inslee-Doyle approach would not compensate for
cost increases on feedstocks or other inputs, nor would it com-
pensate for the demand and demand-curve cost increases in nat-
ural gas.” Unlike you, I believe in all the higher costs contribute
to the costs of competitiveness. Should the compensation program
take these and other indirect cost impacts into account?

Mr. McMACKIN. Congressman, it is true that the Inslee-Doyle
provision would leave a significant gap in making up for these reg-
ulation-caused cost increases, and that does raise the risk of leak-
age. And that is one of the reasons we are looking forward to con-
tinue to working with Congressman Doyle and Inslee and others on
the provision to try and make sure we get that balance right.

Mr. GREEN. Do you have an idea what we would need to cover
those full and direct costs?

Mr. McMACKIN. It is very difficult to know because the one you
mentioned that is the most troublesome, the most difficult to meas-
ure, is that part of the increase in natural gas which is not just
a function of the allowances that need to be submitted for its com-
bustion but that part of the increase that increases because de-
mand for it will go up and the demand curve will shift precisely
because it is carbon advantage. It would be very difficult to know
how to measure that.

Mr. GREEN. Anyone else like to touch on that one before I go to
another?

Mr. Cicro. Yes, sir. I would. Natural gas, increased natural gas
demand and the resulting increase in the price of natural gas is
only part of the increased cost. The fact is that across the country,
natural gas-powered generation sets the march on the price for
electricity. So as the price of natural gas goes up, because of cli-
mate policy, that will help drive up the price of natural gas also.
So actually, there is two impacts that are not accounted for in the
Inslee-Doyle approach.

Mr. GREEN. Thank you. Mr. Morgenstern, in your testimony you
state that the hardest-hit industry is by carbon pricing for chemi-
cals, plastic, primary metals, non-metallic minerals, and that over
the long term you estimate that the leakage rate for the few most
vulnerable industries could be as high as 40 percent in the case of
the unilateral $10 per ton of CO, price, at $10 you estimate a 40
percent leakage rate. The Obama Administration estimates that
carbon permits will sell for $20 on the average for their cap-and-
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trade proposal. How much would you estimate the leakage change
under $20 per ton for the average carbon cost?

Mr. MORGENSTERN. Congressman, we have actually not done
that calculation. It might be somewhat higher, but it is certainly
not double. I am pretty sure of that. We are in the process of doing
that analysis right now.

Mr. GREEN. OK. I appreciate any follow-up that you could pro-
vide to the Committee. In your testimony you state that unilateral
policy that establishes a price on carbon dioxide emissions, a read-
ily identifiable set of industries is at a greater risk of contraction
over both the short and long term and that the hardest hit indus-
try, petroleum refining, would likely be able to pass along most cost
increases, thereby muting the impact. On what statistics do you
base your assertion that the refiners can pass through all their
costs?

Mr. MORGENSTERN. Well, Congressman, the principal statistic is
the percentage of product which is imported, and as opposed to cer-
tain other industries which have a much higher percentage of their
product imported, petroleum refining has a relatively small num-
ber. I don’t have the actual number at my fingertips.

Mr. GREEN. I would estimate, I think I heard numbers, that 60
percent of our oil is imported. So does that seem right?

Mr. MORGENSTERN. Well, Congressman, I think you have to dis-
tinguish between imported crude oil and finished product, and im-
ported crude oil would be subject to the same charge as domesti-
cally produced crude oil. So there is not going to be any change in
incentives on that side. It is strictly on the slightly additional cost
of refining because refining, as you well know, is an energy-inten-
sive activity. There would be some additional costs associated with
that, and they would not be completely able to pass them along but
given the relatively small percentage of the product that is im-
ported, they would be relatively protected.

Mr. GREEN. A study by the NERA Economic Consulting on the
impacts of Lieberman-Warner on the refining sector states that the
level of cost passed through is highly uncertain, particularly in
later years since price increases depend upon the nature of in-
creased costs, the level and nature of international competition and
other factors. One of these factors is the market and the fact gaso-
line stations compete and consumers make choices based on a
penny a difference per gallon. Given these realities and certainties,
how can you be certain that American refiners would be able to
pass through all their cost? Won’t competition from international
products undermine the cost for recovery to a certain extent? For
example, higher carbon cost and U.S. relative international sources
of refined products could likely lower the pass-through of carbon
costs.

Mr. MORGENSTERN. Congressman, you are correct. They would
not be able to pass through 100 percent of their costs. There will
be some burden placed on domestic refineries. Compared to the
other industries we studied, we believe it will be relatively small.

Mr. GREEN. Thank you, Mr. Chairman.

Mr. MARKEY. The gentleman’s time has expired. The Chair recog-
nizes the gentleman from Illinois, Mr. Shimkus.
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Mr. SHIMKUS. Thank you, Mr. Chairman. What happens to these
coal miner jobs in a cap-and-trade regime, Ms. Claussen?

Ms. CLAUSSEN. If we can get carbon capture and sequestration
up and running——

Mr. SHIMKUS. How long is that going to take us? What are the
projections?

Ms. CLAUSSEN. Well, there are lots of projections.

Mr. SHIMKUS. What is the shortest time projected?

Ms. CLAUSSEN. Probably 10 years.

Mr. SHIMKUS. Ten years? Ten years. What happens to these jobs
if we don’t have carbon capture and sequestration immediately?
You know, the difference between the Clean Air Act Amendment
of 90 and now is that we could fuel switch or we had technology.
Is there current technology to save these coal miner jobs?

Ms. CLAUSSEN. I mean, I believe that the first thing that hap-
pens when you put a cap-and-trade in place is that people try to
become more efficient because that is the cheapest way.

Mr. SHIMKUS. But we have new legislation called New Source Re-
view that doesn’t allow coal power plants to be efficient. In fact, it
delays the implementation of more efficient generators with a per-
mitting process that takes years.

Ms. CLAUSSEN. Please don’t ask me to talk about New Source Re-
view.

Mr. SHIMKUS. It is a failure of our policy. Anyone else want to
answer the question of what happens to these jobs? Mr.
Morgenstern?

Mr. MORGENSTERN. Congressman, I guess I would note that in
several of the analyses that have been done, I believe by the En-
ergy Information Administration, they find, and it does depend on
scenario, you are correct, but they find that actual production, do-
mestic production in 2020, is higher than it is today.

Mr. SHIMKUS. Do you know what happened in the State of Ohio
when they passed the Clean Air Amendment in 1990? We had tes-
timony of that last week. Do you know how many jobs they lost?
Thirty-five thousand. Dr. Thorning?

Ms. THORNING. I would like to mention that in Table 1 of my tes-
timony I do present various scenarios from EPA and EIA, including
scenarios that we think are more realistic. Under EPA’s scenario
number seven, when they analyzed Lieberman-Warner last year
they assumed slow growth of nuclear generating capacity. They as-
sumed carbon capture storage would not be available until at least
2020 or 2025, and they found that there would be a significant——

Mr. SHIMKUS. I am really running out of time. I got three more
major issues. So do we lose the coal mining jobs?

Ms. THORNING. Pardon?

Mr. SHIMKUS. Do we lose

Ms. THORNING. A significant number of coal mining jobs, and
those are detailed in the ACCF study. Mr. Cicio? Sir?

Mr. Cicro. Yes, absolute correlation to your point. I can relate to
manufacturing, and that is that when energy prices went up in this
country relative to the rest of the world, we lost 2 million manufac-
turing jobs in the period of less than 2 years.

Mr. SHIMKUS. Isn’t that the intent of climate change legislation,
to raise energy rates?
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Mr. Cic1o. Yes.

Mr. SHIMKUS. It is President Obama’s statement. Let me quote
from the Washington Post, April 9, higher electricity rates are the
intent of the whole exercise. If there were no effects, why should
you have a cap-and-trade system? Now, when you addressed the
manufacturing jobs, your testimony talks about the emissions side.
What is a job loss because of higher energy costs?

Mr. Cicio. As I said, there is a direct correlation to the increased
cost of natural gas and then electricity that started in 2000 to
2003. We lost 2 million manufacturing jobs just like that.

Mr. SHIMKUS. I am not trying to be disrespectful, I just don’t
have a lot of time. So higher energy cost relates to job loss. Does
everyone agree with that? Yes? Everybody is nodding yes? That is
the intent of this Administration and this legislation. Let me do an-
other quote from President Obama, President-elect at the time. He
was a candidate. When I was asked earlier about the issue of coal,
uh, you know, under my plan of a cap-and-trade system, electricity
rates would necessarily skyrocket.

So we can talk about the carbon dioxide. We are talking about
leakage of jobs. I would love to engage in a debate. Let me ask you
this question. From his inaugural address, we will harness the sun
and wind and soil to fuel our cars and run our factories. Yes or no.
Can we run a factory on wind and solar power?

Mr. Cicro. I am afraid not.

Mr. SHIMKUS. Well, are we close to it?

Mr. Cicio. Manufacturing needs reliable energy, and they run
often 24/7. Solar, wind

Mr. SHIMKUS. What is the percentage of electricity generated in
this country today by renewables? Anyone know?

Ms. THORNING. Three percent if you don’t count hydro.

Mr. SHIMKUS. If you don’t count hydro, 3 percent? So if we dou-
bled to six, that would be a dramatic gain. We will have massive
job loss, massive job dislocation, and I challenge the democrats to
]r[)rloxl;e this bill because we will defeat them at the polls. I yield

ack.

Mr. MARKEY. The gentleman’s time has expired. The Chair recog-
nizes the gentleman from Washington State, Mr. Inslee.

