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CLIMATE CHANGE LEGISLATION:
INTERNATIONAL TRADE CONSIDERATIONS

WEDNESDAY, JULY 8, 2009

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

The hearing was convened, pursuant to notice, at 10:02 a.m., in
room SD-215, Dirksen Senate Office Building, Hon. John F. Kerry
(acting chairman of the committee) presiding.

Present: Senators Conrad, Kerry, Stabenow, Cantwell, Nelson,
Carper, Grassley, and Bunning.

Also present: Democratic Staff: Bill Dauster, Deputy Staff Direc-
tor and General Counsel; Amber Cottle, Chief International Trade
Counsel; and Maureen Wieland, Intern. Republican Staff: Stephen
Schaefer, Chief International Trade Counsel; and David Ross,
International Trade Counsel.

OPENING STATEMENT OF HON. JOHN F. KERRY,
A U.S. SENATOR FROM MASSACHUSETTS

Seﬁator KERRY. The hearing of the Finance Committee will come
to order.

As everybody knows, the chairman of the committee and the
ranking member are deeply engaged in the effort to advance the
health care bill out of this committee. We are hoping, obviously, to
have that bill moving before the committee, and the chairman was
called to an urgent meeting regarding that issue at the last mo-
ment. He had intended to be here.

So, I am going to chair the meeting until that time. We are going
to wrap this up quickly. I think you may be pleased and, hopefully
we can cover this topic as rapidly as possible by 10:45 or a little
bit thereafter, because we have two votes that will take place at
that time. I think it is disruptive enough, not to mention the fact
that I have to chair a Foreign Relations Committee vote during
that period of time, simultaneously. So, we will try to move this ex-
peditiously.

This is an important hearing. This is a very critical component
of climate change legislation and debate. We have been engaged in
many discussions on this topic.

I just came this morning from a breakfast with the Secretary of
State who is leaving to go to India in a few days. We talked about
this very issue, among others, because India and China and other
developed countries’ participation in Copenhagen is going to be ab-
solutely essential.
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It will be essential to come out of Copenhagen with some kind
of structure that satisfies America and the American people, and
through them this legislature, so that we have a mechanism to be
able to guarantee that American industry is not going to be dis-
advantaged, or that we do not have a carbon leakage which is effec-
tively people, because there is some restraint or requirement here
in our country that they go seek another site for the manufacturing
of the same product and then try to slip those products back into
the country.

Obviously, it has to be an even playing field, or as even as we
can make it. And the question is, how do you get there? How do
you make it enforceable under WTO? What kind of restrictions can
you put in place? The legislation we had a year ago under the
Warner-Lieberman bill had one provision. The House Waxman-
Markey bill has another provision. Senator Boxer and I met last
night and are discussing still a different provision here at this
point in time.

So, today’s hearing has the ability to educate and shed light on
what are the best possibilities for our legislative route and how we
proceed. There are a narrow set of industries—very narrow, I want
to emphasize—that the GAO identifies, in response to Senator Box-
er’s request, and now in their report today, a very narrow set of
U.S. industries that are energy-intensive and trade-exposed. And I
am convinced that within the allowance scheme, let alone in these
other mechanisms available to us, there is enormous capacity to be
able to address our concerns.

So, I think today’s hearing will be very helpful in that regard.
So, without further ado, let me turn to the ranking member, Sen-
ator Grassley, for his opening statement.

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

Senator GRASSLEY. You raised some of the same concerns that I
am going to raise, so it will be a little bit repetitive, but I appre-
ciate very much your saying those things.

Today’s hearing is going to explore international trade implica-
tions of possible carbon emission legislation. The House has passed
a bill. The Senate is about to begin its legislative process, so it is
important for our committee to explore these issues, because Con-
gress could be setting up our manufacturers for a lot of trouble.

I have said many times that we ought to approach this issue
through a worldwide international agreement. That is the only way
to ensure that China and India, and other major carbon-emitting
countries, are involved. Otherwise, our industry is going to be left
very uncompetitive. We are going to see more manufacturing mov-
ing overseas with less efficient plants that produce far more pollu-
tion than our American industries, and nobody should want that to
happen.

Some in Congress think the answer to that problem is to include
some type of border measure in any legislation that Congress
passes. That is what the House of Representatives did last week.
I am skeptical of that approach.

I think it would be difficult to design such an approach that
would be consistent with WTO rules. If we do something that is in-
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consistent with the rules of the WTO, we are going to open our-
selves up to trade sanctions that could dwarf our sanctions that we
have seen in the past, and then we will have hurt our manufactur-
ers, actually, twice.

We will have raised their costs by imposing the cap-and-trade
system in the first place, and then we will further compound the
problem by giving foreign countries a license to hit us with sanc-
tions. That would not be good for us, and it would not be good for
the trading system, either. And it could be even worse, because
other countries could follow our lead and impose their border meas-
ures against our exporters. We could find ourselves defending our
measures at the WTO and challenging other countries’ measures at
the same time.

Now, the World Trade Organization would prefer to avoid that
scenario. The Director General, Pascal Lamy, stated recently that
the WTO membership would not want to decide what is or is not
allowed from a trade perspective. He indicated that the WTO would
much rather have the trade issues addressed as part of whatever
comes out of the meeting scheduled to take place in Copenhagen.
That makes very good sense.

If the United States unilaterally imposes border measures, it will
make it that much harder to reach international agreement. Other
countries are not going to want to negotiate with us if they think
we are dictating a specific outcome.

Border measures are not the only approach that has been sug-
gested in addressing these competitiveness issues. Another sugges-
tion is to give free emissions allowances to domestic industries.
That is the approach that the European Union took. I have some
questions about that approach. I am not convinced that giving
awa(;)r free allowances would be consistent with subsidy rules of the
WTO.

At a minimum, there would be a risk of other countries arguing
that free emission permits are subsidies that cause adverse effects
to their industries. If we lost a subsidy case, we would have the
same risk of trade sanctions. So, for this reason as well, we would
be better off waiting for an international agreement instead of op-
erating unilaterally.

I thank you, Mr. Chairman.

Senator KERRY. Thank you very much, Senator Grassley.

Let me just say to you that we do not want to turn this into our
conversation, but I will say to you very quickly that I just came
back from a week in China to talk with the Chinese about this, and
the reality is that we signed up to an agreement in 1992.

It was a voluntary agreement, but we did sign it, and we did rat-
ify it. And the fact is that the world has been watching while they
know that we did not do anything to try to meet what we did rat-
ify. So, we are in a position here where most of the world is waiting
to see what the United States does.

And we will not get an agreement in Copenhagen, pure and sim-
ple, if the United States does not lead. Point blank, flat statement:
we will not get an agreement unless the United States is prepared
to lead. If we do lead, China has said they are prepared to be a
positive, constructive force and comply with the requirements of
having measureable, reportable, verifiable reductions in emissions.
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The Secretary of State is leaving to go to India in a week, and
she will raise this issue to get the Indians on board, and then we
have the Europeans and Americans. Those are the four largest
emitters, four largest emitters in the world prepared to actually go
to Copenhagen to actually do something. So, we get caught in the
c}éicken-and—egg situation. I think we have to really be thoughtful
about it.

The second thing I would say to you is that, on the border tax
issue, I have serious questions about that, too, and we will raise
them today. But, if we have an international agreement and this
is the law globally and we have accepted it, then you have an abil-
ity to be able to put in place some restraints that are compliant,
I believe, with WTO. They are not solely a border tax, but they re-
strain people’s ability to sell products. They have to sell to us.

China, unless they sell to the United States, has a serious prob-
lem. So, I think there are options available to us. Europe did use
allowances. Allowances have been part of the process.

So, let us talk about this as we go into the day, here.

Ms. Claussen, if you would lead off. I am sorry. I apologize. Dr.
Loren Yager is going to lead off, and we will discuss the findings
of the GAO report. We appreciate your being here. The second wit-
ness will be Ms. Eileen Claussen, president of the Pew Center on
Global Climate Change Strategies for Global Environment. And fi-
nally, Gary Horlick, international trade lawyer at the Law Offices
of Gary Horlick. Thank you all for being with us.

Dr. Yager, if you would lead off, please.

STATEMENT OF DR. LOREN YAGER, DIRECTOR, INTERNA-
TIONAL AFFAIRS AND TRADE, GOVERNMENT ACCOUNT-
ABILITY OFFICE, WASHINGTON, DC

Dr. YAGER. Thank you, Mr. Chairman, Ranking Member Grass-
ley, members of the committee. Thank you for the opportunity to
appear again before the committee to provide insights from GAO’s
work on important international issues.

In order to mitigate climate change effects, countries are consid-
ering varying approaches to reducing greenhouse gas emissions,
such as carbon dioxide, which is the most important greenhouse
gas due to its significant volume. However, imposing costs on
energy-intensive industries in the United States could potentially
place them at a disadvantage to foreign competitors.

As the Congress considers the design of a domestic emissions
pricing system, a key challenge will be balancing the need to re-
duce greenhouse gas emissions with the need to address the com-
petitiveness of U.S. industries.

In my statement, I will provide excerpts from the report that we
are issuing today to the Finance Committee. In particular, I will
describe, briefly, some of the key challenges associated with esti-
mating the industry effects from climate change measures and il-
lustrate key characteristics of some potentially vulnerable indus-
tries.

In terms of estimating the effects of domestic emissions pricing
for industries in the United States, the magnitude of effects on out-
put, profit, and employment depend on the greenhouse gas inten-
sity of industry output. The effects will also be dependent upon the
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stringency of U.S. climate policies in comparison to other nations,
in the extent that emission pricing encourages technological change
that reduces greenhouse gas intensity.

Finally, the effect on U.S. industries will also depend on the fea-
tures of the legislation designed to address these competitiveness
issues, such as border measures and output-based rebates, to the
most affected industries.

Let me use one set of the industry graphics from our report to
illustrate some of the characteristics that make industries more
vulnerable to international competition. Looking at Figure 1, the
height of the columns in Figure 1 shows the size of the industry
relative to the other sub-industries, and in this graphic, iron and
steel mills is the largest sub-industry category. The axis extending
to the right reflects the energy intensity.

So, on the graphic, the primary aluminum sub-industry near the
top of the figure has an energy intensity of 24 percent, the axis ex-
tending to the left shows trade intensity, and, in this case, the
electro-metallurgical products sub-industry has the highest trade
intensity of about 70 percent. The shaded floor in this graphic indi-
cates those industries that meet these two criteria from the
Waxman-Markey legislation for industry eligibility for output-based
rebates or trade measures.

The second graphic provides information about the source of en-
ergy for the various industries, which is important since some fuels
are more carbon-intensive than others. As shown by the first col-
umn in Figure 2, iron and steel mills use the greatest share of coal
and coke, and steel manufacturing in ferrous metal foundries, the
third and fourth columns, use the greatest proportion of natural
gas.

Since coal is more carbon-intensive than natural gas, sub-
industries that rely more heavily on coal could also be more vulner-
able to competitiveness effects. Industry vulnerability may further
vary, depending upon the share of trade with countries that do not
have carbon pricing.

To illustrate this variability, Figure 3 provides data on the share
of imports by the source country. As shown, while primary alu-
minum is among the most trade-intensive industries, the majority
of imports are from Canada, which is shown in the graphic as black
with a diagonal stripe, and Canada is the country with agreed
emission reduction targets. However, for iron and steel mills, al-
most 30 percent of imports are from China, Mexico, and Brazil.

Finally, many members have expressed concern about the poten-
tial for increased imports from China. As shown in Figure 4, China
already has an increasing share of imports in some of the primary
metal sub-industries. Although the increases are not uniform
across sectors, iron and steel mills still manufacturing in alu-
minum products have all shown a growing trade reliance on Chi-
nese imports since the year 2002.

Mr. Chairman, as Mr. Baucus stated in his opening statement
for last month’s hearing on climate change, he wanted to examine
what the legislation will mean to trade-exposed industries. Rank-
ing Member Grassley also noted and stressed the importance of an
examination of the effects on the U.S. economy.
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I hope that our analysis contributes to that discussion, and I wel-
come the opportunity to answer any questions from you, and other
members of the committee.

[The prepared statement of Dr. Yager appears in the appendix.]

Senator KERRY. Thank you very much.

Ms. Claussen?

STATEMENT OF EILEEN CLAUSSEN, PRESIDENT, PEW CENTER
ON GLOBAL CLIMATE CHANGE, ARLINGTON, VA

Ms. CLAUSSEN. Mr. Chairman, members of the committee, thank
you for the opportunity to testify.

Addressing global climate change presents policy challenges at
both the domestic and the international levels, and the issue of
competitiveness underscores the very close nexus between the two.

In the long term, a strong multilateral framework ensuring that
all major economies contribute their fair share to the global climate
effort is the most effective means of addressing competitiveness
concerns. In designing a domestic climate program, the question
before Congress is what to do in the interim until an effective glob-
al agreement is in place.

Concerns about competitiveness center on energy-intensive in-
dustries, whose goods are traded globally, such as steel, aluminum,
cement, paper, glass, and chemicals. As heavy users of energy,
these industries will face higher costs as a result of domestic green-
house gas constraints.

However, as the prices of their goods are set globally, their abil-
ity to pass along these price increases is limited. To empirically
quantify the potential magnitude of this competitiveness impact,
the Pew Center commissioned an analysis by economists at Re-
sources for the Future. This work, which was published in May,
analyzes 20 years of data in order to discern the historical relation-
ship between electricity prices and production, consumption, and
employment in more than 400 U.S. manufacturing industries.

