July 18, 2007
Project 10096.001

Ms. Mary Nichols I
Chair, California Air Resources Board
1001 “I” Street o

' Post Office Box 2815
Sacramento, California. 95812

Subject: Detailed Comménts‘ & Recommendations for the Market Advisory Committee in
response to the June 1, 2007, MAC Draft Report o

Dear Ms. Nichols: '

As representatives of the California cement industry, we welcome the opporturiity totespond to =
the MAC’s recommendations on the general conceptual design of a cap-and-trade system, and
we look forward to further discussions of the design specifics affecting the cement indusiry or a
broader regulatory program. After presenting an executive summary, we will discuss each issue
in turn. : e S o - '

| . Executive Summary
¢  We believe that any state climate change policy must have the real potential to
significantly reduce greenhouse gas emissions while minimizing the overall economic

impact on the state. For a multi-sector cap-and-trade system to achieve meaningful
reductions with minimal economic disruption, it must be well designed.

* Failure to design a cap-and-trade system that reflects the unique characteristics and key -
challenges of individual sectors will result in unacceptable costs and severe economic
dislocation ~ shifting production to uncapped jurisdictions and compromising the policy’s
overall effectiveness at combating global greenhouse gas emissions (i.e. leakage). - '

¢ Although we believe that MAC has correctly stated that a cap-and-trade system must be
consistent with fundamental principles of effectiveness, efficiency, and equity, we '
disagree that the application of these principles leads to many of the recommendations
put forward in the MAC’s report. . The following recommendations are provided inan -
effort to bring these principles into better balance and create a cap-and-trade system that

is acceptable to all stakeholders:

- L. Program Scope - Implementing a Comprehensive System: A cap-and-
trade system should be as comprehensive as possible from the ouiset. The
transportation ‘sector should : be included in the initial phase of the
program and CARB should aggressively pursue the development work
needed to do so. ' ' ' :
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2. Allowance Allocation - Addressmg Sector-Spectf c  Challenges:

“Allocation decisions should be based on a “bottom-up” approach that

considers the unique characteristics and challenges of specific industries.

© The ratio of auctioned to freely allocated permits should be determined

mdependenﬂy Jjor each sector — ensuring thai the overall reliance on
-auctions is driven by practical econom:c considerations.

3. Allowance Allocation - Applying the Equity-Value Neutrality Criteria:
To correct for competitive distortions and minimize leakage,; policymakers -
. should satisfy the equity-value newtrality criterion through the allocation
of free allowances. Policymakers should select and apply a method for -
. determining free allowances that satisfies the criterion, while maintaining
incentives for early action. :

4. -'Allawance Al!ocatwn Avozdmg an Extreme I 00/ Auctmn Mandate -
' _Polzcymakers should avoid mandating a transition to a 100% auction, dnd
‘should maintain a role for regulatory discretion by permanently
. designating a portion of allowances for free allocation. Where necessary
to. correct competitive distortions and satisfy the equity-value neutrality
criterion free allowances should be provided in perpetuity.

_ 5. Price Safety Valve - Insuring Against Unacceptable Costs: A price safety
I valve or compamble mechanism that caps overall program costs should

" - be mcorpomted into any cap—and—.tmde systeni. The choice of mechanism

 and trigger price should attempt to maximize the program s
- “environmental integrity and abzlzty to link with other trading regimes,
subject to an acceptable cap on overall program costs. CARB should
‘ xmmedzately commence. thé modekng and analysis needed to sufficiently -
' Amform the chozce of an appmpmate mechamsm and irigger price. .

