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Overview

Establishment of a US cap-and-trade system for greenhouse gases would create a new market for emissions allowances worth potentially $100 billion or more annually. Some of the rules governing this new market will be established at the time of legislative enactment, while others will be developed by the relevant regulatory authorities in the period that follows. 
At each stage, archtitects of climate policy will need to develop rules with sufficient flexibility to balance long-run environmental objectives with short short-run economic goals. In this way, the twin goals of climate policy resemble the sometimes conflicting goals of monetary policy – to promote long-run economic growth while stabilizing short-run prices. In addition, the policy levers available to those regulating the future carbon market resemble the tools typically used by central bankers to adjust the money supply. In both cases, the short-run supply of the relevant currency (emissions permits, in the case of the carbon market) can be adjusted to manage prices in a way that remains sensitive to the longer-term goal. 
Methods

In order to evaluate the effectiveness of the various policy tools available to the regulator, I present a series of simple analytic and computational model exercises, in which the optimal choice of key policy levers is expressed in terms of underlying system characteristics. For example, I show how constraints on emissions borrowing could be adjusted through a future regulatory "model rule" to align firm incentives with the socially optimal outcome. 
Results

I present these results in the context of the "cost containment" debate underlying ongoing US cap-and-trade policy discussions. I then distinguish between two alternative notions of cost containment (mitigating a high mean price vs. mitigating price volatility) and show how the preferred tools of the regulator depend on this definition.
Explicit triggeres are the most obvious response to sustained high prices and costs. However, if volatility is the concern, then more finely constructed tools, such as banking, borrowing and expansion of offset supply, may be more appropriate. Toward this end, I offer a simple set of rules to optimally constrain these mechanisms in light of concerns about their potential misuse.  
Finally, I present some simple model results to illustrate the behavior of these mechanisms under more realstic and complex situations. 
Conclusions

Although cap-and-trade appears to be the preferred response to climate change, regulatory implementation of such a policy will exhibit characteristics of both price and quantity-based regulation, in the sense that both prices and quantities will be explicit objects of regulatory control. By proposing a preliminary set of rules to govern the future carbon market, I show, in some detail, how a cap-and-trade system could balance the difficult and ostensibly conflicting demands of environmental and economic certainty. 