We found that, at the price levels studied, the projected competi-
tiveness impact, as well as the broader economic effects on energy-
intensive industries, would be fairly modest, and in our view are
readily manageable with a range of policy instruments.

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

Allow me to mention a couple of options we would not rec-
ommend, and then a few that we would. One option is to exclude
vulnerable sectors from coverage under the cap-and-trade program.
Exclusions, however, would undermine the goal of reducing green-
house gas emissions economy-wide and reduce the economic effi-
ciency of a national greenhouse gas reduction program. They also
would give exempted industries an economic advantage over non-
exempt competitors.

A second option is to try to equalize greenhouse gas-related costs
for U.S. and foreign producers by imposing a cost or other require-
ment on energy-intensive imports from countries with weaker or no
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greenhouse gas constraints. However, as such measures would
apply only to goods entering the United States, it would not help
level the playing field in the larger global market, which is where
U.S. manufacturers compete. In addition, if the United States were
to impose unilateral border requirements, there is a greater likeli-
hood that it would become the target of similar measures. There
is a significant risk that border adjustments would engender more
conflict than cooperation, in the end making it more difficult to
reach agreement that could more effectively address competitive-
ness concerns.

The Pew Center, instead, believes that Congress should seek to
address competitiveness concerns by: (1) strongly encouraging the
executive branch to negotiate a new multilateral climate agree-
ment, establishing strong, equitable, and verifiable commitments
by all major economies; (2) including in domestic legislation incen-
tives for such an agreement, including support for stronger action
by developing countries; and (3) including in cap-and-trade legisla-
tion transitional measures to cushion the impact of mandatory
greenhouse gas limits on energy-intensive trade-exposed industries
and the workers and communities they support.

These transitional measures should be structured as follows: in
the initial phase of a cap and trade program, free allowances
should be granted to vulnerable industries to compensate them for
the cost of greenhouse gas regulation. For direct cost, allocations
should be based on actual production levels. For indirect costs, al-
lowances should reflect an emitter’s production-based energy con-
sumption, taking into account the greenhouse gas intensity of its
energy supplies.

Allocation should be set initially so a producer whose emissions
intensity is average for that sector is fully compensated for regu-
latory costs, while those who are above or below receive allowances
whose value is greater or less than their costs, respectively. This
factor should be adjusted over time as an incentive to producers to
continually improve their greenhouse gas performance.

Allowance levels should decline over time, gradually transition-
ing to full auctioning, although at a slower rate than for other sec-
tors. A review should be conducted periodically to assess whether
sectors are experiencing competitiveness impacts and, if warranted,
to adjust allowance levels at the rate of transition to full auc-
tioning. A portion of allowance auction revenues should be ear-
marked for programs to assist workers and communities in cases
where greenhouse gas constraints are demonstrated to have caused
dislocation.

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

Thank you.

[The prepared statement of Ms. Claussen appears in the appen-
dix.]

Senator KERRY. Thank you, Ms. Claussen. We appreciate it.

Mr. Horlick?
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STATEMENT OF GARY HORLICK, LAW OFFICES OF
GARY HORLICK, WASHINGTON, DC

Mr. HorrLICK. Thank you, Senator Kerry, Senator Grassley,
members of the committee. It is a pleasure to appear here today.

I would like to first address two basic rules which I think are
worth considering, and then deal with some of the specifics of WTO
law and climate change. The first rule is, before adopting some-
thing, we want to make sure that we do not mind if other countries
do the same to our exports. Conservatively, we export about 20 per-
cent of our manufactured goods, and about 30 percent of our farm
products. So, it is a very practical concern. If someone is going to
do something to us, we better think about it.

Second, we want to ask ourselves: is the measure consistent with
WTO rules and other international agreements? We have a series
of FTAs, as well as WTO to consider. It is very tempting, and you
have seen a lot of debate about this, whether we can re-interpret
these WTO rules.

Again, just from a practical consequence, I want to ask: do we
want to do that? America’s economy depends more than anything
else on innovation in both agriculture and manufacturing.

A good example is biotechnology. We lead the world in bio-
technology. It is revolutionizing medicine, agriculture, and manu-
facturing. We have been resisting for years European attempts,
and other countries’, to stop us from selling products made with
biotech. So, the idea that we would re-interpret WTO rules in the
climate change context based on how things are made means we
could well lose exports of crops like corn and soybeans to major
markets. Again, this is not saying yes or no. It is saying we should
think about it.

Let me turn to specifics. Border measures. As the WTO itself
pointed out in a recent report with the United Nations Environ-
mental Program, border measures are permitted, the WTO is quick
to point out, under certain conditions. Certainly, if the U.S. did a
VAT-like carbon tax or energy tax, we could impose that on im-
ports and rebate it on exports, and indeed, some members of this
committee, historically, have wanted to do that in general.

Once you get away from a pure VAT tax, it gets really com-
plicated. I am happy to discuss some of the complications. I will
mention some of them, but before I do that, before I get into ques-
tions of legality again, do we want other people doing the same to
us? It is always a concern of mine.

As President Obama pointed out recently, both India and China
have lower per capita greenhouse gas emissions than we do. So,
you could easily imagine India and China, both large, growing
economies and major targets for U.S. exports, saying, well, we are
going to impose border measures based on U.S. per capita emis-
sions. It is a practical concern, as much as a legal one.

Another practical concern is that border measures would raise
costs for some U.S. manufacturers, just as they are adapting to
other costs that may be in the legislation. It cuts several ways.

And, finally, I see in practice as a WTO lawyer, countries get
mad about border measures. We do, too, by the way. They do not
seem to get mad about subsidies, or not as mad. There are many
fewer cases in the WTO challenging subsidies than there are chal-
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lenging border measures. So, to some extent, that argues in favor,
just from a pure likelihood of litigation standpoint, of permit alloca-
tions rather than border measures.

Turning to permit allocations, permit allocations are permitted
by WTO rules, but again, it depends on the design and the details.
If permit allocations are linked to requirements to use domestic
content or to export, it would be prohibited, and, indeed, most of
the WTO cases on subsidies are about those kinds of requirements.
Even if there is not a requirement, as Senator Grassley pointed
out, they can be challenged and, if they are big enough, might be.

The point I want to make here is we insisted on those rules.
Those rules came into effect in the WTO because we wanted them,
so, before we start changing them, we need to make sure we know
all the consequences. I would note the same subsidy rules apply not
only to permit allocations, but also to incentives for developing new
sources of energy, and even to renewable energy standards. Again,
I am not saying do not do them, but be careful how you design
them.

The best way to do all this is through an international agree-
ment. I keep harping on the fact, let us not do something we do
not want others to do to us. The cleanest way to do this, the most
efficient, is do it with everyone else.

And one final point which I want to emphasize most strongly is
the sheer practicality of it. If a third of the countries adopted a per-
mit requirement, a third adopt border measures, and a third sim-
ply allocate permits, how are you going to link all those up?

An Apple iPod is made in 20 countries. The box says “Made in
China,” but that does not come close. How are you going to figure
out what the carbon content of each of those parts is? You are talk-
ing about a customs officer at the border dealing with all these.

Thank you.

[The prepared statement of Mr. Horlick appears in the appen-
dix.]

Senator KERRY. Thank you very much, Mr. Horlick.

I am going to reserve my time in deference to the ranking mem-
ber’s schedule and recognize Senator Grassley.

Senator GRASSLEY. Thank you, Mr. Chairman. I appreciate that.

Mr. Horlick, I am going to start with you, and I will not use more
than my 5 minutes. I would like to ask several questions, so if you
would give short answers

Mr. HORLICK. Sure.

Senator GRASSLEY. You testified that requiring emission permits
for importers would raise serious WTO questions, especially if per-
mits are given away to domestic producers, yet some legislative
proposals currently on the table would allow that scenario. Would
you elaborate on “the serious WTO questions” that such a scenario
would raise?

Mr. HORLICK. The WTO permits you to treat foreign producers
the same as your own domestic producers. If you are giving away
permits to your domestic producers, maybe not all of them, but
some, and you are requiring permits from foreign producers, that
is an immediate problem.

Second, when you start doing things based on sector averages—
and there is case law on this—some foreign companies in many of
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those sectors will have different emission profiles than other for-
eign companies. So, you would have potentially some foreign com-
panies that emit less than U.S. companies being treated worse
than those U.S. companies.

And, again, I note, we might be the ones raising these challenges
against other countries’ systems. This is definitely a reciprocal sys-
tem.

Senator GRASSLEY. I will follow up with you on another point on
this. In your testimony, you talk about the risks that, if we impose
unilateral border measures, the developing countries might impose
their own measures to block our exports on the grounds that our
per capita emissions are higher than theirs. Would you elaborate
on that point about per capita emissions, and particularly, what
would be the consequences for U.S. exporters?

Mr. HOorRLICK. The Indian environment minister, a few days ago,
announced that India would accept a binding limit of the average
per capita emissions of developed countries, noting that India has
one-tenth of the per capita emissions of the U.S. So, you can easily
imagine India saying, well, we are going to require permits from
all U.S. exports to India until your per capita emissions are the
same as ours. Well, that is not going to happen for a long time.

So, again, I think the best way to avoid this is some sort of inter-
national agreement. But doing things unilaterally, particularly bor-
der measures—we react negatively when other countries do it to
us. I have spent most of the last 10 years fighting border measures
against U.S. livestock exports.

Senator GRASSLEY. Ms. Claussen, following up on the same point
that was just made, would you agree with Mr. Horlick that, if we
include unilateral border measures in U.S. legislation, other coun-
tries would likely apply such measures to U.S. exports?

Ms. CLAUSSEN. Yes.

Senator GRASSLEY. Thank you.

Dr. Yager, earlier this year we heard testimony that imposing
border measures could raise costs to U.S. manufacturers that use
imported inputs. Mr. Horlick has already alluded to this. What is
your view of the issue and, for example, what might be the impact
on manufacturers of steel products? I do not want to limit it just
to steel products, but I use that as an example.

Mr. HorRLICK. Yes, Senator Grassley. Certainly, some of the in-
dustries that we showed in the graphics, there are products that
are intermediate goods. And so, if those intermediate goods have to
face a tariff at the U.S. borders, U.S. producers that purchase those
goods for incorporation into products or into the infrastructure in
the United States would have to pay the higher price for those
goods. So, there is some issue about the effect on domestic firms,
and also on the downstream purchasers in the United States that
would be, in general, forced to bear the higher costs associated with
those border measures.

Senator GRASSLEY. To you, Ms. Claussen, and to Dr. Yager. Some
people have argued that including border measures in U.S. legisla-
tion would not create a meaningful incentive for China to enact its
own emission control regimes. They would point out that most of
China’s carbon-intensive production remains in China. Only a rel-
atively small portion of that production is exported to this country,
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thus, the potential impact of U.S. border measures on China’s econ-
omy is not likely to be substantial. My question, simply: are you
in agreement or disagreement with that reasoning?

Dr. YAGER. Senator Grassley, we have a table, actually, on page
25 of the report that shows the percentage of Chinese output that
is shipped to the United States, and the industries that we show
here, iron and steel primarily, aluminum, cement, pulp, and others,
in no situation is more than 1 percent of their production shipped
to the United States as U.S. imports.

So, people can look at with these figures differently, but what we
try to ask is the extent to which this provides the U.S. leverage
over China, and we also have other countries in the table. But in
each case, the share of Chinese output that comes to the United
States is less than 1 percent.

Ms. CLAUSSEN. Yes, I agree completely.

Senator GRASSLEY. All right. Thank you Mr. Chairman. Thanks
to each of the witnesses.

Senator KERRY. Thank you very much, Senator Grassley.

I am going to continue to reserve my time and try to expedite
for other colleagues here.

So, Senator Stabenow?

Senator STABENOW. Thank you very much, Mr. Chairman, and
welcome to our guests this morning.

When we look at all of these issues

Senator KERRY. You know what? I have reversed the order be-
tween you and Senator Bunning.

Senator STABENOW. Oh no, that is fine.

Senator KERRY. I apologize, Senator Bunning.

Senator STABENOW. All right. Thank you. Thank you very much.
I think Senator Bunning and I share many of the same issues
around trade enforcement and how to help manufacturers, and so
on.

Certainly, coming from the State that I do, obviously these issues
are incredibly important, and I believe, absolutely, that we have to
do a number of things in the context of passing global warming leg-
islation and that, in fact, the question of free allowances and what
we do at the border to level the playing field—not to give advan-
tage, but just to try to level the playing field—is very important in
all this.

Senator Brown and I are working on a number of things. Senator
Bingaman and I have put a couple of important things in the en-
ergy bill that relate to funding technology, which is the other piece,
not before this committee, but other countries are aggressively
funding and subsidizing the development of technology, and we
need to be providing better financing mechanisms for that as well.

But I guess my question goes more to the question of compliance,
as we are looking at all of these things in theory.

When we talk about, we do not want other countries doing things
that we would not want them to do, they already do that. They al-
ready do that. I mean, I can give you case after case. We had coun-
terfeit auto parts coming into the United States for 2 years before
we even filed the case before the WTO, another 2 years before any-
thing ever happened. In the meantime, I had several auto suppliers
declare bankruptcy, major suppliers in the United States, because
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of what China was doing and we were not taking any kind of ac-
tion.

We can go piece by piece, action by action. And my questions re-
late to compliance as we look at all of these things. As we are look-
ing at being concerned about WTO compliance, which I understand
we need to do, there are two sides of that, and whether or not other
countries are going to be as well.

