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December 13, 2010

Mr. Kevin M. Kennedy, Ph.D.

Assistant Executive Officer – Climate Change

California Air Resources Board

1001 I Street

Sacramento, CA 95814


Re: 
Comments on the Air Resources Board’s Draft Final Regulation – Market-Based Compliance Mechanisms for Greenhouse Gas Emissions 
Dear Dr. Kennedy,

The Dow Chemical Company (“Dow”) appreciates the opportunity to submit these written comments on the Air Resources Board’s (“ARB”) Draft Final Regulation entitled “California Cap on Greenhouse Gas Emissions and Market-Based Compliance Mechanisms” and accompanying materials, released October 28, 2010. 

As a member of the U.S. Climate Action Partnership (USCAP), Dow supports prompt enactment of environmentally effective, economically sustainable and fair climate change legislation to reduce U.S. greenhouse gas emissions sharply by mid-century.  Dow believes a well-designed, economy-wide cap-and-trade program – linked with emerging regional, national, and international programs – will allow California to meet its greenhouse gas (“GHG”) emission reduction goals in a cost-effective manner as required by AB 32 (Cal. Health & Safety Code, § 38560). 

Background on Dow Chemical Company

Dow was founded in Michigan in 1897 and is one of the world’s leading manufacturers of chemicals and plastics. We supply products to customers in 160 countries around the world, connecting chemistry and innovation with the principles of sustainability to help provide everything from fresh water, food, and pharmaceuticals to paints, packaging, and personal care products.  

Dow is committed to sustainability. We have reduced our absolute levels of greenhouse gas (GHG) emissions overall by 22% since 1990, and we are committed to do even better in the future. Our ambitious 2015 sustainability goals underscore this commitment.

Dow is an energy-intensive company. We use energy. We use natural gas as a fuel in boilers and heaters. We also use natural gas and natural gas liquids as feedstock materials to make a wide array of products. For its global operations, Dow uses the energy equivalent of 850,000 barrels of oil every day. This amount is more than the oil consumption of some countries, such as The Netherlands or Australia.

Because about half of our operating costs are energy costs, Dow is actively investigating and moving forward on alternate feedstock materials such as glycerin to propylene glycol (for use in antifreeze) and soy to polyols (for use as cushioning in furniture).

Despite being energy-intensive, Dow products help consumers save energy and reduce GHG emissions. For home or business, our insulation and polyurethane foam sealants can reduce home and business energy costs by 20%-30%. In 2008, a third-party validated lifecycle assessment found that avoided emissions from the use of Dow insulation products in service are about seven times greater than our company’s total annual direct emissions.
  For saving energy on the road, our new diesel particulate filter technology enables improved environmental performance and fuel efficiency. We offer amines technology to capture carbon dioxide emissions from the power sector and also offer plastics, composites, and adhesives to help make cars stronger and lighter, while improving overall gas mileage. For the industrial sector, we have saved energy by downgauging industrial stretch plastic film, to make it thinner and stronger, so that less plastic (and feedstock energy) can be used while getting the same benefits in use.

Dow in California.  Dow has eight facilities operating in California, including the largest chemical plant in California, our Dow Pittsburg plant.  Dow Pittsburg recently acquired a natural gas fired steam boiler in 2010. The cumulative total of the emissions at the plant now triggers the 25,000 metric ton ARB threshold for reporting and for compliance with this greenhouse gas cap and trade program. Dow Pittsburg is Energy Intensive and Trade Exposed (i.e, “presumptively trade exposed”) based upon the findings of all of the final benchmarking studies referenced in ARB documents supporting this Draft Final Regulation.  Dow Pittsburg is seeking adequate cost containment and recovery so that the important objective of reducing leakage is met.  

Public Comments. Dow commends ARB for the significant progress it has made with the design of the cap-and-trade program especially over the past year.  We offer the following comments on specific program features that we believe could continue to be refined and commit to continuing to work constructively with ARB to ensure that the primary objectives of the program are met at least cost.  We appreciate the time that ARB staff  have spent with us to date. These comments are also offered from the perspective of a global company with a keen interest in informing how the proposed program might influence future design of a national cap and trade program.  