Mr. INSLEE. Well, I just want to say I always welcome my good
friend, Mr. Shimkus, to come in and challenge me in the first dis-
trict in the State of Washington. I will just—as they say, but that
is another matter.

Dr. Thorning, I want to ask. We were comparing in any economic
analysis two scenarios, one an action scenario based on a cap-and-
trade bill, one an inaction scenario where we don’t respond to cli-
mate change. In your assessment, what figure did you or what as-
sumption did you make about the jobs that will be lost in the inac-
tion scenario where we do not as a result of the significant changes
to ic{hre) climate in the United States? What assumption did you
make?

Ms. THORNING. It is an excellent question, and I would like to
draw you back to the figure in my testimony showing the impact
on global concentrations of CO, at the end of this century. If we
do adhere to the Lieberman-Warner targets, for example, and the
rest of the world does not adopt strict targets.
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Mr. INSLEE. Excuse me just for a minute. I only have 5 minutes.
Could you just answer the question? What assumptions did you
make about the job losses that would be caused by climate change
if the U.S. Congress sits on its hands and doesn’t do something
about climate change? What assumption did you make? How many
jobs would be lost by the inaction scenario? Just give me a number
or a percentage, please?

Ms. THORNING. We did not specifically look at jobs lost due to in-
action because climate change is a global problem. It really doesn’t
matter what the U.S. does because our emissions are an ever-
shrinking share. The point is, how many jobs will be lost if we
move down a cap-and-trade or even a tax proposal because each 1
percent of GDP is accompanied by a .3 percent increase

Mr. INSLEE. I appreciate your answer because I think it exposes
a Titanic flaw in your assessment of this problem. There are two
choices America can make. It can decide not to act on this and have
massive job losses in the agricultural economy, massive job losses
in the sectors that depend on water because the snow pack is not
going to be in the Cascades which is feeding our hydroelectric sys-
tem which feeds the Boeing manufacturing plant with relatively in-
expensive electricity, massive job losses in a whole host of areas.
The Stern Report indicates there will be five times any jobs losses
associated with action on global. Your assessment, you are coming
in here and telling us we are going to have job loss when any as-
sessment says we are going to have more job loss that has been
done. The only assessment that I have seen in the course of the
globe not responding to climate change. Now, I find that stunning
that an economist would come in here and not compare apples to
apples in this regard. Now, do I take it that the reason that you
didn’t do that is that you thought that because this is a global
problem it just doesn’t matter and the United States will just ig-
nore it? That is pretty much your assessment, right?

Ms. THORNING. The point of my testimony is it is a global prob-
lem, and even if the United States were to hit the targets in the
Lieberman-Warner proposal, the Administration’s own analysis
shows that it won’t matter.

Mr. INSLEE. Well, let me just say——

Ms. THORNING. So we need to think about maintaining economic
grogvth so that we can develop the technology to capture and store
carbon.

Mr. INSLEE. I have hardly ever heard a more defeatist statement
in this hearing that we are just going to let the world go burn, and
because we can’t solve it alone, we shouldn’t do anything. That I
would assert is not the American act of leadership. There was
something that a couple other witnesses talked about that I am not
sure I fully understood that may be a virtue of one of the ap-
proaches that Mike and I have suggested, and I don’t mean to get
into a contest between border adjustment or what Mike and I have
proposed because they may be complementary. But I do want to
make sure I understand something a couple of witnesses talked
about. The approach that Mike and I have suggested would give a
benefit on the export side of the economy. In other words, it would
give the benefit to our manufacturers as they export product be-
cause they would get this benefit of a free allowance. Do I under-
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stand correctly that a trade adjustment, at least to the extent that
I have seen it proposed, would not give that benefit on the export
side, it would give them a benefit by protecting against imports,
competitive imports, but would not give a benefit to our exports
which also have to compete internationally outside of our domestic
markets. Is that a correct assessment?

Mr. MCMACKIN. Mr. Inslee, it is. We view that as one of the crit-
ical advantages of the Inslee-Doyle type allowance. Grant, the prob-
lem is a WTO prohibition on export rebates. There is some talk of
trying to design one that is WTO compliant, but I am certainly not
an expert on that.

Mr. INSLEE. Anyone else disagree with that assessment at all.
Thank you. Thank you very much.

Mr. MARKEY. The gentleman’s time has expired. The Chair recog-
nizes the gentleman from Pennsylvania, Mr. Pitts.

Mr. Prrrs. Thank you, Mr. Chairman. Mr. Cicio, China’s top cli-
mate negotiator Monday said any fair international agreement on
emissions reduction should not require China to reduce emissions
caused by goods it exports to other countries. This doesn’t sound
like China wants to play by our self-imposed rules. What evidence
do we have that we can convince China to go along if we make our
industries less competitive?

Mr. Cicio. Congressman, that is exactly why our testimony has
taken the approach that it has, is that cap-and-trade is not a viable
policy option for the industrial sector in developing countries, nor
is it good for us. A better approach that all industrial companies
around the world understand is productivity. They can control the
efficiency. They can improve the electricity improvement in their
plant, the natural gas improvement, or whatever fuel. They can im-
prove the yield, but it is very, very difficult for them to reduce ab-
solute quantities. There is no movement on the part of the Chinese
that we have seen that they will accept a cap and the absolute re-
duction for the industrial sector. This is why we need to jump-start
negotiations across all developed and developing countries to deal
with explicitly the industrial sector from a trade and from a pro-
ductivity standpoint.

Mr. PrrTs. Dr. Thorning, a lot of the policy discussion about effec-
tiveness of cap-and-trade is derived from large, integrated models
of the economy and international markets. It involves a model-
based analysis of what we might expect if the United States and
all nations work together to reduce emissions. Do these modeling
exercises represent what happens in the real world?

Ms. THORNING. That is an excellent point, Congressman, and I
think that we need to take account of the reality of politics. For ex-
ample, stepping back and looking at China, China buys huge por-
tions of U.S. debt. They are funding our lack of saving. If we im-
pose a border tax adjustment on China using other imported goods,
there might be some reluctance on the part of the Chinese to con-
tinue to invest in the United States. So I think we need to look at
climate policy as a whole and look at how moving one part of our
economy through say border tax adjustments might impact other
parts of our economy. I think the models that have been developed
simply do not recognize political reality. We don’t have the ability
to enforce international agreements. We have been working on this
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for some 20 years trying to evolve that type of agreement. It hasn’t
come about, and according to a recent study by Lee Lane and
David Montgomery, it is unlikely to. We are going to have to de-
pend on technology. We are going to have to depend on new tech-
nology, new nuclear, carbon capture and storage if we want to con-
tinue to grow our economy as well as reduce greenhouse gas emis-
sions.

So I think the models that have been developed simply are not
reflective of reality.

Mr. PrrTs. Dr. Thorning, what in a nutshell is the European in-
dustry doing to cope with its cap-and-trade system, and how does
this compare with what the United States will face?

Ms. THORNING. Well, the experiment in the European Union,
they have had an ETS since 2005, shows that they don’t have the
political will to tighten down emissions to actually hit their Kyoto
target. Without strong, new measures the EU is unlikely to meet
their Kyoto target because they have exempted large sectors of
their economy and haven’t covered enough facilities. Their new
plan, their 20/20 by 2020 reduction, is unlikely to be enforced be-
cause it would require significantly higher taxes. The only way Eu-
rope will meet their new target is through economic collapse.

Mr. PITTs. Ms. Claussen, should we be concerned about a trade
war if we impose tariffs on countries that don’t take action on
greenhouse gas emissions? Would a trade war have implications for
our relationship with China and other arenas such as working to
improve China’s record on human rights or China’s relationship
with Tibet?

Ms. CLAUSSEN. We do not like trade wars. We do not like border
adjustment measures, so I think if you are going to use them, they
should absolutely be a last resort and we should do everything else
before we get there.

Mr. PirTs. Thank you, Mr. Chairman.

Mr. MARKEY. The gentleman’s time has expired. And we will end
the hearing by recognizing Mr. Scalise from Louisiana for a round
of questions.

Mr. ScALISE. Thank you, Mr. Chairman, and I will try to run
through them quickly since the vote is going on right now on the
floor. Mr. Morgenstern, in your testimony you had stated, and I
will quote this, “Within the manufacturing sector the hardest-hit
industries are chemicals and plastics, primary metals, and non-me-
tallic minerals. Another hard-hit industry, petroleum refining, will
likely be able to pass along most cost increases, thereby muting the
impacts.” When you talk about muting those impacts, clearly if
they are passing them on, who have they been passing them on to
and ?WhO would actually get that impact if they didn’t get the im-
pact?

Mr. MORGENSTERN. Congressman, they would pass along the im-
pacts in the form of higher prices which in turn will enter into con-
sumers’ and businesses’ calculations about their choice of tech-
nologies, new vehicles, et cetera.

Mr. SCALISE. Any estimates on how much would be passed on to
consumers, let us say, when somebody goes to fill up their gas tank
how much more they will pay, or when they go to the grocery store,
how much more will they pay?
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Mr. MORGENSTERN. Yes, I don’t have a number at my fingertips,
but it would be a very high proportion of the actual cost of the al-
lowances that would be passed forward to the consumer.

Mr. ScALISE. And I have seen reports that show up to $3,000 per
American family in increased costs due to these pass-throughs,
whether it be from electricity bills going up because the utility com-
panies would be able to pass those costs on or the energy-related
products that would also be able to be passed on. And in fact, Mr.
Orszag, the President’s Budget Director, himself acknowledged that
there would be increased costs to consumers because of these.

