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Introduction and Summary

Good afternoon Mr. Chairman and members of the Committee.
Thank you for considering this report by the Climate Protection Campaign. The Climate Protection Campaign is based in Sonoma County, California.  Since 2001, we have worked with 10 cities and local jurisdictions, as well as schools, businesses, and other stakeholders to quantify and reduce our community’s greenhouse gas emissions.  Our county has set an ambitious community wide greenhouse gas emission reduction target- 25% below 1990 levels by 2015.  We are making progress towards this goal.  In 2004, we consulted for the Bay Area Air Quality Management District to help create their new Climate Protection Program.  We are proud of our accomplishments, which include:

· All nine cities and County commit to reducing GHG emissions. 

· All measure emissions from their internal municipal operations. 

· All set targets for reducing emissions from internal municipal operations.

· All set targets for community wide emissions reduction.

· All nine Sonoma County mayors signed on to the U.S. Mayors Climate Protection Agreement.
AB 32 presents an opportunity to create a statewide carbon market.  Decisions related to the structure of the market will determine the success or failure of the market.  Considering this market will likely include fossil fuels, the basis of our industrial society and economy for the last 150 years, there is a lot at stake.  

We hope to assist the Market Advisory Committee in advising the Air Resources Board, the State Legislature and the Governor in the creation of carbon market that will be (A) effective in reducing emissions to the target level, (B) efficient for the economy, (C) practical in the real world and (D) politically-viable.
We’d like to begin by addressing a question posed by members of the environmental justice community and others who are concerned with questionable results from previous market-based programs: does California need a carbon market to achieve the goals of AB32?  If the State could achieve its reduction goal through regulations alone, then there would be no need for a market. Concerns over the structure of a CO2 market are valid.  In the past, some markets were advertised as efficient, but ended up enriching large emitters and allowing them to avoid making emissions reductions.  
But not every market has those results. There are many types of “markets.” Some markets increase public wealth and equality, and others are characterized by imbalances and inequality.  A well-designed carbon market can provide incentives throughout the economy for behavior that reduces carbon, and can potentially cause greater and faster change than regulations alone.  For example, when the State mandated that cars reduce greenhouse gas emissions (AB1493), an Automaker’s Alliance sued to overturn the bill. But, when gas prices went up, and consumers responded by buying high-mileage cars, major automakers had no choice but to make fuel-efficient cars.  This example shows the potential power of markets to advance environmental goals beyond the ability of a command and control framework.  
In this report, the Climate Protection Campaign will discuss principles for a cap and trade system, allocation methods, and per capita citizen compensation.  We recommend 3 keys for a carbon market that supports the public trust.  We recommend that the State auction (sell) 100% of carbon emission permits to regulated companies.  The revenues raised by the auction should be used for public goods and per capita compensation. We present two forms of per capita compensation for the State to consider: Auction with Dividends and Carbon Share. We encourage the Market Advisory Committee to remove the giveaway (grandfathering) from further consideration.  

Allocation: The most important decision
When California implements a statewide carbon cap, as envisioned in AB 32, it will create billions of dollars in new property rights: permits (allowances) to emit carbon dioxide into the atmosphere.  The first questions the Committee must consider are: 1) who receives these rights (permits or allowances), and 2) how are they allocated?  These allocation decisions may be the most important decisions made by the Market Advisory Committee.  

The ‘who’ and ‘how’ of allocation could determine the success or failure of a future cap and trade system.  It could determine whether the carbon market will enrich the fossil fuel industry with windfall profits and provide no additional emission reductions.  It could determine how low-income people are affected by a rise in the price of fossil fuel.  Allocation decisions could promote a fair, equitable market, achieve maximum reductions at the lowest possible cost, and shield the most vulnerable citizens from disproportionate economic impacts, or they may do none of those things.  The problems faced by other carbon cap and trade systems such as the European Trading System (ETS) are partly caused by the decisions made about allocation during the design of the system.
Principles for an environmentally just carbon market

The Market Advisory Committee may find the following principles useful in developing a fair and equitable carbon market in California.

• The atmosphere is a gift to all of us.  If the atmosphere has economic value, that value belongs to everyone.

Who owns the sky?  Either no one does, or we all do, equally.  Fossil fuel companies may use the sky, but we all own it together.  It’s a Commons.  The equitable ownership of the commons should be a central theme in the design of a cap and trade system.
• The fossil fuel industry and other large emitters should pay to use the atmosphere.

If the sky belongs to us all, but its use becomes limited, then companies who use the sky should compensate citizens (all of us) for its use.  As long as pollution is free and has no price, companies may externalize those costs onto society.  In many areas of environmental policy, fees on companies are used to raise funds to pay for clean-up and also made less-polluting alternative technologies more cost-effective.

These two concepts, that the atmosphere is a commons we all share, and that companies that use the limited resource should pay us for its use, provide guidance to the California Climate Action Team’s Market Advisory Committee, whose first decision will be whether to: 1) Give carbon emission permits for free to the fossil fuel industry (a $2.5 billion a year giveaway), or 2) Auction (sell) permits to fossil fuel companies, and use those revenues for the common good?
3 Keys to a carbon cap

The following 3 recommendations will simplify the administration of a carbon market, provide the correct economic incentives, provide public benefit while avoiding private windfall profits, address disproportionate impacts, and ensure continued political support for a carbon cap.

