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AUCTIONING UNDER CAP AND TRADE:
DESIGN, PARTICIPATION, AND
DISTRIBUTION OF REVENUES

THURSDAY, MAY 7, 2009

U.S. SENATE,
COMMITTEE ON FINANCE,
Washington, DC.

The hearing was convened, pursuant to notice, at 10:07 a.m., in
room SD-215, Dirksen Senate Office Building, Hon. Max Baucus
(chairman of the committee) presiding.

Present: Senators Conrad, Bingaman, Kerry, Stabenow, Cant-
well, Nelson, Carper, Grassley, Hatch, Snowe, Bunning, Roberts,
and Enzi.

Also present: Democratic Staff: Bill Dauster, Deputy Staff Direc-
tor and General Counsel; Cathy Koch, Chief Tax Counsel; Darci
Vetter, International Trade Advisor; Jo-Ellen Darcy, Senior Envi-
ronmental Advisor; and Kelly Whitener, Fellow. Republican Staff:
Nick Wyatt, Tax Research Assistant; and Jim Lyons, Tax Counsel.

OPENING STATEMENT OF HON. MAX BAUCUS, A U.S. SENATOR
FROM MONTANA, CHAIRMAN, COMMITTEE ON FINANCE

The CHAIRMAN. The hearing will come to order.

Voltaire wrote, “Men argue, nature acts.”

While people argued over global warming, nature acted. Now, at
long last, people appear nearly ready to act in response.

Last year, the Senate had a good discussion of legislation to re-
spond to climate change. As part of that effort, the committee
heard from witnesses about the tax and trade aspects of a cap-and-
trade program. But ultimately, the Senate did not act on legislation
last year.

This year we will once again take up climate change legislation.
President Obama has given a high priority to addressing the prob-
lem. It is time for us as a Nation to show leadership and responsi-
bility. It is our moral imperative to address climate change. It is
time for us to act.

Action would not be without cost. But the cost of inaction would
be far greater.

Many have analyzed the effects that a cap-and-trade program
would have on our economy and our ability to compete in the
world. Each study has generated its own set of questions and un-
certainties. But we need to move ahead with the best information
that we have.
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Today we have asked our witnesses to share their analysis of the
effects of a cap-and-trade program on the economy. And we have
also asked for their thoughts on the best way to design the system
to provide certainty, where we can. We need certainty in terms of
establishing and containing costs. And we need certainty in terms
of meeting our greenhouse gas reduction goals.

We will ask: How can we reduce the effect of potentially in-
creased energy costs on our economy?

How can we reduce the effect on energy consumers?

How should an auction be structured?

How should allowances be allocated? Should they be auctioned,
given away for free, or some combination of the two? What is the
proper balance between free allowances and auction revenues?

Are free allowances an effective tool to assist industries facing
particularly high costs? Are they effective to assist industries that
are trade-sensitive?

If we provide free allowances, who should receive them? Based
on what criteria?

These are all questions that I hope our witnesses can help us an-
swer.

And so, while people argued, nature acted. Now Congress can act
in response. Let us find out what we can, so that we may act
wisely.

Senator Grassley?

OPENING STATEMENT OF HON. CHUCK GRASSLEY,
A U.S. SENATOR FROM IOWA

Senator GRASSLEY. Well, I think everybody knows that the Sen-
ate Finance Committee, when it comes to the suggested cap-and-
trade tax, that we have a very essential role to play in this. When
it comes to the potential environmental benefits of such a system,
of course most of that is going to be handled by the Environment
and Public Works Committee. However, we are talking about a pro-
gram that will raise hundreds of billions of dollars every year for
the Federal treasury. With revenue of that magnitude, that is obvi-
ously why we are having this hearing.

What is more, the cost will be paid by every American in the
form of higher prices for energy services or any product that takes
energy to produce or transfer it to market. President Obama has
acknowledged that, under a cap-and-trade system, electric rates
would necessarily skyrocket. The exact quote is, “Electricity rates
would necessarily skyrocket.”

When OMB Director Orszag was before this committee last year
in his previous capacity, he made it clear that: “Under a cap-and-
trade program, firms would not ultimately bear most of the costs
of the allowances but instead would pass them along to their cus-
tomers in the form of higher prices.” In other words, it is going to
be a consumer tax, not a corporation tax. Those energy price in-
creases will also have a significant and negative impact on eco-
nomic growth and job creation.