One concern that I have, as it relates to China, is that while
their policies right now—and I have met with the head of their cli-
mate change initiatives—their policies are ambitious, but they have
a very poor record of implementing their policies. That is a concern
of mine. And right now, Wang Canfa, China’s top environmental
lawyer, estimates that only 10 percent of China’s environmental
regulations and laws are actually implemented.

A recent MIT study that surveyed 85 coal-fired power plants in
China discovered that, although many of them installed state-of-
the-art emissions reduction equipment, they were not using them.
And on top of that, they subsidized heavily, if not owned, their
manufacturers.

And just for the record, they have now instituted a “buy China”
policy, where they are requiring certificates to be able to do busi-
ness with the government, and only Chinese businesses are getting
the certificates.

So, while I appreciate the concern about whether they will retali-
ate against us, Mr. Chairman, I think we are the only ones who
do not stand up for our businesses, quite frankly. We do not make
sure that other countries are fair to us, and that is a real concern
of mine in the context of going into this, that we have in fact, a
system that enforces these items.

So, if we are not talking about it, if there is a concern about a
border tariff or concern about these other things, what would you
do, instead, and how do we make sure that other countries are, in
fact, living up to what they have on paper at this point in time and
that we are not continuing a series of policies that have cost Amer-
ican jobs over the last couple of decades?

Anyone? Yes.

Mr. HORLICK. I am all in favor of better compliance mechanisms.
One of my clients is America’s largest agricultural organization,
and we lose about $3 billion a year in beef sales because other
countries are not complying. But one of the things we run into is
other countries say, well, you keep out our poultry. I am not saying
we are wrong and they are right, I am just saying, if everyone com-
plies, it would be great.

Now, in the climate change context, the best place to do this is
going to be an international negotiation, and the concern I raised
is making sure we have mechanisms that do not screw up trade by
bureaucratic means.

I do not think enough work has been done yet in that arena as
to how we are going to make all the parts fit—if every country has
its own system, how are they going to mesh? But every country is
going to have to do something, because, if one country cleans up
its emissions and no one else does, it will not matter. So everyone
is going to have to do something.

Senator KERRY. Senator Bunning?



13

Senator BUNNING. Thank you, Mr. Chairman.

Mr. Horlick, I have, more than once, or often, pointed out that
any action to reduce U.S. greenhouse gas emissions will be point-
less if there are not similar limits on emissions in China, India,
Russia, and other countries.

Mr. HorLICK. Correct.

Senator BUNNING. China plans to build 500 coal-fired generating
plants over the next 2 years and has already overtaken the U.S.
as the largest emitter of greenhouse gas. Is it possible that border
measures, such as the tariffs in the House-passed bill, will actually
make it more difficult to reach an international agreement by invit-
ing a series of WTO disputes in trade retaliations?

Mr. HorLICK. That is a good question. I do not envy the U.S. ne-
gotiators or you Senators who have to do this. It is, in a sense, a
tactical issue of when you pass legislation and what is in the legis-
lation against what is negotiated internationally.

Senator BUNNING. Well, let us just say what we presently have
negotiated. Senator Stabenow brought out the fact that China does
not enforce some of the agreements that we have had with them,
and even Senator Kerry, in his visit to China, said that they were
negotiating and there would not be a global agreement coming out
of Copenhagen.

Mr. HoRLICK. Five hundred coal-fired plants is a lot.

Senator BUNNING. You bet it is.

Mr. HORLICK. As Dr. Yager pointed out, though, the largest emit-
ting industries ship a relatively small percentage of what they
sell—

Senator BUNNING. Less than 1 percent, or 1 percent.

Mr. HorLICK. I would guess, and I do not know this but it is a
safe guess, China’s largest export to the U.S. is probably clothing,
which does not have a very high carbon footprint. So, I cannot give
you a firm answer. I do not know what will motivate them.

At some point, from all the maps I have seen—and I defer to Ms.
Claussen—China is going to have desertification problems from cli-
mate change much worse than we will. Something is going to have
to be done, but you are right. Something is going to have to drive
China, and every other country, including the U.S., to reach an
agreement that will—

Senator BUNNING. Globally enforced.

Mr. HORLICK [continuing]. That will be enforced, because, other-
wise, it is not worth doing.

Senator BUNNING. To the same person. Would it make any sense,
from an international trade perspective, to have an international
agreement in place before we pass legislation with border meas-
ures?

Mr. HorLICK. I would defer to the U.S. negotiators. As it hap-
pens, I worked with the U.S. negotiator, Todd Stern. I have great
respect for him and his team. I think that is going to be a really
interesting negotiating question. I am not sure. I think my guess
is, going into Copenhagen, having a House-passed bill but not a
Senate bill actually gives them some flexibility. But I would defer
to what he tells you, to be honest. One person has to make the call.
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Senator BUNNING. If the import tariffs in the House bill are im-
posed, could China retaliate by imposing tariffs on U.S. goods
based on our per capita emissions?

Mr. HORLICK. There are two answers to that. One, China could
challenge what we did in the WTO and, if it won and we did not
comply, retaliate.

Second, in practical terms, China could pass legislation based on
per capita emissions and say, if what you did is all right, what we
did is all right. As I said, and it is pretty obvious, it is much better
if both countries agree fairly soon on something. Litigation is not
usually the answer to stuff.

Senator BUNNING. Ms. Claussen, according to your testimony,
the EPA estimates that complying with the House bill’s emission
targets will shrink our GDP by only 0.37 percent, the same EPA
that recently suppressed an internal report that was skeptical of
the dangers of greenhouse gas emissions. I remember hearing out-
rage when the Bush administration was accused of suppressing sci-
entific evidence for political purposes, and now the Obama adminis-
tration appears to be doing the same thing. How can we trust the
information from any agency that selectively suppresses findings
from its own career employees?

Ms. CLAUSSEN. Let me try to answer that in two ways. I think
the EPA analysis of the House bill is by far the most honest and
the best economic assessment, because it actually looked at the bill
and did an assessment, whereas a lot of the other economic anal-
yses where the numbers are thrown around actually did not look
at and analyze the bill.

Senator BUNNING. All 14 pages?

Ms. CLAUSSEN. No. The draft before them. So, yes, they are going
to do a re-assessment. There was at least an attempt to be honest
about what the bill did and did not do, and to do an economic anal-
ysis based on that.

Second of all, I mean, I actually was a career employee at EPA
for about 20 years. There are always differences of opinion. I am
not sure I would call it suppressing it if one analyst, or two ana-
lysts, or five analysts have one point of view and the preponder-
ance of the analysts have a different point of view, which I believe
is what happened in the endangerment finding.

Senator BUNNING. Thank you.

Ms. CLAUSSEN. There are always different points of view.

Senator KERRY. Thank you very much, Senator Bunning.

Let me just clarify one thing that I said about China. China is
willing to have mutual, have verifiable reductions, and reportable
reductions. What they made clear is that, if the United States is
not prepared to reduce, we are not going to get them to reduce. So,
it is a question of who goes first here, and our bonafides are not
great on this. That is all I said. It is not that there will not be
agreement at all.

Senator BUNNING. But you did say there would not be one.

Senator KERRY. Unless, no, I did not say that. I said, unless we
take steps here to reduce. If we reduce, if we show them our will-
ingness to proceed forward, then we have the opportunity to get
the agreement in Copenhagen. If the United States is unwilling to
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participate, and we defeat an effort to do it here, then we are not
going to have a global agreement, and we are all in trouble.

China is now looking at the loss of their major rivers. They esti-
mate that they could lose the glaciers in the Himalayas by the year
2035. They have major silting now; boats are running aground in
the delta of the Yangtze River—the Yellow River. They have huge
fears. They have 800 million people living in agriculture still, mak-
ing less than $2 a day. If they lose that water, they are in trouble.
The same thing is being felt in India on the other side of the
Himalayas.

So, there are huge implications now. That is what Mr. Horlick
was just referring to. We are going to have to do something here.
So, China assured me that they intend to be a constructive, posi-
tive force in Copenhagen, and that they will meet the standard
that was set up in the prior negotiations at Bali and at Poznan,
which require them to have verifiable, reportable, measureable re-
duction.

Senator BUNNING. All well and good, if they enforce it.

Senator KERRY. If they enforce. That is the scheme that has to
be arrived at in Copenhagen, and we will ratify——

Senator BUNNING. We have experienced the fact that she has
some industries, Senator Stabenow does, and I do in Kentucky,
that are being injured seriously by not having the enforcement in
China.

Senator KERRY. And Senator, I could not agree with you more.
We are all concerned about that.

We have industry, different kinds in many cases, in Massachu-
setts that get injured. We lose a lot of money because of market
manipulation and other games that they play. We all understand
that. That is the key to the negotiation. We need a mechanism.

I would assume that you would agree, Mr. Horlick, that, if you
have a global agreement, and 160 or whatever nations sign on to
a reduction target, but China were to stay out, or India were to
stay out, you then have a kind of global renegade. At that point,
we can set up a mechanism whereby, within the WTO or some-
where else, we can take measures. Is that not accurate?

Mr. HoruicK. I think it would be difficult. It is not impossible.
Changing the WTO is not easy, and indeed the U.S. wanted it that
way, but I think in practical terms you are going to need a China
or India in.

Senator KERRY. We all agree.

Mr. HorLICK. And they are going to do it for their own motives.
The one you addressed, of running out of water, is a strong motive.
The good news is that, as I understand it—I am not an expert in
this—they run out before we do. That is a really crude way of put-
ting it.

Senator STABENOW. Mr. Chairman, I realize my colleagues want
to speak. Could I just make one comment on this? And that is, Mr.
Chairman, I agree with you totally. We have to do something. I
just think in the context of this hearing, as it relates to the border
tariffs, the allowances are absolutely critical.

Senator KERRY. I could not agree more. How do we do it?
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Senator STABENOW. We cannot just take it on face value. We
have to have in place, not later, but in the context of whatever we
do, the ability to enforce it.

Senator KERRY. Right. We all agree with that. The key is getting
the global agreement to be able to do that, and we cannot get a
global agreement if we are not willing to take some steps.

Let me just say for the knowledge of our colleagues, that we are
going to be very careful in the formulation of the Senate bill. We
are reaching out to all of our colleagues, have met with Senator
Conrad, Senator Dorgan, Senator Bayh, and a lot of folks.

We are meeting now to discuss it. But we are going to hew pretty
closely to a lot of what they did in the House, because a lot of coal
State interests were taken into account, manufacturing interests
taken into account; people who have been through this effort. We
have some notions where it could be legitimately improved, but we
are going to try to approach it in a thoughtful way.

Senator Cantwell?

Senator CANTWELL. Thank you, Mr. Chairman. I welcome all the
discussion this morning about China, because I really do believe
that we need a U.S.-China energy bilateral. And I know the chair
traveled there recently and saw the work and effort that people are
putting into trying to come up with an agreement.

We in the Northwest look at China as a market. We already sell
them software and airplanes and coffee, and we would like to sell
them some clean energy technology.

And the fact that our State Department is working with our na-
tional laboratories to help China on their building compliance—half
of all the buildings in the next 10 years built on this planet are
going to be in China. And, if the United States was supplying them
with some of the energy efficiency tools that we have already im-
plemented in the United States, it would be a big boon to our econ-
omy.

So I hope that, when the President goes there in November, that
we really are seriously looking at this as an agreement and an op-
portunity for a market. Energy is a $6-trillion market. It is the
mother of all markets. The internet, by comparison, is only $1 tril-
lion. If we were working together on a streamlined approach, it
would be a big economic boost.

I want to ask a question about the output-based allowances that
are kind of under consideration in one of the proposals. On the face
of this, this seems to be a very difficult thing to implement effec-
tively and equitably. Where does the money come from for refunds
to consumers paying higher prices or to impacted industries? Ms.
Claussen or Mr. Horlick?

Ms. CLAUSSEN. Maybe I can deal with the household thing in the
House bill a little bit. What households will face most of all is an
issue of electricity prices. The way the House bill is structured, the
money goes to the local distribution companies in most cases, and
particularly where it is coal-fired power that we are talking about,
which is where the price increases would invariably be the great-
iest, 1‘chose local distribution companies are regulated at the State
evel.

The basis of that regulation is to make sure that consumers do
not pay high prices, pay the lowest possible prices. So I think by
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giving the allowance value to the local distribution companies, you
are essentially protecting consumers from price spikes and high
price increases. We think that is the best way to protect con-
sumers.

Now, industries are different. I think the way we deal with that
for energy-intensive industries, which is really the subject of this
hearing, 1s to give them allowances. And, actually, it is a substan-
tial amount of money. It is $9.4 billion in the House bill, 15 per-
cent. So, this is quite significant, and we believe that will cover
competitiveness impacts for a pretty substantial period of time.

Senator CANTWELL. Mr. Horlick?

Mr. HORLICK. Just to add one thing. As I understand it, and ob-
viously people differ on the numbers, industrial manufacturing use
or manufacturing emission of greenhouse gases in the U.S. is only
about 6 percent of the total, so this is not an unsolvable problem,
an unsolvable problem in terms of giving them allowances, et
cetera. Once you get into energy and transportation, it gets a lot
harder, because the numbers are bigger.

Senator CANTWELL. Where does the money come from to pay for
the allowances?

Mr. HorLIiCK. Well, the allowances—in effect, the government—
I should not say this—is creating money by—they are printing——

Senator CANTWELL. Mr. Horlick, I think you have said it exactly
right. [Laughter.]

Mr. HORLICK. Sorry. By creating allowances, which is something
of value, they will be giving them to some people. And that is not
automatically bad, as I said, on the manufacturing side, it is just
not that big a number.

