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There was considerable discussion of opportunities for market manipulation of CO2 allowances during RGGI’s formative period.  RGGI at first regulates only CO2 emitted by the electricity market, so the participants were well sensitized to the theory and practice of market manipulation.  We collectively concluded that any market is open to attempts to “rig” the price for private gains, but there were ways to design the market and to monitor the market that would minimize those opportunities.  We also concluded that the benefits yielded by ‘boundless human imagination’ set loose by the profit motive in search of less costly ways to reduce CO2 emissions would vastly exceed any likely costs from such ‘boundless imagination’ successfully scheming ways to beat the system.
  

The first year of experience with RGGI has underscored all of these conclusions.  So far there have been no discovered instances of even attempts to exercise market power--and there has been great vigilance in searching for such actions.
  In addition to the careful scrutiny of Potomac Economics, which serves as RGGI’s official market monitor, the federal Commodity Futures Trading Commission (CFTC) has already become active in monitoring and analyzing the exchange traded RGGI derivatives.  It should also be noted that we have several decades of national experience with SO2 and NOx cap and trade programs with no indications of any significant effort, successful or otherwise, to manipulate the market.  SO2 and NOx programs are relatively small markets—and thereby offer more potential for manipulation--so this experience to date is very relevant.

Market Design
Several features of market design discourage opportunities to control the market.  Mostly this involves having a large enough market combined with a large enough number of market participants so that no one has a realistic opportunity to exercise control over the market by themselves…or, more recklessly, in collaboration with others.  RGGI spent significant time examining alternative auction formats with the twin goals of avoiding price control and collusion while maximizing the auction’s market efficiency. All of the quarterly RGGI auctions (four so far) were characterized by ”reassuring” results in which the regulated entities ended up winning about 80% of the allowances, with financial players, traders and others winning the rest.  

Many features of the RGGI auctions were specifically designed to limit non-competitive opportunities:

· Multiple auctions to make it more difficult for one entity to “corner the market”;
· Long compliance periods (RGGI’s are each 3 years in duration) provide plenty of time for regulated entities to develop, deploy and manage allowance acquisition strategies;
· An auction being open to all parties expands the base and diversity of bidders, making it less likely that one entity can dominate the market.  The limit on any party bidding for more than 25% of any auction’s allowances has a similar effect;
· RGGI’s reservation price, among other benefits, limits incentives for collusion to intentionally lower the auction price.
Market Data

Good market design also involves having sufficient openness and record of transactions concerning transacting parties, terms and conditions such that a market monitoring activity has a decent opportunity to identify potential market manipulation efforts.   This openness concerns not only the initial auction of allowances but also, and possibly more importantly, the secondary market transactions.  One useful feature adopted by RGGI was to track and record official allowance ownership for every allowance at all times.  RGGI Inc. always knows the owner of record of every allowance auctioned and at all times thereafter. In fact allowances exist only electronically, and can only reside in accounts established in the RGGI system called “COATS” (CO2 Allowance Tracking System), with each allowance having a unique serial number. 

Secondary Markets

Market manipulation opportunities and problems are more possible in the secondary markets--in one of the publicly traded exchanges or, through private over-the-counter transactions of a “futures” or “options” (derivative) nature.  RGGI recognized that there is a completely legitimate need for derivatives—it is the only way that parties can hedge (get price insurance) for future operations.  And there is a very legitimate need for confidentiality when competitive actions and strategies are being deployed.  However, there is no reason to keep regulators, especially the Commodity Futures Trading Commission, from having full and immediate access to sufficient data to greatly constrain opportunities for market power exercise.  

Congress is rightly exploring this topic now with regard to a number of financial, energy and other commodity markets—and the CO2 allowance market must be treated as a part of this discussion, including limitations on the sale of exchange traded index funds.  Increased regulatory limitations are probably needed, not only to reduce opportunities for exercising market power but also to reduce the sheer volatility of the energy and allowance markets that can result from massive scale speculation. 

RGGI’s market monitor has analyzed the behavior of the secondary markets based on data made public about transactions on the two exchanges that facilitate trading of RGGI allowances, the NYMEX Green Exchange and the Chicago Climate Futures Exchange.  This analysis includes data collected and published by the two exchanges themselves as well as by the Commodity Futures Trading Commission. 
  

Conclusion
Much of RGGI’s developmental discussions focused on how to get the allowance markets to work effectively.  Perhaps the greatest strength of a cap and trade program is its mobilization of the profit motive to stimulate the development of less expensive and more effective ways to meet our energy needs with less carbon emissions.  From time immemorial, the profit motive has also stimulated “innovations” that go under, around and through legality and morality.   RGGI experience indicates that a properly designed CO2 cap and trade program can severely limit these unproductive and illegal profit responses, and prevent significant social damage. There can never be complete elimination of market manipulation.  But controls can be designed that provide strong legal barriers (and penalties) for market manipulation while continuing to provide strong financial incentives for the development of the new low-carbon technologies we so desperately need. 

Prepared by Dr. Laurence DeWitt, a senior economist and consultant to the Pace University Energy and Climate Center.  Dr. DeWitt participated actively in the development of RGGI as a stakeholder, specializing on allowance allocation, auction and market monitoring issues.  
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� Command and control, the major alternative to cap and trade, can actually work quite efficiently in some circumstances—generally where there is a clear best technological response.  Unfortunately, CO2 reduction is the opposite of that circumstance: we are just beginning to explore a huge range of alternative techniques for lowering CO2 emissions.


� The most recent report of the official RGGI Market Monitor finds no evidence of anti-competitive behavior, while stating that the development of the secondary market so far is a “sign of competitiveness and efficiency”,  http://www.rggi.org/docs/Secondary_Market_Report_May_2009.pdf


� See for example the CFTC’s data series on open positions of traders on the two exchanges: http://www.cftc.gov/marketreports/commitmentsoftraders/index.htm
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