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Ms. Lucille Van Ommering

California Air Resources Board

Office of Climate Change

1001 I Street

Sacramento, CA 95814

RE: CHP in a Cap and Trade Program

Dear Ms. Van Ommering:

The California Cogeneration Council (CCC) respectfully submits these comments on how the California Air Resources Board (CARB) should regulate greenhouse gas (GHG) emissions from combined heat and power (CHP) projects in California under a cap & trade regime.  


The CCC is an ad hoc association of natural gas-fired CHP projects located throughout California, in the service territories of all three of California's major investor-owned electric utilities (IOUs) - Pacific Gas & Electric Company (PG&E), Southern California Edison (Edison), and San Diego Gas & Electric (SDG&E).  In total, CCC members' 32 different cogeneration projects in California generate about 1,300 megawatts (MWs).  The majority of this power is sold to the California IOUs under long-term power purchase contracts; the remainder serves the on-site power demand of the commercial, industrial, and institutional customers that host CCC member projects.  CCC members also supply the critical thermal needs of their host facilities.  The CCC represents a significant share of the CHP projects now operating in California.


In aggregate, the CCC’s member projects have produced substantial reductions in California’s emissions of greenhouse gases since the 1980s, and continue to do so today.  Based on a representative survey of its member’s facilities, the CCC estimates that its CHP projects today produce approximately 10% fewer GHG emissions than would result from the separate production of their electrical and useful thermal output, even though the CCC members’ facilities generally were built 20 years ago and the efficiency of California’s fleet of fossil-fueled generators has increased over those two decades.  The CCC members surveyed have an average GHG intensity of about 0.4 tonnes CO2 per MWh, which is 20% lower than the average GHG intensity of California’s existing portfolio of fossil-fueled generation.
  Today, existing, efficient CHP projects in California reduce the state’s GHG emissions by an amount that the CCC estimates to be, conservatively, on the order of 2 to 4 million tons per year.


A.
The Role of CHP in Meeting California’s Future Energy Needs, and in Reducing GHG Emissions 

Given the efficiency of California’s CHP resources, it is important that the state’s GHG policies encourage the continued operation of these beneficial resources, and provide support for future investments that will enable these resources to improve their efficiency.  The CCC also believes strongly that energy policymakers must recognize that CHP is not simply a strategy to reduce GHG emissions.  The commercial, industrial, and institutional customers that CCC members serve are integral to the California economy, and CHP is a vital tool to help these customers to manage their energy costs, as well as their GHG emissions.  


In addition, CHP projects generally are located in the state’s load centers, and thus increase the reliability of the state’s electricity supply, reduce congestion and losses on the transmission grid, and avoid the need for new transmission capacity.  These benefits also will help California to meet its AB 32 goals and to minimize the costs of doing so – for example, by making available valuable transmission capacity that can be devoted to importing renewable resources sited in remote parts of California or other states.


CARB also should recognize that, for many CCC members, the production of energy is not their core business.  Investments in CHP facilities require large commitments of capital for which there are competing demands in CCC members’ businesses.  A successful CHP project requires knowledge of and participation in both natural gas and electric markets, activities that are not core competencies for many CCC members.  For example, a 2005 CEC workshop on CHP development discussed the following market barriers to CHP deployment: “complexity found in Cal ISO tariffs; high payback criteria for capital investment in the commercial and industrial sectors; perceived volatility of the natural gas market; and unwillingness to acquire the necessary skills to own and operate a CHP installation.”
  Finally, the history of California’s policies toward CHP is complex, checkered, and volatile, particularly with respect to the prices that the CPUC has allowed the state’s utilities pay for CHP generation.  As a result, it is absolutely critical that the state make a firm commitment to a long-term, stable policy environment that supports both the continuing operations of existing CHP and investments in new CHP.  


