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Commentsto the California Air Resour ces Board Regarding Cost Containment
Mechanisms under a GHG Cap-and-Trade Program

The Division of Ratepayer Advocates (DRA) appreasahe opportunity to comment on auction
allocation issues, following the California Air Resces Board (ARB) Technical Stakeholder
Working Group Meeting held on April 25, 2008.

DRA is an independent division of the Californigbiei 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.
DRA is currently a party to a joint proceeding refthe CPUC and California Energy
Commission (CEC) that is considering issues relaigdgulation of greenhouse gas (GHG)
emissions in California.

DRA’s comments below are focused on two issuesusigeof a safety valve in an allowance
auction market, and the use of a floating compkgperiod. DRA recommends that the ARB
adopt a safety-valve mechanism to prevent sham-sgikes in allowance price, but reject the use
of a floating compliance period due to the addedmexity it would impose on program design.
DRA intends to submit more extensive comments ¢oGhlifornia Public Utilities Commission
and the California Energy Commission on May 27,820t will address additional cost
containment mechanisms and the need for an indepéentarket oversight body.

DRA recommendsthat the ARB adopt a safety valve mechanism to prevent short-term
spikesin allowance prices.

From the perspective of an entity that must purelaiswances, an uncapped allowance price
adds a huge uncertainty to planning its operatioash flow. A transparent set of rules to prevent
short-term spikes in allowances prices will helgntan a stable business environment. Given
that GHGs are stock pollutarftshort term increases in emissions do not haveréfisant

impact on long-term environmental damages. DRAetoee recommends that the ARB adopt a
safety valve mechanism that would allow ARB theifbdity to borrow allowances from future

! Stock pollutants are those that build up over titue to their longevity in the atmosphere. Becamasbon dioxide
emissions stay in the atmosphere for decades aschve a cumulative effect, the level of emissioreny one year
is not nearly as important as the overall quarmtitgmissions over a longer timeframe. In contimty pollutants
dissipate rather quickly. The level of emissiamaiy given year is important.
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compliance periods when allowance prices reachesltiold level. The additional allowances
would be offered for sale at the price cap rathantbeing auctioned to the highest price bidder.

DRA’s proposed safety valve mechanism is similaa tirrowing mechanisf.In this case, the
borrowing of allowances, however, is done by tigulator, rather than the covered entities, to
prevent covered entities from accruing an allowadetg. The total number of allowances
earmarked for the subsequent compliance pericetisced by the number of borrowed
allowances, such that the cumulative reductions theetwo compliance periods would be the
same. In other words, under this safety valve mashg the emissions reduction path between
2012 and 2020 could be altered, but the emissiadgdd, which is equal to the area under the
curve of the emissions reduction path, would remiaichanged.DRA further notes that a recent
Congressional Budget Office (CBO) study entitledli& Options for Reducing CO

Emissions® concludes that a cap-and-trade program that iesladsafety-valve and either
banking or a price floor could be significantly raafficient than a program with an inflexible
cap.

At the April 25, 2008, Program Design Technicalksteolder Working Group Meeting,
representatives of NRDC commented that an exgafity valve as a cost containment tool is
unnecessary given that AB32 includes a built-ietsafalve that allows the Governor to intervene
in the event that allowance prices reach a le\alitimy significantly impact the California
economy’ Section 38499(a) of the Health and Safety codegeher, does not define the
appropriate point of intervention by the Governidiis creates an uncertainty as to what
constitutes an “extraordinary event” that wouldmpa the Governor to intervene. Furthermore,
this provision does not prevent the ARB or a desigth market oversight body from proactively
preventing major economic disruptions due to runaleeels of allowance prices.

DRA recognizes that in the long term, repeatedyé&iong of the safety valve would imply that the
2020 target for GHG emissions reduction would retriet. It would also mean that the cost of
achieving AB 32 goals would be significantly greatean expected. Repeated triggering of the
safety valve would warrant a reevaluation of thepaed trajectory for reaching the 2020 goal,
and the effectiveness of the strategies used &mhrag that goal.