We are available to discuss these issues at your request.

Very truly yours,

[image: image1.jpg]U Laoblncd




Dale Backlund, P.E.
The Dow Chemical Company
Leader, Regulatory Affairs and Responsible Care

901 Loveridge Road

Pittsburg, CA

cc: Board Members 

Attachment – 

I. 
SUMMARY OF COMMENTS 

A. NEED REGULATORY CLARIFICATION FOR EXISTING FACILITIES THAT ARE NOW SUBJECT 

B.  
IMPROVE BASELINE DETERMINATIONS 

C. 
Accommodate Operational Variability 
D.  
ACCOMMODATE INDUSTRIAL GROWTH 

E.  
Assign Appropriate NAICS Codes EITE Entities

F.  
Ensure EITE Entities Recover All GHG Compliance Costs associated with purchased electricity

G.  
Clarify Treatment Of Purchased Electricity - Onsite Vs Offsite GENERATION 

h. 
PROVIDE FLEXIBILITY FOR EITE Entities to make THE MOST COST EFFECTIVE GHG Investments 
I. 
Provide Additional Explanation For The Revised 2020 Allowance Budget
J. 
Allow Entities to Bank Rights to Purchase Offsets 
k.  
Provide an Adequate Supply Of Offsets to Contain Costs 
L.
 Enforce In A CONSISTENT AND Reasonable Manner 
M. 
Do Not Penalize Every Entity for the Excess Emissions of a Single Entity
N.
Include The Allowance Price Containment Reserve In The Cap-And-Trade Regulation 

O.  
Monitor The Potential For Depletion Of Allowances

P.  
Establish A Contingency Plan To Address Potential Market Failure

II. 
DETAILED COMMENTS


A.   NEED REGULATORY CLARIFICATION FOR EXISTING FACILITIES THAT ARE NOW SUBJECT 

Issue A-1: No provisions in the Draft Final Rule are made for existing facilities who are new program participants due to recent emission increases that occurred since 2009. With operating changes in 2010, Dow Pittsburg will be reporting for emissions to the ARB in 2011 for the first time and will be a new participant in the cap and trade program. 
Recommendation A-1: ARB should provide definition and clarification for existing facilities that are now subject to the proposed program.
B.  IMPROVE BASELINE DETERMINATIONS 

B.1 - Issue : Currently Section 95891(c)(1) prohibits ARB from using third-party verified 2008 data reported to the California Climate Action Registry (CCAR) as a basis for determining the average annual baseline values used to determine a number of allowances to be allocated.

Recommendation : Dow recommends the following modification to Section 95891(c)(1) of the draft regulations (additions in underline, deletions in strikethrough):

(1) Data Sources. In determining the average annual baseline values, the Executive Officer may employ all available data reported to ARB under the MRR for data years 2008-2010 and third-party verified data reported to the California Climate Action Registry for data years 2000-20078. 

Rationale : For Dow and other similarly affected facilities, CCAR inventories provide accurate third-party verified data.  Dow Pittsburg voluntarily reported to CCAR for calendar years 2006 through 2008. 

B.2 - Issue: The methods to establish thermal energy historical baselines in Section 95891(c)(3) are not clearly specified.

Recommendation : Dow recommends that ARB specify the methodology that must be used to establish “average annual baseline values” and “historical baseline annual arithmetic mean amounts.”  
Rationale : Key terms and methods are not defined in the proposed regulation. Baselines cannot be determined with certainty until the methods for deriving baselines are more clearly specified in the regulation.   
B.3 - Issue: Eleven years of historical greenhouse gas emissions data are not typically available for many entities.
Recommendation:  Dow recommends that ARB specify how the eleven year emissions baseline would be produced.  Dow proposes the following language be added to Section 95891(c)(1) to address this issue (additions in underline, deletions in strikethrough):

(1) Data Sources.  In determining the average annual baseline values, the Executive Officer may employ all available data reported to ARB under the MRR for data years 2008-2010 and third-party verified data reported to the California Climate Action Registry for data years 2000-20078.  For years in which verified data are not available, covered entities may pursue either (a) reporting of missing years with The Climate Registry, (b) utilize third-party verified data reported to other entities as approved by the ARB, or (c) utilize third-party verified baseline reports of annual data that are reported to the local Air District for fuel use (as filed with annual data for air pollutant emissions) and annual bills from vendors of purchased steam.  

