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December 15, 2010

Clerk of the Board

Air Resources Board

1001 I Street

Sacramento, California  95814

Re:  
Proposed California Cap on Greenhouse Gas Emissions and Market-Based Compliance Mechanisms Regulation (December 16, 2010, Agenda Item 10-11-1)

To whom it may concern:


The undersigned is submitting these comments on behalf of the Heart of the Oaks Ranch in Paso Robles, California. These comments are not submitted by or on behalf of any other person, although I have made reference to various types of market participants that would be affected by the proposal.  The views set forth herein represent the undersigned’s personal views and opinions based on extensive experience with the energy industry in California and cap-and-trade programs generally.

Background


The Air Resources Board has proposed a “Regulation to Implement the California Cap-and-Trade Program” (Subchapter 10 Climate Change, Article 5, Sections 95800 to 96022, Title 17 of the CCR) (the “Proposed Rule”) to be considered during a public hearing on December 16, 2010.  ARB seeks to approve the Proposed Rule by the statutory deadline of January 1, 2011.  The Proposed Rule, if finalized, would become effective for calendar year 2012.


The Proposed Rule contains several provisions that are likely to result in unnecessary adverse impacts upon California business and citizens, including increased costs, while achieving no environmental benefit.  This comment letter addresses fundamental issues in the Proposed Rule – the establishment of the cap; the allocation of allowances; the trading mechanism; the time frame for implementation; and enforcement issues.  These concerns can be addressed through revisions in the Proposed Rule that would be consistent with AB32 and the intent of the Proposed Rule.


In addition, the comments below raise fundamental questions about the scope of the Proposed Rule with respect to small commercial, industrial and agricultural ventures.  These issues may defy resolution until broader national legislation is enacted.

Overview of Cap-and-Trade


In concept, a cap-and-trade system is potentially the most efficient and effective method of preserving the environment while minimizing bureaucratic activity, expense and delay.  Under a cap-and-trade system, a limit is established that is applicable to a defined universe of regulated parties.  The cap reflects a limit – in this case an emissions limit – that is allocated among market participants.  Market participants then are permitted to exchange (buy and sell) the “right” to use the resource (in this case, the air), up to the pre-established cap.  The “right” to use the resource (an “allowance”) becomes valuable when the demand for the resource approaches or exceeds the available cap.  The allowances may be bought and sold, creating market incentives for alternative technologies or approaches to providing the underlying services.


A key element to the success of such programs is the establishment of a cap that does not induce immediate shortages.  A cap that is set below the existing demand for the resource generates an instant shortage.  The situation is analogous to “musical chairs,” in which there must be economic losers from the inception of the program.   In such situations, the regulated market is immediately and adversely affected.


Another key element is the time period allowed to adjust to the new regulatory program.  If businesses can plan ahead to achieve compliance, they will find alternative methods of compliance and adjust their strategies.  In some cases, capital equipment is required or products need to be reengineered.  These kinds of adjustments take time.


A third key concept is predictability.  A cap-and-trade approach can work, but it must be set up in such a way that its economic effects can be predicted and relied upon.  In other words, if businesses are going to make investments and reengineer products, they cannot and will not do so if the regulatory scheme is uncertain or likely to change.


The original model for cap and trade accomplished these objectives.  In 1990, Congress enacted the Clean Air Act Amendments of 1990, and imposed a cap-and-trade system on sulfur dioxide emissions (“SO2”). The program took effect in two stages.  First, in 1995, the program was applied to a small number of very large SO2 sources.  Beginning in 2000, the program expanded to include many other sources, and was revised to reduce the allowable limit of SO2 from the larger plants.  The original cap was established safely above existing emission levels, and ratcheted down only after years of compliance experience.  Allocations to existing market participants were made for free, and allowances were freely tradable.  There were multiple avenues available for compliance, and the program was wildly successful, reducing SO2 emissions by at least 30% in the first 5 years of the program.


The Proposed Rule fails to implement the key elements of successful cap-and-trade programs, and imposes unnecessary costs upon the California economy that could be truly debilitating.  The economic analysis performed with respect to the Proposed Program does not seem to appreciate the likely market responses to the Proposed Rule, and seems to make unsupported and optimistic assumptions about market responses to cap and trade regulation.  Moreover, key aspects of the existing market for CO2e emitting industries and businesses are not accurately assessed or incorporated into the analysis.


