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Commentsto the California Air Resour ces Board Regarding Allowances Allocation | ssues

The Division of Ratepayer Advocates (DRA) appraasahe opportunity to comment on auction
allocation issues, following the California Air Resces Board (ARB) Technical Stakeholder
Working Group Meeting, held on March 17, 2008. tiis meeting, ARB requested input on
several questions regarding the allocation of greagse gas (GHG) emission allowances.

DRA is an independent division of the Californiabiic Utilities Commission (CPUC) that
advocates on behalf of customers of public utitethin the CPUC’s jurisdiction. DRA’s
statutory mandate is to obtain the lowest rateséovice consistent with safe and reliable service
levels. DRA is currently a party to a joint prodaw®y before the CPUC and California Energy
Commission (CEC) that is considering issues relagdgulation of GHG emissions in
California.

DRA recommends distributing allowances based ormdémeands of each sector. For the
electricity sector, auctioning all the allowanchs@d be the ultimate goal as it would send a
more direct price signal, raise revenues for eaiadgransition to a carbon-constrained

economy, and more easily accommodate new marketrgst However, in order to gain
experience with an auction system, California stiddnsition to a 100% auction system
gradually. DRA recommends using auction revenugetwefit the sector from which the revenue
originates, although those benefits might accroauigh investments in other sectors. In the case
of the electric sector, revenue should be useelip mitigate rate shock and ease the transition to
a carbon-constrained economy. These recommendatrendiscussed in more detail below.

Allocation methodologies should be determined separately for each sector.

Current discussions regarding the California GHGssians reduction program envision that
ARB would designate separate emission allowanaesdch sector. DRA recommends that the
ARB decide on a sector-by-sector basis whethewalhzes would be administratively allocated,
auctioned, or distributed through a combinatiothekse approaches. There is not necessarily a
one-size-fits-all solution to the question of alkowee allocation. Various characteristics —
including differing degrees of competition from apped sectors, ability to pass on allowance
costs to consumers, and more general economic tmpaxill necessitate individual
consideration of allowance allocation for each @ect

There are many advantages to auctioning emissiowahces, including:

= Minimizing the potential for windfall profits. Non-regulated entities that can pass on
the opportunity cost of the allocation may be dbleaise their prices to consumers at a

Ratepayer Advocates in the Gas, Electric, Telecommunications and Water Industries



rate greater than their increase in cost, resuitivgndfall profits to these entities at the
expense of the consumer.

= Encouraging and rewarding early action: Under an auction system, covered entities
who have already taken actions, and/or are willmmvest in additional measures to
reduce their emissions will be rewarded since thidyneed to buy fewer permits.

= Minimizing barriersto entry: If allowances are given away for free, existimms may
have a competitive advantage over new firms, aacetbre will require some
intervention mechanism to remove barriers to entigder an auction system, new and
incumbent firms are on a level playing field.

= Raisingrevenues. Revenues from the auction can be used to eadesiisition to a
carbon-constrained economy by funding researctdamdlopment projects and providing
targeted assistance to those hardest hit by thsitii@n.

= Creatingarobust pricesignal for carbon allowances. If permits are purchased, most
of the associated costs will be passed along tewars in their electricity rates. Carbon
cost may more quickly become a factor in dispatah@ocurement if permits are
auctioned than if permits are given away for fr&agulatory oversight will be needed
(including, e.g., the procurement review proces®rtsure that utilities will seek out
lower-cost energy options.

However, some sectors might require some admitistrallocation of allowances as a starting
point. For example, administrative allocation nmigh justified for firms that face competition
from uncapped jurisdictions. These firms might lb@table to pass on the allowance cost to their
consumers, as their prices may become less compdhtin prices of firms that do not face
carbon regulation; in this case, some administeagilocation would be necessary to keep those
regulated firms competitive.

Additionally, there are some situations where rpiding costs creating economic hardship for
consumers or regulated entities would make auctesssdesirable. Market participants are not
always able to instantaneously respond to priceassg and meeting GHG reduction goals should
not cause unnecessary economic harim.order to reward early action to reduce emissithe
allocation of allowances should generally be prapoal to product output rather than
determined based on historical emissions.

The ultimate goal for distributing allowances te #iectric sector should be 100% auction of
allowances, since this is the most economicallgieffit method of distribution, and would raise
funds to help ease the transition to a lower-cadzmmomy.