Rationale: Section 95891(c)(2) establishes an absolute limit on the level of free allocation under the thermal energy-based allocation relative to historical GHG emissions levels from a given facility. This limit is set at 110 percent of the maximum annual emissions during the 11 year baseline period, from 2000 through 2010.  A requirement to independently verify all intervening years would be expensive, time consuming and unnecessary.  
C.  Accommodate Operational Variability 

C-1. Issue: Operational variability at some facilities could end up masking early action and prevent the intended rewards from being recognized. Thus, the intended reward could actually be a penalty. 

Recommendation:  Dow recommends that Section 95891(c)(1) be removed. 
Rationale:  ARB’s Initial Statement of Reasons (ISOR) indicates that the intent of this section is to reward facilities for efficient steam use and “to prevent the level of this reward from becoming excessive.”  Dow Pittsburg has made many investments in energy efficiency and renewable energy since 2000.  Dow Pittsburg would be a worthy recipient of rewards for early actions.   Despite ARB’s intent, the proposed provision might more likely penalize Dow Pittsburg for its operational variability than reward Dow for its historic de-carbonization efforts.  

D.   ACCOMMODATE INDUSTRIAL GROWTH 

D.1  Issue: Using a historical baseline to determine allowance allocations results in an unnecessary penalty for operational variability from year to year as well as for growth.  

D.1  Recommendation: For industrial boilers and heaters, a thermal intensity benchmark per ton of product could be applied to ensure that efficiency does not decrease significantly during periods of growth.  Dow proposes a new definition and the following new Section 95891(c)(5) (additions in underline, deletions in strikethrough):

New definition in Section 95802(a) 

Significant Growth. ” Significant growth” means annual increases in steam and/or thermal use of up to 50% over the historic baseline at EITE entities.  

New Section: 
Section 95891(c) (5) Significant Growth. If significant operational growth occurs, baseline values for annual steam and/or thermal energy use shall be re-assessed based on expected activity levels as determined by the Executive Officer 

Rationale: Significant operational growth will render a historical baseline determination inaccurate as a basis for determining allowance allocations.  Existing facilities that change significantly should have their baselines adjusted so that their carbon costs may continue to be covered. This language parallels the “new entrants” language in Section 95891(c)(3) and therefore, would also establish greater parity between expansions at existing facilities versus construction of new facilities.

Alternative Recommendation: Alternatively, Dow recommends the following modification to Section 95891(c)(3) of the draft regulations (additions in underline, deletions in strikethrough):

“(3) New Entrants.  Covered entities of facilities that were not in operation prior to 2011 and are eligible for free allocation under the thermal energy-based methodology shall be assessed a baseline annual steam and/or thermal energy use values based on expected activity levels as determined by the Executive Officer.  For purposes of this provision, “new entrant” includes an existing facility that increases its reliance on efficient industrial boilers.”
Rationale: This change would place expansions at existing facilities on an equal footing with construction of new facilities.  Providing allowances to encourage incremental reliance on efficient industrial boilers will promote achieving key objectives of the Scoping Plan. Such parity is needed to maintain competition.

D.2  Issue: For facilities with allocations for purchased steam use, the proposed 110% cap on allowances could inappropriately limit allocations to EITE entities necessary to prevent leakage. 

D.2  Recommendation:  ARB should clarify in its final rule that the restriction in section 95891(c)(2) does not apply to allowances allocated for purchased steam at EITE entities.

Rationale: For facilities with allocations for purchased steam use, the 110% cap on allowances could inappropriately limit allocations to EITE entities undermining the goal to prevent leakage.  As written, this section in conjunction with the ISOR suggests that the 110% limit applies to allowances received for purchased steam.   Since allowance allocations are tied to purchased steam (in addition to onsite emissions), the proposed restriction might needlessly and inadvertently reduce allocated allowances.  