These shortcomings are not necessary.  Cap and trade can be implemented under AB32 in a manner that is effective and not unnecessarily costly.  But the Proposed Rule will need to be significantly revised in order to do so.

Capping Greenhouse Gas Emissions


Under the Proposed Rule, the cap to be implemented during the first three-year compliance period is approximately 165 metric tons of CO2e.  This level is set by ARB as the “best estimate” of likely emissions during 2012.  This level, or cap, may or may not be correct.  In 2008, for example, the emissions from the covered sectors were 174 mmt of CO2e, or more than 5% above the proposed 2012 cap.  California, like the rest of the country, has suffered a significant economic downturn that has resulted in a significant decline in fuel use. So, the current baseline (which may be close to 165 mmt per year) cannot be used as a reliable predictor of CO2e emissions in 2012.  It is very likely that this cap will end up being well below the normal “business as usual” emissions of CO2e. 


The accuracy of the cap is significant in a modified “market based” regulatory system.  Scarcity drives up prices of CO2e, and therefore drives up prices of the underlying goods or services.  A small scarcity generates significant market disruption and price spikes.  A large scarcity results in massive economic disruption that will make the program unsustainable.  The inability to know in advance whether the cap will be too high or too low means that individual market participants have no way of knowing how to bid for or price compliance instruments.  It is therefore essential to set the cap at the “correct” level to achieve the purposes of the Proposed Rule.


The SO2 allowance program under the federal Clean Air Act was originally set above the then current emission level from regulated sources, in order to allow the regulated units to adjust to the cap and plan strategies for compliance after the cap declined.  The result was that the allowance prices remained reasonable and the market was somewhat predictable and efficient.  And the program worked.  ARB should follow the federal example and set the cap at a level that does not immediately induce shortages in the first year of the program.


ARB proposes to establish two reserves that help prevent price spikes.  One reserve is comprised of allowances created in recognition of early greenhouse gas emission reductions and a second one established from allowances withheld from the aggregate cap (the price reserve).  Each covered entity will be able to purchase up to 8% of the allowances it requires from these reserves (at relatively high prices in the case of the price containment reserve).  The presence of these reserves may serve to mitigate some of the price pressure resulting from a low cap.  But the extent to which those cost effects are mitigated will depend entirely upon whether the emissions cap is matched with the demand.  And the use of the reserves by no means assures that prices will remain reasonable on the margins.


The Proposed Rule includes two additional concepts that erode the cap.  The first is the ability of certain entities to “opt in” to the program if they are among the classes of entities covered by the Proposed Rule but which do not emit CO2e in excess of the applicable thresholds for the first compliance period.  These “opt in” entities would consume part of the cap (no additional allowances would be available to cover the opt in entities), and would compete for allowances with entities that are required to submit compliance instruments.  The second concept is the ability of non-covered entities to purchase allowances (or offsets) and retire them voluntarily, even though they are not required to submit allowances.  Each of these options erodes the available pool of allowances and effectively reduces the cap available to covered entities that require allowances in order to survive economically.  


Recommendation:  ARB should revise the Proposed Rule to accomplish the following:


1.
Ensure that the cap is set – for a period of at least five years – at a level that exceeds existing emissions levels.  This will allow for an orderly transition to a lower-cap environment, constrain growth in greenhouse gas emissions, and avoid unproductive price spikes or reductions in economic activity.


2.
Prohibit entities that are not in the original compliance group from purchasing allowances and submitting them for retirement.  Regulated entities should be able to purchase allowances for their own compliance purposes without being unnecessarily held up by unregulated entities.  The purpose of the allowance market is to make the process more efficient, and not to give third parties the ability to shut down existing businesses.


3.
Provide a safety valve penalty option (similar to the federal SO2 program) under which a regulated entity that is simply unable to obtain allowances may achieve compliance after the fact by paying a penalty or implementing other mitigation.  Without a backup method of maintaining compliance, the cap-and-trade system could generate essentially infinite prices for allowances.  There needs to be some absolute limit imposed or some other alternative for compliance in view of the fact that allowance shortages will come to light only after the cap is exhausted and allowances are no longer available.