1) Regulate as far upstream as possible.  
2) Auction 100% of the permits. 
3) Compensate citizens for higher energy prices.    


Key 1: Regulate upstream companies only

In carbon cap and trade literature, the terms upstream and downstream refer to the location in the economy where the fossil fuels are regulated.  Upstream is where the fossil fuel first enters the economy. For example, an upstream system would require fossil fuel importers to hold permits for fossil fuel brought into California at the dock when an oil tanker unloads, or at the pipeline.  Upstream producers would need permits to move fossil fuel from the oil rig or drilling platform into the California economy.  Midstream refers to oil refiners, some utilities, distributors, and others in the process of bringing the fuel from source to consumer.  Downstream refers to retail gas stations, and other businesses that deal with end-use consumers.
We recommend regulating as far upstream as possible.  The farthest upstream companies are fossil fuel producers and importers.  An upstream system would cover all carbon emissions in the state, not just selected industries.  From a macroeconomic perspective, carbon in equals carbon out.  It’s much easier to regulate carbon as it enters the economy because there are fewer companies to regulate.  

According to Dallas Burtraw and others at Resources for the Future
: “A study by the U.S. Congressional Budget Office provides a qualitative evaluation of different allocation approaches and considers allocation “downstream” at the sector or end-use level where most carbon emissions are actually released to the environment, or “upstream” at the mine-mouth or wellhead, where potential carbon emissions are embodied in fuel (U.S. CBO, 2001).
 The study…suggests that an upstream approach would be preferable according to several criteria, including administrative simplicity and consistent pricing of emissions throughout the economy, which would help achieve allocational efficiency.”  

Regulating the upstream companies greatly simplifies the mandatory reporting requirement.  Fossil fuel imports are already monitored closely.  Data could be collected easily without the need to develop new, additional facility-specific data or complex industry-specific protocols.  An upstream system would require permits to be held only by fossil fuel producers and importers. All other businesses and citizens would not need to hold permits.

The language in AB32 calls for a market that is comprehensive.  The easiest way to ensure a comprehensive market is to regulate fossil fuels at the point at which they enter the California economy.  The system would regulate fossil fuel importers and producers.
The ETS regulates facilities midstream.  This has resulted in disparate entities being forced to compete for permits.  For example, some hospitals in the UK were required to purchase permits from coal companies.  This put a financial burden on the non-profit hospitals.   

Downstream regulation could impact consumers more.  This is because, in most cases, the cost of an upstream regulation would have to pass through several companies before it reaches the consumer.  Depending on the competitiveness of each industry, some of the midstream companies may absorb some of the cost before passing it on to consumers.  Competition between midstream companies may shield consumers from the full impact of the price increase.  Consumers benefit from being farther from the point of regulation.

Key 2: Auction (sell) 100% of permits

We recommend auctioning (selling) 100% of the emissions permits to regulated companies.  New York, Vermont, and Massachusetts are auctioning 100% of the permits as part of the Regional Greenhouse Gas Initiative (RGGI).   The Governor of Maine has announced his intent to auction 100%.  Europe has acknowledged one of its major mistakes was not auctioning.

An auction captures the economic value of the atmosphere for the public. It avoids windfall profits and preferential treatment, and rewards early action. 

Every business is treated equally in an auction system.  Many businesses in California are concerned that they would be penalized for their early greenhouse gas reductions under a grandfathered system.  Companies that have not made any reductions would get more free permits, which would result in windfall profits.  However, if permits are auctioned, and regulated companies needed to purchase permits, then early action would be rewarded, because companies that had reduced their emissions would need fewer permits.  Auctions reward voluntary reductions.  Please note that if only upstream companies are required to hold permits, then they would be the only companies participating in an auction.  Midstream and downstream companies would see smaller rises in their fossil fuel purchases if they have done early reductions.  
A giveaway of permits for free to companies will only result in windfall profits for fossil fuel industry. Whether companies are given permits for free or they pay for them in an auction, regulated companies will pass on the cost of the permits to other companies and to consumers.  Companies will not know if the cost or supply of permits will increase or decrease over time.  Because of the risk, they will add the cost of the permits they might need into their prices.  If the permits are auctioned, the revenues may be used to reduce some of the economic costs and dislocations that will result.  According to Lans Bovenberg and Lawrence Goulder
, “freely allocating all carbon permits to U.S. fossil fuel suppliers generally will cause those firms to enjoy higher profits than in the absence of a permit system; and freely allocating less than a fifth of the permits may be sufficient to keep profits from falling.”
An auction avoids lobbying and political favoritism in the allocation of shares, and avoids the possibility of bureaucratic overallocation in a giveaway system.  In a giveaway system, the allocation is administrative, and many allocation decisions may be subjective.  An auction allows each regulated company to decide for themselves how many permits they want, and the market decides the allocation.  