E.  Assign the Most Appropriate NAICS Codes to EITE Entities

Issue:  Currently the Draft Final Rules do not include the NAICS code 325199 (All Other Basic Organic Chemical Manufacturing) at all in the High, Medium or Low Leakage Risk category in Table 8-1.  The fuel and steam use at Dow Pittsburg are largely categorized under NAICS code 325199.  
Recommendation: Dow recommends that NAICS code 325199 needs to be added to ARB’s Table 8-1 in the Final Regulation in the High Leakage Risk category. 
Rationale: Dow conducted an analysis of onsite steam generation and onsite natural gas use in process heaters versus NAICS code applicability. Dow Pittsburg determined that 97% of our total boiler and process heater fuel use onsite in Dow equipment is classified under NAICS code 325199.   Dow also determined that 98% of our steam consumption is classified under NAICS codes 325199 and 325188 (All Other Basic Inorganic Chemical Manufacturing). This steam is generated by Dow onsite and is also purchased steam from Calpine, also generated onsite.  We also noted that 1% of Dow Pittsburg natural gas fuel use is classified under NAICS code 325320.

F.  Ensure that EITE Entities Recover All GHG Compliance Costs associated with purchased electricity

Issue: ARB’s proposal does not ensure that EITE entities costs associated with electricity purchases will receive adequate cost containment coverage of their emissions. Nor do the proposed regulations adequately specify requirements to the IOUs and POUs for cost recovery for electricity purchased by EITE entities.  

Recommendation: ARB should address these competitive impacts in one of three ways: 

1. ARB could provide an EITE entity a direct allocation of free allowances for power purchased from a distribution utility. To avoid double counting, ARB could then exclude these allowances from the allocation of free allowances to the entity’s serving utility, OR 

2. Alternatively, ARB could require the distribution utility to share the benefits of free allowance value with EITE entities through direct monetary rebates. 

Dow recommends that ARB provide that IOUs and POUs must convey free allowance value to an EITE entity through a rebate or bill credit, rather than through continued or increased access to energy efficiency programs or through other future policies that will be developed by utilities and their governing boards and/or agencies, OR

3. Finally, ARB could require utilities to provide EITE customers with a direct allocation of free allowances for power purchased from the utility. No adjustment would be required to avoid double counting in this example.

Rationale: Competitiveness for EITE facilities can be maintained only to the extent that the proposed regulations are modified to ensure that all GHG compliance costs are recovered by EITE entities.
ARB does not intend to provide free allocation of allowances for the carbon costs associated with imported power because it assumes that carbon costs associated with these imports will be alleviated by the allocation of allowances to its interconnected utility. In Appendix J, ARB states, “Indirect carbon costs arising from purchased electricity from the grid will be reduced through compensation from distribution utilities that are given allowance value for the purpose of ratepayer protection.”

The proposed change would empower the capped entity to make the most cost-effective investments in GHG reductions rather than prescribing a particular approach.  If an EITE entity procures power from an electric utility, the regulation is unclear about the level of coverage, nor how the value of allowances received by the utilities will be reconveyed to EITE customers.  These details need to be specified.  To achieve ARB’s stated objectives, the proposed regulation should be revised to provide explicit requirements that will ensure that carbon cost recovery by EITE entities for purchased electricity can be measured and ultimately achieved. 

G.  Clarify Treatment Of Purchased Electricity - Onsite Vs Offsite GENERATION 
Issue: The proposed regulation’s use of the term “on-site” power is unclear.

Recommendation: Therefore, Dow recommends that ARB clarify this term with regard to assistance to EITE facilities that purchase electricity from third party electricity generating facilities co-located at the EITE facility.  Dow recommends that ARB assure that EITE entities will be fully compensated regardless of which entity they purchase electricity from.  Effective transitional assistance to industrial facilities requires recovery of GHG compliance costs associated with power purchased from a utility or non-utility.

Rationale: In discussing thermal-energy based equations, the ISOR states, “Electricity purchased from off-site is not part of the thermal energy-based allocation equation but receives indirect compensation through [the] distribution utility to offset the expected indirect GHG costs, as described in Section 95892.”
  With these changes, the carbon costs associated with electricity consumed by all EITE entities will more likely be covered in a competitively neutral way.  