Allocation Issues


The theory behind allocation is that the cap-and-trade program is a mechanism for allocating a limited resource.  A free allocation program recognizes the fact that emissions of CO2e are currently lawful and free.  The purpose of the program is not to impose an immediate cost for all emissions, but to constrain the aggregate emissions by imposing a higher cost as the aggregate emissions approach the limit.  A cap-and-trade system cannot actually be implemented without some method of allocating the rights to the applicable resource (in this case, the authorization to emit CO2e).


The Proposed Rule does not adequately address allocation issues.  It does not propose a plan of allocation, but only establishes the cap.  It allocates allowances to utilities, and not to regulated entities.  It sets up an auction program that poorly serves the interests of the program, but radically skews the economic burdens on different segments of the California economy.


Plan for Allocation


ARB has not proposed a plan of allocation for the allowances.  It has not stated, for example, whether allowances will be allocated on the basis of past emissions, or how the emissions baseline might be calculated.  This is not a minor omission.

Each regulated entity has some idea of how the cap relates to overall demand, and some idea of how it might affect that entity’s operations and costs.  But without understanding the allocation plan, the actual impacts and costs cannot be assessed or anticipated.  Setting a cap without proposing an allocation system is something like proposing a toll for a bridge and asking for comments on the proposed toll, but not telling the public the amount of the toll.  It is not possible to comment on the proposal because there is no proposed allocation plan, which is the heart of the Proposed Rule.  The proposal is incomplete in fundamental ways.


Allocations to Utilities


The Proposed Rule proposes to allocate to electric distribution utilities all allowances required by all regulated entities.  This proposed distribution of allowances is coupled with two features that represent significant inequities.  First, only the electric distribution companies receive allowances.  All independent generators and importers who require allowances will need to obtain them from electric distribution utilities.  Second, Investor Owned Utilities (IOUs) must submit the allowances back to ARB for auction, while publicly-owned utilities may keep the allowances they are allocated for their own compliance purposes.


The first issue is that regulated parties that are required to obtain allowances do not receive allocations of them.  These entities include independent electricity generation facilities and electricity importers.  These regulated entities must purchase allowances at auction or directly from utilities.  This method of allocation means that no entity other than a utility can be assured of being able to purchase allowances.  In the absence of reasonable certainty regarding the cap, any entity with allowances will seek to hoard them until the regulatory environmental is clearer and the adequacy of the cap and allocation methods is determined.  Without allowances, those entities cannot operate, so these are life-and-death issues.  There is nothing in the program that ensures that allowances will be made available to non-utilities at reasonable prices.


This allocation method does not recognize the fundamental advantage enjoyed by utilities in the marketplace.  Electric utilities can recover their expenses for buying allowances through increased rates approved by the California Public Utilities Commission.  No other market participants have this power.  Accordingly, in a head-to-head competition for allowances, the utilities necessarily win.  They can bid whatever is required in order to obtain the allowances required to operate, and rates will be increased accordingly.  

Moreover, there is no ability for utilities to constrain demand.  They cannot impose a direct price signal to consumers to reduce their consumption of electricity.  The utilities are required by law to keep serving the demand, and there is no direct method of limiting that demand.  The result is that electric utilities must obtain the allowances necessary for their operations, and can pass through the costs.  All other regulated entities, whether they be industrial concerns, independent power generators or industrial generators of electricity, will be at a disadvantage to the regulated utilities in connection with obtaining allowances.


The reason ARB gives for its decision to allocate all allowances to utilities is that they are in the best position to monetize the value of the allowances and return that value to their ratepayers.  Stated differently, the utilities are in the best position to obtain revenues for allowances from other industrial sectors and use those revenues to reduce electricity users’ costs.  This represents a policy decision to exact revenues from regulated parties, and direct those revenues to the reduction of electricity rates for electric utility ratepayers.  This concept is bizarre, and has no foundation in AB32.  On what legal or policy basis should utilities be allocated allowances that they essentially sell to other industries in order to reduce ratepayers’ electric bills?  A system that allocates a limited resource to one segment of the economy at the expense of other sectors is a recipe for disaster.  The other segments of the industry will not be able to compete with utilities for allowances.  In addition, the costs of the program will be artificially skewed toward non-utilities.