In its AB 32 Scoping Plan, CARB has identified the further development of CHP in California as a key emissions reduction measure.  The CARB projects that new CHP facilities could generate 32,000 GWh per year, add 4,000 MW of capacity to the grid, and reduce GHG emissions by 6.7 MMT CO2e in 2020.  The CCC fully supports such ambitious goals, but observes that they will be achieved only through a concerted, coordinated effort to implement policies that support and sustain further investment in CHP in California.  In particular, the state needs to retain its existing fleet of efficient CHP; otherwise, the amount of new CHP needed to meet the CARB’s goals will be that much greater.  Further, if state policy encourages existing CHP facilities to improve their efficiency, such efficiency gains also can contribute to meeting the CARB’s new goals for GHG reductions from incremental CHP capacity.
  Finally, if the operators of highly efficient CHP are not renewing power sales contracts and are closing existing  CHP facilities in California as a result of unfavorable economics or an unsupportive policy environment, it is highly unlikely that those facilities will be replaced by new CHP development.


B.
The Joint CPUC / CEC Decision on GHG Strategies



The CCC participated actively in the joint CPUC / CEC proceeding to recommend to CARB how the state should regulate GHG emissions from the energy sector, including a cap & trade system for the allocation of GHG emission allowances.  This proceeding included a significant examination of regulating GHG emissions from CHP.  The CPUC / CEC review culminated in D. 08-10-037, the two Commissions’ Final Decision on GHG Regulatory Strategies (GHG Decision).  CCC has reviewed the presentations from the CARB September 9, 2009 CHP and Cap-and-Trade Public Meeting and finds it difficult to respond to the options presented without a broader understanding of how CARB proposes to treat the electricity sector in the cap and trade system.  Consequently, the CCC has used, as a reference point, the Joint CPUC / CEC Decision on GHG Strategies.

The GHG Decision recommended that the GHG emissions associated with the production of electricity, both power sales to the grid and electricity for on-site use, should be regulated in the electricity sector, while CHP emissions associated with producing thermal energy should be regulated in the industrial sector.  With respect to electric sector emissions, the GHG Decision in general proposed to treat CHP units no differently than other electric generators.  While the CCC understands the two Commissions’ desire to treat CHP like other electricity generators, the CARB should be aware that this determination may erect a new barrier to CHP development.  In the proceeding before the two Commissions, the CCC joined the Cogeneration Association of California (CAC) and other parties in advocating the placement of CHP in its own sector, as is done in many countries in the European Union, including the United Kingdom, Finland, Poland, and Hungary.
  The CCC is willing to accept the regulation of CHP emissions in multiple sectors – particularly given the two Commissions’ strong commitment to reduce the barriers to CHP – but observes that this task will be complicated by the multi-sector regulation of CHP.


The CCC agrees with many of the elements of the GHG Decision, and urges the CARB to give significant deference to the expertise of the CPUC and CEC in fashioning GHG regulations for the cap & trade regime for the energy sector.

In particular, the CCC supports the following elements of the GHG Decision that are relevant to CHP projects:

$ 
GHG Regulation Itself as a Barrier to CHP.  The GHG Decision correctly acknowledged that the regulation of GHG emissions inadvertently may present a barrier to further CHP development and to the significant reductions in GHG emissions that additional CHP capacity could produce.  This barrier arises because a customer’s costs for GHG compliance will rise if the customer installs CHP.  Although the total statewide emissions with the CHP facility in the system are lower than the emissions that would be produced by a separate power plant and boiler in the absence of the CHP unit, the onsite emissions at the CHP facility are significantly higher than those produced from a conventional boiler.  As a result, the CHP facility is penalized by a higher compliance liability even though it has contributed a significant reduction to the GHG emissions of the state as a whole.
  California’s GHG policies for CHP must be crafted to remove this critical barrier.

$ 
CHP Should Be Treated as an Emissions Reduction Measure.  Some parties, including several utilities, contended before the CPUC that, if new CHP is efficient, the market alone would support new development.  Rejecting this view, the GHG Decision agreed with the CCC and other parties that “there may be barriers to the adoption of CHP that would prevent achievement of optimal levels of CHP through a market-based system.”
  As a result, CHP should be supported as a programmatic emissions reduction measure that is encouraged with appropriate regulatory policies to remove these barriers. 