A major problem of the ETS is that it gave away permits rather than auctioning them. Two articles in The Economist magazine describe the lessons learned from the ETS for California.
   They can be paraphrased as: 1) Don’t set the baseline too high; make sure the program requires real reductions; 2) Auction rather than grandfather the permits; and 3) Make sure the program is long term.  The Economist article from October 19, 2006, stated that the ETS has had problems because “allowances were handed out free to companies, rather than being (as economists wanted) auctioned.”  The Economist article from January 27, 2007 recommended that California “auction permits (which are, in effect, money) rather than giving them away free. Europe gave them away, which allowed polluters to make windfall profits.”
Please note that our use of the term “auctioning” refers to making regulated companies purchase permits.  This could occur either in a State-run auction, or in a private sector market or exchange.  The Carbon Share concept described later would utilize a private exchange, but the end result is equivalent to an auction: companies must purchase the permits, and the revenues are used for public goods or citizen compensation.


Key 3: Per capita compensation

As mentioned above, we encourage the Market Advisory Committee to make the equitable ownership of the commons a founding principle of a cap and trade system.  In addition to spending revenues on public goods that will further reduce emissions, a portion of the revenues from an auction could be used to compensate citizens for higher energy prices.  The Alaska Permanent Fund is an example of an existing state-run per capita compensation program.  The Fund distributes proceeds from leasing state land to oil companies to all residents of the State of Alaska each year.

Limiting carbon emissions will most likely raise fossil fuel prices.  Distributing ‘citizen dividends’ or ‘carbon shares’ can reduce the impact of higher fuel prices on households.   

Citizen compensation on a per capita basis would institutionalize equity and address disproportionate impacts to low-income households.  A rise in fuel prices has a regressive impact, since low-income households spend a greater portion of their income on necessities like fuel.  But the amount they spend is typically lower than high-income households.  A per capita rebate, dividend, or share would help low-income households (who typically use less fossil fuel) more. 

Per capita dividends or shares would also reward low-emission households of all incomes.  A person with a high emission lifestyle would end up spending more on fuel during the year than the dividend he received.  By contrast, a low-emitting person would finish the year with a net income from the dividend.

Failure to compensate citizens for higher fuel prices could harm the economy and low-income households particularly.  If higher fuel prices lead to increased overall prices, they could be seen as an inflationary factor.  The rise in interest rates that follows could cause consumers to reduce spending, leading to a recessionary situation.  As with any economic change, low-income households are less able to cope with changes in price, which could lead to bankruptcies, which could have been avoided through citizen compensation.  Various types of per capita citizen compensation are listed further below.

A carbon cap may lose political support over time, if fuel prices rise, companies receive windfall profits, and consumers are not rewarded for reducing their emissions.  Per capita compensation makes a carbon cap politically possible.  Scientists believe that reducing emissions to the level required for climate stability will be a 50-100 year endeavor.  Social Security has successfully built a constituency over time to protect it from privatization.  Without enduring political support, a carbon cap might last 4 or 8 years, and then be discarded by an ambitious politician for short-term appeasement.  

Two types of per capita compensation, also described later in this report, are Dividends and Carbon Share.  With dividends, the State auctions all permits under the cap and provides a cash dividend on a per capita basis to Californians.  In Carbon Share, the State distributes the CO2 under the cap as per capita “shares” of CO2 to all citizens.  Citizens cash the shares at banks and brokers.  Banks and brokers sell the shares to the regulated companies on a private exchange.  As the price of CO2 rises, the value of the dividend or Carbon Share would rise.  Because citizens are receiving the scarcity rents from the increased prices of fossil fuels, citizens may continue to provide popular support for further emission reductions.
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3 Types of Public Trust Allocation

What would a carbon market based on the principles that we all own the sky equally, and that fossil fuel companies should pay for the right to emit carbon, look like?

The following three approaches to allocation accomplish the goals of preserving the public trust.  The three options are as follows: 

	1) Public Goods Auction: The State auctions all permits under the cap to regulated companies who are required to buy them.  Then the State uses  revenues collected for public goods that reduce greenhouse gases such as energy efficiency, transit, new energy infrastructure, research and development of new low-carbon technologies, and similar projects. Revenues also cover program administration.
	2) Auction with Dividends: The State auctions all permits under the cap and provides a cash dividend to Californians on a per capita basis, following the model of the Alaska Permanent Fund.  This option is similar to the Public Goods Auction, except part of auction proceeds go towards per capita citizen compensation.  Citizen compensation is described elsewhere in this paper.
	3) Carbon Share:  The State distributes the emissions under the cap to citizens in the form of shares of CO2.  Citizens cash the shares at banks and brokers.  Banks and brokers sell the shares to the regulated companies on a private exchange.  Similar to Auction With Dividends, Carbon Share is a form of per capita citizen compensation.  More information on this option is at www.carbonshare.org.

	Benefits of Public Goods Auction:

- The advantages of auctioning over a giveaway are listed elsewhere in this paper.

- Using revenues for public goods that reduce GHGs achieves the goal of emissions reduction. 

- Public goods investment may satisfy possible legal restrictions on how funds generated by an auction are used.
	Benefits of Auction with Dividends:

- Benefits of per capita compensation are listed elsewhere in this paper.

- Cash dividends can be wired directly to citizens’ bank accounts.
	Benefits of Carbon Share:

- Per capita compensation.

- Citizens can choose to redeem their share for cash, hold on to their share for future redemption (“play the market”), or withhold their share from the market (donate to NGO, etc)

-Relieves government of responsibility of auction.

- Financial Services Industry involvement may make market more agile.