There is another reason that this allocation is inequitable.  Utilities are uniquely positioned to purchase (and in fact are required to purchase) renewable energy.  The purchase of renewable energy is the only option (other than reducing operations) for continuing to operate at historical levels while complying with a greenhouse gas emissions limit.  Other entities have limited abilities to avail themselves of renewable energy, because such energy is usually built to order for utilities.  Nearly all of such sources are supported by, and sell their power exclusively to, utilities.  So, utilities are among the only entities able to offset their constrained greenhouse gas emissions limits with alternative sources.  And yet, the Proposed Rule places the allowances in the hands of the utilities, at the expense of all other market sectors.  Utilities will be able to supplement their generation sources to mitigate the costs of allowances, while their competitors and other market segments will have only a limited ability to do so.

Lest you think that consumers are the beneficiaries of this inequitable arrangement, consider the second compliance period.  In the second compliance period, all fossil fuels will be subject to greenhouse gas emissions limits and to the allowance program.  Beginning on January 1, 2015, gasoline, propane, and all commercial and industrial products will reflect a price for greenhouse gas emission allowances that are generated by competition with electric utilities.  When consumers use too much electricity, the cost (or shortages) will show up in the gasoline prices paid by other consumers.  At that point, all California citizens will be paying extra costs in goods and services in order to subsidize electricity rates.  There is nothing about such a system that is equitable.


Auction of Allowances


Allowances will be distributed “for free” to all utilities, but IOUs then have to submit their allowances back to ARB for auction.  Publicly-owned utilities (POUs) do not have to submit their allowances for auction, but may keep them for their compliance purposes.  The minimum auction price is $10/CO2e, and ARB expresses the view that a price of $30/CO2e is somehow reasonable or appropriate.


As proposed in the Proposed Rule, customers of IOUs have to pay for their allowances through higher electricity prices, while POUs do not.  ARB does not explain this apparently arbitrary distinction between types of utilities.  Is there are rationale for this disparate treatment?  Does it have a purpose?  AB32 provides no basis or support for this distinction.


The Proposed Rule is made more perplexing by the rebate to ratepayers of the revenues earned from sales of allowances.  Under the Proposed Rule, IOUs will bid on allowances in order to be able to maintain generation levels at those required to serve the demand.  IOUs will pay whatever is required to obtain the allowances, because they can recover the costs of allowances in their rates.  Rates will be raised to cover the costs of allowances.  Then, the proceeds of the allowances will be rebated to the customers of the IOUs.  The auction of allowances therefore raises rates to pay for allowances and rebates the proceeds to the ratepayers.  It should be apparent that this system, in the aggregate, is a loop in which the original payment of the costs of allowances ends up back in the hands of those who made the payment in the first place.  This system is the economic equivalent of allocating the allowances for free, except that it involves significant additional administrative expense.


Two elements of the proposed program may not be obvious to the casual observer.  First, the rebates will be made “per capita,” meaning that each ratepayer will receive an equal share of the rebate.  But the costs in higher rates will be paid disproportionately by larger users of electricity.  The price of electricity will go up for large users (and the usage will presumably decline), while the price for small users will go down (and the usage will presumably increase).  The program therefore redistributes the right to use electricity and redistributes the income earned on allowances from the larger (richer) users and allocates it to the smaller (less wealthy) users.  If the usage of electricity is based on demand, and demand is based on price, it is entirely possible that the shift of rebates from larger users to smaller users will simply change usage patterns, and not change overall demand.

The other implication of auctioning allowances is that the proceeds of the auction that are paid by third parties (such as independent generators, industrial users of fossil fuels and importers of electricity) will be rebated to electric utility customers.  These covered entities that are not utilities will be paying for allowances and the benefits will flow to the smaller customers of the IOUs.  Meanwhile, the customers of these third party entities will bear higher prices.  It is not apparent from the staff explanation of the Proposed Rule that this shift in revenues from other regulated entities to electric utility ratepayers was anticipated or understood.