$ 
The Need for New Pro-CHP Policies.  The CCC strongly concurs with the GHG Decision’s conclusion that state does not yet have adequate policies in place to support the further development of the state’s CHP potential.  The GHG Decision announced that the CPUC would continue to implement AB 1613 to assist the development of small CHP projects under 20 MW, and would initiate a new rulemaking proceeding to examine how to remove market and regulatory barriers that may impact both existing and new CHP, of all sizes.

$ 
CHP Unit as the Deliverer of On-Site Power.  The GHG Decision determined that electricity produced by a CHP unit and used on-site also should be included in the electricity sector, even though the power is not delivered to the grid.
  This treats the CHP operator as comparable to a deliverer of power to the grid in the electric sector.  Thus, for the emissions associated with CHP electricity used on-site, the CHP operator would be responsible for obtaining the requisite allowances.

$ 
CHP Unit as the Retail Provider for On-Site Loads.   The GHG Decision properly acknowledged the dual roles that CHP plays as both a deliverer for all of its electricity and a retail provider for the on-site usage that it serves directly.  Thus, if GHG allowances are allocated to retail providers, a CHP unit should be included in that allocation for the on-site load that it serves.


The CCC believes that the most constructive process at this time would be for CARB staff to indicate which elements of the GHG Decision it proposes to accept and which elements it may change, and then to seek comments on those changes, before CARB formulates draft regulations applicable to the electric sector.  As part of this process, the CCC encourages CARB to address the allocation of emission allowances to CHP in a workshop or other stakeholder forum.

C.
The GHG Decision’s Proposed Allocation of GHG Allowances to CHP Does Not Support Long-term Investments in CHP.

The GHG Decision proposed to allocate GHG allowances to CHP on the same basis that allowances are allocated to all other electric generators – that is, on the basis of the fuel-differentiated output of fossil generators in California.  In the first year in which GHG emissions will be regulated (2012), 80% of emission allowances would be allocated for free to deliverers, including CHP units.  This percentage then would decrease by 20% per year, with the percentage of allowances distributed by auction increasing correspondingly until 100% of allowances are auctioned in the fifth year (2016).
  


In its comments in the joint CPUC / CEC proceeding, the CCC recommended the allocation of allowances to existing CHP on the basis of historical emissions and to new CHP using a “double benchmark” standard.  The CCC also advised a slower phase-in to the full auctioning of GHG allowances, in other words, what often is referred to as a higher “compliance factor.”  The CCC continues to have serious concerns that the allocation approach recommended in the GHG Decision will not be adequate to promote the continued, long-term operation and development of California’s CHP resources.  These concerns include:

$ 
CHP projects have operating constraints different from other electric generators.   In order to obtain the efficiency benefits of producing two forms of energy from a single fuel, CHP units must operate to serve the on-site demand for thermal energy.  As a result, most CHP projects face operational constraints in generating power that are significantly different than other types of electric generation.  In many cases CHP units cannot be dispatched off in response to changing variable costs of production, including GHG emission costs.  As a result, CHP units have less ability to minimize or avoid GHG costs than do other types of fossil generation which can turn off if they cannot recover their GHG costs.  In addition, existing and contemplated CHP sales contracts with the IOUs have no provision for the assured recovery of GHG costs.  Accordingly, it is unfair to allocate GHG allowances to CHP on the same basis as other generators that have more operating flexibility and assured recovery of their GHG costs.

$ 
Treating CHP exactly like other electric generators is inconsistent with recognizing CHP as an emissions reduction measure.  In adopting CHP as an emissions reduction measure, the GHG Decision correctly recognized that there are barriers to CHP development that must be overcome, and that CHP development will not occur if CHP resources simply are treated the same as other electric generators.  Yet 150 pages later, the GHG Decision largely ignored this conclusion in deciding to allocate allowances to CHP on the same basis as other electric generators.  The GHG Decision indicated that 

... we do not determine at this time that it would be appropriate to use favorable distribution of GHG allowances to provide an extra incentive for CHP technologies. This issue may warrant revisiting as part of our further examination of CHP barriers.