If that sounds suspiciously like a Federal energy tax to those of
you here, you are right, it is. The Senate Finance Committee has
jurisdiction over all Federal taxes and has extensive experience in
considering the tax incidence of certain policies. That experience
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will be invaluable on this subject because a very important aspect
in designing a cap-and-trade system is who will ultimately bear the
cost of the program, and in what proportion. In short, who are the
winners and the losers?

One troubling aspect of cap and trade is that speculators from
Wall Street, Chicago, and San Francisco are foaming at the mouth
to get their hands on trading profits from cap-and-trade allow-
ances. Hedge funds, private equity funds, and other companies
have been lobbying Congress to pass cap-and-trade legislation.

When I say the “troubling aspect” of that, that is not this Sen-
ator saying it just on my own suspicions, but this is what I am be-
ginning to hear more from the grassroots of my State. It probably
comes because right now Wall Street does not have a very good
reputation at the grassroots of America.

Then people are looking at Enron, which is not much of a com-
pany today, but 10 years ago was quite a company. They were
early supporters of this. AIG was as well, and we all know the rep-
utations of those companies. When you are talking about their sup-
port for things like this, that raises more questions in the minds
of people who are already fed up with bailouts and things of that
nature.

We have Democratic Representative John Dingell quoted this
way: “I attended a meeting of an organization interested in climate
change legislation, and guess who it was? It was a bunch of good-
hearted Wall Streeters getting ready to cut a fat hog.” Well, I want
to make sure that the American taxpayers are not the fat hog that
gets cut.

Today’s hearing will help us to better understand the economic
consequences of cap and trade and the various trade-offs that Con-
gress will need to carefully consider. Our distinguished panel will
help us do that. Thank you all very much.

The CHAIRMAN. Thank you, Senator, very, very much.

Our first witness is Alan Krueger, the new Assistant Secretary
of the Treasury for Economic Policy. Congratulations, Dr. Krueger,
on your confirmation. Any day now you will get sworn in, and we
look forward to that very, very much. I know that Secretary
Geithner expects and looks forward to having you on board; we all
do. Thank you very much for appearing before us on such short
notice.

The second witness is Doug Elmendorf, who performs yeoman
duty and does everything around here, crunches numbers on every
subject under the sun, under a lot of pressure from lots of different
sides to get their numbers first. We thank you very much, Dr. El-
mendorf. But from our perspective, we sure like your work on
health care reform, especially.

Dr. Delbeke, thank you very, very much for appearing before us
today. We appreciate your coming before us, especially in your ca-
pacity as deputy director-general of the European Commission and
directorate-general for the environment. As is the normal course of
business when foreign government officials testify before this com-
mittee, I note for the record that the U.S. Congress has no author-
ity over Dr. Delbeke. Now, that begs the question, over whom do
we have any authority anyway? [Laughter.] He is appearing today
as a diplomatic courtesy.
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Also, Dr. Anne Smith, vice president and practice leader of cli-
mate and sustainability for CRA International. Thank you very
much, Dr. Smith.

So, Dr. Krueger, why don’t you begin?

STATEMENT OF DR. ALAN B. KRUEGER, ASSISTANT SEC-
RETARY FOR ECONOMIC POLICY, DEPARTMENT OF THE
TREASURY, WASHINGTON, DC

Dr. KRUEGER. Sure. Good morning, Chairman Baucus, Ranking
Member Grassley, and other members of the committee. I am de-
lighted to be before the committee again so soon. [Laughter.]

I took your advice very seriously, Senator Baucus, that it was
time to get to work, and that is why I am here today to talk to you
about cap-and-trade auctions.

In my remarks I will describe the important role that auctions
can play in an efficient greenhouse gas cap-and-trade program. I
will also talk about the Department of Treasury’s experience run-
ning auctions and how auctions have been used in some existing
greenhouse gas cap-and-trade programs in the U.S. and abroad.