ARB’s proposed regulations leave open critical gaps that may compromise its ability to adequately provide transition assistance to EITE entities. ARB proposes to provide free allowance allocations to EITE entities to “avoid imparting undue initial economic gain or loss” in the early program years and to prevent leakage. ARB notes that current competitiveness is maintained if the free allocation covers all of the EITE’s carbon costs:

Current competitiveness is maintained if:

Free allocation = carbon costs – carbon cost recovered

Table J-7, however, highlights a major gap in this framework. As shown below, while ARB intends to directly reduce carbon costs associated with heat consumption and on-site energy consumption, an EITE facility will be exposed to GHG compliance costs associated with “imported” power.
h. PROVIDE FLEXIBILITY FOR EITE Entities to make THE MOST COST EFFECTIVE GHG Investments 
Issue: The proposed regulations would not adequately compensate an EITE facility for GHG compliance costs associated with imported power. 

Recommendation: Dow urges ARB to give EITE entities (rather than utilities and their governing agencies) the responsibility for deciding which GHG investments to pursue at EITE facilities.  

Rationale: The ISOR specifies direct rebates to residential customers.  The ISOR suggests that industrial electricity customers’ allowance value would be provided through energy efficiency (EE) benefits, rather than bill relief.
  The ISOR states, “The proposed regulation limits how the return of allowance value to customers might function. Staff believes that any rebates to residential customers should be made as separate payments and not simply deducted from customer bills….”
Appendix J to the ISOR further states, “As shown in Table J-7, electric distribution utilities are expected to reduce the carbon costs faced by industrial sources due to power purchased from the grid. Staff envisions this compensation would be in line with that given to other customer classes. However, the form of compensation to industrial ratepayers might best be structured as energy-efficiency programs rather than per-customer rebates.”

It is unclear, however, whether additional energy efficiency programs will have material value to EITE industries in the future, especially for those facilities, like Dow Pittsburg that have already implemented most of the efficiency measures.  Energy-intensive entities have been leaders in EE because of the impact of energy costs on profitability. Even if an energy-efficiency program could be leveraged, an EITE entity may not be able to realize full carbon cost recovery.  Energy efficiency programs and incentives may encourage incremental investments but they do not guarantee that EITE entities will be adequately compensated for the carbon costs associated with imported power.  ARB also leaves this issue to be resolved by the CPUC, which further increases uncertainty related to this issue. 
I.  Provide Additional Explanation For The Revised 2020 Allowance Budget
Issue: The proposed regulation is based on a new, poorly documented 31 MMT increase in the stringency of the cap and trade program that primarily impacts EITE entities. 

Recommendation:  The allowance budget should be restored to the estimate of 365 million metric tons, i.e., the documented level shown in the Scoping Plan. This would require a change in the allowance budget for the year 2020 in § 95840. 
Rationale: Since back-up data were not provided to change the programmatic cap that was adopted in the Scoping Plan, the allowance budget should not be revised as proposed in the Draft Final Rule.  The Scoping Plan provided a preliminary estimate of 365 million metric tons (MMT). The cap-and-trade proposed regulation proposes a substantially lower allowance budget of 334.2 MMT.  This equates to an additional 31 MMT reduction. The method to establish the preliminary estimate of 365 MMT was clearly described in the December 2008 Scoping Plan.  In the cap-and-trade proposed final regulation, Staff used emissions data for calendar year 2008 to adjust the proposed allowance budget for 2020. (Appendix E, page E-8.) 

In the Scoping Plan, projected emissions from sources outside in the cap-and-trade program were 57 MMT in 2020. In the final draft regulation, the 57 MMT has increased to 85 MMT.  This adjustment reduces the allowance budget in 2020, which impacts the allowance budgets for the entire program.  

J. Allow Entities to Bank their Rights to Purchase Offsets 
Issue: Dow believes that the limit on the use of offsets, set at 8% is too low and should be further increased. Dow is also concerned that the supply of offsets in the first compliance period will be insufficient to cover 8% of total retirement obligations. 