Mr. MORGENSTERN. Congressman, my colleague, Dallas Burtraw,
who is not here today has actually done an extensive study on this
question, and there clearly will be higher costs to consumers and
to households across the country. It will vary somewhat by region,
and some of the provisions in the legislation presumably would at-
tempt to compensate for those losses.

Mr. ScALISE. Yes, and that concerns a lot of people. Ms.
Claussen, if you could real briefly get on that?

Ms. CLAUSSEN. Yes, I mean, there is a wide range. It depends on
the model you use. Some of them are as low as $200 per household
per year. Some of them are as high as you pointed out as $3,000
per household per year. I think the most important thing to do is
to make sure that there are no price spikes or really high prices
for consumers which you can do by making sure that there are al-
lowances for local distribution companies who provide electricity.

Mr. ScALISE. Yes, and I think we have seen that there are some
proposals to exempt certain people which, of course, under the
President’s budget, he expects to generate $640 billion in new taxes
from this proposal. So that would actually put an even higher dis-
proportionate share. We used the teacher married to the police offi-
cer. That married couple would then almost see a doubling if you
exempt lower income earners because that couple would earn about
$80,000. And so that teacher married to the police officer would not
appreciate the fact that they are considered rich under these pro-
posals and would have to pay maybe $5,000 more.

Ms. CLAUSSEN. That is——

Mr. ScALISE. I have only got about a minute left. I apologize for
that. Mr. Cicio, you had talked about U.S. industries working on
efficiencies. For decades we have seen people cutting back, busi-
nesses cutting back. Are there more effective policies that can help
foster innovation to provide that next generation of energy effi-
ciency other than this tax policy?

Mr. Cicio. Manufacturing is very energy efficient, but there is al-
ways this constant effort. We need good tax policy, faster deprecia-
tion. We certainly need removal of regulatory barriers and financial
barriers to utilizing, for example, combined heat and power and
waste heat. These are all very positive incentives that would be
very helpful to the sector.

Mr. ScALISE. And final question, how has regulatory policy such
as decoupling electricity rates actually affected your industries?

Mr. Cicio. Well, I am glad you asked that question because de-
coupling separate volume from price, and manufacturing needs a
return on investment to invest in energy efficiency with the objec-
tive of course of reducing the amount of for example electricity that
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it would consume. But when you decouple, oK, there is all of a sud-
den a lack of incentive, financial incentive to invest because the
prices will not go down.

Mr. ScALISE. All right. That is all I have. I yield back. Thank
you, Mr. Chairman.

Mr. MARKEY. The gentleman’s time has expired. The Chair recog-
nizes the gentleman from—and all of the time for this hearing has
expired. We thank this panel very much. Obviously in any legisla-
tion which we draft we are going to need to deal with those indus-
tries that are most affected, especially from a trade perspective,
from a climate policy which we adopt and we intend on doing that.
We thank this panel very much, and we would like to stay in close
contact with you as we are moving along in the legislative process.
This hearing is adjourned.

[Whereupon, at 11:52 a.m., the subcommittee was adjourned.]

[Material submitted for inclusion in the record follows:]
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Congressman Gene Green
Energy and Environment Subeommittee Hearing
“Competitiveness and Climate Policy: Avoiding Leakage of Jobs and Emissions”
March 18, 2008

Mr. Chairman, I commend you for holding today’s
hearing on how to avoid the outsourcing of U.S. jobs
and greenhouse gas emissions abroad when crafting
climate policy.

Absent a strong international framework for
addressing global climate emissions, initiating
mandatory carbon reductions within the United
States presents major challenges for our economic
sustainability and global competitiveness.

I represent the Houston Ship Channel, a
petrochemical complex that stretches along the
Texas Gulf Coast and is home to thousands of
chemical industry and petroleum refining jobs.

These energy-intensive industries will be left
vulnerable to foreign competitors not facing carbon
regulations if we do not carefully craft transitional
policies to prevent leakage and strengthen U.S.
industries at home and abroad.

We cannot allow the petrochemical and refining
industries to migrate out of America. They are vital
to our economy and to our national security.

For example, chemicals are used to produce 96
percent of the goods manufactured in this country.
Chemistry is vital to developing low carbon energy
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solutions, including wind and solar power, building
insulation, lightweight vehicle parts, and energy
saving catalysts and lubricants.

We cannot outsource this capability.

I want to commend Congressman Inslee and
Congressman Doyle for putting forward a proposal to
provide free allowances to emissions-intensive
industries regulated under a climate program.

I hope to learn more about how this proposal could
mitigate direct compliance costs for affected
industries as well as full indirect compliance costs,
including increased electricity, fuel, or feedstock
prices.

Border adjustment policies must also be closely
examined to ensure they can “level the playing field”
in the global market and pass WTO-muster.

None of these proposals, however, can substitute the
need for a strong international agreement with
binding carbon reductions amongst the world’s
largest emitters, including developing countries.

I also request Unanimous Consent to insert into the
record a letter I received from the American
Chemistry Council which highlights the need for
transitional policies to help the chemistry industry
remain competitive in the global marketplace.

Thank you Mr. Chairman. I yield back.
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American’
Chemistry
Council

March 18, 2009

The Honorable Edward Markey

Chairman, Committee on Energy and Commerce,
Subcommittee on Energy and Environment

United States House of Representatives

2108 Rayburn House Office Building

Washington, DC 20515-2107

Dear Chairman Markey:

The American Chemistry Council (ACC) commends the Subcommittee on Energy and
the Environment for holding a hearing on “Competitiveness and Climate Policy:
Avoiding Leakage of Jobs and Emissions.” ACC and its member companies believe this
is a critical element of a national climate policy.

But American chemistry is also the largest of the energy intensive industries engaged in
global trade (see Attachment 1). We can say without hesitation that a poorly designed
climate policy will price more energy-intensive manufacturing out of the U.S. and that
production will be replaced by goods manufactured overseas by more carbon-intensive
production processes. The Leakage Paradox is real: policies designed to reduce
greenhouse gas emissions domestically will result in higher GHG emissions in certain
sectors of the global economy.

American chemistry is a climate solutions provider. A forthcoming McKinsey & Co.
study shows that the products of chemistry reduced on average three tons of emissions for
every ton produced in the manufacturing process, with products such as insulation having
a2l16to 1 ratio. American chemistry employs nearly 850,000 highly trained and weli-
compensated Americans and indirectly supports 5 million other jobs in our supply chain.

Competing in the global economy forces energy-intensive manufacturers like chemical
manufacturers to use energy efficiently. Between 1990 and 2007, our industry’s energy
consumption per unit of output has improved by 27 percent and our greenhouse gas
emissions fell by 13.2 percent, among the largest improvements in any sector of the
economy.

ACC has completed an analysis of the Administration’s cap and trade proposal outlined

in its FY 2010 budget plan (see Attachment 2). The plan calls for an economy-wide cap
on greenhouse gas emissions beginning in 2012 and a 100 percent auction of a limited
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supply of permits or allowances to emit greenhouse gas emissions. Revenues for the
auction will pay for middle class tax relief with a small portion used to stimulate clean
energy investments. The administration estimates that 2 GHG permit will cost $20 on
average. But the CBO and other non-partisan think tanks believe the costs will be much
higher under average circumstances, ACC calculates that basic industrial chemical
manufacturers can expect to pay $5.6 billion in direct compliance costs (permit
purchases) and $2.1 billion in indirect costs (higher fuel, electricity and feedstock costs)
in the first year of the program. Those costs will rise to $10.8 billion in direct
compliance and $7.7 billion in indirect compliance costs in 2019, or $110 billion in total
compliance costs over the 8 year life of the Administration’s proposed plan. That is
equal to a nearly 50 percent increase in the industry’s current tax liabilities. It
would wipe out margins in our more energy-intensive processes.

Those additional costs will certainly price many of our more energy-intensive
manufacturing processes out of the U.S. market. We have seen it happen before spiraling
natural gas prices in the early part of the decade forced a majority of U.S. ammonia and
methanol plants to close. These are globally-traded commodities. If American
manufacturers try to pass through higher costs, customers can and will source these
products from other countries. Displacing U.S. chemical manufacturing and replacing it
with overseas manufacturing will increase the global carbon footprint of energy-intensive
produects.

Resources for the Future (RFF) has conducted extensive modeling and research on the
issue of leakage in the context of cap and trade. Their analysis reports that unilateral
actions to reduce greenhouse gas emissions must be taken to begin addressing the global
challenge. According to RFF, “A consequence of this approach is emissions “leakage”,
wherein domestic reductions [in greenhouse gas emissions] are offset by increases
abroad, as production, demand and energy supplies are reaflocated globally.”

Over the long term, the leakage rate for the few most vulnerable industries can be as high
as 40 percent when carbon is priced at just $10 per ton CO2 price. In addition, RFF has
identified a set of industries at the greatest risk of domestic contraction over both the
short and the long term. These industries include chemicals, plastics, pulp and paper,
primary metals and nonmetallic minerals.

The country has lost 2.4 million jobs in 4 months. On March 7, The New York Times
wrote, "This rapid deterioration has prompted taik that some industries are being partly
dismantled." One economist told the Times, "These jobs aren't coming back. A lot of
production either isn't going to happen at all or it's going to happen somewhere other than
the United States. There are going to be fewer stores, fewer factories, fewer financial
service operations.” A cap and trade program that fails to address the leakage problem
will accelerate this already distressing trend.