DRA does not have specific recommendations omggtiie safety valve levels at this point, but
notes that the CBO study suggests an allowance paip based on the best available estimate of

2 A safety-valve mechanism could alternatively imse the total number of allowances rather tharoldng
allowances from future periods. However, incregsire total number of allowances could threaten the
environmental integrity of the cap-and-trade system

% The Emissions Reduction Path and Emissions Pathlastrated in Figure 1 of the ARB white paperamst
containment tools as background to the April 29)@program design technical stakeholder meeting.
* “policy Options for Reducing C{Emissions”, Congressional Budget Office, Febr298.

® Section 38499 (a) of the Health and Safety Coalesthat “In the event of extraordinary circumseam
catastrophic events, or threat of significant ecoiccharm, the Governor may adjust the applicabkeltiees for
individual regulations, or for the state in the @ggte, to the earliest feasible date after thadkiee.”



the benefit (or avoided costs) of GHG reductiong.dhother way, the level of the safety valve
could be based on the economic impact of GHG eamnsginder a “business-as-usual”’ scenario.
The Stern Repdtprojects the long-term economic costs of unmiidaBHG emissions would
cost at least 5% of the global gross domestic profEDP) by 2053.Assuming an increasing
safety valve level over time to account for infhetiand the increasing costs of GHG emissions
reduction, the ARB could design the safety valveiblyer starting with a reasonable price cap in
the beginning compliance period and escalatinget time, or working backwards using the
long-term economic costs of unmitigated GHG emissi@iven the importance of the issue and
the difficulty of establishing a proper level, DRAcommends that the ARB solicit further
comments specifically on this issue.

DRA believes a floating compliance period would unnecessarily complicate the program
while providing limited benefits.

At the April 25th ARB workshop, Southern Califorriz@ison (SCE) raised the idea of a floating
compliance period for individual entities. SCE gesgts that a floating compliance period — in
which regulated entities would be able to choosdehgth of their particular compliance period —
should help protect against market manipulationgarding® It would also allow covered

entities additional flexibility and a greater atyilto contain costs. (DRA agrees that a floating
compliance period would have these benefits; howeweh a mechanism would introduce
significant administrative complexity that mustweighed against the benefits, particularly when
considering the use of other cost containment nreshes. Overall, DRA believes the benefits of
SCE’s compliance period proposal can be achievedigiin other mechanisms, and thus the
additional administrative burden from a floatingrqdiance period would not be necessary.

There are two main advantages to a floating compéigeriod: (1) a reduced potential for market
manipulation, and (2) flexibility for a participamt meeting its allowance obligation. There is
concern that, with a fixed compliance period, ggrants may be able to accumulate excess
allowances early on, and then sell allowanceseaetid of the period at a high price since at that
point covered entities will soon need to show thaye sufficient allowances to cover their
emissions. If all entities are surrendering alloees in different years, it is more difficult to
manipulate the market. A floating compliance pemazlld also allow participants to better
manage short-term fluctuations in their emissiam$ @mpliance costs. This mechanism may be
particularly useful for covered entities that ugdropower in their fuel mix, and face variations

in hydropower output due to fluctuations in weather

® “Stern Review Report on the Economics of Climaten@e published on October 30, 2006, was commigsidyy UK
Chancellor Gordon Brown in July 2005. The reviewswased on the assessment of climate scienceccatidy the
Intergovernmental Panel on Climate Change in 200 tafculated that the dangers of unabated clinteiage would be
equivalent to at least 5% of the global gross ddimesoduct each year.

" The Stern Report concurrently recommends an imasstof about 1% of the global GDP to avoid irreisle
damage to the climate. (source: http://www.indeendo.uk/news/business/news/stern-warns-that-tditiaange-
is-far-worse-than-2006-estimate-810488.html)

8 The Appendix illustrates DRA’s understanding of floating compliance period would work.



The main drawback of a floating compliance permthe additional administrative burden it
creates. The added complexity of separately tngckompliance periods and obligations for each
individual participant could be significant. Framonitoring perspective, the overseeing
regulatory body would not know how many allowanaesto be retired (and by whom) in any
given year. From an administrative standpoinidtld be much easier to monitor and track
allowance obligations if there is a uniform compta period. Other administrative issues would
also likely be complicated. For example, compilpggiodic progress reports on the success of
the program would be more difficult in terms of eggating emission reductions and program
compliance in any given year. These administrato@plexities are not insurmountable, but they
do not appear worth the limited benefits they wanffer.