Lo _INTRODUCTIONP

As rcpresentatlves of the Callforma cement mdusu'y, we appremate the opportumty to comment
-~ on the recoriimendations put forth-on June Ist b%/ the Market Advisory Committee (MAC)
 regarding the design of a cap-and-trade system.” In our létter of May 15 of this year, we
. provided séveral genéral recommendations for designing a cap—and -trade system that is
“consistent with principles of effectiveness, efficiency, and equity. And although we are pleased
that the MAC has adopted similar guiding principles, we do not believe that their application
 logically 1eads to many of the recommenda'ﬁons in the report. Consequently, we would liketo . -

1 We recogmze that ti'us subrmssmn does not meet the June 15® deadhne for comments. Considering the unusuat]y
short comment period and the time needed to careful] y weigh the MAC’s recommendatmns, we ask that this letter
be considered by CARB in parallel with the MAC’s final report,



Ms. Mary Nichols

California Air Resources Board
July 18, 2007

Page 3

take this opportunlty to provide more detaﬂed comments and recommendations on the
coneceptual de31gn : :

As mentioned in our previous letter, the California cement industry is the largest state cement
industry in the U.S. and includes some of the most efficient facilities in the world. The cement
industry is a cornerstone of economic g;rowth and a sector of high strategic value to California —
~ especially given the state’s aging infrastricture. Any new regulations that impact California’s. :
. cement manufacturers, such as CARB’s pohcy op’oons for achieving GHG reductions, are hkely. o

" to have far reachmg consequences for the state’s economic prosperity and its ability to satlsfy its

'conmderable construetxon needs ina cost«-effectxve manner

) ‘Any new regulatlons that will s1gmﬁcantly ‘mcrease costs for California cement manufacturers =
- and potentially place them at a competitive disadvantage is of high concern to the cement. ,

~ industry, our- empioyces our customers, and the California economy. We hope that regulators .
:Wlli make an effort to understand these concerns and, develop an appreciation for the cement
industry’s unique chal!enges, as well as those of other industries that will be’ profoundiy affected
by the 1mp1ementat10n ofa cap- and-trade system.

Failure to sufﬁc1ently address such sector~spec1ﬁc challenges is likely to result in 31gmﬁcant
. underinvestment and severe economic dislocation (i.e. leakage). - The risk of leakage is
© particularly hlgh for the cement industry. By its very nature, cement production involves
significant energy consumption, carbon-intensive processes, and an internationally competmve
environment that prévents manufacturers from passing through costs to consumers.
Undoubtediy, a-system that fails to address such challenges will result in the worst of all worlds
* —a climate change policy that burdens California with enormous economic costs, including
. higher unemployment and weakened growth, and that 31gn1ﬁcant1y compromlses its ability to
- achieve meamngful global. GHG em15310n reductlons by shaftmg cement productlon o uncapped: o
- Junsdlctlons ' : : ‘ . ‘

" We continue to believe 'that a propetly desighed cap-and-trade system has the greatest potential.
to reduce greenhouse gas emissions in an effective, efficient, and equitable manner. And while -
- we acknowledge the MAC’s efforts and agree with its general goals, we are concerned that 1ts 3
guidance is often incomplete and occasionally inconsistent with its stated objectives. The - -
following recommendations are intended to build on the framewerk presented in the report and

. provide adjustments that aré essential to creating an effective, efficient, and equitable cap-and-
. trade system that can be supported by all stakeholders. We hope that MAC committee members,
“CARB staff, and state officials will embrace our recommendations as positive contributions to

the advancement of Cahforma 8 economlc, environmental, and strategic interests.
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2.0 KEY CONCERNS & RECOMMENDATIONS

21 Program Scope: Imp!emeim’ng a Comprehensive Program

MAC Position: There should be a gradual increase in program mclusweness with Ihe -
trarz.s'portatzon sector bemg mciuded at some pomt in rhe ﬁture :

| ‘_Key Concern Failure to include major sources of GHG emissions (e.g., the transportatzon o
‘vector) in the initial phase of the program w:ll unnecessarzly burden early participants and R S
_ _:mcrea.s'e overall costs ‘ ‘ - o

: The MAC has clearly stated its preference for a program that is as inclusive as practically
'possﬁ)le “Although we support this general sentiment, we disagree with the MAC’s majority -

-~ opinion that the program should include only first sellers of electricity and large industrial -

.. emitters before incorporating other sectors that are amenable to a cap-and-trade system —in’
‘pameular the transportation fuels sector. For numerous reasons, ‘excluding the transportation
sector:at the outset-of the program eIearly vxolates sensﬂ)le notions of effectweness, efﬁciency,
and equity: : ‘

s Achieving California’s ambitious reduction targets will require that all major emitters
contribute reductions as much as possible, as soon as possible. The transpoitation.
sector represents 40% of the state’s GHG emissions — making it the largest emitting

~ sector in the California economy Faﬂw:e to include almost half of all GHG.