2

&
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American chemistry believes it is vital that any cap and trade program provide for the
free distribution of emission credits to energy-intensive industries for as long as U.S.
manufacturers are at a competitive disadvantage. Free distribution of credits under such
circumstances could help avoid emission leakage, unintended increases in global
greenhouse gas emissions, and erosion in U.S. competitiveness and jobs. American
chemistry faces many cost pressures resulting from a cap and trade program including
direct compliance costs, and the indirect costs reflected in the price we pay for purchased
electricity, purchased fuel (including purchased steam) and feedstocks. We believe that
all cost pressures must be addressed in preventing “leakage” under a national climate
policy.

We commend the efforts of Representatives Inslee, Doyle, Dingell, Boucher and others
on the Committee who have proposed policies to mitigate against the harm a unilateral
cap and trade program would inflict on energy-intensive, trade-exposed manufacturers.
We have seen proposals that make an honest effort to provide cost recovery to America’s
manufacturers during the trapsitional years of the program. We look forward to working
to ensure these proposals reflect the unique and diverse operations of the U.S. chemical
industry. :

Congress may choose to develop legislation that follows the European Union’s recent
decision to implement a sector specific benchmarking approach to evaluate a facility’s
energy efficiency as compared to similar facilities. This policy would reward those
facilities with a higher energy efficiency than a specified proportion of the sector’s
facilities. While this approach could be a suitable sector specific tool for use in the U.S,,
it certainly has its limits. Benchmarking works well for similar facilities and would
successfully encourage improvements in energy efficiency. Some industries are good
candidates for such an approach because few variances exist in these manufacturing
plants and processes. However, processes that are not similar cannot be fairly evaluated
against one another. The U.S. chemical industry is not well suited for such an approach.

American chemistry does not support policies that aim to address emissions leakage by
imposing border taxes or some other trade-related cost adjustments. We compete in a
global economy. We are the world’s largest exporter of chemicals and the nation’s
largest exporter of manufactured products. Border adjustments will disrupt our trade
flows and will invite retaliatory actions on the part of our trading partners. We have seen
it many times before. U.S. trade sanctions invariably result in retaliatory actions against
American chemistry because of the ubiquity of chemical products in global markets. .

We also ask policy makers to consider the implications of climate policy for on-site heat
and power units (CHP). Industrial CHP units are among the most efficient energy
producers in the nation. Typically, industrial CHP uses 80 percent or more of the useful
energy it consumes, making it more than twice as efficient as separately purchasing
electricity and producing steam in industrial boilers. Some climate proposals would
inadvertently punish businesses that use CHP and create perverse incentives to switch to
the less efficient, more emission-intensive alternatives. That should be avoided at all

E
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costs. Oak Ridge National Labs and other respected authorities have concluded that CHP
and other forms of recycled energy are grossty underutilized in this country and can and
should be viewed as a major contributor to low. carbon power generation.

ACC also believes that national climate policy must be mindful of how this industry’s
hydrocarbon-based feedstocks, or raw materials, are treated. American chemistry uses
roughly half of its energy inputs (70% of the costs) as raw material that we convert into
chemical products found in 96 percent of all manufactured goods. When used as raw
materials those hydrocarbons do not produce greenhouse gas emissions and should not be
regulated as if they will produce emissions.

There are other good reasons for the free allocation of emission credits under a cap and
trade program. Climate policy should encourage production in industries that contribute
to climate protection. Chemistry is a climate solutions provider: our products go into
some of the most widely-used products for energy efficiency and renewable energy,
including building insulation, solar panels, wind turbines, lightweight vehicle parts,
compact fluorescent light bulbs, lithium-ion batteries, low-rolling resistance tires,
automotive and industrial lubricants, and thermal coatings, to name a few.

‘The business of American chemistry can help create the lower carbon economy of the
future. But to do that, we need policies through a transitional phase that will enable us to
compete in the global marketplace, invest in higher efficiency plant and equipment, and
retain and grow one of the nation’s highest trained and most productive workforces.

Sincerely,

P

Cal Dooley
President and CEO

&
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Attachment |

industry Exposure to GHG Costs:

Energy Intensity and Imports

Any discussion of competitiveness needs fo teke into account
successful exporting industries. ..
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Attachment 2

FY 2010 Federal Budget Analysis — Highlights*

Chemistry Impact Costs (Also see chart at end of this document)

o Total Costs (tax + cap-and-trade provisions): $8.5 billion in 2012, $20.0 billion
in 2019, $121.6 billion over the 10-year period (excluding pharmaceuticals)

o Total costs are equal to 21% of chemical industry profits and
equivalent to a 53% increase in taxes paid

« Cap-and-trade proposal + other energy-related provisions: $7.3 billion by
2012, $18.4 billion in 2019, $110.4 billion over the 10-year period

o Cap-and-trade proposal: $5.7 billion in 2012, $10.8 billion by 2019,
$68.7 billion over the 10-year period.

o Effect of fuel-switching on energy feedstock cost: $2.1 billion by
2012, $7.1 biltion in 2019, $42.2 billion over the 10-year period

o Elimination of oil and gas company tax incentives: $31.5 billion over
ten years.

* Repeal of LIFQ, repeal of deferral, and re-imposition of Superfund taxes
combined: $1.0 billion by 2012, $1.4 billion in 2019, $9.9 billion over the 10-
year period.

o Superfund tax reinstatement: $328 million in 2011, rising over time
to $2.8 billion over the ten-year period.**

o LIFO repeal: $357 million in 2012, rising with industry expansion fo
$493 million in 2018, and $3.7 billion over the 10-year period™*

o Taxdeferral repeal: $268 million in 2011, rising with industry
expansion to $520 million in 2019, and $3.5 billion over the 10-year
period.

*Highlights are based on ACC Economics & Statistics analysis: The Cost of the
President’s Proposed FY 2010 Budget on the Chemical Industry

* Based on tax rates applied to the list of 42 taxable chemicals, at the level in effect

from 1986 until 1995. Nothing would prevent a legisiative proposal for a change in
taxable chemicals or the rates applicable.

: &
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**These figures assume legislation allowing a ten-year period for level payments of
the tax liability arising from reversing LIFO reserves. A legislative proposal might
require a shorter period. The current rule for recapture is four years.

Summary

» The Administration’s proposed 2010 budget proposal*™*** conflicts with at
least three of four of ACC’s Tax advocacy priorities. It would:

Q
e]
]

o

Re-impose the Superfund tax on certain chemical feedstocks;
Repeal the LIFO (Last in, First Out) tax accounting method

Repeal rules that allow deferral of U.S. tax on earnings from foreign
operations

Require chemical industry purchase of CO; emissions from the
government via 100% auction

« The budget proposal would place considerable cost burdens and
competitive disadvantages on American chemistry/U.S. manufacturing
sector, including:

o

i

Dramatically lower economic returns and (in aggregate) failure to meet

capital or opportunity costs.

Disproportionate burden (80% of costs) on industrial chemical

companies

v Industrial companies had combined profits of only $10.3 bilion
during the past four quarters. The added costs (at $6.8 billion) would
effectively overwhelm any profits by industrial chemical companies.
In the first year, these costs would be equivalent to 66% of profits.

Higher U.S.-based production cost relative to that of foreign-based

production = impaired international competitiveness for U.S.

manufacturing.

« The cap-and-trade proposal would be particularly burdensome at a time
of depressed economic and manufacturing activity

o

americanchemistry.com

It includes direct costs of the purchased carbon allowance, indirect
costs from higher energy costs from fuel switching, as well as
(separately) oil and gas tax provisions

Energy-intensive industries such as chemistry that use hydrocarbons as
both fuel and raw material (feedstock) will be especialily hard hit by the
added costs of carbon allowances to the price of fossil fuels

&
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o Trade vulnerability and border “leakage” would increase
v Leakage = Economic activity, jobs and greenhouse gas emissions
associated with manufacturing production are transferred from a
nation with climate controls {o another without controls (or with less
stringent controls). Emissions are moved, rather than reduced.

%A New Era of Responsibility -~ Renewing America’s Promise, published by the
U.S. Office of Management and Budget -

Cap and Trade

« The Administration’s proposal aims to reduce GHG emissions 14%
below 2005 levels by 2020, and 83% below 2005 levels by 2050,
implemented through 100% auction of emission permits

o The budget proposal estimates that the (quasi-tax) revenue raised
by the sale of emissions permits would be $646 billion over ten -
years

* The cap-and-trade proposal would impose enormous costs on the
chemical industry:

Carbon permit values
o The President’s budget suggests carbon permit values of about $18 per
ton, rising to $21 per ton by 2019, but a review of economic literature
suggests this estimate is far too low.
o Using more realistic assumptions, after an initial value of $20 per ton,
by 2019 carbon value allowances could be priced at $43 per metric ton.

Fuel switching

o American chemistry is energy-intensive and relies on energy inputs
such as oil and natural gas not only as fuel and power in its operations,
but also as raw materials

o The proposal would have the effect of changing the mix of energy
sources, and would encourage fuel switching, especially by utilities,
which lack low-emission substitutes for coal

o Because of fuel switching (from coal to natural gas) by electric power
generators, natural gas costs would increase (by 5-17%), along with the
cost of electricity generated by natural gas (by 4-11%).

Feedstock cost
o The proposal would also increase energy feedstock cost, as about 65%
of U.8. petrochemicals production is based on natural gas and natural
gas derivatives.

3
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Impaired competitiveness

o This proposal would disadvantage energy-intensive industries such as
the chemical industry. Although the industry has significantly improved
its energy efficiency (by more than half (53%) since 1974), energy still
represents a significant share of U.S. chemical manufacturing costs.

o Domestic companies competing in global markets would be
disadvantaged. There could be significant adverse effects on energy-
intensive, import-sensitive industries, on domestic jobs, and on the
nation’s trade balance. Imports would increase, and some higher cost
domestic operations would be forced to close.