The CCC believes that CARB should revisit this determination, if the CPUC does not do so.  CARB should consider alternative approaches to the allocation of allowances to CHP, consistent with the treatment of CHP as a programmatic emissions reduction measure and in recognition that the allocation of allowances is a straightforward means to reduce the market barriers to CHP development.  The CCC proposes below an allocation of allowances that would address the barriers to CHP development.
$ 
The GHG Decision does not address the allocation of GHG allowances to new CHP.  The GHG Decision does not discuss the allocation of emission allowances to new CHP.  During the four-year phase-in period, free allowances are allocated to existing generators on the basis of historical, fuel-adjusted output.  Presumably, a new CHP unit would receive no free allowances for at least an initial year, as the new CHP would have no track record of output on which to base an administrative allocation.  After the four-year phase-in period is over, a new CHP project would have to obtain 100% of its allowances through the auction market.  How a CHP project will recover these costs remains highly uncertain.  Given that the installation of CHP results in substantially higher GHG emissions at the site of the CHP unit, this uncertainty will be a very substantial barrier to new CHP.

$ 
The GHG Decision does not address CHP emissions associated with the production of thermal energy.  The CCC has noted above that regulating CHP emissions in multiple sectors will increase regulatory complexity and uncertainty for CHP projects.  The GHG Decision provides a good example of this – the order recommends an allocation of allowances to CHP based on a CHP unit’s electric production, but does not propose how to regulate CHP emissions associated with thermal production.  The CCC urges CARB to adopt a comprehensive regulatory scheme for CHP that allocates allowances recognizing both of the energy products that CHP units produce.  This is accomplished by the “double benchmark” allocation method that the CCC recommends below.  
$ 
Reaching CARB’s goals for CHP development will require consistent, long-term policy support.  The GHG Decision would provide the benefit of an administrative allocation of allowances only during a brief, four-year phase-in period (2012 - 2015).  Achieving the CARB’s CHP goals will require policy support for CHP on a much longer and sustained basis.  Most of the 4,000 MW of new CHP that CARB contemplates will not come on-line until after 2015, and thus will not benefit from the phase-in of the auctioning of allowances.  Further, there are almost 5,000 MWs of existing CHP units whose sales contracts with the IOUs will need to be renewed over the next 15 years and who will be making decisions about whether or not to continue to operate.  About one-half of this capacity holds contracts that will not expire until after 2015; as a result, these projects also face re-contracting in a world in which allowances may be 100% auctioned.  As noted above, at present there are no contractual provisions that provide CHP projects with assured recovery of GHG costs.  Thus, absent changes in policies on the allocation of allowances to CHP or on cost recovery, after 2015 customers that install or re-contract CHP projects will face a significant, unmitigated increase in the GHG compliance costs for the host site, with no assurance that these costs can be recovered.


D.
Recommended Allocation of Emission Allowances to CHP

For the reasons just discussed, the GHG Decision’s suggested approach for allocating emission allowances to CHP fails to support the development and operation of efficient CHP, notwithstanding the order’s strong support for removing the barriers that impede the development of efficient CHP facilities.  

The CCC observes that, in the comments in the joint CEC / CPUC proceeding, the use of a “double benchmark” approach to the allocation of allowances to CHP received support “on both sides of the aisle,” that is, from Southern California Edison (SCE) as well as from the CCC and the Cogeneration Association of California (CAC).
  The double benchmark approach allocates allowances to a CHP project based on the emissions to produce the same thermal and electric energy in separate reference or “benchmark” facilities – typically an 80% efficient boiler and the marginal generator on the electric system.  Thus, a CHP facility would receive allowances equal to the sum of the emissions of an 80% efficient, natural gas-fired boiler that produces the same amount of thermal energy as the CHP, plus the emissions from the marginal source of electric generation producing the same amount of electricity as the CHP.  A double benchmark approach recognizes the dual energy products that a CHP unit produces, and directly addresses the key barrier to CHP development – the fact that CHP increases on-site GHG emissions while reducing GHG emissions from society at large.  A double benchmark allocation allows a CHP unit to obtain allowances that cover the increased emissions resulting from the dual production of both electric and thermal energy on one site, and provides a strong incentive for existing CHP to operate efficiently and for new CHP to be designed with the highest overall efficiency.  