~ emissions under the cap at the outset compromlses the system’s ab111ty to practleally
and cost~effect1ve1y attain these economy-wide targets, :

‘e -As recognized by the MAC “A broader program will yleld additional opporummes

. for low-cost’ mmgation thereby reducing the expected cost of ach1evzng overall
emissions targets.” (pg. 22) Conversely, restricting program scope by excluding the
trangportation sector from the initial phese places an unnecessary burden on affected
parties by preventing them from enjoying the cost-reduction benefits that broad
coverage provides — violating reasonable notions of equity." Similarly, restricting -
program scope unnecessarily raises the expected costs of the program v1olat1ng
pnncnples of efﬁelency :

e Akey chaiienge for any cap-and-trade system is to develop a market for penmts in
the initial stages that is liquid, stable, and promotés public confidence. As the MAC
‘notes, the realization of these objectives is directly related to the number of market -
‘participants. Specifically, a broader program “promotes greater market hqmdxty by

increasing the namber of entities involved in trading and helps to ensure that there are
_ enough actors in the market to support active tradmg and prevent any one entity or
group of entities from exercising market power.” (pg. 23) Likewise, excluding the
transportation sector from the initial phase will reduce the number of market
participants, decrease market liquidity, increase price volatahty, and enhance the
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likelihood that any one entity can exercise market power — all dangerous
developments fora market that is attempting to mature and establish credlbihty

Dosp1to thc clear ratmnale for mciudlng the transportation sector at the outset of the program, the
MAC has recommended that it be incorporated into the program over time, notmg that “some
‘work will be required” to overcome the adm:mstrauve challenges of monitoring the’
apprommately 30 first sellers of transportatlon fuels (pgs. 29,33). Given CARB’s extensive -
experience with regulating transportation fuels and consndermg that much of the needed -

: devoiopmenf work is already proceeding under the California’s Low-Carbon Fuel 'Standard, it
seems premature fo conclude that regulators will be unable to “identify specific points of
regulation, develop measurement and reporting protocols and sort out the regulatory roles and
‘responsibilities of mdustxy and government officials” in a timely manner (pg. 33).- Rather,
considering the significant benefits that inclusion of the transportation sector can provide,{t

o ~seems more prudent to recommend that CARB aggressweiy pursue the development work

necessary to bring the transportatlon sec’eor under the cap at the outset of the program.

Recommendation A cap-and-trade system should be as comprekensive as possible from the
outset. The transportation sector should be included in the initial phase of the program and.
. CARB should aggressively pursue the development work needed to do so.

2 2 ‘, Ailowance Allocatlon Addressmg Sector—Spec:fic Challenges

"MAC Position: Cal:forma should eventually transition to a 100% auction format, zmplymg a
“top-down"” approach to allocatzon that is not based on an appreciation for the long-term =
ckallenges that-a carbon consrramt presents for various zndustrzes o

- Key Concern:- 4 cap-and-trade system will create unique long—term challenges for different

e mdustr:es and allocatzon a’eczszons shauld be dnven by thes‘e sector specy" ic conszdemtzons

| The MAC has recommended that Cahforma chstn’oute some allowances for free at the outset of
the program and transition te a full auction over time (pg 52). In the absence of significantly -
more detailed guldance it appears that- the MAC has adopted a “top-down™ approach to

- aliocation that is-based on general rules of thumb rather than an appreciation for the long-term *

impact that a cap-and-trade program will have on various sectors of the Cahfomxa gconomy — an
approach that overvilues szmphclty at the expense of other V1tal objectives. ‘