The minute you get to household use and transportation use in
the U.S., as I understand it—and I would defer certainly to both
of the other witnesses—it becomes a much harder number. The
only thing I would add is the need to learn from experience. As I
understand it—and I believe there is a later hearing at a different
committee today—the European Union’s initial attempt at this
was, they gave utilities the allowances, and the utilities raised the
prices anyhow.

Senator CANTWELL. That is because they were not regulated. But
the proposal here is not to regulate them either, and we already
had the hearing with the EU representatives. This is exactly what
they told us, that we made mistakes in giving away too many al-
lowances, and prices still went up and consumers were not pro-
tected. To say, all right, UTCs, you go do that, I think is problem-
atic.

I did want to ask, quickly, about the exporters of energy-
intensive commodities, because we are asking the other question,
which is the import issue. But if carbon controls make energy more
expensive, will that not impact the competitiveness of some of our
exporters?

Mr. HorLICK. I am glad you asked that, because competitiveness
is both sides, it is exporters as well as importers. You could well
be penalizing U.S. exporters substantially. To go back to basics,
under WTO rules, if you had a pure VAT-like energy tax—I am not
saying I advocate it, I am just using it as a baseline—then you
could rebate that on exports. It is what every VAT system does.
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Once you get into permits, that gets really hard to do, and you
run the risk, which is why the committee obviously should be con-
cerned, of raising the cost for exporters, possibly several times if
they are buying imported inputs, and you cannot give them export
subsidies under WTO. This is really complicated.

I would note, again, a note of reality: it is not just the Apple
iPod. The best example is the U.S. automobile industry, which is
a fully integrated industry in North America and all three coun-
tries. In the Pacific Northwest, there is a regional compact to look
at this. It is the same land mass.

Senator KERRY. Senator Conrad?

Senator CONRAD. Thank you, Mr. Chairman. Thanks to the wit-
nesses who are here today. We appreciate very much your taking
the time and effort to be here to help the committee in its delibera-
tions.

I am interested in whether you think the definition of “trade-
exposed” should be expanded from industries that have significant
export components to those that might be vulnerable on an import
basis? I do not know if anybody else has asked that question, but
it is of considerable interest to me.

As I understand Waxman-Markey, they are focused on those that
have significant export business. But, how about the flip of that?
How about businesses that would be exposed to imports and be un-
fairly ?affected as a result? And, I could just go down the line. Dr.
Yager?

Dr. YAGER. Yes. Actually, I think that Waxman-Markey does
focus on imports and looks at the share of imports. The graphs that
we have in both the written statement as well as in the report use
trade intensity, and the basis there is on the importance of imports
for each of those industries and sub-industries.

But I think you made a good point, that there are certain indus-
tries in the United States that are very strong exporters, and some
of the issues could be competing with other countries in third mar-
kets where there could be that differential, for example, in the cost
of energy to the U.S. producers that might face a tax and foreign
producers that may not. I think when we went out and spoke to
experts about this, as many people have mentioned already in the
hearing, just about everyone that we spoke to indicated that inter-
national agreement is the most preferable method to solving this,
because otherwise you may assist certain producers, for example,
in the border measure or with output-based rebates, but by far the
most comprehensive treatment would be international agreement.

Senator CONRAD. All right. Ms. Claussen?

Ms. CLAUSSEN. Senator, that was a great answer. [Laughter.]

Senator CONRAD. Dr. Yager. I have been here 23 years. I do not
think I have ever seen one witness complimenting another.

Mr. Horlick?

Mr. HORLICK. Let me join the crowd. Yes, we should look at ex-
port impacts, as well as import impacts. I just add, for technical
reasons, in WTO law and lore, it may be better to base permit allo-
cations on energy intensity rather than on trade factors. That
might help your legal case.

Senator CONRAD. Let me ask another round with respect to the
three of you. Is there anything that you have heard from any of the
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other witnesses here that you would take exception to or have a
different take on?

Dr. YAGER. No.

Ms. CLAUSSEN. No.

Mr. HorLICK. I do not believe there has been much difference
now. And we did not coordinate in advance.

Ms. CLAUSSEN. And we come from different kinds of places.

Senator CONRAD. So, you do not have a disagreement or a dif-
ferent take on any of the issues that have been before us here this
morning?

Dr. YAGER. I should mention that, when we did our work to pro-
vide the report for the Finance Committee and also for the state-
ment, we interviewed a number of experts, including, of course,
Pew experts and also other legal advisors. So, we actually believe
that this does represent the majority of the views that we heard,
and they are now represented in the GAO report.

Senator CONRAD. Let me ask this, if I could. Whatever testimony
you have provided here, separate and apart from that, as somebody
knowledgeable in the area, what is the thing that most concerns
you about going forward? In your view, as you were thinking in
preparation for this hearing, what is the thing that you would want
to make certain that we are focused on, because it concerns you?
Mr. Horlick?

Mr. HoRLICK. It was the last point in my testimony, and it is the
one I do not think enough attention has been paid to—the sheer,
practical way this is going to work. If one country requires a permit
and another has a border tax or there is one country that has a
green permit, another that has a red permit, and they have dif-
ferent requirements. We have spent 60 years trying to simplify
matters. I am not talking about raising tariffs or lowering them,
just having the same document or the same categories. So the idea
that we would have every country that would do its own thing
without coordinating is scary.

hSeOnator CONRAD. If I could just follow up, how big a danger is
that?

Mr. HORLICK. Quite large, as I mentioned in my testimony. I do
a lot of work on agricultural exports where, to be blunt, on the BSE
thing, every country has a different set of requirements—on the
shop floor, someone is shipping beef to Korea that has a slightly
different requirement than shipping beef to Japan, and you run
into problems all the time.

Senator CONRAD. It is interesting you raise this. I was just home
during the July 4th break. One of the major agricultural exporters
in my State raised this specific concern. He said, look, Kent, we
have a hard enough time dealing with all the different require-
ments. This is an agricultural exporter that takes identity-
preserved grains of different kinds, ships them identity-preserved,
and of course they get premium pricing for that. And the concern
that he raised with me is these differential requirements across
borders.

Ms. Claussen, what would be your answer?

Ms. CLAUSSEN. I should say up front that we like a great deal
that is in the House-passed bill, but when we look at the border
measures, there are a couple of things that really concern us.
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For one thing, there is no presidential discretion in how they are
applied. It becomes almost automatic. The test in the end is coun-
tries having programs that are as stringent as ours, which I think
is not helpful, because in the early stages developing countries will
have different kinds of commitments. I think they should be
measureable and verifiable and reportable and binding, but I do
not think they are going to be the same. And yet there is no presi-
dential discretion, so that is one thing that really concerns me.

The other thing is that it is actually very hard to tell from the
House language what is included and what is not, what goods this
would be applied to, or how EPA would determine the carbon foot-
prints of any of those goods. And I realize that can be done in an
administrative way, but it is totally unclear if you are including ev-
erybody, or just a few people, or all kinds of goods, or just a few.
So, there are lots of things about how this is structured that I
think give us a lot of pause.

Senator CONRAD. All right. I am over time.

Senator KERRY. I appreciate your question. I think it is impor-
tant. I will just say very quickly, we have already come to the con-
clusion, in working on the Senate bill, that we are going to try to
change that provision with great difficulties in it. We have not
landed yet completely on where we come out, so this is helpful
today. We need your input, everybody.

I would say to Senator Cantwell, just quickly, that the Euro-
peans began very ineffectively. I remember in the Kyoto negotia-
tions, they did not believe in trading at all. In fact, they fought it.
They thought it was an American scheme not to reduce emissions
at all by allowing this trading to go on. And, so they began reluc-
tantly, and frankly casually, and they gave out allowances and did
a lot of things. They made mistakes.

Now they have actually tuned their market and they have made
a number of corrections that are important as we think about how
we do it. But we also have lessons from our own SO, market, the
SO, market that we created in the 1990 Clean Air Act. So, we have
had a market.

The second thing I would say to you is, we are going to regulate
on the Senate side. We want to avoid speculation. We know that
some Senators are concerned about that, so we are going to come
up with a mechanism.

And, third, it is not quite accurate or fair to say that we are real-
ly just printing money. What we are doing is creating, we are
commoditizing something that does not exist today, that is sort of
out there, which is the concept of these reductions. We create the
commodity by setting up a regulatory structure, so suddenly it has
value. We do not print any money, we do not take anything out of
the Treasury, and there is no Federal deficit add-on here. This is,
in fact, creating a marketplace through the regulatory process. I
think that we need to think about it in that context.

Senator Nelson?

Senator CANTWELL. If I could, Mr. Chairman, respond to that.

Senator KERRY. Yes. Please. Absolutely.

Senator CANTWELL. I think the main improvement the EU is
looking at is going to 100-percent auction. I think that learning
from the Europeans is something that is very important. I think
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the fact that the Europeans have now had incidents of people tak-
ing carbon futures and cutting them up and slicing them up into
tranches and trying to sell them, similar to what we did with the
credit default swaps, is something that we should be paying atten-
tion to. And so I look forward to the improvements that you
think:

Senator KERRY. Well we want no derivatives, no games,——

Senator CANTWELL. Thank you, Mr. Chairman.

Senator KERRY. I could not agree with you more.

Senator Nelson? Let me just say to colleagues, the vote has start-
ed. There are 14 minutes. So Senator, you should have time, here.

Senator NELSON. I will make it quick. Paul Krugman has said
we ought to have a punitive carbon tax against the Chinese goods
that come in. What do you think about that?

Mr. HorLICK. Well, just to start, as I understand it, their largest
export is clothing, which has very little carbon footprint. I suspect
Professor Krugman was looking for some sort of lever to get the
Chinese to agree to a binding international agreement. I think that
there will not be an agreement unless every country comes with
some sort of motive.

I have also heard people say that such a tax would lead the Chi-
nese not to participate. So, you can argue it both ways.

It would have, as I mentioned and the other witnesses men-
tioned—you also have to see all the other impacts to say it is a pu-
nitive tax on the Chinese. To take my Apple iPod example, of the
$299 retail price, only $4 stays in China, $130 is in the U.S. So,
as I say, that is just an example. I want to see where the tax winds
up. It could be here.

Senator NELSON. All right. Now, one of the things that China is
trying to do, government directive, is get into energy efficiency and
the renewable energy, green energy, and so forth. And if they out-
pace us, as was recently expressed in Tom Friedman’s column,
what are the implications for all of that for us?

Ms. CLAUSSEN. Maybe I can answer that. I think there is going
to be, in the future, a huge market for clean energy. We should
compete in that market. We should win in that market. I think the
best way for us to do that is to move some legislation that puts a
price on carbon, which will provide a great incentive for renewable
and cleaner energy, so that we can move as fast as possible to fill
the market demand, and it is going to be a global one.

Dr. YAGER. I have nothing to add, Senator Nelson.

Senator NELSON. Thank you, Mr. Chairman. I know we have the
vote.

Senator KERRY. I really appreciate your participation. If I can
just ask you, sort of, give me a summary here. We have to reduce.
We have to get the world to reduce. We are going to go to Copen-
hagen, and hopefully, we all come up with an agreement. In your
judgment, what is the best mechanism by which we can turn to the
American people and look them in the eye and say, yes, you are
going to be helping to reduce, but so are they, and, if they do not,
here is what is going to happen? Mr. Horlick?

Mr. HorLICK. The trade threats always sound good, but——
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Senator KERRY. I understand that. You have said that. Every-
body gets that here. What is the mechanism that does not just
sound good, but might be effective?

Mr. HORLICK. Incentives work better than threats. What incen-
tives do other countries have to reduce their emissions; indeed,
what incentives do we have? The first one, actually, is the impacts
on their physical

Senator KERRY. What if the incentive is not working fast enough
that they meet the goal and we do? What if the incentive is not
sufficient? I mean, if they build 500 coal-fired plants as you have
heard described?

Now, I do not think they are going to do that. What I have heard
in China is, first of all, they are moving down the nuclear road.
They have tripled their wind power targets. They are going to be
doing a huge amount on solar. They are going to lead us in solar.
If we do not get our act together, we are going to be chasing China
in 3 or 4 years, and people had better focus on that quickly.

Ms. CLAUSSEN. I think that is the answer. I mean, the future of
all of this is in clean energy. Whoever gets there first will have a
wider share of the market. The best way to get there is by dealing
with this problem in a constructive energy and climate piece of leg-
islation. That will benefit us, and I think that is the point that we
have to keep making.

Senator KERRY. Well, we need to close, and I need to go vote, be-
cause I have to chair this other meeting. I will just close by saying
to you I want to emphasize what Senator Cantwell said. She and
I were just talking about it a moment ago. The internet, which
drove the 1990s bubble and created an enormous wealth in our
country and millions of jobs, is a trillion-dollar market. It has
about—I forget the numbers of millions of users—about a billion
users. One billion users for a trillion dollars of market. The energy
market is a $6-trillion market and has about 4.5 billion eligible
users.

Now, as Senator Cantwell said, that is the mother of all markets.
If you want to talk about Googles, or Microsofts, or whatever, the
next four or five energy equivalents are going to go to the winners
here, the people who get there first.

Ms. CLAUSSEN. Exactly.

Senator KERRY. And that is why China is moving so aggressively
to be the world’s number one electric car producer. That is the solu-
tion for Senator Stabenow, for Detroit, and so forth. So, I hope we
can get that appropriate focus in these next months.