Recommendation: To address the potential shortfall in available offsets and to ensure that the program is implemented in a manner that allows this important design criteria to be achieved, Dow recommends that ARB modify the proposed regulation to allow each covered entity to carry over any unfilled rights to use offsets.  
Rationale: The cost implications of the rule are primarily based on the assumption that the 8% will be available. To disallow access and use of an important cost containment mechanism simply because supply cannot initially match up to the demand would effectively penalize capped entities for the non-availability of a cost containment feature that under the proposed program is presumed to be fully available during the first compliance period.  

Allowing capped entities, in particular, EITE facilities, access to such a cost containment mechanism would help meet ARB’s leakage goals, while remaining both below the 8% offsets threshold for the program and the entity.  Such a provision would also send clear signals to emission reduction project developers.  

k.  Provide an Adequate Supply Of Offsets in Order to Contain Costs 
K.1- Issue: The four offset protocols identified in ARB’s proposed regulations are unlikely to produce the level of offsets needed to provide the desired level of cost containment during the first compliance period.  The cost and timing of developing these offsets and making them available for AB 32 cap and trade cost containment purposes also remains very uncertain.   

K.1--  Recommendation: Allow Landfill Gas Offsets.
Rationale: To help ensure adequate volume during the first compliance period, Dow recommends that ARB reconsider its prohibition on the use of landfill gas credits by California entities.  Landfill gas offsets from throughout North America (except in jurisdictions where capture is required) should be allowed for compliance purposes during the first compliance period.  There are approximately 4 million metric tons of offsets verified under the CAR’s Landfill Gas protocol with significant potential untapped potential in the first compliance period.  Enabling the use of landfill gas offsets is necessary to meet the forecasted demand during the first compliance period.

K.2 - Recommendation: Pursue development of additional offset protocols, including a wetlands protocol.
Rationale: ARB staff solicited public input on which offset project types should be pursued.  Dow provided comments indicating that wetlands were an important potential offset typology that provided both GHG mitigation benefits and adaptation co-benefits.  While there are steps that need to take place before new offset protocols can be written, (e.g., pilot projects, research, funding, etc.), these and other offsets will be needed in future compliance periods.   ARB received a variety of other recommendations on offset typologies to develop.  These recommendations should be documented and included in a written plan that would put the ARB on track to provide a fully functioning cost containment mechanism in future years of the program.    

K.3 - Recommendation: Approve the use of the following Climate Action Reserve protocols:

1. Coal Mine Methane

2. Mexico Livestock

3. Nitric Acid Production

4. Organic Waste Composting

5. Organic Waste Digestion

Rationale: None of these five protocols has generated any CAR CRTs (offsets) as of November 2010 and projected offsets during the first compliance period appear to be small relative to what may be needed (and allowed).  Offsets from WCI partner jurisdictions appear unlikely to provide significant volume during California’s first compliance period.  

K.4 - Recommendation: Expand the Geographic Scope of CAR Protocols to North America

Rationale: ARB should modify existing and new Climate Action Reserve protocols to allow for their use for projects located throughout North America.  This is similar to the approach being taken to adopt the forest and livestock protocols for use in Mexico. While this approach may not allow offsets markets to mature in time to serve cost containment needs in the first compliance period, it would likely make a significant difference in the second and third compliance periods.  
K.5 - Recommendation: Dow advises ARB to expeditiously pursue the development of sector-based Reducing Emissions from Deforestation and Forest Degradation (“REDD”) offset criteria that can be adopted in time for use to contain costs in the first and subsequent compliance periods.

Rationale: Establishing sectoral REDD credits holds considerable promise to produce significant quantities of offsets, but the availability of those credits during the first compliance period may be very limited or non-existent due to the need to agree on protocols and other administrative tasks.  Even if a large supply of REDD offsets is developed, the use of sectoral credits is capped at 25% which translates into 10.6 million metric tons of offsets during the first compliance period. Dow advises ARB to consider temporarily raising this cap if other strategies to establish cost containment during the first compliance period fail to mature. 