In contrast a “bottom-up approach based on sector~spec1ﬁc cons1deratlons is likely to stnke a .
- more reasonable balance between the primary ob}ectaves of effectiveness, efficiency, and equity.
" The distribution of costs throughout the economy is hkely to be complex, uneven, and highly -
dependent upon the unique characteristics and composition of key sectors. Although research
has shown that consumers are hkely o shoulder a s1gmﬁcant portion of the cost burden, it has
~ also shown that certain sectors are likely to be severely and disproportionately impacted as well -
— for example, large energy consumers and carbon-intensive mdustnes that are unable to-pass .- :
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.through costs to consumers, such as the cement mdustry The method of allocation should
reflect these complex and dzsparate burdens :

Spemﬁcally, the ratio of auctioned to freely allocated permits should be determined
. independently for each sector based on sector- specific considerations. Such.a- “bottom-up”
approaeh will insure that the pmgram s overall reliance on allocating allowances through auction -
 is driven by practlch eeonomlc considerations rather than simple rules of thumb

-  :"‘ Recommendat;on. ; Allocatzon deczszons should be based on a “bottom- -up " approach that
- considers the unique characteristics and challenges of a given industry. - The ratio of auctioned

o freely allocated permits should be determined independently for each sector — ensuring that
. ,"the ovemll reliance on auctions is dnven by practzcal economic considerations.

23 Allowaice Allocatmn. Applymg the E'tluil‘:y“‘“ﬂ‘Ie Neutrality Criterion

¥ MAC Position: Caig’orma should dzstrzbute allowances in a manner that mztzgates economzc
‘ dzslocatzon caused by competttzon Jrom firms in uncapped Jurzsdzctzons

Key Concern' Fazlure to sufficiently compensate aﬁ”ected firms will increase the potentzal for

* + leakage and compromise the environmiental effectiveness of a cap-and-trade program.

The MAC has clearly expressed its desire to minimize leakage and stated its support for “furthef
. study to determine whether any firms are likely to shut down or substantially downsize on .
. account of competitive pressures that are directly connected to the absence of caps on globai

B . f_wan“mng pollution outside of the state.” (pg. 53, 54) We echo the MAC’s comments and believe - |

- itis 1mportant to reemphasize the conneciion between allocation decisions, faimess, leakage, and
-the program’s environmental effectiveness. The implementation of an asymmetric carbon :
: -_constramt necessarily results in the. distortion of competitive forces in sectors that are expesed to
_ competition from uncapped jurisdictions. In the absence of countervailing measures, firms
- within key sectors will be forced to shut down or relocate — shifting production to less
' environmentally conscious regions and compromising the environmental effectiveness of the - -
- program. Fortunately, allocation dec:s:ons prov1de pohcymakers witha powerfui tool for
correctmg such dlstortlons : S co

- To satlsfy basw notmns of falmess and rmtlgate leakage we recommend that pohcymakers
- allocate allowances within each sector in a manner that preserves incentives for early action,
.. while also satisfying an “equity-value neutrality” criterion. As described by Bovenberg and
- . Goulder, the equity-value neutrality criterion requires that “the real value of equity of the .~
prmmpally affected industries must not be changed (that is, reduced) at the time the abatement
' 12
~policy is announced and implemented.”™ This is related to the actual cost burden that the
, regulatmn places on. busmesses which depends on their a‘mhty to pass through costs and other

o Bovenberg, A. Lans and Lawrence H Goulder. “Neutrahzmg the Adverse Industry Impacts of co2 Abatement
Policies: What Does It Cost?.” Resources for the Future, Discussion Paper 00-27, July 2000,
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- factors. The ability to pass through costs has not been studied for California businesses, and an -

assumption about California businesses’ ability to pass through costs should not be made w:ithout
appropriate smdy ‘

Note that the use of free alIocatlon to meet the equ1ty-value neutrahty criterion does not need to -
diminish the reward for:early action. Indeed, the careful selection.and application of the