As you know, one of the President’s top priorities is to develop
a comprehensive energy and climate change plan to invest in clean
energy, address the global climate crisis, and create new jobs. In
turn, we believe that a greenhouse gas cap-and-trade program
should play a central role in our effort to achieve these goals at the
lowest possible cost. We are very appreciative of the work being
done in the Congress to this end and look forward to working to-
gether to craft successful legislation.

One important element of an efficient and fair cap-and-trade sys-
tem is allowance auctions. When designed and managed effectively,
auctions distribute greenhouse gas emissions allowances efficiently
by assuring that they are allocated to those who value them the
most, thereby helping to minimize the cost of achieving our
economy-wide emission targets. At the same time, the use of auc-
tions can avoid the creation of undeserved windfall profits and can
provide revenue that can be used to help families in the transition
to a clean energy economy.

Treasury has had significant experience in running high-value
auctions. To finance the public debt, the Treasury Department uses
auctions to sell a large volume of debt securities. The regular, pre-
dictable, and transparent nature of these auctions furthers Treas-
ury’s objectives of financing the Federal Government at the lowest
possible borrowing costs.

Each year the Treasury Department’s Bureau of Public Debt con-
ducts more than 250 public auctions and issues over $5 trillion in
gross debt. In fiscal year 2008, for example, we conducted 279 auc-
tions, in each case releasing the auction result data within our self-
imposed time constraint of 2% minutes after the auction is closed.

Given the large volume of financing provided through Treasury’s
auctions, ensuring a smooth and efficient auction process has been
a critical component of our success. We place a premium on run-
ning the most reliable Treasury auctions possible in the most
transparent manner, and the Department delivers on this responsi-
bility each and every week. Treasury’s long track record of success-
fully running high-value auctions demonstrates the key technical
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expertise necessary to manage auction details in a manner that
builds public trust and confidence.

Now I would like to briefly describe a few prominent examples
of the use of auctions in the existing greenhouse gas cap-and-trade
programs. In 2005, the European Union established its emissions
trading scheme commonly known as EU ETS, which I am sure Dr.
Delbeke will discuss. This is the world’s largest emissions cap-and-
trade program. The EU ETS caps carbon dioxide emissions from
the electric power sector and several other major industrial sectors
in Europe, which collectively account for about half of Europe’s CO,
emissions.

The use of auctions in the EU ETS has been limited to date, but
is growing. To offer one example of the use of auctions, since No-
vember 2008 the United Kingdom has held two single-round sealed
bid uniform price auctions which yielded a combined $144 million
in revenue. Britain’s Treasury conducts these auctions, and auction
revenue is deposited into the United Kingdom’s consolidated fund
for general spending purposes. There will be a substantial increase
in the use of auctions in the EU ETS program in the future.

Another example of auctions in the greenhouse gas area is the
Regional Greenhouse Gas Initiative known as “ReGGle.” This is
the first mandatory greenhouse gas cap-and-trade program in the
United States, and it covers electric power plants in 10 partici-
pating States in the Mid-Atlantic and Northeast regions. Auctions
play a key role in allowance allocations in ReGGle.

Auction shares are set by each State and currently average 85
percent across all of the participating States. The majority of
States auction 100 percent of the allowances. I think it is useful
to highlight some of the principles that were established to guide
the development of the ReGGle auctions: (1) fairness and trans-
parency; (2) efficiency; (3) price discovery; (4) revenue; (5) to mini-
mize collusion; (6) to minimize price volatility; (7) to make sure
there is adequate liquidity; and (8) to conduct the auctions at the
lowest administrative and transaction costs.

To conclude, I would emphasize that the Treasury Department
recognizes that designing auctions for a cap-and-trade program will
require careful consideration of many auction features and program
goals, and substantial expertise. Treasury’s long experience in de-
veloping and conducting auctions can offer important insights into
the design and operation of high stakes greenhouse gas allowance
auctions. I look forward to working with the Congress to enact and
implement a successful cap-and-trade program to reduce green-
house gas emissions.

The CHAIRMAN. Thank you very much. That was very inform-
ative.

4 [The prepared statement of Dr. Krueger appears in the appen-
ix.]
The CHAIRMAN. Dr. Elmendorf?