A basic question is “Why are POUs not required to purchase allowances at auction?”  If an auction makes sense for IOUs, then it makes sense for POUs.  An auction imposes a cost of carbon that creates a disincentive to emit greenhouse gases.  If that is good for IOUs, it should be good for POUs.  

The truth is that an auction is not good policy either for IOUs or POUs.  First, it is unfair to impose a cost immediately for continuing to conduct activities that are now currently lawful and not taxed.  Second, auctioning of allowances serves no legitimate purpose under AB32. An auction does not reduce emissions, but (as implemented by ARB) merely serves to move the source of emissions from one group to another.  Third, POUs are not required to purchase allowances because it is politically unpopular to impose such costs on the “public.”  All of these arguments apply with equal force to the purchase of allowances by IOUs.  The distinction made between IOUs and POUs has no apparent basis in AB32, and fails the requirement under AB32 to be “equitable.”  Neither IOUs nor POUs should be required to purchase allowances at auction.

Recommendations:  ARB should revise the Proposed Rule to accomplish the following:


1.
Allocate allowances to regulated entities in rough accordance with their past usage.  No regulated user should be required to submit allowances without receiving an allocation representing a “share” of the cap.  There is no reason that one set of entities should receive allowances, and be able to hold other covered entities hostage.  Any entity required to submit allowances should be able to receive allowances on the same basis as any other regulated entity.


2.
Issue allowances for free to all such regulated entities reflecting a share of the cap.  The value of allowances is and should be driven by the established limit or cap on overall use.  There is no purpose served by a price on the first allowance required to be obtained by an entity. The value of the allowances is increased when overall emissions approach the aggregate cap, in which case, the value generated by allowances leads private market participants to opt for alternative compliance approaches.

Trading Mechanism


One of the significant benefits of a cap-and-trade program is that it may reduce the involvement of government agencies in the day-to-day administration of a regulatory system.  The normal regulatory process is for a government agency to establish an emissions limit, and to impose that limit universally or on a case-by-case basis on regulated entities.  This process involves extensive actions by governmental agencies in accordance with complex analytical protocols. Permitting can take years.  The simplest governmental decisions can take months.


A cap-and-trade system can be set up so that trades of emission rights (allowances) can occur in the blink of an eye.  A regulated entity that needs to emit more greenhouse gas in order to keep operating can buy the necessary rights from another person who does not require the use of that allowance.  The overall environmental objective is achieved by the cap, but the individual costs and benefits of the regulatory options are worked out privately by regulated parties.  If the private entity cannot obtain allowances on the market, it must cease the regulated activity.  The end result is the same as a government-mediated permitting process, but the trading of allowances is much faster, less expensive, and more efficient.

ARB’s proposed auction of allowances is a middle ground between these two processes.  It will be a governmentally administered, monitored and regulated quarterly auction. The bids will be sealed, and allowances will be awarded by the government on the basis of the highest bid.  


The auction process has a number of adverse effects.  First, it is inefficient.  No regulated entity will know what the prices are, or what prices are required to successfully bid for and obtain allowances.  So, they will learn in each auction.  This is a very slow learning curve and leads to a limited ability to plan ahead.  Moreover, as the aggregate emissions approach the cap, the prices that are bid will be wildly unpredictable, and many market participants may be unable to pay enough to obtain allowances they need for past operations.  At the end of the process, in normal economic times, there will be more buyers than sellers, and the auction process will simply break down.


As noted above, the proceeds of the auction are mostly recycled to the ratepayers who paid the higher fees in the first place.  Where they are not recycled in that manner, they are shifted from one industry to another by reason of the auction process.  Electric utilities will enjoy an insurmountable bidding advantage, and will reap the rewards (on behalf of their ratepayers and shareholders).  None of this activity reduces greenhouse gas emissions.


The purpose of the “trade” in cap-and-trade is to minimize the administrative cost and burden of allocating the rights to emit within the cap.  The lowest cost option to achieve this goal is a program of free allocation, followed by free market trading of the relevant allowances.  By allowing the private market for allowances to buy, sell and trade allowances as needed, the market is efficient, quick, predictable and moderated by supply and demand.


