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Basic Elements of Federal Cap and Trade Legislation
Scope of Coverage: Identifies what type of emissions will be regulated under the cap and trade program.  
· Gases - What types of greenhouse gases will be regulated.  All 6 major types, only CO2, or some combination?

· Sectors - What economic sectors will be regulated?  Economy-wide, electric power production only, or some combination?
Point of Regulation: Identifies what entities will be required to hold allowances equivalent to their emissions.
· Upstream (suppliers of fossil fuels) – would require importers or suppliers of fossil fuels to submit allowances to cover the carbon in the products they sell.
· Downstream (direct emitter of GHGs) – this is a source-based system where direct emitters of GHGs are required to submit allowances to cover their emissions.
· Product-Based (Load-Based) – entities that are responsible for emissions associate with the production of electricity, natural gas, or other products provided to customers would be required to submit allowances to cover associated emissions.  This would be a combination of both upstream and downstream regulation.
GHG Cap & Timeline
· Cap on Emissions (GHG Reduction Target) – The cap is the sum of all allowed emissions from all included facilities.  The cap is often decreased over time.
· Timeline to Achieve Goal – How fast reductions will be required.  This corresponds to the incremental reduction of the cap.
Allocation of Allowances: Allowances are a tradable commodity that basically affords the covered entity the ‘right to emit’.  One allowance is typically equal to one ton of carbon dioxide equivalent (CO2e).  Total amount of allowances is equivalent to the overall emissions cap.  At the end of each compliance period, entities identified under the scope and point of regulation of the legislation (i.e. “covered entities”) are responsible for submitting allowances equivalent to the level of their emissions.  
The method of distributing allowances will affect the overall cost of the program and the distribution of those costs.  There are three approaches to distributing allowances:
· Free Allocation: Free allocation can be fixed or updated. Updating allows for changes in the allocation of allowances overtime as levels of input, outputs or emissions change.  This may affect future behavior of covered entities, sometimes in unintended ways.
· Grandfathering - Free allocation based on covered entities’ historic emissions.  Must give credit for early action.
· Output-Based – Free allocation based on the output of a product in a given sector (for example, allowances distributed by megawatt hour generated, or by tons of product manufactured).  Can also be based on inputs.
· Auction – Allowances can be auctioned and the revenue generated can be used by the government to provide relief for compliance or high energy costs, fund complimentary policies, promote technology deployment, etc.  The impact on covered entities will depend on the competitiveness within their respective industry, regulatory environment, and ability to pass on compliance costs to customers.  
· Combination – A combination of free allocation and auctioning can be utilized to combine the benefits of both approaches.  Auctioning can also be phased-in, after an initial period of free allocation.
Cost Control Mechanisms: Several cost containment strategies are available to help manage the cost of compliance for covered entities.
· Offsets – covered entities may purchase verified emission reduction offsets generated through emission reduction projects undertaken outside of the cap and trade program.  Offsets add flexibility and lower the overall cost of the program by bringing in low-cost emission reduction opportunities from outside of the cap.
· Temporal Flexibility – Inter-temporal trading provides additional flexibility to achieve compliance.
· Borrowing – Allows program administrators or covered entities to use allowances that will be issued in future years to meet current year compliance requirements.  There is usually a requirement to “pay back” these allowances (perhaps with interest) by reducing emissions in excess of the required reductions (over-compliance) in the future.
· Banking - Allows covered entities to save or “bank” any excess allowances for future use, or to sell later on.  This can encourage early compliance and/or over compliance.
· Compliance Period – A compliance period is the length of time that covered entities have to submit allowances equivalent to their emissions, or face a penalty.  Lengthening the compliance period can provide flexibility to covered entities, especially as/if the cap is lowered over time.
· Safety Valves – A safety valve is a mechanism that triggers a change in some aspect of the cap and trade program, if the compliance costs are higher then expected.  In most instances, the mechanism is a pre-determined allowance price ceiling (allowance price cap) that when exceeded will trigger additional cost containment measures.  Such measures could include extending the compliance period, increasing the availability of offsets, expanding the use of borrowing, etc.
The structure of the safety valve has the potential to effect the ability of the cap and trade program achieving its emissions reduction goal.  For example, if exceeding the allowance price ceiling triggers the release of additional allowances into the market, the overall emissions cap will be effectively be raised. 
· Linkages – allowing interaction or linkage between cap and trade programs (national, regional) expands the market of available compliance options and leads to more opportunities for low-cost emissions reductions and new technologies.  Structural elements of the interacting cap and trade programs need to be comparable in order to facilitate linkage.
Other Considerations

· Credit for Early Action – How to provide credit to those covered entities that chose to reduce their emissions in advance of any requirement to do so must be determined.  