STATEMENT OF DOUGLAS ELMENDORF, Ph.D., DIRECTOR,
CONGRESSIONAL BUDGET OFFICE, WASHINGTON, DC

Dr. ELMENDORF. Thank you, Chairman Baucus, Senator Grass-
ley, members of the committee. I appreciate the invitation to testify
today.
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Global climate change poses one of the Nation’s most significant
long-term challenges. Human activities are producing increasing
quantities of greenhouse gases, and a strong consensus has devel-
oped in the expert community that, if allowed to continue unabat-
ed, the accumulation of these gases in the atmosphere will have ex-
tensive, highly uncertain, but potentially serious and costly impacts
on the world. Moreover, the risk of abrupt and even catastrophic
changes in climate cannot be ruled out.

These expected and possible harms can justify policy actions to
reduce the extent of climate change; however, the cost of doing so
may be significant because it would entail large reductions in glob-
al emissions and, thus, probably in U.S. emissions over the coming
decades.

To accomplish this will mean transforming the U.S. economy
from one that runs heavily on carbon dioxide-emitting fossil fuels
to one that relies on nuclear and renewable fuels, as well as achiev-
ing improvements to energy efficiency or the large-scale capture
and storage of carbon dioxide emissions.

One option for reducing emissions in a cost-effective manner is
to establish a carefully designed cap-and-trade program. The gov-
ernment would set gradually tightening limits on emissions, issue
allowances consistent with those limits, and let firms trade the al-
lowances among themselves. Such a program would lead to higher
prices for energy and energy-intensive goods, which would in turn
provide incentives for households and businesses to use less energy
and to develop energy sources that emit less carbon dioxide.

Higher relative prices for energy would also shift income among
households at different points in the income distribution, across in-
dustries, and across regions of the country. Policymakers could
counteract those income shifts by using the revenue from selling
emission allowances to compensate certain households and busi-
nesses or by giving the allowances away.

Let me make three points about the distribution of revenue or al-
lowances in a cap-and-trade program. First, consumers would ulti-
mately bear most of the cost of emission reductions. Indeed, the
price increases that would arise would be essential to the success
of a cap-and-trade program because they would be a chief mecha-
nism through which businesses and households would be encour-
aged to make investments and change behavior to reduce emis-
sions.

Second, higher prices for energy-intensive goods and services
would have a variety of consequences for different industries, re-
gions of the country, and income groups. For industries, those pro-
ducing energy or energy-intensive goods and services could experi-
ence a decrease in sales, with adverse consequences for share-
holders and employees.

These effects would be larger for producers with foreign competi-
tors that do not face similarly stringent programs for reducing
emissions. For different regions of the country, the impact would
depend on the extent to which a household’s income is derived from
carbon-intensive fuels and the extent to which their consumption
is linked to carbon-intensive activities.

For income groups, energy-intensive goods and services such as
electricity, home heating, and transportation consume a larger frac-
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tion of the income of low-income households, so those households
would bear a relatively larger direct burden from policies that
would reduce emissions.

Point three. Policymakers have a wide range of options for dis-
tributing the value of the allowances, but choosing among these op-
tions entails trade-offs. For example, if allowances were auctioned,
some of the revenue could be used to fund climate-related research
and development. This approach might reduce the cost of tran-
sitioning the economy but would not provide immediate help to af-
fected households and businesses.

Instead, auction revenue could be used to reduce existing taxes
on capital and labor. This could lessen the overall economic cost of
restricting emissions, but again would do little to offset the burden
that higher prices would impose on certain households and busi-
nesses.

A different approach is to use the revenue to give rebates to low-
income households, perhaps through the tax system. This would
lessen the burden on these households. Alternatively, allowances
could be given away for free to certain industries. Giving away al-
lowances is generally equivalent to auctioning the allowances and
giving the proceeds to the same firms.

Giving allowances to energy-intensive manufacturers would not,
by itself, hold down the price of their output, which would rise to
reflect the private market value of those allowances. The result
could be windfall profits for those firms, which would tend to ben-
efit higher-income households who own most stocks.

However, if the distribution of free allowances was tied to future
production or employment, then prices in those industries would
not rise as much as otherwise, and employment would not fall as
much. At the same time, because these firms would not reduce
emissions as much as they would have without these free allow-
ances, other sectors of the economy would have to reduce emissions
by a larger amount in order to meet the same overall cap.