- aliocahon method (e.g., performance-based benchmarkmg) can simultaneously maintain
incentives for early action, guard against windfall profits, msure that businesses are treated

: equltabiy, and minimize Ieakage '

: Recommendation To correct Sfor competztzve distortions and minimize leakage, policymakers -

- should satisfy the eqmty -value neutrality criterion through the allocation of free allowances.
Polzcymakers should select and apply a method for determining free allowances that satisfies the
crzterzon wkzle maintaining 1 mcentzves Sfor early actzon

o 4 Allowance'AlIoéatioﬁ' Avoiding a Rigid and Extreme 100% Auction Mandate
: MAC Position: Cal;fomza should eventually transition to a 100% auction format.
' Key Concern: Fazlure to prowde Jree: allowances on a permanent basis wdl signifi icantly
- reduce investment in long-lived assets. Moreover, it is premature to mandate the appropriate

_ amount of auctioned allowances, as the heavy use of auctions in a multi-sector cap-and-trade
‘ program remains untested and elzmmares the zmpormnt role of regulatory dzscretzon

*The MAC has mmu]taneously Stated that some sectors will require compensatlon to mmgate the
- competitive distortions created by a cap—and trade system and expressed its support for

-, eventually auctioning 100% of allowances — recommendations that appear fo be moompatlble

‘with each other and inconsistent with prmc1ples of effectiveness and equity. For sectors exposed
to international competition, the. distortions created by a carbon constraint are likely fo persist =
until California’s cap- -and-trade system is replaced by-a.global regime thati Imposes a umform
pnce for carbon and eliminates the potential for }eakage : :

Perhaps even more 1mp0rtantiy, capltal znvestments in mdust‘nes hkely to. be mgmﬁcantly
" impacted by a cap-and-trade system typically cost hundreds of millions of dollars and have
productive lives of 20, 30, or 40 years or more: Such investments are highly sensitive to Iong—
term expectations and risks. Even a gradual transation towards-a 100% auction format is likely to
significantly and immediately subvert investment in long-lived assets and advanced :
technologies. Thus, to the extent that they are Justzﬁed by the equxty-value neutrality critetion,
free allocations should be provided in perpetuity in an effort to minimize 1nvestor uncertamty
and mitigate underinvestment in Iong—hved assets and technologles

In seeking to make equltable allocanon dec1smns, regulators need to consider existing equipment -
- life in settmg the timing of reguiatory caps to allow investors to obtain a reasonable return on
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investments prevmusiy made. Capital mtensxty and equ:pment life vary mgmﬁcanﬂy by mdustry
" sector,

Furthermore, the. heavy use of auctions to distrzbute permits in a multi-sector cap-and-trade
- program remains untested. In the absence of practical experience, it is premature and imprudent -
to mandate the use of 100% auctions. : Rather, policymakers should maintain a role for informed
Judgment by permanently des1gnat1ng a portion of allowances for free allocation. - Policies and E
regulations must be clearly stated, but flexible enough to allow for ad_;ustments based on past

experience and the pace of market develc)pment

Recommendatmn Pohcymakers should avoza’ a transzt.;on toal 00/ auction and maintain a-
role for regulatory. discretion by permanently designating a portion of allowances for free  °
- allocation. Where necessary to correct competilive distortions and satisfy the equity-value - _
neutrality criterion, free allowances should be prowded to firms in perpetuzty or um‘zl a global C
emzsszons reductzon program is implemented. : -

2 5 Cost—Contamment Mechamsm
: M_AC Posntmn A safety valve should not be mcluded in the deszgn of ¢ a cap~and—trade system
Key Concern In the absence of a przce safety valve or other hard measures of cost-

containment, a cap- and—rrade system may zmpose unexpected and unacceptable costs on the -
Calzﬂamza economy. S

The MAC has recommended that a California cap-and trade program not include a przce safety -
valve. On the one hand, a safety valve (if triggered) may compromise the hard emissions cap
- established by legislative mandate and make it more difficult to link to other trading programs:

On the other hand, a ceiling price on emission allowances provides price certainty and limits the -~ -

R ~ cost of a-cap-and-trade’ program. - Thus, a price safety valve crystallizes the trade-off bétweena -
_prograin’s environmental effectiveness and its overall costs, with the trigger price prOVIdmg ‘
pohcymakers with an opportumty to determine the exfent of this tradeoff

A recommendahon to. completely exclude a price. safety valve suggests a belief that Cahfomm §

environmental objectives should be achieved at any and all costs — an extreme position that no

. responsible pohcymaker should embrace. In contrast, a more sensible approach would be for -
~ policymakers to use informed judgment and rigorous analysis to estimate the point at which the
costs of maintajning the state’s carbon constraint are likely to become unacceptable espemally in’

" .the absence of a coordmated international effort o reduce GHGS

The safety valve is one e of the key mechamsms to minimize Ieakage Concerns about -
unprednctable and potentially very high costs reduce fhe hkehhood that businesses w111 1nvest to
keep their productlon in Callforma :
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It should be noted that.it is the tnggermg of a safety valve, not the existence of a safety valve,
which can potentially affect the program’s environmental effectiveness and ability to link with
other markets. However, the triggering of a well chosen safety valve implies that either the cap
was not achievable at acceptable costs or the market is not functioning properly.’ In either ‘
instanice, the rationale for government intervention through a safety value mechanism is
compelling. Thus, the appropriate debate is not “if” there should be a safety valve —indeed, - - -
" responsible- public policy demands it. Rather, the appropriate debate revolves around the chc')ice :
-of a trigger price that assures an acceptable balanc,e between the program 8 envzronmental N
effectiveness and overall costs

- There are sgveral specific mechanisms that have the potential to mitigate price spikes and these.
*options should be. the subject of more detailed analysis. However, in géneral, the careful design
- of the overall program — including a more inclusive SCOpe greater emphasm on sector-specific
considerations, and 4 sensible allocation scheme -~ can minimize price volatlhiy and reduce the-
likelihood that a pnce safety valve will be triggered.

- Recommendation: A price safety valve or compurable mechanism that caps overall program .
costs should be incorporated into any cap-and-trade system The choice of mechanism and -
trigger price should attempt to maximize the program’s énvironmental integrity and ability to
link with other trading regimes, subject to an acceptable cap on overall program costs. CARB
should immediately commence the modeling and analysis needed to sufficiently inform the choice -
of an appropriate mechanism and trigger price. :
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We look forward to working with ARB-on any regulatory issues through informal discussions %
anid the submission of more detailed comments throughout this regulatory process. We would be .
happy to meet w1th ARB staff to discuss the issues ralsed in this letter. .

Sincerely yoms', ' _

~Kimball McCloud, Pre's‘id.ent
- Mitsubishi Cement Corporatmn
151 Cassia Way :

Henderson

evada 89014 66}6

_ D. Randal Jones Vice Premdent .

. Communications and Governmental Affairs
. TXID- ‘

1341 West- Mockingbird Lane, -

Dallas Texas 75247-6913

d@/m S AL
 Jamés D Repman, Pfcsm‘ent‘&CE(-)"‘_ |

California Portland Cement Co.
2025 E. Fmanclal Way ' ‘
‘ fGIendora, CA 91741

‘ CQplGS: .
~ Dan Dunmoyer, Governor’s Office
Curt Augustine, Governor’s Office
* Brian Prusnek, Governor’s Office
~ Linda Adams, Cal EPA

* . Cindy Tuck, Cal EPA

Tom Cackette, ARB .

Don Unmacht President
National Cement Company of California,

15821 Ventura Boulevard, ‘Suite 475
' ‘_Enomo California 91436

- Satish Sheth Reglonal Vlce—Presulent

Cemex USA
700 Highway 1

Davenport, CA 95017

Mr. Winston Hickox, Chair, Market Adv1sory Commzttce Cal EPA
Prof. Lawrence H. Goulder, Vice Chair, Market Advisory Committee