Recommendation:  ARB should revise the Proposed Rule to:


1.
Eliminate the auction as the trading mechanism.

2.
Institute a free trading platform that encourages least-cost solutions to the allocation of allowances.

Time Frame


Most environmental regulations are implemented over a period of time that allows new and existing members of the regulated community to adapt their businesses to new regulations.  The purpose of this lead time is partly fairness, to give regulated entities a sufficient period of time within which to make changes and achieve compliance. The other part is to allow for rational and cost-effective planning to achieve and maintain compliance.  The time frame is usually longer for existing facilities that must retrofit than it is for new facilities that can plan in advance and adapt at less cost.  It is not economically efficient (or fair) to require wholesale replacement of existing technologies when the invested costs may not be recoverable.  If such costs are imposed, the affected businesses have essentially no choice but to close their doors.


The SO2 cap-and-trade program incorporated the concept of gradual implementation.  The first compliance period occurred 5 years after the enactment of the legislation and at least 2 years after the regulations were finalized.   Moreover, the cap-and-trade scheme first really imposed functional limits five years after the original compliance period began.  This period of time allowed regulated entities to make plans for compliance and find ways of achieving emissions reductions in a manner that involved relatively little additional cost.  This phased-in development of a program achieves the intended result through rational planning and preparation.


The time frame contemplated by the Proposed Rule contemplates rapid implementation of emission limits.  The Proposed Rule would be final (without the additional rules needed for allocation and rebates of auction proceeds that still need to be developed) on January 1, 2011, and would impose compliance obligations on January 1, 2012.  In that year, all covered entities for the first compliance period would be required to obtain compliance instruments in proportion to their CO2e greenhouse gas emissions (or those attributed to them).  The cap would initially be set at a low estimate representing “business as usual” in 2012, although there is considerable doubt about whether the proposed cap will accommodate business as usual.  The cap would then ratchet downward by approximately 1% per year for various categories of covered entities (subject also to additional reductions for reserves).


This time frame for implementing the cap contemplates virtually immediate changes to business as usual in California.  The changes do not allow for rational planning or for alternative strategies for achieving the implicit emissions limit.  For example, a utility may need to plan for additional renewable energy purchases, which may require new facilities to be constructed. There is a 2-3 year planning cycle for such construction and renewable generation.  Independent power producers may need to purchase offsets (instead of allowances) in order to continue operating at past levels.  Offset projects take some time to organize and receive approval.  Fundamentally, if 2012 is the first compliance year, the only available option for compliance other than purchasing allowances is to reduce output or curtail operations.


A more realistic time frame would either involve a later period for reducing the cap, or would involve a less restrictive cap in the early years.  A cap that provided more than adequate numbers of allowances for current operations would help restrain prices of allowances and offsets, and would allow covered entities to become acclimated to the regulatory regime.  They could also establish a working market for compliance instruments, and develop an understanding of the dynamics of any auction that is included as part of the process.


The objection will be made that California cannot achieve its 2020 greenhouse gas reduction goals if it does not start immediately.  This view reflects the view that hurrying frantically is better than planning diligently.  The 2020 emissions goals can be met if the first real cut in emissions occurs in 2015, because that period of preparation allows for the most efficient and effective approaches to greenhouse gas reductions.


The federal SO2 program may again provide some guidance.  SO2 allowances were issued in excess of existing emissions during the first phase of implementation.  A five year time frame was established for including other regulated entities in the program and for ratcheting down the number of allowances that would be allocated to existing facilities.  The result was that affected units were able to plan for and develop strategies to achieve their emissions limits.  Within the five year period, emissions were so sufficiently reduced that they cap was never reached.  These results were achieved because U.S. EPA essentially gave industry a five year notice period for the impending reductions in allowable emissions.


ARB could and should take the same approach.  If the cap on CO2e emissions were set at a level comfortably above true business-as-usual levels, and then reductions were phased in starting in, say, 3 to 5 years, industry could prepare for the changes and find strategies for achieving the reductions.  As proposed, the only options available to most covered entities are either to pay as much as is demanded in a constrained market for allowances, or shut down.  These are not healthy alternatives for California’s economy.