In sum, emission allowances in a cap-and-trade system would be
valuable commodities. Your decisions about how to distribute that
value would matter tremendously for the overall effects of such a
system.

Thank you very much.

The CHAIRMAN. Thank you, Dr. Elmendorf.

[The prepared statement of Dr. Elmendorf appears in the appen-
dix.]

The CHAIRMAN. Next, Dr. Delbeke?

STATEMENT OF DR. JOS DELBEKE, DEPUTY DIRECTOR-
GENERAL AND DIRECTORATE GENERAL FOR ENVIRON-
MENT, EUROPEAN COMMISSION, BRUSSELS, BELGIUM

Dr. DELBEKE. Thank you, Mr. Chairman. Thank you very much
for your kind invitation. Today, a comprehensive set of regulations
exist in the EU to bring down greenhouse gas emissions. They
cover cars, fuels, buildings, appliances. But the central piece of that
whole set of regulations is the EU ETS, the cap-and-trade system
that exists already since 2005. It covers the power and manufac-
turing industry that produces almost half of the greenhouse gas
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emissions of the EU. It does not cover transport, as we have a sys-
tem of motor fuel taxation in place.

This comprehensive policy starts to pay off. Under the Kyoto Pro-
tocol, we have to do an 8-percent reduction by 2012. In 2007, we
were at minus 4.3 for the EU 15, so abstraction can be made from
the latest enlargement. In that year, emissions went down by 1.6
percent, and analysts attribute almost half of that decrease to the
functioning of the EU ETS. The reason is that the carbon price is
a driver for increased investments in low-carbon technology. That
means energy-efficient technology, fuel switching, and not the
least, renewable energy.

It is useful to recall that we started in 2005 with a 3-year
learning-by-doing phase. That was necessary, it turned out, be-
cause the cap that the EU member states had allocated was too
generous, and the system was over-allocated. But since then the
cap-setting became more centralized by the European Commission,
and the overall cap was lowered from $2.3 billion a year in the first
period to about $2 billion in the current Kyoto period, and in De-
cember the EU decided to lower this gradually to $1.7 billion by
2020 in view of a clear and predictable long-term signal to indus-
try.

In December, as well, on allocation, important decisions were
made. Two principal methods were adopted: allocations can be
given for free to regulated entities or they can be sold or auctioned.
The EU ETS now uses a mixture of both. In the period of 2012,
in fact, only 4 percent of the allowances are being auctioned. But
as from 2013, at least half of the allowances will be auctioned.

Why do we do so? We learned that power companies in the de-
regulated European market increased power prices even though al-
lowances were handed out for free. This was giving rise to a lively
political debate on windfall profits. So, the EU decided to stop giv-
ing free allowances to the power sector. Through full auctioning,
moneys will instead go to the public authorities which can use
them for climate action and other purposes. There is only one tem-
porary derogation possibility for the newer member states, for
plants built before 2008.

For the manufacturing industry, in principle the same applies,
but to a lesser extent, as the manufacturing industry is much more
than power exposed to international competition. We therefore,
today, analyze industry to determine to what extent they have an
ability to pass on the costs from ETS.

We use two variables in this assessment: cost impact and trade
openness. As a transitional measure, all manufacturing industries
will get some free allowances, contrary to what is going to be full
auctioning in the power sector. But the sectors exposed to inter-
national trade will get a higher share.

The free allowances will be distributed based on technological
benchmarks, thus there will be a certain amount of free allowances
per unit of production, say per ton of flat glass. This benchmark
per product will be determined in advance of the trading period,
and it will be multiplied with historic production figures. As a re-
sult, the facilities will therefore know already by 2011 how many
allowances they will get for free until the year 2020.
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There are many reasons for deciding the amount of free allow-
ances in advance, and they are outlined in the written submission.
Revisions of the amount of free allowances will be made only if a
facility closes down or significantly changes its capacity. The rea-
son is that the EU wants to create a maximum of regulatory sta-
bility and wants to limit allocation decisions as much as possible
over time.

The allocation rules will be reviewed after the international
agreement in Copenhagen. If the competitive situation for Euro-
pean companies is being corrected due to climate action by other
nations, then less free allowances will be given away.