Administrative burden
o The proposal would impose a large administrative burden to
companies, as they need to account for greenhouse gas emissions.
These administrative compliance costs are in addition to the costs of
carbon allowances, which are not included in this analysis.

This proposal has significant potential for transfer (or “leakage”) of
economic activity, greenhouse gas emissions and jobs to other nations
o A 100% auction of emission credits with no revenue returned to
energy-intensive manufacturers would resuit in leakage
o Leakage = Manufacturing activity moves to areas of the world where
there are no {or less stringent) emissions caps, energy costs are
lower, and carbon intensity is higher.

Little of the revenue from the auctioning of permits would be used for
abatement or technology development
o Only 19% of the proposed climate revenues are dedicated to climate
change programs.
o Only $15 billion annually would go toward clean energy technologies
o Auction revenue would be used primarily for funding other purposes,
such as $60 billion annually for middie-class tax cuts.

Chemistry helps save energy and reduce greenhouse gas emissions
throughout the economy
o Chemistry goes into a variety of energy-efficient and renewable
energy products, including building insulation, solar panels, wind
turbines, lightweight vehicle parts, compact fluorescent light buibs,
lithium-ion batteries, low-rolling resistance tires, automotive and
industrial lubricants, thermal coatings, and many more
o A review of the life cycle analysis (LCA) on over 100 key chemical
products indicates that these products save CO, emissions when
used in end products. Chemistry use saves an average of three
units of greenhouse gases for every unit emitted during chemistry
production and disposal (lifecycle).

;
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* The proposed budget would reinstate the Superfund taxes at their
previous levels, beginning in 2011:

Q
o]
o

¢]

Excise taxes of 9.7 cents per barrel on crude oil or refined oil products
Excise taxes of $0.22 to $4.87 per ton on certain chemicals
Corporate income tax of 0.12% on the amount of a corporation’s
modified alternative minimum taxable income that exceeds $2 million
Estimated revenue raised: $17.2 billion over 10 years.

« The burden of a reinstated Superfund chemical excise tax would
primarily fail on ethylene, propylene, benzene, chlorine, and xylene

el

o

[}

This is true even though the products subject to the tax are not
necessarily associated with Superfund cleanups.

These chemicals were among those most adversely affected by the
economic crisis and manufacturing downturn.

These segments face slumping demand from the recession, continued
high costs for energy, intense foreign competition, and razor-thin
margins. The reinstated taxes would essentially offset any economic -
return on sales to current producers, making those segments non-
competitive in the global market.

Re-imposing the petroleum excise tax would create an additional
burden because these petrochemicals are derived from liquid refinery
gases and other hydrocarbons.

The corporate environmental tax (CET) would impose further cost
burdens on the industry.

« Since 1981, responsibie parties in the business of chemistry have paid
their share for clean-up of Superfund sites for which they were
responsible.

americanchemistry.com

fod

As responsible parties, chemistry companies have paid to study,
cleanup, and reimburse federal and state government costs at sites for
which they were responsible.

At multi-party sites, they paid the shares of responsible parties that
were defunct, bankrupt, or released from liability by Congress,

As corporate taxpayers, they paid again.

Since the taxes expired, responsibie parties have continued to pay for
all costs of cleanup at their sites and to reimburse EPA for alf its costs
related to cleanup. In 2004, EPA coilected a record $1.7 billion in
cleanup funds from responsible parties.

Reinstatement of the Superfund excise and environmental taxes is not
necessary in order to assure that responsible parties pay — they already
do.

G
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Repealing LIFO

e LIFO (Last In, First Out) is a textbook method of accounting, in common
use since the 1930s, and recognized by the Congress in 1939 through a
specific provision of the tax code. LIFO is used by large and small
companies in all sectors of the economy.

o Itis used by businesses including manufacturers, wholesalers, retailers
and others to help mitigate the impact of inflation on inventory value.

o LIFO assumes that the goods most recently produced or acquired by a
company are the first to be sold, in contrast to the other common
method, which is FIFO (First In, First Out).

+ The major advantage to LIFO is that it matches current revenues with
current costs. .
o LIFO allows companies to avoid paying taxes on “phantom” profits that are
actually attributable to inflationary increases in inventory values.

« Problems caused by repealing LIFO would inciude higher taxes,
decreases in working capital, inaccurate inventory valuation, cash flow
problems, and reduced competitiveness.

o Repealing LIFO would be a massive tax increase on hundreds of
thousands of large and small American businesses, and could force many
smaller ones to close. Even larger companies might find it necessary to
borrow large amounts in order to meet the tax liability.

o Repealing LIFO would cause higher taxes going forward from phantom
profits, and enormous tax liability from reversal of LIFO accounting
reserves, which in some instances are equal to a significant percentage of
shareholders’ equity. Reversal of the reserve results in tax liability not
covered by revenues.

» Estimated revenue raised from repeal: $61.1 billion over ten years.

Repeal of Foreign Earnings Tax Deferral

« U.S. tax policy is built on the principle that taxpayers don’t pay tax on
investment earnings until distributed as dividends or interest.

o This has always applied to the taxation of foreign earnings of U.S.
companies operating in foreign markets as well: earnings are not taxed
until distributed.

o U.8. companies pay U.S. taxes on foreign income only when it's
brought back into the United States as a dividend.

o Virtually all industrialized countries allow deferral in some form so as to
meet foreign competition in global markets.

e
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« The Administration’s proposed repeal of deferral would have a dramatic,
negative effect on U.S. companies’ net income and cash flow, on their
international competitiveness, and on the U.S. economy.

o Repeal of deferral would provide foreign competitors a significant
competitive advantage over U.S. companies. Without deferral, U.S.
companies would owe current U.S. tax in addition to tax in the local
foreign country. By contrast, the foreign company pays only the local
foreign country tax.

o The U.S. corporate tax rate of 35% is one of the highest in the
industrialized world. Imposing it on overseas profits would put U.S.-
based companies at a huge tax disadvantage compared with countries
with lower taxes or deferral provisions of their own.

o The budget estimates that repealing raising an estimated $210 bitiion in
revenue over ten years.

¢ Repeal of deferral wouid handicap U.S. companies in serving global
markets.

o Atthe end of 2007, the value of American chemistry direct
investment overseas was $118 bilion, 4.2% of all direct investment
overseas by American companies.

o American chemistry accounts for 4.8% of income from these
overseas direct investments. ’

« The U.S, foreign tax credit, which reduces tax liability on foreign
earnings with respect to foreign taxes paid, heips lessen the effect of
deferral repeal

o However, because the foreign tax credit in its current form provides
significantly less than complete offset of foreign taxes, double
taxation exists under the present rules.

Oil and Gas Provisions

« The Administration’s budget proposal calls for the elimination of certain
oil and gas company tax incentives designed to encourage oil and
natural gas development.

o These inciude the oil recovery credit, marginal well tax credit,
expensing of intangible drilling costs, deduction of tertiary injectants,
passive loss exemption, manufacturing income deduction, enhanced
oil recovery credits, and percentage depletion, as well as increases
in the amortization period for independent producers.

« The budget proposal's oil and gas provisions would be likely to resultin

higher costs for natural gas in the United States, for consumers and
businesses alike — possibly over $105 million per year.

%
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o The proposal would have the effect of reducing domestic suppties of oil
and natural gas, resulting in supply/demand imbalances (especially for
natural gas) in the long term.

o Because chemistry companies purchases oil and naturai gas fuels and
feedstocks, the chemical industry would face an additional $22 million
in indirect costs as the excise tax on crude oil or refined oil products is
passed on to consumers of these products. Over ten years, this
chemistry industry costs could total $163 million.

o Higher costs for energy inputs would hamper the giobal
competitiveness of American chemistry and other energy-intensive U.S.
manufacturers.

o The repeal of the deduction for tertiary injectants and the enhanced oil
recovery credit would adversely affect the market for oilfield chemicals.
It would also affect companies involved in this performance chemistry
application.

Unrealistic Economic Assumptions

» The proposed budget uses unrealistically optimistic assumptions that the
economy will decline by oniy 1.2% this year, before growing by 3.2% next
year, 4.0% in 2011, 4.6% in 2012, and 4.2% in 2013.

« More realistic economic analyses (e.g. Blue Chip Economic Forecasts)
estimate a 1.9% decline in 2009, only a 2.1% recovery in 2010, a 2.9% gain in
2011 and 2012, and a 2.8% gain in 2013.

+ The proposal's assumptions also overstate tax revenues and understate non-
discretionary spending, such that the budget deficits will be larger than
anticipated and will lead to much larger debt leveis and the crowding out of
private sector financial and higher interest rates. This will lead to slower
economic growth.

Based on analysis from Economics & Statistics
American Chemistry Council

5 March 2009
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Obama climate plan could cost $2 trillion - Washington Times Page 1 of 1

Obama climate plan could cost $2 trillion

By

4:45 a.m., Wednesday, March 18, 2009

UPDATED:

President Obama’s climate plan could cost industry close to $2 trillion, nearly three times the White House's initial
estimate of the so-called "cap-and-trade” legislation, according to Senate staffers who were briefed by the White
House.

A top economic aide to Mr. Obama told a group of Senate staffers last month that the president's climate-change
plan would surely raise more than the $646 billion over eight years the White House had estimated publicly,

according to multiple a number of staffers who attended the briefing Feb. 26.

*We all looked at each other like, "Wow, that's a big number," said a top Republican staffer who attended the
meeting along with between 50 and 60 other Democratic and Republican congressional aides.

