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What it does?

The legislation sets aside allowances in a reserve and makes 
them available to the market to rein in unexpectedly high 
or extremely volatile allowance prices. By fixing the size of 
the reserve, long-term cap targets can be maintained while 
dealing with short-term variation in prices.

Why it is necessary?

Cost concerns are probably the single largest barrier to 
adoption of climate legislation, especially for regions and 
sectors with high fossil fuel use. Compliance costs, as indi-
cated by allowance prices, may be higher than anticipated 
if low carbon technologies are slower to materialize, or if 
offsets are slower to come to market, or economic growth 
and energy demand fluctuations lead to allowance demand 
spikes. Stakeholders see the need for some form of insur-
ance against runaway price escalation and disruptive price 
volatility. The reserve can address this need by releasing 
more allowances into a tight market on a selective basis.

Waxman-Markey particulars.

The goal of the reserve is to keep prices from rising 
above a certain threshold level set in the legislation. 
The strategy is to offer allowances at this threshold 
price as a minimum acceptable bid in a supplemen-
tal strategic reserve auction. If there is demand for 
auctioned allowances at this minimum bid price, this 
means that the reserve is helping contain prices that 
would presumably otherwise rise above this level. On 
the other hand, if the prevailing market price is 

below the minimum acceptable bid, there should be no 

demand for the reserve auction allowances. There are 
several key parameters in the Waxman-Markey strate-
gic carbon reserve policy’s design that are outlined in 
Table 1. We evaluate these parameters along with the 
basic reserve design in the strengths and weaknesses 
discussion below.

Key Strengths

•	 Provides price relief while maintaining fidelity to the 
long-term emissions cap.

•	 Tying initial reserve price to EPA price projections ties 
it to officially sanctioned estimates available to Congress 
at the time of their vote (though it may be appropriate 
to consider estimates from other government sanc-
tioned sources such as EIA and CBO rather than rely on 
one study).

•	 Auctions are a proven and effective device for releasing 
the reserve allowances to the market and setting a mini-
mum reserve price ensures that additional allowances 
are only used if they actually achieve the cost contain-
ment objectives.

•	 Reserve balance gives a direct indicator of how the sys-
tem is doing in meeting the emission targets within an 
acceptable price band

Possible Shortcomings
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