As a conclusion, the ETS as a cap-and-trade system functions
reasonably well today, but will be strengthened as of 2013 with a
much tighter cap and much more auctioning. The key is the price
signal. It acts as an incentive for low-carbon technology and
energy-efficient equipment and fuel switching, not the least in re-
newable energy.

Thank you very much.

The CHAIRMAN. Thank you, Dr. Delbeke, very much.

[The prepared statement of Dr. Delbeke appears in the appen-
dix.]

The CHAIRMAN. Dr. Smith?

STATEMENT OF ANNE SMITH, Ph.D., VICE PRESIDENT AND
PRACTICE LEADER OF CLIMATE AND SUSTAINABILITY, CRA
INTERNATIONAL, WASHINGTON, DC

Dr. SMiTH. Mr. Chairman and members of the committee, thank
you for inviting me. I am Anne Smith. I lead the climate and sus-
tainability group at CRA International. My testimony today is my
own and does not represent CRA or any of its clients.

Today we have heard a lot about alternatives for distributing
revenues from a carbon cap. These decisions are very important in
determining the winners and losers under a carbon policy, but
many people think that this carbon revenue will be large enough
to eliminate the cost of the carbon cap, and this cannot be so. Any
policy that cuts carbon emissions will have a net cost on society.

Now, most people understand that a tax creates net costs to an
economy, even while it raises large revenues—potentially large rev-
enues—for the government. In tax circles, that net cost is called
the “dead weight loss.” There is no way that the government can
recycle the tax revenues to make that dead weight loss of the policy
go away.

The same is true of the cap-and-trade policy, because the allow-
ance price works just as if it were a carbon tax rate. For cap and
trade to work, auction prices have to rise high enough to make
using conventional fuels cost more than the more expensive, lower-
carbon energy sources.

The allowance price works just like a tax by creating an unavoid-
able net cost. This is the cost of reducing emissions down to the cap
and this cost happens no matter whether the government or the
private sector is given the rights to the revenues that come from
this tax.

There is a corollary to the fact that a carbon limit will have a
net cost. Carbon limits cannot increase total employment across the
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economy. Yes, a shift to more expensive forms of lower carbon en-
ergy will create new jobs. These are the so-called “green jobs.” But
the use of the more expensive energy will also reduce demand for
workers across the whole economy even more so.

It is important to recognize then that the net cost of a carbon cap
could be large, so cost minimization should be just as important as
cost burden sharing in designing the policy. While that option in-
creases flexibility in how the cost burden can be shared, it does not
address another concern with cap and trade, which is certainty in
its costs.

Prices in all cap-and-trade programs are notoriously uncertain.
The EU’s ETS has seen prices cycle up and down by a factor of 4
twice in the past few years. In the EU, carbon price uncertainty
has inhibited companies from investing in low-carbon technologies,
as was desired. There are other unnecessary costs of allowance
price uncertainty, including credit rating risks, costs of risk man-
agement by businesses, and their costs of preparing auction billing
strategies. There is the inevitable wasted investment when price
expectations on which decisions were made turn out to have been
wrong.

The government also should prefer predictable allowance prices
because they make auction revenues predictable. For instance,
what use is there for variability in the government’s revenues if
those revenues will be funding programs that have long-term fund-
ing needs?

Even if auction revenues would just be rebated back to citizens,
would the citizens appreciate their ability and the size of their re-
bate checks? This price certainty is a completely avoidable feature
of a market-based approach to carbon policy. It can be done
through price ceilings and floors, or even simpler, by using carbon
fees or taxes.

So why is there resistance to these price certainty measures?
Some are self-interested. Price certainty could kill the prospects for
traders and hedge funds, et cetera, to sell a lucrative array of new
financial products, but their lost demand for these services actually
means a reduction in the cost of the policy to the economy at large.
Others feel price ceilings could take away the certainty but will
make adequate reductions in emissions.

However, there is no scientific imperative to insist on very pre-
cise cap levels in specific time periods, and it is that insistence on
the very precise reductions that creates the volatility in the prices.
The meaningful emissions goal is to reduce all emissions to nearly
zero over the long run, over many decades. This will require sus-
tained investment in other new directions in our economy. That
sustained investment will more likely come if the carbon price is
predictable, durable, and credible for decades to come.