The plan seeks to reduce pollution by setting a limit on carbon emissions and allowing businesses and groups to bt
allowances, although exact details have not been released.

At the meeting, Jason Furman, a top Obama staffer, estimated that the president's cap-and-trade program could cos
up to three times as much as the administration's early estimate of $646 billion over eight years. A study of an
earlier cap-and-trade bill co-sponsored by Mr. Obama when he was a senator estimated the cost could top $366
billion a year by 2015.

A White House official did not confirm the large estimate, saying only that Obama aides previously had noted that
the $646 billion estimate was "conservative.”

"Any revenues in excess of the estimate would be rebated to vulnerable consumers, commiunities and businesses,”
the official said.

The Obama administration has proposed using the majority of the money generated from a cap-and-trade plan to
pay for its middle-class tax cuts, while using about $120 billion to invest in renewable-energy projects.

Mr. Obama and congressional Democratic leaders have made passing a climate-change bill a top priority. But
Republican leaders and moderate to conservative Democrats have cautioned against levying increased fees on
businesses while the economy is still faltering.

Story Continues —
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- Ads by Google [ Learn Arabic {garn Hebrew Audio Learn Hebrew Arabic Lessons Hebrew Lgssans

hitp://www.washingtontimes.com/news/2009/mar/18/obama-climate-plan-could-cost-2-tr... 10/21/2010



181

Obama climate plan could cost $2 trillion - Washington Times Page 1 of 1

Inside the Beltway
Inside the Ring

* 8 e 8 ¢ e 80

Obama climate plan could cost $2 trillion

By

4:45 a.m., Wednesday, March 18, 2009

House Republican leaders blasted the costs in the new estimate.

"The last thing we need is a massive tax increase in a recession, but reportedly that's what the White House is
offering: up to $1.9 trillion in tax hikes on every single American who drives a car, turns on a light switch or buys
product made in the United States," said Michael Steel, a spokesman for House Minority Leader John A. Boehner.
*And since this energy tax won't affect manufacturers in Mexico, India and China, it will do nothing but drive
American jobs overseas.”
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_World Bank Finds Protectionist Trend

By Anthony Faiola

Washington Post Staff Writer

Wednesday, March 18, 2009

At least 17 of the 20 major nations that
vowed at a November summit to avoid
protectionist steps that could spark a global
trade war have violated that promise, with
countries from Russia to the United States to
China enacting measures aimed at limiting
the flow of imported goods, according to a
World Bank report unveiled yesterday.

The report underscores a "worrying" trend
toward protectionism as countries rush to
shield their ailing domestic industries during
the global economic crisis. It comes one day
after Mexico vowed to slap new restrictions
on 90 U.S. products. That action is being
taken in retaliation against Washington for
canceling a program that allowed Mexican
truck drivers the right to transport goods
across the United States, illustrating the tit-
for-tat responses that experts fear could
grow in coming months.

The report comes ahead of an April 2 summit
in London in which the heads of state from
those 20 industrialized and developing
economies will seek to shape a coordinated
response to the economic crisis. Their
inability to keep their November promises is
another indication of how difficult it will be
to implement any agreement reached next
month on a global scale.

Protectionist measures may also sharply

worsen the collapse of global trade, which
the World Bank said is facing its steepest
decline in 80 years as global demand dries

up.

"Leaders must not heed the siren-song of
protectionist fixes, whether for trade,
stimulus packages or bailouts," said World
Bank Group President Robert B. Zoellick.
Noting that protectionism is widely viewed
as having deepened and prolonged the Great
Depression, he added "economic isolationism
can lead to a negative spiral of events such

as those we saw in the 1930s, which made a
bad situation much, much worse.”

The Bank said that, since last November, a
host of nations has imposed a total of 47
measures that restrict trade at the expense of
other countries. The most obvious trade
restrictions -~ raising tariffs, or taxes oni
mports -- represent only about a third of all
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measures taken. Some countries are taking a
direct approach. Ecuador, for instance, has
raised tariffs on more than 600 items. But
most are taking more creative steps that fall
into the gray area of what is considered legal
under international trade law.

Argentina, for example, has put new
licensing requirements on auto parts, textiles,
televisions, toys, shoes and leather goods
that create a new layer of bureaucracy for
overseas exporters. The European Union
announced new export subsidies on butter,
cheese and milk powder. China and India
have increased the tax rebates for domestic
exporters, seen by critics as providing a
stealth subsidy that makes their products
unfairly cheaper abroad.

Some measures, the report concludes, may
distort global production for products like
cars and trucks. National bailouts and
subsidies proposed worldwide for the auto
industry, the World Bank said, now total
some $48 billion globally, with aid pouring
out from governments including the United
States, France, Canada, Germany, Britain,
China, Argentina and Brazil. That could
prevent the natural readjustment of the
industry, which many experts say is greatly
overcapacity, allowing automakers to
continue to produce more cars than
consumers need.

The report noted that current trade laws,
however, make it tougher for nations to take
the more sweeping measures that triggered

the trade wars of the 1930s. The era of
globalization has made countries more
interdependent than ever before, with supply
chains for a single car made in Chinaora
plane made in the United States now often
relying on components manufactured in
many other nations. That has led to a new
measure of caution when putting up trade
barriers. Additionally, global treaties have
made it more difficult to enact draconian
barriers.

Yet that does not mean nations are not
finding ways to engage in what critics call
protectionist policies. Some are pointing to
provisions in the $410 billion spending bill
signed by President Obama last week, which
ended a pilot program allowing Mexican
truckers to transport goods throughout the
United States. The program had long been a
target of U.S. unions, which have decried the
North American Free Trade Agreement as
robbing Americans of jobs, and the move to
end the program was seen by critics as part
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of a trend in the U.S. Congress toward
curbing years of open U.S. trade policy.

The fear, critics contend, is that actions like
these could touch off countermeasures that
could lead to broader trade wars. "I think the
one thing that people forget is that at the

end of the day, our failure to comply with
NAFTA is going to result in the loss of more
jobs here in America," said Sean Spicer, a
official at the Office of the U.S. Trade
Representative during the Bush
administration. "There are consequences for
this kind of action, and they tend to build
upon each other and provoke more responses.
Is that really the kind of path we want to go
down?"
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WILLIAMS & JENSEN, PLLC

Attorneys at Law

May 12, 2009

The HonoraBle Gene Green
2372 Rayburn House Office Building
Washington, DC 20515-4329

Dear Congressman Green:

1 want to thank you for the interest you have shown on the issue of “leakage” of
carbon and jobs that could be occasioned by unilateral climate change legislation. Below
are answers to the written questions you have propounded to me. Please let me know if
any further follow-up would be useful.

Question: (1) In your testimony you state that, “a true cost-negating anti-leakage
provision would address all indirect as well as direct costs,” and that the Insiee-
Doyle approach “would not compensate for cost increases of feedstocks or inputs,
nor would it compensate for the demand and demand-curve caused increases in
natural gas.” Like you, I believe that all higher costs contribute to loss of
competitiveness and elevate the risk of carbon leakage:

a) Shouldn’t a compensation program take these other indirect cost impacts
into account?

Answer: The Energy-Intensive Manufacturers’ Working Group, on whose behalf 1
testified, is working with Messrs. Inslee and Doyle, and others, to produce a final,
compromise provision, and, once that process is finalized, we will support the
product.

That said, I believe that as a general proposition an anti-leakage allowance grant
program should, at least presumptively, aim to negate all unilateral costs imposed on
the most energy-intensive and trade-exposed industries.

b) How do you propose the Inslee-Doyle proposal be structured to properly
account for rising feedstock or natural gas demands.

Answer: The Working Group is working towards a compromise provision, and if
compromise is achieved, we will support it even if it does not fully compensate
manufacturers for feedstock and natural gas cost increases.

That said, a proposal could be structured to account for these costs. Because of the
difficulty in measuring them, it would likely be necessary to assign the task of
measuring the cost increases to administrative bodies. DOE would seem a likely
choice for measuring the increase in the cost of natural gas. The legislation would

1155 215t Street, NW., Suite 300 * Washingron, D.C. 20036  TELEPHONE 202.659.8201 ¢ FACSIMILE 202.659.5249
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specify that these costs, as determined by the agencies, are to be rebated to the
qualifying manufactures as part of the compensation process.

¢) What percentage of allowances should be provided in order to cover these
full indirect costs? :

Answer: I think it is impossible to know in advance how many allowances would be
required. The root problem is the uncertainty in predicting the price of natural gas,
which will be driven by any number of factors but principally the extent of fuel
switching by utilities and industrial users. Accordingly, we believe that the anti-
leakage provisions should be a primary use of allowances under the bill and the
number of allowances should vary with demonstrated need. Perhaps an amount of
allowances could be conditionally set, which would be some number considerably in
excess of that which we have estimated is required to fund the Inslee-Doyle
provisions, as set out in my written testimony. Any shortfall would be made up by
transferring allowances from other accounts (such as general auction accounts) and
any excess would likewise be available for other uses.

Question: 2) As you know, hydrocarbon-based feedstocks, such as natural gas, are
heavily used by the chemical industry to make products, and their usage produces
little to no greenhouse gas emissions. Do you believe a cap and trade program
should cover the non-emissive use of fossil energy, or should allowances be allotted
to industries to cover non-emissive us of feedstocks?