	Possible drawbacks or obstacles to implementation of Public Goods Auction:

- Success assumes that the State spends the money wisely, does not divert funds to other purposes (deficit reduction, etc).

- Does not address inequities or disproportionate impacts among low-income groups.
	Possible drawbacks or obstacles to implementation of Auction with Dividends:

- There may be legal restrictions on how revenues from an auction are used.
	Possible drawbacks or obstacles to implementation of Carbon Share:

- People may be confused when they receive the share.

- Government must regulate the private market.


Note:  The Climate Protection Campaign has developed possible answers to each of the drawbacks or obstacles.  Contact the Campaign for more information.

About citizen compensation

Citizen per capita compensation acts as a rebate for the higher fuel or energy prices that may result from the carbon cap. Per capita alleviates the regressive impacts of fuel price increases. Compensation may be key to maintaining political support for the carbon cap over time.
There are many reasons for per capita compensation.  Here are a few:

Compensation:

· is based on the equitable ownership of the commons 

· compensates citizens for higher energy prices.

· sustains consumer purchasing power, without which all California businesses and households will suf​fer
· will build political support for a carbon cap over time
The per capita aspect: 

· addresses disproportionate impacts to low-income households (who typically use less fossil fuel). 

· provides a net gain to lower-emission households in comparison with high-emission households who spend more on fuel than they receive in compensation
The Congressional Budget Office compared the effects on different income quintiles of various allocation methods.
  These numbers are estimated for a national carbon-trading program, so do not apply to a California state program.  However, they are useful for comparing effects on various income quintiles.  According to the CBO study, “Income groups differ in the mix of consumer goods they purchase as well as in how much of their income they consume. Carbon-intensive consumption--defined here as spending on electricity, natural gas, fuel oil, coal, gasoline, and oil--makes up a larger fraction of the total spending of lower-income households. That pattern means that lower-income households would tend to bear a larger share of policy costs--relative to their total consumption--than higher-income households would.”

The CBO found that in a giveaway, the allowance value would go to higher income brackets if the government chose to give the allowances to upstream producers and importers, assuming that the shareholders of those firms were wealthier than shareholders in general.  The CBO also found that if the government chose to use carbon-trading revenues for a tax cut, it would be both more equitable and more efficient if the cut followed an auction of allowances rather than a giveaway.  

This chart shows the results by income quintile of price changes that would result from a 15 percent cut in carbon emissions.

	Increase in Average Household Costs Because of Allowance Costs from 15% carbon emissions cut

	
	 
	Average for Income Quintile

	
	
	Lowest
	Second
	Middle
	Fourth
	Highest

	
	Cost Increase in dollars
	560
	730
	960
	1,240
	1,800

	
	Cost Increase as a percentage of income
	3.3
	2.9
	2.8
	2.7
	1.7


It also follows from the chart also that a per capita distribution (rebate) would help the lowest income quintile the most as a percentage of income.

According to the study, “The share of policy costs borne by households in the highest income quintile would be greatest if allowances were auctioned off and the revenue used to provide lump-sum rebates to all households.  In that scenario, [see the chart below] households in the top quintile would experience a $940, or 0.9 percent, decline in average real income, while those in the lowest quintile would see their average income rise by $310, or 1.8 percent. Average household income in the lowest quintile would increase because those households' lump-sum rebates would be larger than their cost increases as a result of the policy.  Thus, CBO estimates, a carbon trading policy would have a progressive distributional effect if the government sold the allowances through an auction and divided the revenue equally among households.” [emphasis added]

	Change in Average After-Tax Household Income under 

Auction/Lump-Sum Rebate

	Average for Income Quintile
	Lowest
	Second
	Middle
	Fourth
	Highest

	In dollars
	310
	140
	-90
	-370
	-940

	As a percentage of income
	1.8
	0.5
	-0.3
	-0.8
	-0.9


Types of Per Capita Compensation

As noted above, two types of per capita compensation are Dividends and Carbon Share.  
The chart below compares the Dividend with Carbon Share:

	
	Dividend
	Carbon Share

	Description
	With Dividends, the State auctions all permits under the cap and provides a cash dividend on a per capita basis to Californians.  
	In Carbon Share, the State distributes the CO2 under the cap as per capita “shares” of CO2 to California citizens.  Citizens cash the shares at banks and brokers.  Banks and brokers sell the shares to the regulated companies on the open market.  The companies then return the share to the government in order to emit CO2.



	Differences
	Government runs the auction.

Brokers may represent companies, but most commercial banks are not involved.

Dividends can be wired directly to bank accounts.
	Government regulates a private market.

Financial services industry is involved.

Citizens can choose to withhold their

Share, or “play the market.” It allows citizens to donate their shares to NGOs who then retire them, thus accelerating the rate of emission reduction.
Citizens may feel greater sense of

ownership but require financial acumen.


Benefits of both the Dividend and Carbon Share:

· State citizens would have a stake in climate protection.

· The share or dividend offsets higher energy prices residents may pay.

· The share or dividend helps low-income people, who typically emit less carbon.

· If Auctions with Dividends and Carbon Share are both adopted, companies would have two sources for permits: the government auction and a private market.

· The per capita framework can be easily explained to other states if they wish to create similar systems

· As the price of CO2 rises, the value of the dividend or Carbon Share would rise.  This could provide continued support for further emission reductions.