Dr. Yager, thank you. This study is going to be important to us.
It is helpful. It isolates those industries that will or will not be af-
fected, how they will be, and it will help us to be able to figure out
some of the allowance component of this as we go forward.

Dr. YAGER. Thank you, Chairman Kerry.

Senator KERRY. Senator Conrad, you are recognized. I am going
to leave the hearing in your hands, if you do not mind. Have you
voted already?

Senator CONRAD. The hearing is adjourned. [Laughter.]

Senator KERRY. That is the best you have ever been.

Senator CONRAD. I learned that from Joe Biden.

[Whereupon, at 11:15 a.m., the hearing was concluded.]




APPENDIX

ADDITIONAL MATERIAL SUBMITTED FOR THE RECORD

Climate Change Legislation: International Trade Considerations
Hearing before the Finance Committee
Statement of Senator Max Baucus
July 8, 2009

The 18th-century British physician and preacher Thomas Fuller wrote: “We never know the
worth of water till the well is dry.” Today, we examine the international trade considerations of
climate change. As we do so, we remember that few goals are more important than protecting
the world in which we live. We cannot afford to let this well run dry.

We have a moral imperative to address climate change. But we cannot step in hastily. We
cannot act without careful thought. And we must work together to achieve this worthy goal.
Climate change affects all Americans. The solution must take into account the concerns of all
Americans, as well.

Americans have raised significant concerns that we must consider. We must craft legislation
that withstands the test of time. But we must be mindful of our current economic situation. We
must craft legislation that reduces greenhouse gas emissions. But we must be mindful of the
effects that legislation will have on our workers, companies, ranches, and farms. We must craft
legislation to address a global problem that knows no boundaries. But we must be mindful that
some regions and industries will be hit harder than others.

In Montana, ranchers, farmers, utilities, and coal producers are concerned about the increased
costs that climate change legislation may impose on livestock, agricultural, electricity generation
and energy-intensive industries. And because Montanans rely so heavily on exports, they worry
about the effects of those costs on their ability to compete internationally.

We have to address these concerns head on. We have to identify which industries need help.
And we have to give those industries the tools that they will need to transition to newer and
greener technologies and practices.

‘We must also constder the concerns of the international community. Climate change is a
global issue, not just an American issue. As we proceed towards the United Nations Climate
Change Conference in Copenhagen at the end of the year, the world will be watching how the
United States addresses this issue. And we will be watching how the rest of the world addresses
this issue, as well. U.S. climate change legislation must be part of the global climate change
solution. But other countries must also commit to curbing their own carbon emissions. No
country can solve this problem alone. And none must stand in the way of a global solution.

We must also ensure that our respective climate change proposals comply with international
trade rules. As we make new commitments in climate change, we must abide by the
commitments that we have already made. International trade rules provide flexibility for nations
to preserve their environment. We should design and implement our legislation to fit within that
flexibility.

A great deal of work lies ahead of us. So let us act urgently. Let us act wisely. And let us
preserve our environmental heritage, long before its waters run dry.

]
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Mr. Chairman, Mr. Grassley, members of the Committee, thank you for the opportunity to testify
on the international trade considerations of climate change legislation. My name is Eileen
Claussen, and I am the President of the Pew Center on Global Climate Change.

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

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

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

! For more information on the Pew Center on Global Climate Change, please visit http://www.pewclimate.org
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in place. In considering this question, it is important to distinguish two distinct but closely
related policy challenges: (1) how best to encourage strong climate action by other countries, and
in particular, by the major emerging economies; and (2) how best to minimize potential
competitiveness impacts on U.S. industry. I believe that each of these two objectives is most
effectively addressed through a different set of policy responses, and it is important to ensure that
our efforts to address one do not undermine the other.

I will focus today primarily on the second of these challenges: designing transitional policies to
minimize potential competitiveness impacts on U.S. industry.” Our analysis of the underlying
issues leads us to conclude that the potential competitiveness impacts of domestic climate policy
are modest and are manageable.

In my testimony, I will:

1) present our analysis of the nature and potential magnitude of the competitiveness
challenge;

2) discuss a range of options for addressing competitiveness concerns; and

3) outline what we believe would be the most effective approach. This approach would
employ output-based emission allocations to vuinerable industries, phased out over time,
and other transition assistance to affected workers and communities.

Understanding Competitiveness Concerns

A first step in considering options to address competitiveness is assessing the potential scope and
magnitude of potential competitiveness impacts. It is important to note that it is not the
competitiveness of the U.S. economy as a whole that is at issue. (According to the
Environmental Protection Agency’s (EPA) analysis of the American Clean Energy and Security
(ACES) Act of 2009 passed last month by the House, the cost of meeting the bill’s emission
reduction targets in 2030 would be a 0.37 percent loss in GDP.? Put another way, GDP would
reach $22.6 trillion, nearly 60 percent higher than today, approximately two months later than
without the bill.) Rather, the concern centers on a relatively narrow segment of the U.S.
economy: energy-intensive industries whose goods are traded globally, such as steel, aluminum,
cement, paper, glass, and chemicals. As heavy users of energy, these industries will face higher
costs as a result of domestic GHG constraints; however, as the prices of their goods are set
globally, their ability to pass along these price increases is limited.

Competitiveness impacts can be experienced as a loss in market share to foreign producers, a

2 For a discussion of how best to encourage strong climate action by other countries, see the testimony on The Roadmap from
Poznan to Copenhagen — Preconditions for Success by Elliot Diringer, Vice President for International Strategies for the Pew
Center on Global Climate Change, submitted to the Select ittee on Energy Independence and Global Warming, U.S. House

of Representatives, February 4, 2009. (http:/Awww.pewclimate.org/testimony/diringer/02-04-09)

3 EPA Analysis of the American Clean Energy and Security Act of 2009 H.R. 2454 in the 111th Congress 6/23/09: Data Annex

http:/fwww.epa.govicli K nomicanalyses.htmi
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shift in new investment, or, in extreme cases, the relocation of manufacturing facilities overseas.
In assessing the economic consequences of past environmental regulation in the United States,
most analyses find little evidence of significant competitive harm to U.S. firms. Many studies
conclude that other factors — such as labor costs, the availability of capital, and proximity to raw
materials and markets — weigh far more heavily in firms’ location decisions. One comprehensive
review - synthesizing dozens of studies of the impact of U.S. environmental regulation on a
range of sectors — concluded that while new environmental rules 1mposed significant costs on
regulated industries, they did not appreciably affect patterns of trade.*

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

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

To empirically quantify the potential magnitude of this compeutxveness impact, the Pew Center
commissioned an analysis by economists at Resources for the Future.® This work, which we
published in May, analyzes 20 years of data in order to discern the historical relationship
between electricity prices and production, consumption, and employment in more than 400 U.S.
manufacturing industries. On that basis, the analysis then projects the potential competitiveness
impacts of a U.8. carbon price, assuming no comparable action in other countries. The analysis
assumes a CO, price of $15 per ton. (EPA’s prehmmary analysis of the American Clean Energy
and Security Act (ACES) Act estimates an allowance price of $16 per ton CO; in 2020. )

The Pew/RFF analysis finds an average production decline of 1.3 percent across the U.S.
manufacturing sector as a whole, but also a 0.6 percent decline in consumption. This suggests
that the decline in production that can be attributed to increased imports — in other words, the

4 Jaffe, A.B., S.R. Peterson, P.R. Portney, and R.N. Stavins, “Envi 1 Regulation and the Competit of U.S,
Manufacturing: What Does the Evidence Tell Us?,” Journal of Economic Literature, Vol. 23, March 1995.

3 Aldy, LE. and Pizer, W. A., The Competitiveness Impacts of Climate Change Mitigation Policies, Pew Center on Global
Climate Change, May 2009. hitp://'www.pewclimate.org/interational/CompetitivenessImpacts.

$ EPA Analysis of the American C}ean Energy and Security Act of 2009 H.R. 2454 in the 111th Congress
6/23/09hutp/fwww.epa.govicli g snomics/pdfs/HR2454_Analysis.pdf .
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competitiveness effect — is just 0.7 percent. For energy-intensive industries (those whose energy
costs exceed 10 percent of shipment value), the analysis projects that average U.S. output
declines about 4 percent. However, consumption declines 3 percent, so that only a 1 percent
decline in production (or one-fourth of the total decline) can be attributed to an increase in
imports, or a loss of competitiveness. For specific energy-intensive industries, including
chemicals, paper, iron and steel, aluminum, cement, and bulk glass, the analysis projects a
competitiveness impact ranging from 0.6 percent to 0.9 percent, although within certain
subsectors, the impact could be higher.

What this analysis demonstrates very clearly is that most of the projected decline in production
stems from a reduction in domestic demand for these products, not an increase in imports. In
other words, most of the projected economic impact on energy-intensive industries reflects a
move toward less emissions-intensive products — as would be expected from any effective
climate change policy, even one with global participation — and not a movement of jobs and
production overseas. At the carbon price level studied, the projected competitiveness impacts, as
well as the broader economic effects on energy-intensive industries, are modest and, in our view,
can be readily managed with a range of policy instruments.

Policy Options

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

Exclusion from Coverage — One option is to fully or partially exclude vulnerable sectors or
industries from coverage under the cap-and-trade program. For instance, under the Lieberman-
Warner Climate Security Act of 2008, the direct “process” emissions of many energy-intensive
industries would not have been subject to GHG limits. This type of exclusion would have
reduced the number of emission allowances a trade-exposed firm would need to hold and would
thereby eliminate some of the direct regulatory costs, shielding it not only from competitiveness
impacts but also from some of the broader economic effects of pricing carbon. However, by
limiting the scope of the cap-and-trade system, exclusions of trade-exposed industries would
undermine the goal of reducing GHG emissions economy-wide, and would reduce the economic
efficiency of a national GHG reduction program. Exemptions could also give exempted
industries an economic advantage over nonexempt domestic firms and sectors, including

7 $.3036 of the 1 10th Congress.
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competitors. Moreover, firms whose emissions are exempted would still face the indirect costs
of higher energy prices and would not be completely shielded from the competitive impact
associated with this cost increase.

Compensation for the Costs of GHG Regulation — Another option is to include these sectors
in the cap-and-trade system but compensate them for the costs of GHG regulation. Key design
considerations include the scope, form, and means of calculating such compensation, and
whether and how it should be phased out. As noted earlier, firms covered by the cap-and-trade
system face both direct and indirect costs of regulation. Direct compliance costs include the cost
of purchasing any allowances needed to cover direct emissions regulated under the cap and/or
the cost of equipment and process changes to abate emissions. Indirect costs include higher
prices for electricity and natural gas (reflecting an embedded carbon price and, in the case of
natural gas, rising demand for this less GHG-intensive fuel). For energy-intensive industries, the
indirect cost of higher energy prices represents a significant portion of the total potential cost.

One form of compensation is providing free emission allowances. Because free allocation
provides the same economic incentive to reduce emissions as does an auction,® keeping energy-
intensive sectors under the cap, but providing free allowances, provides for greater
environmental effectiveness and economic efficiency than excluding them. Furthermore,
additional allowances could be provided to compensate for indirect costs, thus providing a more
complete shield from international competitiveness impacts.

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

Whatever form the compensation takes, the central challenge is determining the appropriate
level. In the case of direct compliance costs, allowances could be granted on the basis of
historical emissions (“grandfathering”) and energy-intensive sectors could receive more
generous allocations than other emitters. For instance, energy-intensive industries could receive
a full free allocation while others receive 80 percent of their historical emissions. Over time, the
energy-intensive sectors could continue to receive a higher proportion of free allowances than
other sectors as the allocation system transitions to fuller auctioning. However, granting
allowances on the basis of historical emissions can effectively penalize early action and reward
relatively heavier emitters within an industry. In addition, it does not necessarily guard against

® The cap in a “cap-and-trade” system determines its environmental stringency by setting the number of emission aliowances that
are available. These allowances are equal to the amount of emissions that are permitted under the cap and their number declines
over time as the cap is tightened. From an envi 1 perspective, it doesa’t matter how the emission allowances are
distributed. They could be auctioned or freely distributed or any combination of the two. Al that matters is the total number of
emission allowances that are distributed ~ the environmental goal is determined by the cap itself and is not in any way impacted
by whether the allowances are auctioned or distributed freely. A company that is included in the cap-and-trade program but given

free allowances still has an incentive to reduce its emissions because that would free up allowances that the company couid sell.

? Houser, Trevor et al., Leveling the Carbon Playing Field: International Competition and US Climate Policy Design, Peterson
Institute for International Economics and World Resources [nstitute, May 2008.
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emissions leakage or a loss of jobs, as a firm could choose to maximize profits by selling its free
allowances and reducing production. There is also the risk that firms will be over-compensated
and realize windfall profits.

Alternatively, compensation could be “output-based,” pegged to actual production levels and/or
energy consumption. This would shield energy-intensive firms from regulatory costs, and lower
the risk of emissions leakage and competitiveness impacts, while providing an incentive for
continued production. Firms could be compensated in full for their direct and indirect costs. Or,
an output-based approach could incorporate a performance standard (i.e., emissions or energy
use per unit of production) to encourage and reward lower GHG-intensity production. For
instance, free allowances could be pegged to the level needed by a firm whose emissions
intensity is only 85 percent of the sector average; that percentage could decline over time,
providing an ongoing incentive to switch to lower-GHG processes and energy sources. This was
the approach adogted in the Inslee-Doyle Carbon Leakage Prevention Act introduced in the
110th Congress.!® The ACES Act adopts an output-based approach, initially allocating 15
percent of the total allowance pool to energy-intensive industries to compensate for both direct
and indirect costs based on a facility’s level of output. However, as allocations to individual
firms would be based on average emissions intensity within the sector, rather than a stronger
benchmark, there is no added incentive to improve GHG performance beyond the average.

