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July 13, 2010

Comments of the Independent Energy Producers Association 

On CARB’s Public Workshop (convened June 22, 2010)

Cost Containment Options in a California Cap-and-Trade Program

The Independent Energy Producers Association (IEP) is pleased to offer these comments on the California Air Resources Board (CARB) workshop on Cost Containment Options in a California Cap-and-Trade Program (convened, June 22, 2010).  IEP represents over 20,000 MWs of non-utility, independently owned generation resources in California.  Our comments herein will focus on the issues discussed during the June 22 workshop.

I. General Comments.  

IEP is pleased that CARB is considering various cost containment mechanisms while developing the cap and trade program.  As a cap and trade system has the potential to significantly increase prices, it is important that we evaluate the options available to mitigate these price increases in order to facilitate the smooth functioning of the electricity sector within a cap and trade program.  Without certain cost containment mechanisms in place to protect against unsustainable price increases, there will be little support from the public, which could cause the program to collapse in the near term, before we even begin to approach our long term goals.  Furthermore, without public support the certainty of the cap and trade program, which electric generators rely on when investing in the market, will be at stake.

As a general matter, IEP supports integrating specific tools to mitigate unstable allowance prices in the GHG allowance market.  Allowing cost containment tools both individually and in combination will be invaluable in maintaining the political and environmental sustainability/viability of the program.  Without sufficient backstop mechanisms in place to protect against extreme price volatility, electric generators may not be able to access the needed GHG allowances that are necessary to maintain operations, which may cause consumer backlash, and consequently the downfall of the cap and trade program.   

II. Specific Comments Regarding Cost Containment Options.

a. A Concomitant Floor/Ceiling is Appropriate.  During the workshop, CARB staff indicated that they are moving away from a “hard” price collar, which guarantees that prices will not exceed a certain point, and are leaning toward a “soft” price collar, which mitigates price movements by changing the supply of instruments in the market.  

Under the “soft” collar approach, CARB would implement a “floor” price, below which allowances would not be sold, and a “ceiling” price, at which the supply of instruments available to the market would increase.  

While it is too early to say exactly what the floor/ceiling price should be for a California cap and trade program, IEP supports a program that demonstrates symmetry through a floor and a concomitant ceiling as a way to surpass extreme price volatility and encourage a low carbon economy.

b. A Phased Approach to Price Collars.  As noted above, CARB is currently proposing to implement a “soft” collar approach, which establishes a trigger price (e.g. a ceiling) at which additional instruments would be released into the market. While IEP is supportive of a soft collar approach, given the uncertainty of program implementation and its effects on obligated entities, we recommend transitioning to a soft collar approach during the second and third compliance periods.  
During the first compliance period, CARB should implement exclusively a ‘hard’ collar approach (a point at which allowance prices will not exceed) in order to ensure protection against price volatility in the early years of the program. Once the cap and trade program rules are officially adopted, obligated entities will begin to make arrangements to modify their operations.  However, in the beginning years of the program, companies will need time to adjust their operations to be in sync with the 2020 goals of the cap and trade program.  For some entities this will mean completely repowering their units, which is a costly, time consuming endeavor and therefore will be unlikely to occur within the first compliance period (e.g. 2012-2014).  As there is little evidence as to the effect that the cap and trade program will have on the electric sector in California, a hard cap in the first compliance period will hedge the potential volatility that could occur in the beginning years of the program.

Once the first compliance period closes and the new market mechanisms are firmly in place, obligated entities will have had time to adjust to the new requirements.  At this point, CARB should move toward implementing a soft collar for the second (e.g. 2015-2017) and third (e.g. 2018-2020) compliance periods.  Moving progressively from a hard to a soft collar throughout the three compliance periods will provide protection to the market as we move forward, give obligated entities time to adjust, and ensure that the program does not collapse from high prices in the beginning.
c. An Allowance Reserve is an Appropriate Mechanism for Containing Costs.  CARB is currently considering three mechanisms for increasing the instruments available in the market once the “soft” collar ceiling price is reached: (1) relax the quantitative use limit for offsets; (2) allow “borrowing” from future vintage allowances from the next compliance period; (3) release allowances from a reserve.  
In considering these tools for mitigating extreme and unsustainable volatility in the GHG allowance market, IEP supports a flexible reserve of allowance credits to ensure that needed and necessary electric generation may operate in a timely manner to maintain overall grid reliability.  An allowance reserve ensures the environmental integrity of the program because the 2020 goal ultimately remains in-tact, yet it also ensures that electric generators have protection against extreme price volatility through allowances that become available once the reserve is activated.  

While an allowance reserve is generally supplied with allowances “skimmed off the top” of the cap, IEP prefers the idea presented at the workshop where the reserve would be initially filled with the difference between 2012 business as usual (BAU) emissions expected at the passage of AB32 and the 2012 BAU emissions expected at the release of the cap and trade regulation. This “difference” will have the effect of creating a cushion to protect against high prices, while still achieving our end goal of reaching 1990 emission levels by 2020.  

In addition to filling the reserve with the difference between the expected business as usual levels, as mentioned above, the reserve should also be supplemented with unsold allowances from previous compliance periods/auctions, as proposed by CARB staff.  

d.  Defining the Parameters of the Cost Containment Mechanisms.  During the workshop there was discussion around the possibility of implementing multiple cost containment mechanisms in combination, rather than in unison.  While IEP is not certain how each of these cost containment mechanisms (i.e. a reserve, borrowing, relaxing the offset limit) will function in the market together, it will be important for the CARB to clearly define the parameters of each of  the mechanisms that are ultimately chosen.

As investments will be made under the objectives of the cap and trade program, it is important that the cost containment options that are available to regulated entities be clearly delineated ahead of time.  The ability to make use of a reserve or another cost containment mechanism will certainly sway investment decisions for obligated entities and therefore program parameters must provide the regulatory certainty for those investments to be made. Furthermore, the certainty of the cost containment mechanisms will determine the stability of the cap and trade program over time.  

Accordingly, for any cost containment mechanism to be effective, the parameters need to be transparent, and determined well in advance to provide the regulatory certainty that obligated entities need when making low carbon investments. 

e. Multi-Year Compliance Periods Will Provide Stability.  As the electric sector is a complex and unique industry, in which electricity cannot be stored, demand is frequently unanticipated and fluctuating, and concerns about reliability are in the forefront; it is important that electric generators are given flexibility in terms of meeting their compliance obligations.  Allowing a 3-year compliance period, in which generators will have time to make up for any price fluctuations, weather events, and/or spikes in fuel prices, will provide electric generators with the flexibility and stability that they will need to function efficiently in a cap and trade program.  IEP continues to support a 3-year compliance period as another important cost-containment mechanism.


IEP appreciates the opportunity to comment on CARB’s Workshop regarding Cost Containment Options in a California Cap and Trade Program (June 22, 2010).

Respectfully submitted,

[image: image2.png]INDEPENDEN |
ENERGY:
PRODUCERS





Amber Riesenhuber

Energy Analyst

Independent Energy Producers Association

1215 K Street, Suite 900
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