Questions about how Carbon Share could work:

• Who is eligible to receive a carbon certificate? 

Citizens over age 18 who have resided in the state for 1 year. 

• How do individuals receive the shares? 

Shares could be distributed by mailing a check, or through an electronic card that contains the digital information related to the share. 

• What if people forget to cash their share, or the share gets lost in the mail? Will the economy grind to a halt? 

If many people do not cash their shares, the price of shares will rise, encouraging people to sell. In this sense, the problem is self-correcting. 

There are additional possible answers to this question.  There can be a provision that if more than, say, 5% of the issued shares are withheld, the state may auction additional shares up to half of the 'deficit.' Funds raised by the auction of unclaimed shares could pay for the administration of the Carbon Share disbursement and enforcement of the cap, and net proceeds could be set aside for energy efficiency programs, and other state programs that reduce greenhouse gas emissions and have a public goods component.  

If Carbon Share were an opt-in option of Auction with Dividends for the first few years, the possible issue of people receiving shares and not knowing what to do with them would be minimized. 

In other words, the three public trust allocation options, Public Goods Auction, Auction with Dividend, and Carbon Share, could interrelate.  In some ways, a combination of those methods would be preferable to any single method.

• What options are there for cashing the share? 

The typical places to cash a share could be banks and brokerages. Other options could be the post office, check cashing businesses, or other businesses formed specifically to collect shares for re-sale. 

• Do any banks or brokerages support Carbon Share? 

The Climate Protection Campaign is currently doing outreach to banks and the financial services industry. We believe the industry will be supportive of the Carbon Share concept.  

• Would all businesses need to purchase Carbon Shares in order to do business in California? 

No. Only upstream businesses- the businesses that produce or import fossil fuels into the California economy would need to purchase Carbon Shares. Retailers such as gas stations would not need to purchase Carbon Shares. Consumers would not need to purchase Carbon Shares. By regulating at the point where fossil fuels enter the economy, there is no need to regulate further downstream in the economy, and there are fewer businesses to regulate. 

• Who is a carbon importer? 

Any entity that brings burnable carbon (from underground, or biomass, or by pipeline, tanker, train or truck) into the state economy. Utilities are considered importers of the carbon content of the electricity they import from out-of-state. 

• What about companies that have taken early action to reduce emissions?

If carbon shares were distributed free to historic corporate emitters, companies that previously reduced their pollution would be unfairly disadvantaged. Also, new companies would be disadvantaged.  However, under Carbon Share, historic corporate emitters receive no free shares, so early reducers are not disadvantaged. In fact, early reducers benefit from their carbon efficiency by paying less for carbon-based fuels. 

• Which government agency would be in charge? 

There are many options. The California Climate Action Registry and/or the California Air Resources Board (CARB) could have some role in monitoring the carbon content of the fuel the producers and importers have sold during that year. Regional Air Districts may play an enforcement role. Registering citizens to receive the shares could be tied to voter registration (if it is decided that shares should only go to citizens over age 18), the Franchise Tax Board (the California Income Tax database), or have an independent process. Additionally, a new semi-autonomous agency called the Sky Trust could coordinate the various functions of this program. 

• How will the system be enforced?

Carbon importers (there are just a few hundred within the state) will have to demonstrate annually to a state agency (for example, the Climate Registry or regional Air Districts) that they have purchased sufficient shares to cover their carbon imports.

• Will it cost the State money to administer Carbon Share? 

This is another area where there may be an interrelation between Auction with Dividends and Carbon Share.  The State may reserve a certain amount of permits to auction to pay for administration of the program, disbursement of shares, enforcement of the cap, and to raise revenues for public goods expenditures such as energy efficiency programs and other state programs that reduce greenhouse gas emissions.  

• Who sets the price of carbon? 

In Auction with Dividends, the bidders determine the price.  In Carbon Share, the price of carbon is set by the carbon market. The market is driven by the demand for permits of carbon importers and the supply of carbon certificates from citizens via the banks. The price per ton of carbon could decrease if industry reduced emissions ahead of the cap. Or, it could increase if industry demand for permits exceeded supply. 

• What is likely to be the trend in carbon prices?

As the carbon budget (and hence the number of shares) declines from year to year, it is likely that the price of carbon will rise. Less pollution will yield more cash to residents. This creates a built-in incentive to reduce emissions over time. 

• Will fuel prices rise? What about the value of a citizen’s Carbon Share? 

The price of carbon-intensive fuels will rise under any cap-and-trade system. Under Carbon Share or Auction with Dividends, the cash citizens receive from selling shares will reduce these price increases. Modest consumers of carbon-based energy will come out ahead. Only high energy users will pay more. 

• How are Shares calculated? 

· In a “pure” Carbon Share model, the total amount of statewide carbon emissions under the cap is divided by the number of citizens to determine number of tons per share. 

· Then, the tons per share is multiplied by price of carbon to give each share its value.

If the State chooses to use a combination of Public Goods Auction, Auction with Dividends, and Carbon Share, the cap could be divided between the three allocation options.  Citizens could be given the choice of receiving either a cash dividend, or a carbon share denominated in CO2.  The portion of the cap used in Carbon Share would be divided by citizens participating in Carbon Share.  The tons per share could be multiplied by the price of carbon in the open market to calculate the value of an individual’s share.