Recommendation:  ARB should revise the Proposed Rule to


1.
Ensure that no reductions in greenhouse gas emissions are forced to occur before January 1, 2015.  This recommendation is not sought for purposes of delay.  It is sought so that the program can be effectively implemented and the costs reduced by appropriate planning.  There is no emergency that justifies a different approach.  Despite dire warnings about the consequences of delay, it is clear that California, acting on its own, is not going to change the imminence of any such impacts.  It is better to systematically plan for these changes than to induce an economic emergency.

2.
Provide ample notice of the rules for allocation, rebate and other unfinished topics, each of which would take effect in 2015 or in later compliance periods.  The key to efficient planning is clear advance notice of the rules and any changes. In order to make investments in the first few years of the program (instead of leaving California), businesses will need some confidence that the program will remain in place in a form that results in predictable costs and benefits.
Enforcement


Allowances or offsets are required to be submitted annually and at the end of each 3-year compliance period.  Allowances or offsets that are determined to be invalid must be replaced by the covered entity that submitted them.  In addition, the penalty for excess emissions is the purchase of 4 times the number of allowances that would otherwise have been required.  


There are two problems with this system.  First, users of allowances or offsets should not be liable for the misdeeds of the entities claiming to have owned or generated the allowances.  ARB is operating the central approval and clearing house system, and is in the best position to enforce the validity of offsets and allowances.  Buyers of offsets and allowances won’t have the ability to perform due diligence on the background of the compliance instruments, and such due diligence would be prohibitively expensive if it were possible.  Accordingly, any purchaser of a facially valid offset or allowance should be entitled to rely upon the validity of that compliance instrument, without further inquiry.  If the seller violates the protocol or regulations, then ARB should directly enforce against that violator, and not place the purchaser at risk.


The second problem is that there won’t be a supply of allowances available to purchase.  The enforcement scenarios arise after the end of a compliance year, in connection with the allocation of all allowances for the year.  If the cap is set and reduced as proposed, there will be instant shortages.  And there will be nothing any covered entity can do to go back and adjust emissions for the preceding year.  So, should a shortfall of allowances arise, there would be no source of allowances available (at least within the cap) to cover it.


The alternative would be to set some kind of default or penalty price that can be used in the event that there are insufficient allowances or offsets available in a given year.  The price could be relatively high (higher than available compliance alternatives and market prices of compliance instruments), but should not necessarily be punitive.  (If it is unnecessarily punitive, then there will be uneconomic consequences, such as early shutdowns of facilities to avoid emissions in excess of confirmed allowances).  Such a system maintains the integrity of the program, without imposing drastic consequences upon businesses for events beyond their control and knowledge.


Recommendation:  ARB should amend the Proposed Rule to:


1.
Establish a penalty price for emissions for which there are no available allowances.  Such a price should be set high enough to avoid encouraging non-compliance, but also low enough to serve as an economically acceptable failsafe.

Future Compliance Periods


The second compliance period, commencing January 1, 2015, will include most kinds of fuels among those that are subject to the cap-and-trade regulations.  The result will be that any user of fossil fuels not subject to the program during the first compliance period will become subject to the program in the second compliance period.  These users include all commercial, industrial and residential consumers of fuels in California.  


There are unique aspects of the second compliance period that require further comment in regard to caps, allocations and the trading market.  The first aspect is the scope.  The second compliance period will sweep in all uses of fossil fuels in California, and all users of fuels of all sizes.  The scope of such a program will readily become unmanageable.  The program should be limited to suppliers, importers or users of fuels exceeding a certain size.  The basic notion would be to ensure that small businesses, farmers and families are not caught up directly in the cap-and-trade program mechanics.  It is not clear at this point that the Proposed Rule provides such protections.


The second point is that the allocations in this sector need to be made for free.  A system that imposes costs immediately (as a result of an auction or taxes or other immediately effective cost increases) will undoubtedly drive businesses (and perhaps individuals) out of California.  Allocating allowances for free to regulated entities maintains the integrity of the cap, while avoiding immediate economic incentives to leave California.

The third point is that there will be increased inter-sector trading of allowances.  This trading will cause competition among economic sectors to purchase available allowances (or offsets).  The sector most able to pay for the allowances will win the competition.  It is entirely foreseeable that certain industries with thin margins will be better off shutting their doors and selling their allowances than continuing to operate.  Electric utilities, as observed above, will have significant competitive advantages in this inter-sector competition.