In the end, a cap works just like a carbon tax except that, with
a cap, you do not know what the tax rate will be. Having better
knowledge of what the carbon price will be will help minimize the
net cost to the policy, but it will still leave us with carbon revenues
that can be used to distribute that policy’s cost fairly.

Thank you for this time. There are more details in my written
comments, which I request be put in the record.

The CHAIRMAN. Thank you very much, Dr. Smith.
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[The prepared statement of Dr. Smith appears in the appendix.]

The CHAIRMAN. Dr. Krueger, if you could just flesh out a little
more Treasury’s experience in dealing with various auction mar-
kets and the degree to which the variance in different markets does
or does not make a difference, and how well Treasury would be
qualified to deal with auctions under a cap-and-trade system. Just
flesh out what Treasury does. You did in your statement, but give
a little more detail.

Dr. KRUEGER. Sure.

The CHAIRMAN. Give us the confidence we would like to have—
and I think we already have that confidence, but if you could un-
derline it—of what a great job Treasury would do.

Dr. KRUEGER. Sure. I think the Treasury Department and the
Bureau of Public Debt do a remarkable job with their auctions. The
auctions are transparent. There is a schedule announced well in
advance when each auction will be held, when it opens, when it
closes. As I had mentioned, the results are announced within 2%
minutes after the end of each auction. There is a working group
that provides surveillance to make sure that the auctions are not
manipulated that meets every 2 weeks and monitors price move-
ments, volumes, and so on. I think that Treasury auctions are well-
regarded throughout the world.

The CHAIRMAN. Senator Grassley asked—and I do not mean to
steal his thunder—and he implied something that I hear from some
folks too, that, gee, we have an auction and allowances, those folks
on Wall Street will figure out a way to make a buck. They will ma-
nipulate it. The specter of Enron sometimes comes up a little bit.

You said you have a surveillance team. Could you outline just
what manipulation may or may not have occurred under some of
the auction markets that Treasury conducts currently, as well as
what manipulation may or may not occur if cap-and-trade allow-
ances were auctioned and that auction were managed by the Treas-
ury?

Dr. KRUEGER. The working group that Treasury participates in
also includes representatives from the Federal Reserve Board, from
the Federal Reserve Bank of New York, the SEC, and the Com-
modity Futures Trading Commission. As I mentioned, they meet
weekly. They monitor activities. The Treasury, as you know, does
not have enforcement power. If it is warranted in the case, the rel-
evant enforcement agencies then follow up.

I think it is important to recognize that the design of an auction
can have an influence on its susceptibility to manipulation, and
there are a great many design features of auctions: who partici-
pates, are they sealed bids or open bids, what is released after the
auction, before the auction, and so on, a great many design fea-
tures that need to be carefully thought out. But there are ways of
designing an auction to try to minimize manipulation and to mini-
mize price volatility.

The CHAIRMAN. What is the difference between the cap-and-trade
allowance auction market versus SOx and NOx auctions? The EPA
conducts, as I understand it, the auctioning of SOx and NOx. Of
course, this is much, much greater—auctions of allowances under
cap and trade—than auctions of nitrous oxides and sulphur oxides,
et cetera. Could you give us a flavor of just the huge magnitude
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of difference between SOx and NOx, the Clean Air Act versus auc-
tion of the carbon allowances under a cap-and-trade system? I want
to try to understand the competency of Treasury in conducting
such a large auction.

Dr. KRUEGER. Yes. Well, they would be several orders of mag-
nitude different in terms of the revenue they would collect. Of
course, it would depend on how many of the allowances under a
cap and trade were auctioned. The administration budget proposed
that there would be around $80 billion of revenue from cap and
trade per year, which is—I do not have the exact figures on the
SOx auctions in front of me—several orders of magnitude different.

I think one way of thinking about the design of the auction is,
it should be related to, ultimately, the goals of the program. The
ReGGle auctions are actually done quite similarly to the way that
treasuries are auctioned in that they are uniform-price, sealed-bid
auctions. I think that a good deal of thought would need to go into
how best to design auctions under a cap-and-trade system to meet
the ultimate goals of the program.

The CHAIRMAN. Do you think Treasury is qualified to properly
design the market, the auction?

Dr. KRUEGER. I think Treasury has a tremendous amount of ex-
pertise and experience 