Answer: In keeping with the testimony of our Working Group member Dow Chemical in
the subcommittee hearing of April 23 (Statement for the Record, Dow Chemical
Company, Submitted by Rich Wells, Vice President, Energy, Subcommittee on Energy
and Environment, Committee on Energy and Commerce, April 23, 2009, at 5), I believe
that a cap and trade program should not cover non-emissive uses, and that the ACES
discussion draft should be changed to more clearly define non-emissive uses to refer to
the extent to which the carbon content of the fossil energy remains in the substance
created through the manufacturing process. It should require that EPA allow free
“compensatory” allowances for the amount of carbon dioxide equivalents sequestered.

-

McMackin
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Questions submitted to Paul Cicio of the Industrial Energy Consumers of
America by: The Honorable Joe Barton and the Honorable Fred Upton

1. You testified that other nations provide energy subsidies and other support
for their industrial base. Do you have any reason to believe those other
countries will seek to increase the cost of energy on their industrial sectors?

Answer to 1: No. There is no reason to believe that developing countries will
increase the cost of energy to their industrial sectors. Several countries like China
and India have already made public statements that they will not impose a cap on
GHG emissions for fear it will impact their economic growth. They will not impose
costs on their manufacturing sector because it is their engine of economic growth,
jobs and export revenues. Placing a cap on GHG emissions limits their output of
manufacturing product which is not desirable.

a. Do you have any reason to believe that those other nations will not seek
to take strategic advantage of higher energy prices in the United States?

Answer to a: There is no question that developing countries will use carbon as a
competitive advantage. Their costs are already lower than ours to begin with, often
because of energy subsidies and when our costs go up because of US imposed cap
and trade the advantage will become even more pronounced.

Our policy of offsets is also a competitiveness problem. Allowing US companies to
purchase international offsets means these investments could subsidize our
competitors in developing countries. For example, the Clean Development
Mechanism (CDM) has already funded projects in manufacturing sites in developing
countries. This policy will also mean that offsets are creating jobs in developing
countries versus here in the US. Where the capital is invested is where the jobs are
created. International offsets are an incentive to developing countries to not commit
to GHG reductions. If they commit to reductions, their offset revenue stream would
stop. China taxes CDM projects which generates revenues for the government.

2. How much negotiating leverage would we have with China, India, and other
developing industrial economies if we unilaterally raise energy prices on our
industrial preduction?

Answer to 2: None. Unilaterally raising energy prices on US manufacturers is an
incentive for developing countries to not take on commitments to reduce absolute
GHG emissions. Higher US manufacturing costs thru higher energy and GHG
compliance costs means that they can more easily compete with us, gain market share
and increase their profits.

3. You testified that each manufacturing production unit has a cost break-even
point, above which the manufacture will not have any choice but to shut
down. How do higher energy prices affect this break even point?
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Answer to 3: For many manufacturing companies, natural gas and electricity costs are
one of its most significant variable costs and often determine whether a given
manufacturing site can be competitive. For example, 1/10th of a cent per KWh has
deétermined whether a steel company can afford to operate its plant and tumn a profit.
If a manufacturing facility’s energy costs go up without its competitor’s energy prices
going up, they are at a distinct competitive disadvantage.

For example, a $50 per ton carbon price added to the price of natural gas would
increase its price by $2.74 per MM Btu according to the EIA. From today’s price of
about $4.30 per MM Btu, that would represent about a 63 percent increase in cost. It
is highly improbable that a manufacturer would be able to reduce other costs in order
to be competitive, given these circumstances.

Higher energy costs also make it easier for energy intensive products that are
produced in countries that subsidize energy or countries that have an abundant supply
of natural gas to use it as a competitive advantage. Higher costs in the US make it
easier for the likes of Russia and Middle East countries to take market share from US

produced product.

a. Do economic models accurately capture the cost break-even point? And,
if not, do you think models of climate legislation impact accurately
predict the economic hits on industrial jobs?

Answer to a: No. To our knowledge, there are no economic models that can
accurately determine cost break-even points for the manufacturing sector or the foss
of jobs. Remember, manufacturers compete with other US manufacturers and
international manufacturers. Even if the US government developed a model to
determine break even points for US manufacturing, it would not be able to do so for
our foreign competition.

The manufacturing sector has over 250,000 manufacturing sites that make a
significant array of products that use diverse technology and the varying age of the
equipment make it virtually impossible to forecast break even points.

It is even harder to model climate legislation break even impacts on manufacturing
because the variables increase significantly.

Two examples:

1. Models are inable to predict the increased price of natural gas that will occur as a
direct result of higher demand for natural gas by the electric utility industry since
there are no new nuclear plants or coal fired power plants with CCS technology that
will be available for the next 10 years. And, because the price of natural gas sets the
marginal price for electricity, the model will also not be able to tell how much higher
the price of electricity will go. Demand for natural gas, supply of natural gas and the
marginal price of electricity are all dynamic and intrinsically linked.



189

2. Climate legislation will raise de-regulated electricity prices higher than regulated
electricity prices. Plus, coal fired utility prices will be impacted more than nuclear.
Given the examples above, each manufacturing site will be impacted differently based
on its physical location and no model can predict the breakeven point and the loss of
jobs.

b. Does the Energy Information Administration get the impaets on the
manufacturing sector right?

Answer to b: No. Both the EIA and EPA models are unable to reliably forecast cost
impacts on the manufacturing sectors.

4. Proponents of cap and trade like to cite the example of the Clean Air Act
acid-rain trading program as a cost-effective example of what cap and trade
would be like. Is this a reasonable test case for imposing a CO; ,p and trade
scheme on the entire United States? If not, why not?

Answer to 4: No it is not a reasonable test case. The acid rain trading was confined to
only electric utilities which are small in number and do not have international
competition. Utilities have the ability to pass higher costs onto their customers and
manufacturers do not. Importantly, cost effective end of pipe SO2 removal
technology was available as was low sulfur coal. Lastly, the technology existed such
that SO2 emissions could be reduced without constraining the production of
electricity.

GHGs are all together different and much more complex. There is no cost effective

- end of pipe technology. There are over 250,000 manufacturing sites and hundreds of
thousands of commercial buildings. Manufacturers have international competition.
Manufacturers, in general, cannot reduce absolute GHG emissions and grow. They
can improve energy efficiency but not absolute emissions and increase their thru put.
Imposing a carbon cap distorts energy supply and price for the entire country.

There are other policy optioﬁs that can significantly achieve GHG reductions cost
effectively without using cap and trade.

5. Would you elaborate on the potential problems with regulating carbon
trading? Will regulators be able to prevent fraud and abuse?

Answer to 5: Unlike electric utility SO2 emissions that are monitored ¢lectronically at
the smoke stack, CO2 must be calculated. Each reduction is an individual project.

As such, each project is subject to error or subject to fraud. And, because we are
talking about millions of projects, it is very difficult to monitor accuracy, especially if
we include international offsets. Because there is billions of dollars at stake, the
opportunity for fraud is high. Carbon reductions and offsets have potential credit
default swap (CDS) characteristics. Once the carbon is sold and if the underlying
project later fails, you have the same financial problem that caused the mortgage
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crisis. In that case, the underlying asset was the mortgage market whose value
declined. With millions of carbon reduction projects, who is going to monitor to
ensure the carbon was reduced that someone had purchased?

The US government has been unable to prevent excessive speculation and market
power in mature commodity markets like oil and natural gas. Carbon trading will be
even more difficult because it does not have a product that is physically deliverable.

As an example, in 2007, the Amaranth hedge fund was found to have controlled
almost 60 percent of the natural gas market before it imploded.

Secondly, from January to August 2008, the price of natural gas rose from about
$7.00 mm Btu to $14.00 mm Btu. At the same time, US production rose by 7
percent, national inventories were comfortably within their five year average and
demand was essentially unchanged when compared to the same time irthe previous
year. There was not a supply versus demand reason for the price to double, but it did.
IECA has calculated the run up had cost consumers about $40 billion dollars.

Congress has still not acted to prevent excessive speculation.
a. What have we learned from past experience in Europe?

Answer to a: Cap and trade in Europe significantly drove up the prices of electricity.
The higher energy costs have resulted in energy intensive businesses moving out of
Europe to developing countries that are not likely to have a carbon cap. A
significant number of jobs have been lost.

The EU ETS had also caused electric utilities to fuel switch from coal to natural gas,
driving up the cost of natural gas.

b. How will volatility or abuse in carbon trading markets affect U.S.
manufacturing?

(See number five above.) Volatility adds costs and financial risks on top of an
already volatile energy commodities market. Market power abuse, which happens
regularly in natural gas, increases the price.

Date: May 12, 22009
Submitted by:
Paul N. Cicio

President
Industrial Energy Consumers of America
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Margo Thorning’s responses to questions from Mr. Upton and Mr. Barton from the
the March 18, 2009 hearing before the Subcommittee on Energy and Environment
of the House Energy and Commerce Committee

1. Are there any parallels between the cost estimates for a carbon permit between
the Clinton Administration and the Obama Administration?
a.  How does the administration know it’s an underestimate?

http://www.accf.org/media/dvnamic/8/media_89.pdf

FLAWS IN THE CLINTON ADMINISTRATION

CEA ANALYSIS

The Clinton Administration Council of Economic Advisers’ July 1998 economic
analysis of the impact of reducing carbon emissions to 7 percent below 1990
levels, mentioned earlier, is seriously flawed for three reasons.

First, CEA cost estimates assume full global trading in tradable emission permits
(including trading with China and India). Most top climate policy experts
conclude that this assumption is extremely unrealistic, because the Protocol does
not require developing nations—who will be responsible for most of the growth in
future carbon emissions—to reduce their emissions, and many have stated that
they will not do so.