If compensation is provided, one important consideration is how long it should be maintained
and at what level. Phasing out the compensation would give firms additional incentive to
improve their GHG performance but would also make them more vulnerable to competitiveness
impacts. A mandatory program could provide for periodic review of any allowances or other
compensation to vulnerable sectors to consider adjusting them on the basis of new information.
For instance, if the legislation establishes a specific timetable for moving from free allocation to
auctioning, this transition might be slowed for specific industries if there are clear indications of
competitiveness impacts. Alternatively, compensation could be phased out or ended if other
countries take stronger action or new international agreements are reached. The ACES Act
incorporates such approaches. It would phase down the output-based allowance rebates 10
percent a year starting in 2026, but allow the President to adjust that rate depending on an
assessment of emissions leakage.

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

O H.R. 7146 in the 110th Congress.
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Transition Assistance — Another option is to provide transition assistance to vulnerable firms to
help them adopt lower-GHG technologies, and to communities and workers affected by
competitiveness impacts. In the case of firms, measures could include tax incentives such as
accelerated depreciation to encourage the replacement of inefficient technologies, or tax credits
for the development or adoption of lower-GHG alternatives. Firms could also be incentivized to
switch to low-carbon energy sources, for example through subsidies for the purchase or
generation of renewable energy.

Where competitiveness impacts are unavoidable, assistance can be provided to both workers and
communities. Previous government efforts to help communities adjust to economic changes
resulting from national policies provide lessons for shaping similar efforts as part of climate
change policy.!! At the level of individual workers, policies such as the Workforce Investment
Act providing income support and retraining to help move workers into new jobs can provide a
blueprint for transition programs to assist workers adversely affected by competitiveness
imbalances under a climate policy.”” The ACES Act would provide worker transition assistance
through two set-asides of emission allowances: one to support retraining and other benefits when
employers, unions or other groups of workers demonstrate that employment has suffered as a
result of the bill; the other to support training for new jobs in clean energy industries.

Border Adjustment Measures — Another strategy is to try to equalize GHG-related costs for
U.S. and foreign producers by imposing a cost or other requirement on energy-intensive imports
from countries with weaker or no GHG constraints. One option is a border tax based on an
import’s “embedded” emissions (equal to the compliance costs for a domestic producer of an
equivalent good). Alternatively, under a cap-and-trade system, emission allowances could be
required for the import of energy-intensive goods. In the 110th Congress, the Lieberman-Warner
bill, the Bingaman-Specter bill, the Markey ICAP bill, and the Dingell-Boucher discussion draft
all adopted variations of this approach. Under the ACES Act, “international reserve allowances”
would be required for energy-intensive imports starting in 2020 unless a new international
agreement meeting the bill’s negotiating objectives has entered into force, or unless Congress
concurs with the President’s determination that the requirement is not in the national interest.

One major shortcoming of unilateral border measures is their limited effectiveness in reducing
competitiveness impacts. As the border adjustment measures would apply only to imports to the
United States, they would not help “level the playing field” in the larger global market where
U.S. producers may face greater competition from foreign producers.

Among the other issues raised by unilateral border measures is their consistency with World
Trade Organization (WTO) rules. The legality of a given measure would depend in part on its
specific design and on the types of climate policies in place domestically. As such approaches
have not been previously employed, there are no definitive rulings, and experts differ in their

Y Greenwald, Judith M., Brandon Roberts, and Andrew D. Reamer, Community Adjustment to Climate Change Policy, Pew
Center on Global Climate Change, December 2001.

2 Barrett, Jim, Worker Transition and Global Climate Change, Pew Center on Global Climate Change, December 2001.
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interpretation of relevant WTO precedents.'”” The legal uncertainties ultimately would be
resolved only through the adjudication of a WTO challenge, a likely prospect if unilateral border
measures were to be applied by the United States or another country.

Another important consideration is the potential impact on trade and international relations. If
the United States were to impose border requirements, there is a greater likelihood that it would
become the target of similar measures. European policymakers also are weighing the use of
border measures and have argued that the emission targets under consideration in the United
States are not comparable to those adopted by the European Union. U.S. trade officials and
others also have voiced strong concern about the potential for retaliatory trade measures by
targeted countries, leading to escalating trade conflicts.'* Proponents argue that the threat of
unilateral trade measures would give the United States greater leverage in international climate
negotiations. However, there is a significant risk that they would engender more conflict than
cooperation, in the end making it more difficult to reach agreements that could more effectively
address competitiveness concerns.

International Sectoral Agreements — All of the preceding options are measures that would be
implemented domestically. Another approach that would help reduce emissions within and
outside the United States, while addressing competitiveness concerns, is to negotiate
international agreements setting GHG standards or other measures within energy-intensive
globally-traded sectors. For example, major steel-producing countries could agree on standards
limiting GHGs per ton of steel, which could be differentiated initially according to national
circumstances and converge over time. Sectoral agreements could take a number of forms,
depending on the specific sectors, and could be stand-alone agreements or integrated into a
comprehensive climate framework.'®

Within the domestic context, a purely sector-by-sector approach would sacrifice the broad
coverage and economic efficiency of an economy-wide cap-and-trade program. However,
sectoral agreements could exist alongside a cap-and-trade program, and the system could be
designed to encourage U.S. producers to work toward their establishment. One option would be
to provide for a sector’s exclusion from the cap once an international agreement of comparable
stringency is in place (although, as noted, diminishing the scope of the cap-and-trade system by
exempting one or more sectors would limit its economic efficiency). An alternative is to keep
the sectors under the cap but align their obligations under the domestic program and the
international sectoral agreement. For instance, a firm’s emissions allowance allocation under the
trading system could be based on the GHG standard that is agreed to internationally.

In keeping with the principle of “common but differentiated responsibilities,” an international
sectoral agreement may not set fully equivalent requirements for all countries, particularly at the

'3 For a discussion of WTO-related issues, see Bordoff, Jason E., International Trade Law and the Economics of Climate Policy:
Evaluating the Legality and Effectiveness of Proposals to Address Competitiveness and Leakage Concerns, Brookings Institution,
June 2008,

1 Remarks of U.S. Trade Representative Susan C. Schwab to U.S. Chamber of Commerce, January 17, 2008.

15 Bodansky, Daniel, International Sectoral Agr in a Post-2012 Climate Framework, Pew Center on Global Climate
Change, May 2007.
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outset. In that event, compensation for energy-intensive industries could be maintained at some
level and phased out as the requirements for other countries rise to those borne by the United
States.

Recommendations

Based on our assessment of the available options, the Pew Center believes that the Senate should
seek to address competitiveness concerns by:

1) strongly encouraging the executive branch to negotiate a new multilateral climate
agreement establishing strong, equitable, and verifiable commitments by all major
economies;

2) including in domestic legislation incentives for such an agreement, including support
for stronger action by major developing countries; and

3) including in cap-and-trade legislation transitional measures to cushion the impact of

mandatory GHG limits on energy-intensive trade-exposed industries and the workers and

communities they support. These transitional measures should be structured as follows:

¢ In the initial phase of a cap-and-trade program, free allowances should be

granted to vulnerable industries to compensate them for the costs of GHG
regulation. For direct costs, allowance allocations should be based on actual
production levels. For indirect costs, allocations should reflect the emitter’s
production-based energy consumption, taking into account the GHG intensity of
its energy supplies.

* Based on an analysis of GHG performance within a given sector, allocations
should be set initially so that producers with average GHG performance are fully
compensated for regulatory costs, while those performing above or below the
norm receive allowances whose value is greater or less than their costs,
respectively. This factor should be adjusted over time as an incentive to
producers to continually improve their GHG performance.

s Free allocation levels should decline over time, gradually transitioning to full
auctioning, aithough at a slower rate than for other sectors.

* A review should be conducted periodically to assess whether sectors are
experiencing competitiveness impacts and, if warranted, to adjust allocation
levels and/or the rate of transition to full auctioning.

* A portion of allowance auction revenue should be earmarked for programs to
assist workers and communities in cases where GHG constraints are
demonstrated to have caused dislocation.

» Transition assistance should be curtailed for a given sector upon entry into force
of a multilateral or sectoral agreement establishing reasonable obligations for
foreign producers, or upon a Presidential determination that such measures have
been instituted domestically.

We believe this approach addresses the transitional competitiveness concerns likely to arise
under a mandatory cap-and-trade program, while maintaining the environmental integrity of the
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program and providing an ongoing incentive for producers to improve their GHG performance.
We commend the Committee for focusing the attention of the Senate on this critical issue, and
would be happy to work with you as you develop legislation to address this and other dimensions
of the climate challenge.

I thank you for your attention and would be happy to answer your questions.
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Today’s hearing will explore the international trade implications of possible carbon emissions
legislation, also known as “cap-and-trade” legislation. The House has passed a bill, and the Senate
is about to begin its legislative process as well. So, it’s important that the Finance Committee
explore these issues, because Congress could be setting our manufacturers up for a lot of trouble if
we don’t. I've said many times that we ought to approach this issue through a worldwide,
international agreement. That’s the only way to ensure that China and India and other major carbon
emitting countries are involved. Otherwise, our industry is going to be left very uncompetitive.
We're going to see more manufacturing move overseas where less efficient plants produce far more
pollution than our American industries, and nobody should want to do that.

Some in Congress think the answer to that problem is to include some type of border measure in any
legislation that Congress passes. At least that’s the view of the House of Representatives. But I'm
skeptical of that approach. I think it would be difficult to design such an approach that would be
consistent with the rules of the World Trade Organization. If we do something that’s inconsistent
with the rules of the World Trade Organization, we’re opening ourselves up to trade sanctions that
could dwarf any sanctions we’ve seen in the past.

And then we’ll have hurt our manufacturers twice. We’ll have raised their costs by imposing cap
and trade in the first place. And then we’ll compound the problem by giving foreign countries a
license to hit us with sanctions. That wouldn’t be good for us, and it wouldn’t be good for the
international trading system either.

And it could get even worse. Other countries could follow our lead and impose their own border
measures against our exporters. We could find ourselves defending our measures at the World Trade
Organization and challenging other countries’ measures at the same time.

1 understand that the World Trade Organization would prefer to avoid that scenario and not have this
issue thrust into its lap. The Director-General of the World Trade Organization, Pascal Lamy, stated
recently that the WTO membership does not want to decide what is or isn’t allowed from a trade
perspective. He indicated that the World Trade Organization would much rather have the trade
issues addressed as part of whatever comes out of the meetings scheduled to take place in
Copenhagen later this year.
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That makes sense. If the United States unilaterally imposes a border measure, we’ll make it that
much harder to reach an international agreement. Other countries aren’t going to want to negotiate
with us if they think we’re dictating a specific outcome. Border measures aren’t the only approach
that has been suggested for addressing the competitiveness issue.

Another suggestion is to give free emissions allowances to domestic industries that are deemed to be
trade sensitive. That’s the approach that the European Union took. I have some questions about that
approach too. I'm not convinced that giving away free allowances would be consistent with the
subsidy rules of the World Trade Organization. At a minimum, there would be a risk of other
countries arguing that free emission permits are subsidies that cause “adverse effects” to their
industries. If we lost a subsidy case, we’d have the same risk of trade sanctions that I mentioned
earlier. So for this reason too, we’d be better off waiting for an international agreement instead of
pushing ahead unilaterally. 1 look forward to exploring these issues in further detail with our
witnesses, and I thank each of them for appearing here today.
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Thank you, Mr, Chairman, and Senator Grassley, for the opportunity to appear before this
Committee. I wish to state at the outset that I am not appearing on behalf of any client or any
other organization or person.

The issues presented by climate change are extremely complex, and seem to evoke
extremely complex solutions. I wish to start, however, with two basic rules to apply to these
very complicated questions.

1. Before we adopt any measures in our legislation, would we like it if other countries
adopted the same measures? There are good practical reasons for this old-fashioned rule. The
U.S. exports about 20% of its manufactured goods. And 30% of U.S. manufactured exports are
by small and medium companies. We export about 30% of our agricultural production, which is
the difference between a profit and a loss for many of America’s farmers.

2. Is the measure consistent with the obligations we have undertaken, most obviously
through the WTO Agreements, but also our other agreements? There are also very practical
reasons for following this rule. It is tempting to say that we can re-interpret existing WTO rules
to permit whatever measures are necessary to protect our environment. But do we really want to
change those existing rules? The key to the U.S. economy is constant innovation. One of the
important fields where we lead the world of innovation is biotechnology, which is
revolutionizing medicine, agriculture, and even many of the environmental concerns dealt with
in proposed legislation (such as environmental remediation and renewable fuels). So far the
United States has resisted efforts in Europe and elsewhere to limit our market access for our
products because of how they are produced — from biotech means. But if we re-interpret WTO
rules to allow trade barriers based on how things are made, we open up a can of worms — and
might permit other countries to block our biotech exports, including major items such as corn,
soybeans, and other crops.