The advantages a provided by a floating complignereod can be achieved through other means.
For example, a market oversight committee coulg dekctly monitor and prevent market
manipulation. It is unclear how much additionahéfit a floating compliance period would offer
in preventing market manipulation, as the incerstifgg accumulating excess allowances may not
change significantly. To help participants maniagkvidual costs, there are other flexible
compliance mechanisms under consideration — subhrdsng, borrowing, and multi-year
compliance periods. All of these mechanisms serneven out short-term fluctuations in market
prices and participant emissions. Simultaneou&yang for all of these mechanisms would
greatly increase the complexity of the system wtintese same benefits could be achieved with a
fewer number of flexible compliance mechanismsorgterm fluctuations could be smoothed

out with one or two of these mechanisms; emplogihfpur may be excessive. A market
oversight committee, coupled with banking and atryalar compliance period, should be
adequate to control market manipulation and manages without overly complicating
administration of the cap-and-trade system. tfmadtely, ARB believes more is needed to
prevent manipulation, staggered-compliance perddise same length, rather than compliance
periods of indeterminate length established atitberetion of the regulated entity, would be
administratively more manageable.



Appendix: Explanation of Floating Compliance Period

As DRA understands the SCE proposal, covered esititould individually be allowed to choose
the length of their compliance period. At the ehthe chosen compliance period, the entity must
surrender enough permits to cover its emissionghitrperiod; then, the compliance period will
start over again, with the entity again being aovio choose the length of the next compliance
period. The total number of allowances that eattiyemust surrender will not change.

As an example, consider hypothetical Deliverer A Beliverer B (illustrated in the tables
below). Assume that both deliverers receive alloves for 10 tons of carbon for years 1-4, and
no borrowing or banking is allowed. Both deliveren average emit 10 tons of carbon per year,
but have variations in these emissions.

As shown in the tables below, the deliverers haweal options for meeting their compliance
obligations without needing to purchase allowandést. Deliverer A, it could choose a three-year
length for the first compliance period and a onaryength for the second. Or it could choose a
one-year length for the first and third compliapegiods, and a two-year length for the second.
For Deliverer B, it could choose either two two-4yeampliance periods, or one four-year
compliance period.

If the compliance period was instead fixed at, sage years in length, Deliverer A would have
sufficient allowances to cover its emissions fa tinst three years, but Deliverer B would be
short five allowances for that compliance peridéfidhe compliance period were fixed at two years
in length, this time Deliverer A would be shortdiallowances at the end of the compliance
period, while Deliverer B would have enough.

Deliverer A Year 1 Year 2 Year 3 Year 4 Average
Emissions 10 5 15 10 10
Allocated 10 10 10 10 10
Allowances

Deliverer B Year 1 Year 2 Year 3 Year 4 Average
Emissions 15 5 15 5 10
Allocated 10 10 10 10 10
Allowances

The variability in compliance period length makesdicting the number of allowances needed in
any given year more difficult to estimate. Ithgstunpredictability of allowance need that makes
market manipulation more challenging — and alsatexegreater administrative burden.

A floating compliance period would require certalaments to be effective. First, the length of
the compliance period must be capped to prevetitjpants from indefinitely deferring their
compliance obligations. A three-year maximum fay given compliance period, for example,



would allow participants to have flexibility whikill ensuring they are regularly covering their
emissions with permits. Second, allocations/austiof allowances should be held at least once a
year in order to ensure that allowances are eqaadyable for all lengths of compliance periods.
Without an annual distribution of permits, thereyrba situations where no distribution of

permits takes place during a time period that &qudar participant chooses as its compliance
period.