K.6 - Recommendation: Work with stakeholders to expand the supply of offsets 

Rationale: Under the proposed rule, up to 42.5 million tons of offsets would be allowed during the first compliance period.  Given the thin volumes currently available, it appears very unlikely that supply would match demand in the first compliance period.  The supply of offsets in the second and third compliance periods would need to more than twice as large in order for the cost containment benefit of offsets to be achieved.  Dow is concerned that this mismatch between supply and potential demand will extend into the second and third compliance periods unless ARB expeditiously undertakes measures that will enable the offsets program to more fully serve its intended purpose.  

Dow recommends that ARB continue to coordinate with the US EPA, WCI partners, and others states and provinces throughout North America and beyond to consider how best to make real and legitimate cost containment available to those entities in California that are becoming the first in North America to become subject to added costs of a cap and trade program.  

In addition to providing needed cost containment, enabling more robust offset provisions is likely to build greater acceptance and support for the concept of cap and trade in jurisdictions that are still considering its merits. The largest benefit to the climate that may be experienced by the California cap and trade program is not the significant reductions achieved but the absence of economic hardship that might otherwise result if cost containment mechanisms are not fully functional during the first compliance period.  

K.7 - Recommendation:  Dow also supports the addition of new provisions in the proposed rule that would increase the offset supply via an increased offset limit if a risk of depletion in the allowance reserve is detected. 

Rationale: Inclusion and approval of mechanisms in the final rule would allow ARB an additional and potentially robust means of containing potential runaway costs while avoiding a curtailment and/or dismantling of the cap and trade program.

L. Enforce In A CONSISTENT AND Reasonable Manner 
Issue: Dow recommends that ARB adjust the penalties provisions in the draft regulation to ensure that penalties for cap-and-trade violations are commensurate with the scope and severity of the violation and potential environmental harm.

Recommendation: Dow recommends that ARB revise § 96014 of the proposed regulation to ensure that penalties for cap-and-trade violations are commensurate with the scope and severity of the violation and potential environmental harm, and are consistent with penalties for other stationary source violations. Penalties should be just high enough to induce compliance. 

Rationale: Dow supports full and fair enforcement of AB 32 to achieve the State’s GHG emission reduction targets in a timely manner.  

Subsections (a) and (b) of proposed § 96014 specify that violations for failure to surrender the required number of compliance instruments are a separate violation for each missing compliance instrument, and are a separate violation for each day after the specified compliance date that a required compliance instrument has not been surrendered. Since each “compliance instrument” is equivalent to one metric ton of GHGs (proposed § 95802(a) (36)), these subsections together result in a “per metric ton per day” penalty approach. 

M. Do Not Penalize Every Entity for the Excess Emissions of a Single Entity
Issue: The proposed cap-and-trade rule provides an automatic emissions penalty of four times the “excess emissions” for failure to timely submit the required amount of compliance instruments. See proposed § 95857(b). The proposed rule also allows for a 30-day period to be provided allowing a covered entity time to obtain the compliance instruments needed to correct a shortfall (including the 4x multiplier). See § 95857(c)(4)(6).

Recommendation:  Dow recommends the following approach to enforcement for the cap-and-trade program. First, § 95857(b) should be revised to eliminate the 4x multiplier for excess emissions resulting from “untimely surrender,” and instead require surrender of sufficient compliance instruments to make up the shortfall on a 1:1 basis, and impose a requirement for a cash payment of twice the quantity of excess emissions, multiplied by the most recent allowance market price. 

Rationale:  This approach would be sufficient have the same economic impact on the source as the 4x surrender requirement, while avoiding potential adverse market effects resulting from artificially decreased supply of allowances. 

N.
Include The Allowance Price Containment Reserve In The Cap-And-Trade Regulation 

Issue:  Robust cost containment provisions are needed to address the potential for spiking ad runaway compliance costs.

Recommendation: Dow supports ARB’s inclusion of a cost containment mechanism focused on allowance prices, with a ceiling price for accessing the Allowance Price Containment Reserve (“APCR”) and a reserve price as part of the quarterly auction.