DRA recommends a combined auction/administrative allocation for initial distribution of
allowancesin the electric sector.

DRA generally supports auctioning of allowanceshasultimate goal for the electric sector, but
in order to allow market participants to gain ex@ece with the auction process, recommends a
gradual transition to a full auction. DRA recommsmnitially auctioning a small but significant
portion of allowances (e.g., around 20%) while @dliing the rest at no cost. The portion of
allowances distributed by auction should increasss tme. The actual proportions allocated
administratively and auctioned in each year wasréunther discussion. A portion of the

! See California Health and Safety Code, Sections 385§2jtand 38562(b)(2).
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administratively-allocated allowances could beasgde for new entrants, as has been done in the
Environmental Protection Agency’s Acid Rain Progrand similar trading programs.

A transition phase will allow utilities to make @rgement decisions looking forward to an
eventual auction of all allowances. The transipeniod will allow them to incorporate the price
of carbon in their long-term planning, and begimtove away from carbon-intensive sources of
electricity. At the same time, this transitionipdrcan also serve as a learning phase to fine tune
the auction process before reaching the point ahwiD0% of the allowances are auctioned. As
the price volatility during Phase | of the Européamon Emissions Trading Scheme illustrates,
the initial years of a cap-and-trade program wkkly involve significant details that must be
resolved to achieve optimal results.

Additionally, as discussed in the next sectionf@mers in high-carbon intensity service areas
may be vulnerable to short-term rate shocks iélkdwances must be purchased from the
beginning. These rate shocks may be mitigated whiaieif some allowances are given away for
free. The extent that free allocation will helgigate these shocks depends on several factors,
including regulatory oversight and the extent tackhmarket participants can raise their prices.

Auction revenue from a given sector should benefit that sector.

Money spent by a given sector to purchase auctiahedances should benefit that sector. This
condition is important to prevent significant econo impacts on any sector that may need to
purchase large amounts of allowances or otherwigergences higher prices as a result of
increasing carbon constraints. While price sigaag¢san important feature of carbon regulation,
short-term inelasticity of electricity usage cans®economic hardship to some areas.

DRA estimated the rate impact on two sets of ratesa customers in Pacific Gas and Electric’s
(PG&E) service territory, which is a relatively lesarbon intensive area, and the Los Angeles
Department of Water and Power’s (LADWP) serviceiti@ry, which is a relatively high-carbon
intensive area. These estimates set forth in Aggek, show rate impacts for carbon prices
ranging from $10 to $40/ton. These calculatiomsamy rough estimates, and the true rate
impacts will be determined by numerous decisiondema the ratemaking process. However,
these estimates are a reasonable starting poinhfterstanding the approximate impact that
carbon prices will have on the consumer under &ada0ction.

As shown in Appendix A, a carbon price of just $&6/would increase PG&E’s rates about 2%
percent, and LADWP's rates about 6%. If the carnpace rises to $40/ton, those rate increases
would be about 8% for PG&E and 26% LADWP. Thesmaases are quite significant,
especially for high-carbon areas such as LADWPortter to ease such dramatic rate shocks,
DRA recommends using auction proceeds to help meat®impacted by significantly higher
electric rates. If, for example, electricity raagprs pay large sums of money to purchase
auctioned allowances, then that money should be insguch a way as to help mitigate the
economic hardship the sector as a whole endunasrabhase those allowances.

However, requiring that auction revenues benefitaspective sector does not necessarily mean
that those revenues must be directly returnedabsictor, especially in the longer term. The
most cost-effective emission reductions might oaawther sectors, and in some cases, it may
be appropriate for auction revenue to be usedlduhieve those reductions. There might be
cost-effective emissions reduction potential withiparticular sector that would require
investments that exceed the allowance value gestevathin that sector. As an example, the
state could invest in public transportation infrasture to reduce vehicle miles traveled, but the



allowance value generated within the transportatextor may not be sufficient to cover the
large investments necessary to improve the putalitcsportation infrastructure.

It is premature to earmark specific funding now, ARB should have the flexibility to
determine how best to allocate allowance valugdeioto achieve the maximum emission
reduction potential across the sectors at the Iba@momic cost, while also protecting against
economic hardship in any particular sector. Tovalkoich flexibility, ARB should consider the
establishment of a California Carbon Trust. Fundsis Trust could be used for initiatives in
any sector that will most cost-effectively achie@asbon reductions, technological R&D, and
emission reductions in uncapped sectors.

