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January 11, 2010

Ms. Judith Friedman

California Air Resources Board 

1001 I Street 

Sacramento, CA, 95814 -2828

Re: Division of Ratepayer Advocates’ Comments on the ARB’s 
Preliminary Cap-and-Trade Draft Regulation

Dear Ms. Friedman: 

The Division of Ratepayer Advocates (DRA) is an independent division of the California Public Utilities Commission (CPUC) created by state legislation. DRA’s mission is to obtain the lowest possible consumer rates for utility services consistent with safe and reliable service. DRA appreciates this opportunity to submit comments to the Air Resources Board (ARB) regarding the Preliminary Draft Regulation (PDR) on greenhouse gas (GHG) cap-and-trade program. 

DRA continues to support consideration of a carbon tax to reduce greenhouse gas emission, because a carbon tax would be less prone to manipulation and would offer greater cost certainty. However, DRA’s comments will focus on the PDR and recommendations that can help mitigate two potential downfalls of cap-and-trade: allowance cost volatility and the significant risk of market failures.

DRA agrees with many of the aspects of the PDR, including the three-year compliance period with a potential annual surrender obligation to protect against program failures associated with entities that go bankrupt during the compliance period. A one-year compliance period would increase allowance price volatility by limiting the duration during which covered entities can purchase allowances. 

DRA also supports the program linkage and offset-credit provisions of the PDR, which will help meet AB32 emissions reductions at a lower cost. However DRA recommends that the ARB consider increasing the percentage of offsets from non-bilaterally linked programs to further increase the benefits from the use of offsets. 

DRA agrees with the PDR’s consideration of limited borrowing of allowances from future compliance periods as a cost containment mechanism, but recommends that such borrowing occur at the market oversight level rather than at the discretion of individual market participants.  Limiting the ability to borrow allowances from future compliance periods constrains the amount of borrowing that could occur, thereby promoting limited cost containment without circumventing the goals of the program. 

However, DRA is concerned that the draft regulations note that ARB expects to auction “significantly more” allowances than the 10 percent minimum requirement described in the Western Climate Initiative (WCI) Design Recommendations. Along with the draft Energy Allocation Advisory Committee (EAAC) recommendations, which favor 100% auction of emissions allowances, DRA is greatly concerned about the possibility that the ARB might require public utilities to purchase 100% of their required allowances in 2012. Requiring 100% purchase of allowances by utilities may:

1. Saddle electric ratepayers with a disproportionate burden of the costs of greenhouse gas mitigation and emissions allowance costs. The electricity sector is slated to reduce greenhouse gas emissions by 40% under the ARB Scoping Memo. Many of those reductions are due to mandated programs. If public utilities are also required to purchase 100% of the allowances associated with carbon emissions in 2012, there is a significant risk that high rates will adversely impact  residential and small business electricity customers 
2. Result in uneconomic electricity price levels in California, which already has one of the highest rates in the country. For the utility sector, ARB cannot assume that higher prices are a “more accurate” price signal for customers, since these prices are not determined in a competitive market.

3. Create conditions similar to those that caused the California energy crisis by subjecting a large fraction of California’s economy to a market mechanism before the mechanism has been   tested,   before adequate safeguards have been implemented, and before market monitoring has been tried and fine-tuned as needed to protect against market failures. Market failure could result in great volatility in emissions allowance prices, which would harm California’s economy. 

With regard to auction design, DRA supports a sealed, single round, double auction as proposed in the PDR. However, DRA urges ARB to adopt price cap and floor provisions, and/or the establishment of a strategic reserve to control allowance cost volatility.   For entities that must purchase allowances,   uncapped allowance prices pose a huge uncertainly in planning operational cash flow, and opens the door for allowance market gaming, which could result in a repeat of the energy market crisis of 2000/2001. 

DRA recommends an additional “safety valve” other than the Governor’s authority to intervene and the ability of a market oversight board to proactively prevent major economic disruptions due to runaway levels of allowance prices. Effective market oversight with input from stakeholders will be essential for successful enforcement of the cap-and-trade auction rules and monitoring the emerging emissions market.  The California energy crisis proved that even extensively debated market mechanisms can be circumvented to the detriment of the California economy. The proposed cap-and-trade program could result in even more disastrous consequences if not properly managed, since it will impact not just the electricity market but all California industry.
Many of DRA’s recommendations concern aspects of the cap-and-trade program that are pending the recommendations of the Economic Allocation Advisory Committee (EAAC). DRA will address those concerns here. Specifically, DRA is concerned EAAC’s recommendations suggest an auction mechanism that does not adequately: 

· manage price volatility, 

· minimize ratepayer impacts,

· ensure fairness and transparency,

· minimize transaction costs, and 

· prevent market manipulation. 

DRA strongly recommends that the ARB begin the cap-and-trade program with only 25% of emissions allowances allocated through an auction. In addition to the Renewable Portfolio Standard (RPS) and other mandates faced by the electric sector to help meet the goals of Assembly Bill 32, purchasing 100% of emissions allowances through an auction would unduly burden California’s electric consumers. If public utilities must purchase all the emissions allowances they require, then public utility auction revenue should be returned to the utility ratepayers to help offset the price impacts of cap-and-trade and other GHG reduction efforts. Some possible examples:

· Cost-effective low-income weatherization and other energy efficiency programs;

· Using auction revenue to help fund above-market renewable energy purchases or carbon capture technologies which would otherwise increase ratepayer costs;

· Cash dividend to utility end-users.

DRA strongly opposes the return of auction proceeds through the tax system, or into California’s General Fund, because neither would return auction value to the impacted parties.   Each utility’s customers will be impacted differently by the cap-and-trade program, depending upon the utility’s unique portfolio of resources. Ideally, revenue should be returned to the ratepayers of the specific utility to mitigate bill impacts.

Best Regards, 

Cynthia Walker

Program Manager

Energy Policy & Procurement Branch

Division of Ratepayer Advocates 

California Public Utilities Commission 
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