A Combination of Auction with Dividends and Carbon Share

As mentioned above in the questions about Carbon Share, the State may choose to use a combination of Public Goods Auction, Auction with Dividends, and Carbon Share.  The cap could be divided between the three allocation options.  There are some benefits to using all three options.    

Carbon Share could be confusing to many citizens.  Shares may be mailed to citizens and then be misplaced or lost, or citizens may move and not receive their share.  Many shares would never make it to the bank, or to the regulated companies that would be required to purchase them.  A possible solution to these problems would be to give citizens the choice of receiving either a cash dividend, or a carbon share denominated in CO2 that they could take to their broker or bank.  Carbon Share could be an opt-in program at first.  Later, when it is more widely understood, and the carbon market is better developed, it could phased in to a larger portion of the population, and a larger portion of the cap.    
Giving citizens the choice to receive their Share in dollars from the government auction, or directly in tons of CO2 would allow financially sophisticated consumers to be able to participate in the carbon market without wasting resources trying to involve people who would not understand it or are not interested.  Over time Carbon Share could grow and be an educational device, but it would not waste resources during its start-up years.  

Having both a government auction and a private carbon market would provide two sources of permits for regulated companies.  Having a market run by the financial services industry would show if the government auction was not getting the right price, and the government auction would show consumers that they were getting the right price for their share from the banks.

Two groups of people who might opt in to Carbon Share in the first few years would be environmentally-minded people such as Sierra Club members who wanted to withhold their share of carbon from entering the economy (within the allowable limits), and financially savvy people who wanted to participate in the newly-forming private sector carbon market.  Neither would be a huge number of people, but would grow over time.
Use Revenues for Tax Cuts or for Tax Refunds?

A third type of citizen compensation could be implemented through a tax refund.  A portion of revenues raised by an auction could be designated to go to citizens in the form of a tax cut or tax rebate.  Certain citizens in a low-income bracket could be targeted, or it could be applied across the board on a per capita basis.  This might be administratively easier than sending out cash dividends or Carbon Shares.  It would be handled through the Franchise Tax Board.  

Some economic studies have shown that the negative economic impacts of a rise in the price of fossil fuel can be mitigated if revenues raised in an auction of permits were applied to tax cuts or rebates.  It would be an important policy decision whether the tax cuts should be applied to citizens or companies. One drawback to this approach is that it might ensnare AB32 implementation into the complexities of tax politics.  Also, from a political support perspective, citizens receiving a tax cut may not have the same positive feeling toward the carbon cap as those receiving a cash dividend or Carbon Share, since people feel differently about a tax break than they do about cash in hand.

Should the tax reductions go to companies or people?  Some economists feel that it is most important to mitigate the economic impacts of a carbon cap felt by the shareholders of fossil fuel companies.  However, it is the State’s decision whether to reimburse investors or consumers.  Many investors who are using socially responsible investment criteria may have already divested from fossil fuel carbon-intensive businesses.  The market would be rewarding their investment decisions.  Providing a “bail out” to carbon-intensive companies is not necessarily the best use of auction revenues.  The market can decide who feels the impacts of a carbon cap.  Over the past 3 years, shareholders of Exxon have not been hurting.  Exxon has posted the largest profits of a privately held company in the history of business.  The original principles at the beginning of this paper, that we all own the sky equally, would imply that if compensation is given through tax refunds, it should go to all citizens equally.  The CBO study cited on page 10 found that if the government chose to use carbon-trading revenues for a tax cut, it would be both more equitable and more efficient if the cut followed an auction of allowances rather than a giveaway.  
Part II:  Common Good versus Private Gain

As mentioned above, some environmental justice advocates and others have valid concerns over the structure of a CO2 market. The outcomes of Cap and Trade systems differ dramatically depending on how emission rights are allocated. If rights are allocated equally to all citizens of California, the creation of a CO2 market may facilitate overall emission reductions in an economically efficient manner.  If given for free to historic emitting companies and the fossil fuel industry, a CO2 market could end up enriching fossil fuel companies with windfall profits at public expense with few emissions reductions.  

Problems with the Giveaway
The model for cap and trade in the United States has been the Sulphur dioxide (SO2) market.  In the SO2 market, permits were given to companies based on past pollution.  If one company were to exceed its previous levels, it would purchase permits from another company.  In the early years, companies “banked” their permits because of uncertainty of how the market would work.  Also, the way companies emit sulphur dioxide (SO2) differs from carbon dioxide (CO2) in several ways.  Companies can compare the cost of scrubbing and “end of pipe” technologies to reduce SO2 with the price of SO2 emission permits.  CO2, on the other hand, is not sectoral (found almost exclusively in power plants and the chemical industry).  It is a ubiquitous by product of fossil fuel combustion, which underlies almost every industrial activity.  The only strategy for CO2 emission reduction is to reduce the amount of fossil fuels used.