With these two points in mind, I would like to address some of the international trade issues
that have arisen in the context of the climate change debate:

1. The WTO itself, in a recent report with UNEP, has pointed out that some border
measures would be permissible as part of a climate change package. But the WTO very
carefully stated that WTO rules “permit, under certain conditions” (emphasis added) the use of
border measures and indeed the devil is in the details. A VAT-style tax, imposed identically on
domestic and imported goods, should past muster, but after that, it gets very difficult to design a
border tax which would pass muster, as we have seen with prior GATT and WTO litigation.
Requiring emission permits for importers — especially if there are any restrictions on those
permits, or if any are given away to domestic producers — would raise serious WTO questions.
But before we even get to those legal issues, it may be worth pondering the practical ones.

e As noted above, do we want similar import taxes or permit requirements
imposed on our exports. Do we want each country finding a separate basis
for imposing border restrictions? Do we want countries with stricter
emissions standards than our factory emissions standards blocking our
exports? As President Obama pointed out, India and China have lower per
capita emissions than we do. Do we want developing countries, including
not only China and India, but indeed most countries in the world, blocking
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our expotts on the grounds that our per capita greenhouse gas emissions are
greater than theirs?

¢ Border measures would raise costs for some U.S. manufacturers — just as
they have to adapt to new climate change standards.

o In practice, it seems that import restrictions are much more likely to be
challenged in the WTO than is financial assistance to producers, such as
offsetting costs or giving away permits. Thousands of pages of non-export
subsidies are reported to the WTO, but only a handful have been challenged
in the WTO, while literally hundreds of border measures have been
challenged in the WTO and its predecessor GATT.

2. Permit allocation is not prohibited by the WTO rules — but, again, it depends on
the details of the design. Linking permits to export requirements, or requirements to use
domestic goods, would be prohibited. And even without those problems, permit
allocations could be challenged in the WTO as an “actionable” subsidy. WTO rules
require objective criteria — rules insisted on by the United States. The same subsidy rules
would also be relevant in designing incentives for developing new sources of energy, and
even renewable energy standards.

3. Obviously, no one country, even one as large as the United States, can clean up
Earth’s atmosphere on its own. It is essential that all major emitters co-operate in this
effort. U.S. efforts will fail if other emitters do not do their part. 1 have great respect for
the U.S. negotiator, Todd Stern, and his team. They certainly have a difficult job, and
one which will require close cooperation between Congress and the executive as the U.S.
pursues an international agreement. Fortunately, all the major countries realize that they
have a stake in this game — some major developing countries face rapidly increasing
desertification if GHG emissions are not reduced worldwide, including by those same
countries. Even though there are shared interests, the climate change negotiation will not
be easy, and numerous tactical choices will have to be made, such as whether to complete
the legislation before the Copenhagen talks. If we make choices which reduce the
chances of a good international agreement, we harm ourselves as well.

4. Perhaps the biggest international trade challenge — and one on which a lot more
work needs to be done — is how the mechanics of international trade will work if each of
the hundred and ninety couniries {or even 10-15 regional groupings) has its own
individual climate change implementation. What if some of them have border taxes,
some require permits for imports, and others instead offset the costs for their domestic
industry. Or each country has a cap-and-trade system with different limitations on the
permits? These are highly practical questions, but, in the end, they will determine the
true economic impact of the climate change legislation and agreements.

According to a recent study, an Apple iPOD with a retail price of $299 arrives in the
U.S. in a box labeled Made In China, but only $4 stays in China while $130 stays in the
U.S. and the remainder is scattered among 18 other countries. How are the 20 countries
that collectively make an Apple iPOD going to calculate all the carbon impacts and
untangle all those permits, taxes, and rebates? These details need to be worked out
carefully - and in advance.

Thank you very much, I would be happy to answer any questions.
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Mr. Chairman and Members of the Committee:

Thank you for the opportunity to appear again before the Committee to
provide insights from GAQ's work on issues related to important
international issues. Changes in the earth’s climate attributable to
increased concentrations of greenhouse gases may have significant
environmental and economic impacts in the United States and
internationally. To raitigate climate change effects, countries are taking or
considering varying approaches to reducing greenhouse gas emissions,
such as carbon dioxide, which is the most important greenhouse gas due
to its significant volume. Between 2007 and 2009, Congress introduced a
number of climate change bills, many of which contained proposals for a
domestic emissions pricing system, such as a cap-and-trade system or a
carbon tax. However, imposing costs on energy-intensive industries in the
United States could potentially place them at a disadvantage to foreign
competitors. In addition, emissions pricing could have negative
environmental conseguences, such as “carbon leakage,” whereby
emissions reductions in the United States are replaced by increases in
production and emissions in less-regulated countries. As Congress
considers the design of a domestic emissions pricing system, a key
challenge will be balancing the need to reduce greenhouse gas emissions
with the need to address the competitiveness of U.S. industries.

In my testimony today, my comments are based on a report that we are
issuing today to the Senate Committee on Finance.’ In particular, I will
briefly describe some of the key challenges associated with estimating the
industry effects from climate change measures, and provide illustrations of
key characteristics for potentially vulnerable industries.

To address these objectives, we interviewed officials and reviewed climate
change literature and documents from U.S. agencies, international
organizations, policy institutes, and professional organizations; reviewed
and analyzed a selection of climate change legislation introduced between
2007 and 2009 and congressional hearing records; analyzed data from the
Census Bureau and the Departments of Energy and Commerce, among
others; and reviewed and presented summary results for studies
attempting to quantify the potential international competitiveness effects
on domestic industries from emissions pricing. We conducted our work

'GAQ, Climate Change Trade Measures: Considerations for U.S. Policymakers,
GAO-00-724R (Washington, D.C.: July 8, 2000).

Page 1 GAO-08-875T
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from October 2008 to July 2009 in accordance with all sections of GAO's
Quality Assurance Framework that were relevant to our objectives. We
believe that the information and data obtained, and the analysis
conducted, provide a reasonable basis for any findings and conclusions in
this product.

Summary

Estimating the potential effects of domestic emissions pricing for
industries in the United States is complex. If the United States were to
regulate greenhouse gas emissions, production costs could rise for
certain industries and could cause output, profits, or employment to fall.
Within these industries, some of these adverse effects could arise
through an increase in imports, a decrease in exports, or both. However,
the magnitude of these potential effects is likely to depend on the
greenhouse gas intensity of industry output and on the domestic emissions
price, which is not yet known, among other factors.

Estimates of adverse competitiveness effects are generally larger for
industries that are both relatively energy- and trade-intensive. In 2007,
these industries accounted for about 4.5 percent of domestic output.
Estimates of the effects vary because of key assumptions required by
economic models. For example, models generally assume a price for U.S.
carbon emissions, but do not assume a similar price by other nations. In
addition, the models generally do not incorporate all policy provisions,
such as legislative proposals related to trade measures and rebates that
are based on levels of production.

Proposed legislation suggests that industries vulnerable to
competitiveness effects should be considered differently. Industries for
which competitiveness measures would apply are identified on the basis
of their energy and trade intensity. Most of the industries that meet these
criteria are in primary metals, nonmetallic minerals, paper, and chemicals,
although significant variation exists for product groups (sub-industries)
within each industry. Additional variation arises on the basis of the type of
energy used and the extent to which foreign competitors’ greenhouse gas
emissions are regulated. To illustrate variability in characteristics that
make industries vulnerable to competitiveness effects, we include
illustrations of sub-industries within primary metals that meet both the
energy and trade intensity criteria; examples that met only one criterion;
and examples that met neither, but had significant imports from countries
without greenhouse gas pricing.

Page 2 GAQ-09-875T
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Background

Countries can take varying approaches to reducing greenhouse gas
emissions. Since energy use is a significant source of greenhouse gas
emissions, policies designed to increase energy efficiency or induce a
switch to less greenhouse-gas-intensive fuels, such as from coal to natural
gas, can reduce emissions in the short term. In the long term, however,
major technology changes will be needed to establish a less carbon-
intensive energy infrastructure. To that end, a U.S. policy to mitigate
climate change may require facilities to achieve specified reductions or
employ a market-based mechanism, such as establishing a price on
emissions. Several bills to implement emissions pricing in the United
States have been introduced in the 110th and 111th Congresses. These bills
have included both cap-and-trade and carbon tax proposals. Some of the
proposed legislation also include measures intended to limit potentially
adverse impacts on the international competitiveness of domestic firms.

Estimating
Competitiveness
Effects

Estimating the effects of domestic emissions pricing for industries in the
United States is complex. For example, if the United States were to
regulate greenhouse gas emissions, production costs could rise for many
industries and could cause output, profits, or employment to fall.
However, the magnitude of these potential effects is likely to depend on
the greenhouse gas intensity of industry output and on the domestic
emissions price, which is not yet known, among other factors.
Additionally, if U.S. climate policy was more stringent than in other
countries, some domestic industries could experience a loss in
international competitiveness. Within these industries, adverse
competitiveness effects could arise through an increase in imports, a
decrease in exports, or both.

For regulated sources, greenhouse gas emissions pricing would increase
the cost of releasing greenhouse gases. As a result, it would encourage
some of these sources to reduce their emissions, compared with business-
as-usual. Under domestic emissions pricing, production costs for regulated
sources could rise as they either take action to reduce their emissions or
pay for the greenhouse gases they release. Cost increases are likely to be
larger for production that is relatively greenhouse gas-intensive, where
greenhouse gas intensity refers to emissions per unit of output. Cost
increases may reduce industry profits, or they may be passed on to
consumers in the form of higher prices. To the extent that cost increases
are passed on to consumers, they could demand fewer goods, and industry
output could fall.

Page 3 GAO-09-873T
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While emissions pricing would likely cause production costs to rise for
certain industries, the extent of this rise and the resulting impact on
industry output are less certain due to a number of factors. For example,
the U.S. emissions price and the emissions price in other countries are key
variables that will help to determine the impact of emissions pricing on
domestic industries. However, future emission prices are currently
unknown. Additionally, to the extent that emissions pricing encourages
technological change that reduces greenhouse gas intensity, potential
adverse effects of emissions pricing on profits or output could be
mitigated for U.S. industries.

Several studies by U.S. agencies and experts have used models of the
economy to simulate the effects of emissions pricing policy on output and
related economic outcomes. These models generally find that emissions
pricing will cause output, profits, or employment to decline in sectors that
are described as energy intensive, compared with business-as-usual. In
general, these studies conclude that these declines are likely to be greater
for these industries, as compared with other sectors in the economy.
However, some research suggests that not every industry is likely to suffer
adverse effects from emissions pricing. For example, a long-run model
estimated by Ho, Morgenstern, and Shih (2008) predicts that some U.8.
sectors, such as services, may experience growth in the long runas a
result of domestic emissions pricing.” This growth would likely be due to
changes in consumption patterns in favor of goods and services that are
relatively less greenhouse gas-intensive.

Potential international competitiveness effects depend in part on the
stringency of U.S. climate policy relative to other countries. For example,
if domestic greenhouse gas emissions pricing were to make emissions
more expensive in the United States than in other countries, production
costs for domestic industries would likely increase relative to their
international competitors, potentially disadvantaging industries in the
United States. As a result, some domestic production could shift abroad,
through changes in consumption or investment patterns, to countries
where greenhouse gas emissions are less stringently regulated. For
example, consumers may substitute some goods made in other countries
for some goods made domestically. Similarly, investment patterns could

*Ho, Mun S., Richard Morgenstern, and Jhih-Shyang Shih. (November 2008} “tmpact of
Carbon Price Policies on U8, Industry.” RFF Discussion Paper No. 0837, Resources for the
Future, Washington, D.C.
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shift more strongly in favor of new capacity in countries where
greenhouse gas emissions are regulated less stringently than in the United
States.

Stakeholders and experts have identified two criteria, among others, that
are important in determining potential vulnerability to adverse
competitiveness effects: trade intensity and energy intensity. Trade
intensity is important because international competitiveness effects arise
from changes in trade patterns. For example, if climate policy in the
United States were more stringent than in other countries, international
competition could limit the ability of domestic firms to pass increases in
costs through to consumers. Energy intensity is important because the
combustion of fossil fuels for energy is a significant source of greenhouse
gas emissions, which may increase production costs under emissions
pricing.

Legislation passed in June 2009 by the House of Representatives, H.R.
2454, 111th Cong. (2009), uses the criteria of trade intensity and energy
intensity or greenhouse gas intensity, among others, to determine
eligibility for the Emission Allowance Rebate Program, which is part of the
legislation.’ H.R. 2454 specifies how to calculate the two criteria. Trade
intensity is defined as the ratio of the sum of the value of imports and
exports within an industry to the sum of the value of shipments’ and
imports within the industry. Energy intensity is defined as the industry’s
cost of purchased electricity and fuel costs, or energy expenditures,
divided by the value of shipments of the industry.

Reducing carbon emissions in the United States could result in carbon
leakage through two potential mechanisms, First, if domestic production
were to shift abroad {o countries where greenhouse gas emissions are not
regulated, emissions in these countries could grow faster than expected
otherwise. Through this mechanism, some of the expected benefits of
reducing emissions domestically could be offset by faster growth in
emissions elsewhere, according to Aldy and Pizer (2009).

“*Proposed legisiation specifies that, in addition to irade intensity, either energy intensity or
greenhouse gas intensity should be considered.

*An industry's value of shipments represents its value of output.

“Aldy, Joseph E. and Pizer, William A. (May 2009) “The Competitiveness Impacts of Climate
Change Policies.” Pew Center on Global Climate Change, Arlington, VA,

Page 5 GAO-09-875T
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Second, carbon leakage may also arise from changes in world prices that
are brought about by domestic emissions pricing. For example, U.S.
emissions pricing could cause domestic demand for oil to fall. Because the
United States is a relatively large consumer of oil worldwide, the world
price of oil could fall when the U.S. demand for oil drops. The quantity of
oil consumed by other countries would rise in response, increasing
greenhouse gas emissions from the rest of the world, These price effects
may be a more important source of carbon leakage than the trade effects
previously described.