Other considerations for distributing revenues inith sector may include:

Assistance to low-income consumers, small busisess®l communities that bear
disproportionate environmental and public healtrdbus;

Research, development, and deployment of GHG emnissduction technologies and
strategies; and

Adaptation programs for entities in the sector fhae serious financial hardship due to
the effects of climate change.

For the electricity sector specifically, auctiompeeds could be used to fund the following:

Provide financial assistance to those ratepayeétsandest by carbon regulations.

Adding additional funding to rebate programs (¢&g.20/20 program) to incentivize
energy efficiency by consumers. Demand-side efficy could be encouraged by giving
customers a financial incentive to reduce theictelgty usage.

Replacing the surcharge for the proposed Califdmsstute for Climate Solutions. As
currently proposed, the CICS would be funded oglynlvestor-owned utility customers.
Using auction proceeds instead would more equitdislyibute the costs across the
electricity sector, while still garnering GHG resgarelated benefits.

Sincerely,

Is/

Dana S. Appling

Director

Division of Ratepayer Advocates
California Public Utilities Commission
(415) 703-2544

dsa@cpuc.ca.gov



Appendix A — Estimated Rate Impacts of Carbon

Approximate average carbon intensity of electricity mix?
PG&E — 0.3 tons per MWh
LADWP — 0.6 tons per MWh
Electricity Price Increase Due to Carbon Costs (carbon intensity x carbon price)

Assumption: 100 percent of carbon cost passed through to ratepayers

Price of Carbon Add’l cost to PG&E rates Add’l cost to LADWP rates
(cents/kWh) (cents/kWh)
$10/ton 0.3 0.6
$20/ton 0.6 1.2
$30/ton 0.9 1.8
$40/ton 1.2 2.4

Estimated 2003 Retail Rates for PG&E and LADWP (cents per kWh)3

PG&E LADWP
cents/kWh cents/kWh

Residential 12.9 10.4
Small

Commercial 19.5 10.8
Medium

Commercial 14.5 9.6
Industrial 12.4 7.4
Agricultural 19.8 n/a

Predicted Retail Rates with Carbon Price of $10, $20, $30, and $40 per ton (2003 retail rate +
electricity price increase due to carbon cost)

Assumption: rate increase is evenly distributed among customer classes.

Carbon Price = PG&E LADWP
$10/ton cents/kWh % increase cents/kWh % increase

Residential 13.2 2.3% 11.0 5.7%
Small 19.8 1.5%

Commercial 11.4 5.5%
Medium 14.8 2.1%

Commercial 10.2 6.3%
Industrial 12.7 2.4% 8.0 8.1%
Agricultural 20.1 1.5% n/a n/a
Average 2.0% 6.4%

2 Comments of CPUC Commissioner Peevey at Commiddeeting, March 13, 2008.
3 California Energy Commission, “2003 California Asge Retail Electricity Rates by Major Utility.” vAilable
online at <http://www.energy.ca.gov/electricity/memt_electricity rates.html Site accessed March 2008.
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Carbon Price PG&E LADWP
= $20/ton cents/kWh % increase cents/kWh % increase
Residential 13.5 4.7% 11.6 11.5%
Small
Commercial 20.1 3.1% 12.0 11.1%
Medium
Commercial 15.1 4.2% 10.8 12.6%
Industrial 13.0 4.8% 8.6 16.2%
Agticultural 20.4 3.0% n/a n/a
Average 4.0% 12.8%
Carbon Price = PG&E LADWP
$30/ton cents/kWh % increase cents/kWh % increase
Residential 13.8 7.0% 12.2 17.2%
Small
Commercial 20.4 4.6% 12.6 16.6%
Medium
Commercial 15.4 6.2% 114 18.8%
Industrial 13.3 7.3% 9.2 24.3%
Agricultural 20.7 4.6% n/a n/a
Average 5.9% 19.2%
Carbon Price = PG&E LADWP
$40/ton cents/kWh % increase cents/kWh % increase
Residential 14.1 9.3% 12.8 23.0%
Small
Commercial 20.7 6.2% 13.2 22.1%
Medium
Commercial 15.7 8.3% 12.0 25.1%
Industrial 13.6 9.7% 9.8 32.4%
Agticultural 21.0 6.1% n/a n/a
Average 7.9% 25.7%