The European Emissions Trading System (ETS) followed the US SO2 market model.  EU bureaucrats gave permits to regulated companies for free, based on each companies estimated historic emissions. Some companies were tempted to inflate their baselines in order to receive extra permits.  Because companies did not know when they might need permits, they added the price of the resale value of the permits to their costs which they then passed on to consumers.
  Worried bureaucrats gave out more permits than were needed, to make sure their economy did not collapse.  Countries such as the UK, which gave out fewer permits ended up purchasing more permits from other countries which gave out more, resulting in a drain of capital from the UK to the countries which took the cap less seriously.  In the end, the ETS resulted in fewer emissions reductions, higher costs to consumers, and windfall profits for large emitters.
The RECLAIM market in the South Coast Air District of Southern California has been beset with problems.  Many of them relate to the decision to give away permits for free to historic large emitting companies.  Many community groups also feel that the Air District allowed too many loopholes and exemptions to the cap, and were too liberal with the use of safety valves.  In some cases, the Air District was said to have pre-empted the market from functioning by allocating additional credits whenever companies complained of price increases.  RECLAIM was said to have inflated baselines and allowed imported credits from outside the area.

The fossil fuel industry argues that it should be given emission rights free of charge because it emitted carbon for free in the past.  The industry suggests that to make it pay for these rights in the future would im​pose a great financial burden.  It also says it needs the rights to be able to invest in renewable energy.  However, fossil fuel companies have been profitable for decades, and will continue to be so for decades to come.  If they have to buy emission permits in the future, they’ll simply pass those costs on to their customers.  Corporations like Exxon, Chevron, PG&E or South​ern California Edison do not need subsidies or free permits.

Even if their profits were to decrease, the state does not need to allocate the emission rights to corporations instead of citizens.  The corporations might use the sky, but they don’t necessarily own it. Corporations are private enter​prises that must bear market risks.  Climate change isn’t a sudden surprise; it’s a reality the companies have known about for years.   

The corporations do not need free emission rights in order to invest in renewable energy.  Cali​fornia has plenty of pri​vate capital.  Once emissions are capped and the price of fossil fuel rises, investment dollars will flood into renewables and new technologies.  To give a few companies free capi​tal, while making all others pay market rates, would be unfair and discrim​ina​tor​y.
Californians do not want to face a situation reminiscent of the California electricity deregulation, where a few companies were able to reap windfall profits while all the costs are passed on to California consumers.  As noted above, the regressive nature of fossil fuel price increases means that the poorest people will be paying, and the richest corporations (such as Exxon, which last year earned $39 billion due to the high price of oil) will be reaping.  The giveaway would result in the opposite of political support over time, and the carbon cap will not last very long.

The question is, will the state give those valuable permits for free to fossil fuel

companies, or will it use the value of the atmosphere for the common good?

Benefits of Public Trust Allocation

A public trust allocation provides for the equitable ownership of the commons.  In a public trust allocation, permits are auctioned or sold to regulated companies, and the revenues are used to compensate citizens and society for the expected increasing fuel prices.  Revenues may be used to purchase public goods, or to go to citizen compensation.  Public goods include energy efficiency programs, investments or incentives for renewable energy, research and development of new low-carbon technologies, transit that reduces emissions, and other similar programs.  Public goods investment will help California achieve its emission reduction goals, and ease the burden of transition to a low-carbon economy for all Californians.  Citizen compensation would reduce the disproportionate impacts of fuel price increases, and it would help provide continuing political support for the carbon cap.  Citizen compensation could take the form of a cash dividend or a Carbon Share.

The chart below describes four methods of allocation, and analyzes whether rents go towards public trust purposes or private gain.

Allocation: Public Trust or Private Gain?

                                                     Public Trust            vs      Private Gain

	
	Public Goods

Auction
	Auction with

Dividends
	Carbon Share
	Giveaway

	Who gets emissions

Rights
	Government
	Government or trust on behalf of citizens
	Citizens
	Fossil fuel importers and producers

	How are rights

allocated, and

revenues used
	Auction to

companies,

revenues used for public goods, energy

efficiency, R&D, transit, etc.
	Auction to

companies,

revenues used for per capita dividends


	Free to citizens

per capita,

then sold at

market price to companies
	Given to historic emitters for free, no public

revenue, emitters earn windfall profits

	Serves

Common

Good?
	Yes, assuming

government

spends money wisely
	Yes
	Yes
	No 


Analysis: Each of the ‘public trust’ options has benefits. Public goods can

help all Californians by providing new technologies and programs, and by reducing additional greenhouse gases which would assist the State in reaching the emission reduction goal of AB32. Dividends reimburse citizens for higher fuel prices. Carbon Share has the same economic benefit as dividends, but involves the financial services industry, providing an alternative to government-run auctions.

Part III: Additional issues


What will the price of carbon be?

The price of carbon is very difficult to estimate.  It will depend on political and market factors.  It could be under $5/ton, but others have estimated high numbers such as $100/ton.  Some economists believe the true cost of carbon should equal the marginal cost of emissions reductions.  This number will depend on which sectors of the economy fall under the cap, how companies respond to the cap, and how the market is structured.  Some estimates of an “politically acceptable” price of carbon that would allow for renewable energy and other innovations to become cost-effective is between $20 and $25/ton.

“Banking” credits- expiration dates?

Should emission permits have an expiration date?  From a purely economic perspective, an expiration date is unnecessary.  In the SO2 market, companies banked permits from the first phase of trading, when the bubble was higher, which allowed them to build up a surplus of permits.  Although some economists believe this led to a more stable price of permits, critics claimed that this slowed the pace of emission reductions.  The ETS also allocated too many permits in the first year of trading.  For this reason, it may make sense to have expiration dates on the permits for the first few years of trading, until the emissions inventories and emissions reporting and verification systems are in place.  Also, if the Carbon Share method of allocation is used, an expiration date would encourage citizens to sell their shares into the market.  