Second, the CEA’s cost estimates assume that an international carbon emissions
trading system can be developed and operating by 2008-2012. This assumption is
unrealistic, according to analysis by Massachusetts Institute of Technology’s
Professor A. Denny Ellerman.

Third, the cost estimates are based on the Second Generation Model (SGM)
developed by Battelle Memorial Institute. The SGM appears to assume costless,
instantaneous adjustments in all markets; the model is not appropriate for
analyzing the Protocol’s near-term economic impacts, according to CRA’s Dr.
Montgomery. As Massachusetts Institute of Technology Professor Henry Jacoby
observes, there are no short-term technical changes that would significantly lower
U.S. carbon emissions.

Finally, a former Clinton Administration official acknowledged that the CEA
estimates understated the cost of the Kyoto Protocol by a factor of ten in a US4
Today article (June 12, 2001).
http://www.accf.org/media/dynamic/3/media_354.pdf

Similarly, based on DOE-EIA analysis, a comparison of the revenues that would
have been generated under the Lieberman/Warner bill if all allowances were
auctioned further supports the idea that the Obama Administration’s revenue
estimates are significantly understated. As shown in Figure 4, if all allowances
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were auctioned under Lieberman/ Warner, total revenues to the government
would have ranged from $1,200 billion to $3,000 billion over the 2012-2019
period. (See bars with hash marks.) Adjusting the Lieberman/Warner data for the
fact that the Obama Administration target is less stringent in the early years than
the L/W target shows that even under EIA’s core case, which assumes carbon
capture and storage (CCS) is available, rapid expansion of new nuclear generation
capacity, large use of domestic and international offsets, etc. shows that
government revenues would exceed those estimated by the Administration (red
bars).

Using EIA’s more realistic cases where costs are higher, CCS is not readily
available and nuclear generation capacity does not expand rapidly, shows that
government revenues from the carbon auction would be double or triple the $675
billion revenue estimate for 2012-2019 in the Administration’s budget.

Figure 4: Obama Administration Climare Revenues (2012-2019) and EIAs
Analysis of Lieberman/Warner (5.2191, assuming all allowances auctioned)
(% in billions)
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2.How is the European Union doing in terms of meeting its Kyoto Target (8 percent
below 1990 levels)? What about their new “20-20-20” by 2020 targets?

The EU 15 (the major industrial countries) has a Kyoto Protocol target of an 8
percent reduction below 1990 levels in GHGs by 2010-2012. The European
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Environmental Agency’s latest projections (October 2008) show that without
strong new measures, EU 15 emissions will be almost 5 percent above 1990 levels
in 2010, rather than 8 percent below as required by the Kyoto Protocol (see
Figure 7). Given the challenges of meeting the Kyoto Protocol target, it seems
unlikely that the EU will be able to meet its new 2020 GHG reduction goals of a
20 to 30 percent reduction in emissions and a 20 percent of energy use from
renewables by 2020 (see
http://europa.ewrapid/pressReleases Action.do?reference=SPEECH/08/34 for
details). EU member state politicians would face significant opposition to
increases in energy prices and taxes sufficient to meet the stringent new emission
and renewable targets.

1. 3.How likely are China and India to adopt strict GHG emission reduction targets if
the U.S. imposes mandatory domestic reduction targets or a carbon tax?

Even if the U.S. were to adopt a cap and trade system or a carbon tax, it is
unlikely that developing countries, where most of the future growth in emissions
will occur, would decide to follow suit. China and India, for example have said
repeatedly that they will not accept GHG emission reduction targets because
increased energy use is essential for their economic growth. n fact, if the U.S.
were to adopt emission caps or carbon taxes, higher energy prices will make U.S.
industry less competitive vis-a-vis China, India and other developing countries,
As a result, China and India, whose primary focus is economic growth, will see it
in their interest to accelerate the development of industries that depend on a
competitive advantage in energy prices. As this process proceeds, it will be harder
and harder for China and India to reverse course and undertake policies (emission
caps or taxes) which threaten these industries. Adopting GHG caps or taxes in the
U.S. will, therefore, have the perverse effect of creating disincentives for
developing countries to curb emissions. In addition, because developing countries
use much more energy per dollar of output than does the U.S., global carbon
emissions could increase due to “leakage” of U.S. industry and jobs.

4, How does the United State compare with China and India in terms of capital cost
recovery? And other nations?
a. Why is this important for economic growth? Why is this important for reducing
emission?

http://www.acef.org/media/dynamic/3/media_343.pdf

The efforts of U.S. industries to increase energy security and efficiency and to
reduce growth in GHG emissions are hindered by the slow rate of capital cost
recovery allowed under the U.S. federal tax code and by the high U.S. corporate
tax rate. As a new Ernst & Young international comparison shows, the U.S. ranks
last or nearly last among our trading partners in terms of how quickly a dollar of
investment is recovered for many key energy investments. For example, a U.S.
company gets only 29.5.cents back through depreciation allowances for each
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dollar invested after 5 years for a combined heat and power project (see Table 2).
In contrast, in China the investor gets 39.8 cents back, in Japan, 49.7 cents, in
India, 55.6 cents and in Canada the investor gets 79.6 cents back after 5 years for
every dollar invested. (See full report at: http://www.accf.org/pdf/Energy-
Depreciation-Comparison.pdf.)

In addition to slow capital cost recovery allowances, U.S. industry faces the
highest corporate income tax rates among our primary trading partners. Of the 12
countries in the E&Y survey, only Japan had a higher corporate tax rate than the
U.S. Reforms to the U.S. tax code to speed up capital cost recovery allowances
and reduce the corporate tax rate would reduce the cost of capital and could have
a positive impact on energy sector investment, help “pull through” cleaner, less
emitting new technology, increase energy efficiency and promote U.S. industrial
competitiveness.

Technology is critically important because emissions per dollar of income are far
larger in developing countries than in the United States or other industrial
countries. This is both a challenge and an opportunity. It is a challenge because it
is the high emissions intensity — and relatively slow or non-existent improvement
in emissions intensity — that is behind the high rate of growth in developing
country emissions.

Opportunities exist because the technology of energy use in developing countries
embodies far higher emissions per dollar of output than does technology used in
the United States; this is true of new investment in countries like China and India
as well as their installed base (See Figure 6.) The technology embodied in the
installed base of capital equipment in China produces emissions at about four
times the rate of technology in use in the United States. China’s emissions
intensity is improving rapidly, but even so its new investment embodies
technology with twice the emissions intensity of new investment in the United
States. India is making almost no improvement in its emissions intensity, with the
installed base and new investment having very similar emissions intensity. India’s
new investment also embodies technology with twice the emissions intensity of
new investment in the United States.

CRAI calculations show that emission reductions can be achieved by closing the
technology gap. The potential from bringing the emissions intensity of developing
countries up to that currently associated with new investment in the United States
is comparable to what could be achieved by the Kyoto Protocol. These are near-
term opportunities from changing the nature of current investment and
accelerating replacement of the existing capital stock. Moreover, if achieved
through transfer of economic technologies it is likely that these emission
reductions will be accompanied by overall economic benefits for the countries
involved.
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For example, making progress on implementing international programs such as
the Asia Pacific Partnership, the Major Economies Meeting process, the Clean
Technology Fund and the Global Nuclear Energy Partnership can create new
investment opportunities, build local capacity and remove barriers to the
introduction of a wide range of cleaner, more efficient technologies that promote
both economic growth and a cleaner environment.

http://www.accf.org/media/dynamic/l/media_19.pdf

If the APP can encourage the kind of institutional changes in developing countries
that help them acquire new and more energy-cfficient equipment and production
processes it would be a substantial help in reducing the growth of GHGs
worldwide. If China and India had access even to current U.S. levels of
technology for electricity generation, manufacturing, transportation and building
heating and cooling, their carbon emission reductions would be four times larger
than those of the EU-15 by 2012 (assuming the EU can meet its Kyoto target).
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To lennifer Berenholz:
From: Richard Morgenstern
Re: Response to Chairman Waxman's questions (The Honorable Gene Green)

Question #1: | have not performed the calculations for a $20 per ton CO2 price and thus |
cannot offer a precise answer to your question. However, other modelers referred to in my co-
authored RFF discussion paper referenced herein have used slightly higher assumptions than
our $10 per ton number and their results are quite similar to ours. See:
http://www.rff.org/rff/documents/rff-dp-08-37.pdf

Question #2a: As is evident from the phrase you cite in my testimony, | asserted that refiners
would likely be able to pass along most of cost increases. 1did not say all cost increases.
According to our (2002) data, imports constitute 12.3 percent of total sales of refined product.
This contrasts with considerably higher proportions in other industries such as steel {22.1
percent), fertilizer (26.7 percent), alumina refining (29.8 percent).  All these data are for the
year 2002 from US government sources and they are displayed in table 1 of the above
referenced paper. It is true, however, that the import shares do vary somewhat by year. Itis
also true that there is considerable variation across the country in the import shares of refined
products in individual markets. In some years and certainly in some local markets import shares
are likely to be higher, reflecting a greater difficulty in passing along the higher costs. Thus, it is
not inconsistent with my original statement to say there is uncertainty about the ability of
refiners or others to pass along the higher costs associated with a domestic CO2 pricing policy

Question 2b): See my response to the previous question (2a).

Question 2¢): | am not familiar with the price gouging proposals you reference but history
suggests that energy industries have a good record in managing complex market situations.
Especially if the requirements under any new climate policy are phased in gradually, there is no
reason to expect the industry could not adapt to the changing business environment, as it has in
the past.

If you have further questions, please do not hesitate to contact me.
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