One of the problems with inter-sector competition is that it will be essentially impossible to exclude goods and services from outside of California on the basis of their implied greenhouse gas emissions costs.  However small the cost may be, the cost of goods and services made or performed in California will be higher than the cost of goods or services made or performed in other states.  While this cost disparity already exists in many areas, the disparities will increase, and will increase disproportionately in certain sectors.  The logical method of combating the loss of jobs and businesses is to impose some sort of tariff or fee on imported goods and services to account for the energy use outside of the state.  But such tariffs or fees are likely to be illegal, as a result of constitutional and federal legal prohibitions on such barriers to out-of-state commerce.  And, functionally, applying product-specific fees to goods and services imported into the state on the basis of their imputed energy intensity would involve administrative burdens of unimagined scope.

Special Situations and Issues


There are several aspects of the Proposed Rule that seem unintended and inappropriate.


Contracts for Sales of Electricity


Some electric utilities and independent power producers entered into contracts in the past that are still effective and that did not anticipate the Proposed Rule.  For example, some utilities have long-term power purchase agreement with coal-fired energy sources.  The Proposed rule will impose greenhouse gas related costs upon the electricity imported from these sources.  In many cases, the utilities will be unable to switch sources, and will be forced to purchase allowances associated with current and future purchases of electricity.


The situation is similar (but opposite) for independent power producers who agreed to sell electricity to utilities under contracts that do not allow them to pass through the costs of allowances or offsets.  In order to continue operating, these independent power producers are required to purchase allowances and offsets, but may not be able to pay for them within the pricing structure under existing contracts.  As a result, some independent power producers face the prospect of expensive and risky litigation (to reform the contract) or reducing or ceasing operations.  The only other option is to operate at a loss, which is not an option that most companies will entertain.


The Proposed Rule does not take into account these contractual issues, or provide adequate remedies for the unintended costs borne disproportionately by parties to existing contracts.  Some form of phase in, or relief from allowance requirements, is required in order to avoid significant, unintended consequences.


Cessation of Business Operations


The Proposed Rule denies allocations to businesses that cease their operations.  This is an undesirable feature of the Proposed Rule, because it reduces the ability of the marketplace to shift greenhouse gas costs to the entities most able to bear the costs.


One of the purposes of a cap-and-trade system is to allow private enterprises to shift the costs of compliance to those entities most able to afford it or most able to manage the costs.  In the case of greenhouse gas emissions, the “biggest bang for the buck” may be achieved by shutting down inefficient users of fossil fuels, and trading their allowances to other users.  If a source that is more polluting (per unit of output) can shut down and sell its allowances, the market forces should make it possible to do so.  If that source is allocated allowances and can continue to sell them, then other sources may have the right to commence operations and “buy” the shutdown of the more polluting facility.  Since this is an outcome that is desired, the system should provide or maintain the incentive for such an outcome.


The Proposed Rule denies an allocation of allowances to facilities or businesses that shut down operations.  So, for example, if there is a source that is relatively inefficient in using fossil fuels, it is incentivized to continue operating in order to maintain its allocation of allowances.  It would either sell or use the allowances, depending on its own usage profile.  An optimal profile might be to continue operating at a low level in order to obtain allowances that can be sold at a higher profit than would occur as a result of operation.


The purposes of the program are better served by maintaining allocations for a period of time that is sufficient to incentivize the cessation of businesses that are less efficient, and to encourage the startup of new businesses that can purchase the allowances from shuttered businesses.  By allowing an entity to shut down operations but maintain its allowance allocation, the system provides an economic incentive for less efficient market participants to sell their allowances to more efficient users of fuels.  This is exactly the type of incentive that the Proposed Rule should incorporate, but does not.



    *


  *


*


The Proposed Rule unintentionally imposes costs upon Californians that are unnecessary to achieve the purposes of AB32.  In addition, the program includes features that will skew the California economy in ways that ARB has not adequately appreciated.  I believe that the Proposed Rule should be withheld until the remaining major components of the program can be proposed, and that it should be revised along the lines proposed above.


Please contact me with any questions.







Sincerely,








/s/






Robert F. Lawrence
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