Potentially Vulnerable
Industries

Two key indicators of potential vulnerability to adverse competitiveness
effects are an industry’s energy intensity and trade intensity. Proposed
11.8. legislation specifies that (1) either an energy intensity or greenhouse
gas intensity of 5 percent or greater; and (2) a trade intensity of 15 percent
or greater be used as criteria to identify industries for which trade
measures or rebates would apply. Since data on greenhouse gas intensity
are less complete, we focused our analysis on industry energy intensity.
Most of the industries that meet these criteria fall under 4 industry
categories: primary metals, nonmetallic minerals, paper, and chemicals.
However, there is significant variation in specified vulnerability
characteristics among different product groups (“sub-industries”).

Although our report examined the four industry categories, figures 1
through 4 or the following pages illustrate the variation among different
sub-industries within the primary metals industry, as well as information
on the type of energy used and location of import and export markets.®
The data shown in these figures are for the latest year available.

9 For examples in nonmetallic minerals, paper, and chemicals, as well as further
information on data sources and our methodology, see GAO-08-T24R,

Page 6 GAO-09-875T
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Figure 1: Energy and Trade Intensity Indicators for Primary Metals Sub-Industry
Categories
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As shown by sub-industry examples in figure 1, energy and trade
intensities differ within primary metals. For example, primary aluminum
meets the vulnerability criteria with an energy intensity of 24 percent and a
trade intensity of 62 percent. Ferrous metal foundries meets the energy
intensity criteria, but not the trade intensity criteria. Steel
manufacturing—products made from purchased steel—and aluminum
products fall short of both vulnerability criteria. Iron and steel mills has an
energy intensity of 7 percent and a trade intensity of 35 percent and is by
far the largest sub-industry example, with a 2007 value of output of over
$93 billion. The energy and trade intensity for all primary metal products is

g

denoted by the “x” in figure 1.
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Figure 2: Type of Energy Used by Primary Metals Sub-Industry Categories
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Source: GAO analysis of data from the Department of Energy.

Among the primary metals sub-industry examples shown in figure 2, the
types of energy used also vary. Iron and steel mills uses the greatest share
of coal and coke, and steel manufacturing and ferrous metal foundries
uses the greatest proportion of natural gas. Since coal is more carbon-
intensive than natural gas, sub-industries that rely more heavily on coal
could also be more vulnerable to competitiveness effects. The carbon
intensity of electricity, used heavily in the production of aluminum, will
also vary on the basis of the source of energy used to generate it and the
market conditions where it is sold. Data shown for “aluminum” include
primary aluminum and aluminum products, and net electricity is the sum
of net transfers plus purchases and generation minus quantities sold.

Page 8 GAO-09-875T
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Figure 3: Source of Imports for Primary Metals Sub-Industry Categories
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Source: GAO analysis of data from the Department of Commerce.

Industry vulnerability may further vary depending on the share of trade
with countries that do not have carbon pricing. To ilustrate this
variability, figure 3 provides data on the share of imports by source, since
imports exceed exports in each of the primary metals examples. As
shown, while primary aluminum is among the most trade-intensive, the
majority of imports are from Canada, an Annex [ country with agreed
emission reduction targets.” For iron and steel mills, over one-third of
imports are from the European Union and other Annex I countries, not
including Canada (“EU plus”). However, for iron and steel mills, almost 30
percent of imports are also from the non-Annex I countries of China,
Mexico, and Brazil. While less trade-intensive, steel manufacturing and
aluminum products each has greater than one-third of imports from China
alone.

’Annex [ countries are parties to the United Nations Framework Convention on Climate
Change that are industrialized countries and were members of the Organization for
Economic Cooperation and Development in 1992, plus countries characterized as
economies in transition.

3
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Figure 4: Chinese imports as Share of Primary Metals Sub-Industry Categories

Chinese imports as a share of total U.S. imports (percentage}
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Source: GAQ analysis of data from the Department of Commerce.

As shown in figure 4, adverse competitiveness effects from emissions
pricing could increase the already growing share of Chinese imports that
exists in some of the sub-industries. Among the exaraples, iron and steel
mills, steel manufacturing, and aluminum produ xhibit a growing trade
reliance on Chinese imports since 2002. This trend has largely been driven
by lower labor and capital costs in China, and, according to
representatives from the steel industry, China has recently been producing
50 percent of the world's steel.

Mr. Chairman, this concludes my prepared statement. Thank you for the
opportunity to testify before the Committee on some of the issues
addressed in our report on the subject of climate change trade measures. 1
would be happy to answer any questions from you or other merabers of
the Committee.

Page 10 GAO-09-875T
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For further information about this statement, please contact Loren Yager
Contacts and at (202) 512-4347 or yagerl@gao.gov. Contact points for our Offices of
Acknowlegments Congressional Relations and Public Affairs may be found on the last page
of this statement. Individuals who made key contributions to this
staternent include Christine Broderick (Assistant Director), Etana Finkler,
Kendall Helm, Jeremy Latimer, Maria Mercado, and Ardith Spence.
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Mr. Chairman and members of the Committee: My name is Steve Alterman and I
am the president of the Cargo Airline Association (“‘the Association™), the nationwide
voice of the all-cargo air carrier industry.! I also have the honor of serving as the current
Chairman of the FAA’s Environmental Subcommittee of the Agency’s Research,
Engineering and Development Advisory Committes (REDAC). As a key segment of the
air transportation industry, the all-cargo carriers recognize the growing importance of
addressing our industry’s contribution to global climate change. At the same time,
especially in a time of global economic uncertainty, any environmental legislation must
take care not to impair our ability to compete in the worldwide marketplace.

Background

The nation’s aviation community plays a pivotal role in maintaining United States
leadership in world trade. Indeed, the industry represents approximately 5.6% of the U.S.
Gross Domestic Product (GDP); contributes over $1.2 trillion annually to the U.S.
economy and is responsible for approximately 11 million jobs.? In addition to these
economic facts, the industry has been in the forefront of addressing environmental issues
associated with our operations. To a large extent, of course, the environmental record of
the entire aviation community is a result of a search for greater fuel efficiency in an era of
generally rising fuel prices. Nevertheless, the environmental benefits of this quest for
fuel efficiency cannot be overlooked. For example:

' U.S. air carrier members of the Cargo Airline Association are ABX Air, Adas Air, Capital Cargo, FedEx
Express, Kalitta Air and UPS Airlines.

2FAA, The Economic Impact of Civil Aviation on the U.S. Economy (October 2008). This report is
available at:

http://www.faa.goviabout/officc_org/headquarters_offices/ato/media/2008_Economic_Impact Report web
pdf

(51)
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* Emissions from aircraft now account for less than 3% of the total U.S.
Greenhouse Gas emissions.”

o Qver the past 40 years, fuel efficiency has improved by over 70%" and,
compared to 2000, in 2007 the U.S. commercial airlines consumed 3% less
fuel while transporting over 20% more passengers and cargo.

Addressing the Future

While these accomplishments are significant, we recognize that more must be
done to meet the environmental challenges of the future. Many of the necessary
improvements will come from advances in technology and the implementation of FAA
airspace modernization initiatives. This process requires the cooperation of all parties to
the aviation environmental debate — industry, Congress and the Administration.
Accordingly, an FAA Reauthorization bill in this Congress becomes an environmental
imperative. The substantive provisions of all versions of FAA Reauthorization contain
significant environmental initiatives that require both authorization and funding -
including a joint industry/government initiative to develop, test and certify alternative
aviation filels that may well be the most promising way of addressing aviation emissions
in the future. In addition, FAA Reauthorization will help to advance the move toward the
airspace system of the future. This system will permit more direct flight paths, more
efficient landing trajectories and better use of movements on the airport surface. In turn,
all of these results will save fuel and reduce emissions that contribute to global warming.
In the longer term, a new generation of aircraft and aircraft engines being developed by
industry and NASA will further help reduce aviation’s environmental footprint.

“Cap and Trade” and its Impact en Trade

How does all this activity impact world trade and the ability of the U.S. aviation
sector to remain competitive? Simply stated, the entire aviation industry is extremely
capital intensive and any move to impose significant additional costs on an industry
already suffering in today’s cconomy will reduce the industry’s ability to make the
investments necessary to service customers around the world. Unfortunately, some of the
initiatives now being advanced for dealing with global climate change will have this
negative effect. Specifically, the House of Representatives has already passed legislation
that includes a cap and trade regime that potentially will have a severe dampening effect
on aviation’s global competitiveness. (See, H.R. 2454, the Waxman-Markey Bill). This
bill would impose an “upstream” tax on aviation, with the industry forced to buy carbon
credits from fuel producers who will pay the fees directly (or in a secondary market that
will undoubtedly emerge). At least for aviation, this method of attempting to deal with
global climate change is extremely problematical. Some of the obvious downsides of
such a cap and trade system are:

* This figure includes all segments of U.S. aviation, including commercial aviation, general aviation and the
military. See, Inventory of Greenhouse Emissions and Sinks: 1990-2006, U.S. Environmental Protection
Agency (April 15, 2008).

* International Civil Aviation Organization, Environmental Report 2007, page 107.
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e Asnoted above, such a system will, in effect, impose a significant additional
tax burden on an already heavily taxed industry.

¢ These taxes will inhibit the ability of the industry to make the capital
expenditures necessary to take advantage of a modernized airspace system —a
system that will provide significant environmental benefits.

e As we understand the current proposals, they will potentially funnel monies
collected to a variety of programs — none of which have any relation to
aviation or moderization of the aviation system.

o The bureaucracy necessary to administer any cap and trade program will
siphon off a significant portion of any funds collected.

e A cap and trade system is subject to market manipulation.’ Indeed, the
potential effects of establishing carbon credits as an investment tool (a result
of enactment of H.R. 2454) may mirror the current wild swings of oil prices as
speculators, not the natural effects of supply and demand, set the price of oil
to all consumers.

Potential Alternatives to “Cap and Trade”

Faced with these facts and potential pitfalls, is there another way for aviation to
meet its environmental responsibilities, while, at the same time, remaining competitive in
the world marketplace? We believe that there is. Rather than being subjected to a cap
and trade system, a tailored revenue-neutral carbon tax for the commercial airline
industry appears to make more sense.® Under such a system, the commercial airline
industry could be further directly taxed on its use of aviation fuel (the source of pollutants
contributing to global climate change),” with these levies offset by a corresponding
decrease in the existing excise taxes paid by the airlines.® Such a scheme would provide
a powerful incentive to modemnize aircraft fleets, while, at the same time, retain the same
overall level of industry taxation.” In addition, the funds collected could be used to assist
in the effort to convert the nation’s air traffic system into one based upon satellite
technology rather than the existing reliance on decades-old ground-based radar. And,
since such taxes would be collected at the pump, virtually 100% of the proceeds could be
used on aviation programs that benefit the environment. " As noted by the non-partisan
Congressional Budget Office (CBO), “A tax on emissions would be the most efficient

* See, for example, op ed piece by Rep. Peter DeFazio in the January 27, 2009, edition of the Oregonian.
©If a cap and trade system is enacted, however, with respect to aviation it should contain “safety valve”
provisions to protect carriers if the price of oil escalates past a predetermined level and funds collected
should be transferred to the Aviation Trust Fund for use in system modernization.

7 Commercial airlines currently pay a fuel tax of 4.3 cents per gallon.

¥ The existing excise tax on air cargo is a 6.25% airway bill levy.

? We recognize that variations of the carbon tax possibility set forth herein have been suggested by various
parties to the global climate change debate. Each of these other proposals should be analyzed for their
merits and their impact on U.S global competitiveness.

" Other, ancillary, issues that should be included in the discussion of aviation’s place in the global
warming debate include (1) the role of the International Civil Aviation Organization (ICAO) and its
ongoing attempts to establish international standards for aircraft emissions that relate to climate change and
(2) the need for any federal action in this area to preempt any state and local action that would resultina
patchwork quilt of regulations on an industry that operates nationwide.
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incentive-based option for reducing emissions and could be relatively easy to
implement.”"! Further, the GAQ’s recent report on Aviation and Climate Change,
asserted “Economic research indicates that an emissions tax is generally a more
economically efficient policy tool to address greenhouse gas emissions than other
policies, including a cap-and-trade program, because it would better balance the social
benefits and costs associated with the emissions reductions. In addition, compared to a

cap-and-trade program, an emissions tax would provide greater certainty as to the price of
emissions.”

Conclusion

The challenge of addressing global warming, while at the same time remaining
competitive in the international marketplace, is perhaps one of the most difficult
balancing acts that commercial airlines currently face. On the one hand, we must be able
to meet the demands of businesses throughout the world. On the other hand, in planning
to meet the requirements of our customers, there must be an environmental overlay on all
corporate decision-making. On the government side, we understand the reasons that
legislation is being considered to ensure that global climate change is addressed — and
addressed as expeditiously as possible. But that legislation must take care not to cripple
an industry that is necessary for economic recovery and that has a long-standing record of
environmental sensitivity.

We recognize that the suggestions made herein are broad overviews and that the
details of any final plans to address global climate change will require difficult
negotiations among both industry and government representatives. For our part, we stand
ready to engage in this necessary dialogue. If the Subcommittee, or its staff, wants to
discuss these issues further, please do not hesitate to contact us.

Thank you very much.

"' See, Policy Options for Reducing CO2 Emissions, Congressional Budget Office, February 2008.
12 See, Aviation and Climate Change, General Accountability Office Report GAO-09-554, page 42, June
2009.
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