Limit Offsets (indulgences)

Can California reach its emissions reduction target by purchasing carbon offsets?  Can we continue to emit the CO2 we emit today, and claim to be “carbon neutral” by planting trees, etc?  No.  There are many questions about the true life cycle costs of carbon offset projects.  For example, tree planting projects may sequester carbon, but unsustainable timber production continues to take place in California.  The net forested acreage is not increasing.  Geological sequestration has technical problems, especially over the long term.  Energy efficiency and other projects should take place in California, and Californians should not subsidize those projects outside the state.  Emissions should be reduced through efficiency, conservation, new technology, regulatory standards, and market mechanisms.  There has been “gaming” of the Clean Development Mechanism (CDM) through the ETS credit system by companies in China.  In particular, companies that reduced HFC’s were rewarded with hundreds of millions of dollars in CDM money.  This has amounted to a huge subsidy for technological improvements that would have been cheaper to purchase directly.  Lastly, the burden of being “carbon neutral” should not fall on individual citizens.  Instead, we should view an individual’s carbon emissions as a per capita right, with the goal of per capita equity at an ecologically safe level (much lower than they are today).  The burden of reducing carbon emissions is a shared responsibility of industry and consumers.  

Careful with “safety valve” and “imported credits”

A safety valve could undermine the emissions cap.  If the Governor or a State official is given the right to change the terms of the cap at will, companies will lack the incentive to make long term investments.  One of the problems with RECLAIM is that officials appeared ready to loosen the emission cap at the first sign of industry distress.  This reduced the effectiveness of the program as a whole.  Similarly, if companies know in advance that politicians will change the rules when prices hit a certain level, then companies may have an incentive to push prices up, hoping for relief from their obligations under the cap and trade system.  Politicians should not send this message.

Imported emission reductions should be limited to a small percentage of total reductions.  If California is required to reduce emissions by 174 million metric tons of CO2 equivalent, then for example, if imported emission reductions are limited to 3%, about 5 MMTCO2E would be allowed outside of state for in-state credit.  Because there are several new cap and trade systems under development around the world, there could be a temptation for multi-national corporations to apply for credits in multiple regions, thereby double counting their project.  Part of the value of AB32 is it will spur innovation in California.  


Recommendations for next steps

Recommendation: Auction (sell) permits, and include per capita compensation

The Climate Protection Campaign recommends that the State auction (sell) 100% of carbon emission permits. Revenues should be used for public goods and per capita compensation. The State should consider the Auction with Dividend and Carbon Share and other forms of citizen per capita compensation in the design of a California carbon market. 
The Market Advisory Committee can recommend that CARB study public trust allocation options and analyze the social, environmental, and economic impacts of the Public Goods Auction, the Auction with Dividends, and Carbon Share.  The evidence shows that a giveaway of permits to industry would enrich fossil fuel companies and provide no public benefit.  We encourage the Market Advisory Committee to recommend that the giveaway (grandfathering) be removed from further consideration.  
We encourage the Market Advisory Committee to propose a combination of Public Goods Auction, the Auction with Dividends, and Carbon Share as the basis for a California carbon market.  We believe those methods of public trust allocation would accomplish the goals of AB32, and are based on what we believe are Cal EPA’s Principles for a cap and trade system:
- maximum cost-effective verifiable emission reductions

- avoid disproportionate environmental impacts to low-income communities


(we recommend per capita compensation)

- minimum administrative costs to the State of California, while achieving maximum 

benefits for its citizens

(a portion of the solution could be a Carbon Share market run by a private exchange, regulated but not run by the State)

- easy to use and simply designed

- minimize transaction costs to businesses

- inspire other states and countries to reduce their GHGs

(the per capita basis for citizen compensation is scalable to national or international levels.  If specific forms of compensation to specific groups are developed, it may not be able to fit with other states’ or nations’ programs.  Various forms of auction can be accomplished electronically, and may be scalable.  Several northeast states have already pledged to auction the permits under the RGGI system.)

- follow international standards

- avoid the problem of leakage across state boundaries

- include as many sectors in the program as possible

(regulating fossil fuel importers and producers (upstream companies) will make the system more comprehensive and avoid problems of a sectoral system) 

- provide credit to early voluntary actions
(an auction provides credit for early reductions because companies would not have to buy as many permits)

We are available at your convenience to discuss this report further and to answer any questions you might have.  Thank you for your consideration.

Sincerely,

Mike Sandler

For more information, contact:

Mike Sandler

Climate Protection Campaign

mike@climateprotectioncampaign.org

(707) 529-4620

www.carbonshare.org

cc:

Governor Arnold Schwarzenegger
Secretary Linda Adams, Cal EPA

Chuck Shulock, California Air Resources Board

Pierre duVair, California Energy Commission, California Public Utilities Commission







This is an example of a Carbon Share certificate.  The share would be allocated to California citizens on a per capita basis.  Citizens could cash the share at banks or brokerages.  Banks or brokerages would sell the share to fossil fuel importers and producers.
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