Rationale:  Dow believes that including such a mechanism, if designed well, can reduce the volatility of allowance prices. Dow also supports ARB’s proposed general usage restrictions, such as limiting the ability to purchase from the reserve to complying entities, and requiring these entities to immediately retire any allowances purchased from the allowance reserve to their compliance accounts.  Dow supports ARB’s design decision to increase the offset limit to account for the allowances removed from the market to fill the allowance reserve.  Dow supports the removal of proposed restrictions in §95913 (c)(1)(B) that would require entities to empty both their limited use holding accounts and general holding accounts before accessing the allowance reserve. 

O.  Monitor The Potential For Depletion Of Allowances

Issue:  Under higher economic growth, reduced offset supply, and lower than expected efficacy of complementary measures, the allowance reserve could become entirely depleted.  

Recommendation: Dow agrees that ARB should “establish a formal review process that would include monitoring the allowance market for potential market failures or unsustainably high allowance prices, and develop a contingency plan that could be implemented should the allowance reserve approach low levels.” Any additional allowances that may be necessary to fortify or replenish the allowance reserve ought not to come from EITE entities.

Rationale: According to PG&E’s written comments
, PG&E commissioned Charles River and Associates (“CRA”) to analyze a range of scenarios in an effort to understand the circumstances under which the allowances in the reserve might become depleted. CRA analyzed the sufficiency of allowances in the containment reserve under different assumptions about economic activity (including economic growth, demand for electricity, and emissions growth in the non-electric sectors), offset supply, efficacy of complementary measures, and unforeseen events. Under ARB’s business as usual forecast for economic activity, (including ARB’s assumptions for offsets), CRA concluded that under certain plausible circumstances the allowance reserve reached a critically low level or was depleted entirely. Specifically, under higher economic growth, reduced offset supply, and lower than expected efficacy of complementary measures the allowance reserve was depleted entirely.  Dow shares PG&E’s concern regarding the potential depletion of the price containment reserve.  

P.  Establish A Contingency Plan To Address Potential Market Failure

Issue:  Dow is concerned about the rapid decline in allocated allowances.  

Recommendation: To address potential depletion of the allowance price containment reserve, Dow supports proposals that revenues from the reserve allowance auction be used to refill the reserve with Reducing Emissions from Deforestation and Forest Degradation (“REDD”) offset credits.  

Rationale: While approximately 97% of allowances are to be initially allocated to industry (including over 50% to electric utilities) during the program’s first compliance period (2012 through 2014,) this number decreases to 42% by 2020.  Dow is supportive of the high initial allocation, but believes the 55% decline in allocated allowances in only 6 years is problematic.  At the rate proposed by ARB, industry will find it very difficult to adjust to the increased costs of auction, threatening competitiveness, jobs and consumer energy prices.  Significant time and capital investment are needed to meet long-term emission reductions goals and transition California to a lower-carbon economy.  Dow recommends exponentially phasing in more auctioning over a longer period time, where initial auctions would be small and gradually increase at a steeper rate.  This will help participants acclimate to the market, keeping costs down and improving efficiency.   

Recommendation: In the event additional and adequate supply of compliance instruments is not immediately available, Dow supports the development and inclusion of a mechanism in the regulation that allows ARB to temporarily suspend the cap-and-trade program and the entities’ associated compliance responsibility until cost containment mechanisms are fully developed and functioning in a manner that fulfills their intended purpose.  

� To learn more about Dow’s commitment to sustainability, go to our website at �HYPERLINK "http://www.dow.com"�www.dow.com�


� To learn more, see our 2009 annual report at: �HYPERLINK "http://www.dow.com/financial/pdfs/161-00479.pdf"�http://www.dow.com/financial/pdfs/161-00479.pdf� 


� See Appendix J, at J-32.


� See ISOR at IX-59


� See Appendix J of the Initial Statement of Reasons (ISOR), Figure J-5.


� See Appendix J, at J-61.


� See Appendix J, J-61.


� See �HYPERLINK "http://www.arb.ca.gov/lists/capandtrade10/145-clean_00108649.pdf"�http://www.arb.ca.gov/lists/capandtrade10/145-clean_00108649.pdf� 
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