The CCC recommends the following key parameters for a double benchmark allocation:
· Boiler Efficiency:  80%.

· Heat rate benchmark for existing CHP:  8,300 Btu per kWh, which is broadly consistent with recent historical system market heat rates and the CHP technical guidelines proposed by the CEC for AB 1613.
  Existing CHP displaces marginal generation from the existing electric system.

· Heat rate benchmark for new CHP:  7,300 Btu per kWh, a realistic, operating heat rate of a new combined-cycle gas turbine (CCGT) power plant.  New CHP is assumed to avoid generation from a new CCGT.
· Term of the double benchmark allocation:  10 years.

· Annual decrease:  The double benchmark allocation will be reduced each year by the same percentage as the percentage decrease that year in the overall GHG program cap.

· Future review:  CARB should review the adopted benchmarks periodically, perhaps every 5 years, to ensure that they are representative of the future California electric system.  For example, if more efficient CCGTs are being built 5 years from now, the  heat rate benchmark for new CHP should be adjusted to use the lower heat rates of the new CCGT units 
This double benchmark would remove the principal barrier to expanded CHP development in California.  Existing CHP would have a direct incentive to operate efficiently on the margin, and efficient new CHP would receive the assurance that they would be assigned adequate allowances to cover their emissions.

The CCC appreciates the Board’s attention to these comments on these matters of critical importance to the future of CHP facilities in California.  The CCC looks forward to working constructively with the CARB as it develops and refines its GHG regulations.

 





Respectfully submitted,

   / s / R. Thomas Beach

R. Thomas Beach, Principal Consultant
Crossborder Energy

2560 Ninth Street, Suite 213A

Berkeley, California 94710

Telephone: 510-549-6922

Facsimile: 510-649-9793

E-mail: tomb@crossborderenergy.com
cc:
Dr. Kevin Kennedy, CARB
Mr. Gary Collord, CARB


Mr. David Mehl, CARB


Mr. Michael Colvin, CPUC

	�   Based on the 2008 GHG intensity of fossil generation in California (0.5 tonnes CO2 per MWh) modeled in the CPUC’s GHG Calculator.


	�  Cited in the June 2, 2008 comments of PG&E in CPUC Docket No. 06-04-009, at 84.


	�   Slide 13 of the September 9 presentation of Michael Colvin of the CPUC Policy & Planning Division (CPUC Presentation) accurately summarizes how both existing and new CHP can contribute to reaching CARB’s CHP goal.


 


	�   “IEA Information Paper: Combined Heat and Power and Emissions Trading: Options for Policymakers,” (International Energy Agency, July 2008), at 19.


	�   In other words, because the CHP unit efficiently produces both electric and thermal energy, the unit’s GHG emissions for the production of electricity are lower than those of the marginal generator, and as a result the CHP project reduces GHG emissions from a societal perspective.  Slide 6 of the CPUC Presentation illustrates this barrier. 


	�   GHG Decision, at 104.


	�   Ibid., at 105.  Consistent with the encouragement provided in the GHG Decision, broad-based discussions concerning new, long-term CHP policies are actively under way, involving CPUC staff, consumer groups, CHP interests, and the utilities.  Because these talks also involve the settlement of ongoing litigation, they are being conducted under CPUC settlement rules.


	�   Ibid, at 245.


	�   Ibid, at 250-252.


	�  Ibid., at 206-207, 210-211, and 214-216.


	�   Ibid., at 249.


	�    June 2, 2008 comments of SCE (at 30-31), CAC (at 4-5, 41,49-52), and CCC (at 13-14) in CPUC Docket No. 06-04-009.


	�    The CEC has proposed a “fuel savings standard” for CHP projects qualifying under AB 1613 using a heat rate of 8,358 Btu/kWh on a HHV basis.  See the California Energy Commission’s “Draft Guidelines for Certification of Combined Heat and Power Systems Under the Waste Heat and Carbon Emissions Reduction Act - Public Utilities Code Section 2843,” (July 2009, CEC-200-2009-016-D).
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