August 1, 2008

California Climate Coalition

Comments on ARB Draft Scoping Plan

The California Climate Coalition is a coalition of companies in the energy, transportation and other business sectors (including advanced diesel, aerospace, automotive, biofuel, electricity generation, land development, oxyfuel, petrochemical, solar and utility sectors) who have joined together to develop recommendations regarding the optimum design for California’s AB 32 program.  On May 15, 2008, the Coalition issued a comprehensive proposal, entitled “California First – A Proposal to Accelerate Low-Carbon Technology Deployment and Bring California Into a Global Carbon Market.”  The proposal contains detailed recommendations regarding how California can best start its program to reduce greenhouse gas emissions, how it can integrate its program with other state, regional and a national program over time, and how it can accelerate the development and deployment of advanced low-carbon technologies.  The comments set forth below should be viewed in the larger context of the Coalition’s integrated proposal and of the general design principles attached to that document.  A copy of the proposal is attached hereto.
General Comment


Although the Coalition makes several comments regarding individual aspects of the draft plan, we have two general concerns.  The first is that, if not carefully managed, the combination of mandatory measures and an emissions trading market will eliminate many of the economic benefits that emissions trading alone can offer.  Trading reduces the economic cost of a regulatory program by permitting sources that face relative high costs to trade with sources that can reduce their emissions at relatively low cost.  By mandating that sources within a sector meet specific performance requirements, the program would effectively prevent sources from accessing lower-cost compliance opportunities.  The net effect of overlaying mandatory measures on a trading program thus is to lose much of the economic savings such a program can offer.  See, Ellerman, Joskow and Harrison, Emissions Trading in the U.S.: Experience, Lessons and Considerations for Greenhouse Gases, Pew Center on Global Climate Change (May 2003)(noting at iv that emissions trading programs can reduce program costs by as much as 50% compared to command-and-control approaches).


In exceptional cases in which the state wishes to ensure that certain strategic technologies develop as soon as possible, it may be appropriate to impose mandatory performance obligations on a sector (e.g., the low carbon fuel standard, the motor vehicle program and the renewable portfolio standard).  Such exceptional cases are warranted because early strategic technology deployment can offer more than the tons reduced in California – specifically, they offer the prospect of proliferating technology deployment around the globe, thus delivering net tonnage reductions more quickly and more broadly elsewhere.  In all other cases, technology development should not be mandated but should be left for the market to encourage.  The Coalition proposal recognizes this important distinction and differentiates between truly “core” or “strategic” technology programs, which are envisioned as mandatory, and the rest of the market, which would be structured as “open” across all sectors that are capped and regulated.  
While the Coalition proposal permits some program cost increase (relative to a fully open market) by imposing specific performance expectations on the three strategic sectors, in all other cases it minimizes program cost by permitting unrestricted trading across all sectors and jurisdictions.  The draft plan fails to do this because it imposes so many independent measures it effectively removes the cost savings opportunities.

The second general concern is that the draft plan does not yet recognize the need for one or more transition periods to address near-term implementation challenges, including poor or incomplete data quality, equity challenges in allocating allowances among market participants, the lack of or incomplete linkage with other jurisdictions and the lack of readiness of emission reduction offset protocols.  The plan’s only acknowledgement of the need for special transition strategies is the reference to phasing natural gas and transportation fuels into the cap and trade program by 2020.

We believe that the use of a carbon intensity-based performance program, with full averaging and trading across all non-strategic sectors, is the best way to commence the state’s program and to initiate a trading market.  California then can transition to an allowance-based cap and trade system as data quality improves, distributional equities are resolved and there is a higher degree of assurance that the market will provide access to GHG reductions in multiple jurisdictions and from multiple sectors.

These market scale, transition and design considerations are addressed more fully in the Coalition “California First” proposal and at “www.caclimate.org.”

Specific Comments
1.  Market Scale Concerns:


As proposed in the draft plan, the trading market is too narrow to deliver the potential cost savings offered by emissions trading.  The draft plan thus would fail to satisfy the AB 32 requirement that the program maximize benefits but minimize costs.  See California Global Warming Solutions Act of 2006(CGWSA) § 38562(b)(1); see also CGWSA § 38501(h).
According to Table 2 of the draft plan (“Recommended Greenhouse Gas Reduction Measures”), it appears that only 35.2 MMTCO2E of the projected 169 MMTCO2E reductions by 2020 (approximately 21 percent of the total reduction and 24 percent of the capped sector reductions), would be achieved through an open trading market.  Although the draft plan does not explicitly preclude trading as a means of compliance with the other measures listed in the table, staff public workshop comments confirm that the draft plan is not currently designed to allow entities to comply with the mandatory measures by purchasing allowances or offsets from other sectors.

We have discussed with staff the question of whether the issuance of allowances to 85% of the inventory somehow will provide significant economic benefits by making such allowances available even if 64% of the inventory also faces specific performance requirements.  This depends on how liberally allowances are allocated.  The draft plan does not specify whether and to what extent allowances would be auctioned or made available administratively.  To the extent allowances are allocated administratively, then it is likely that for sectors subject to mandatory measures, only those allowances deemed necessary for regulated sources to comply with the applicable mandates would be allocated.
  The net effect of the independent mandate, therefore, is that it will be very unlikely that sectors subject to independent mandates will have any excess allowances to sell to other sectors.  Of course, if allowances are auctioned, then the outcome is similar, as sources in independently regulated sectors would only purchase allowances that they need and, again, few if any allowances would be available to other sectors.  Either way, allowances allocated to independently regulated sectors will not likely be available to other sectors.
The net effect of a combined approach thus is to increase program costs.  Costs are potentially increased in the regulated sectors because the program will require investments there even if such investment would not be the most cost-effective means of achieving the next increment of GHG reductions.  Costs are increased in the remaining, open trading sector because, as explained above, there will likely be few (or no) excess allowances available for purchase from the regulated sectors.
As designed in the draft plan, the regulatory burden for the open trading part of the state program is placed on stationary sources (e.g., power plants, refineries, gas and cement plants, and other large industrial facilities), and their required reductions would be in addition to those targeted by the plan’s other specific measures.  These stationary sources will find themselves in a very narrow market.  They will face an approximate 35% emission reduction obligation, i.e., to reduce 35 MMT from the projected 100 MMT business-as-usual emissions in 2020; but, without access to most identified reduction opportunities (i.e., those targeted by the plan’s specific measures).  With limited on-site reduction opportunities,
 they will be highly dependent on offsets or on reductions from other jurisdictions.

While the draft plan identifies both offsets and linkages with other jurisdictions as potential means of expanding the trading market, the draft plan language and staff workshop and public hearing comments strongly suggest that the ARB will not allow sources to use offsets to satisfy more than 10 percent of their compliance obligation and that it may geographically limit the supply of offsets to GHG reductions occurring exclusively in California.

As noted above, although California intends to link its allowance trading market with other WCI jurisdictions in a manner that would significantly expand trading opportunities, such linkage must be viewed as highly uncertain at this stage.  The draft plan and staff comments condition geographic linkage on other jurisdictions implementing a program of comparable stringency to California’s and confirm that California would likely move ahead with its program on its own unless and until other jurisdictions reach that stage.  As a practical matter, this condition
 suggests that at least in the early years of California’s program, regulated entities in the trading market will not likely have access to out-of-state GHG reductions.

The net effect of a narrow California allowance market, of limited offset access, and of an inability to link with WCI states (despite best intentions) would likely be that California regulated entities would not have access to low cost compliance options.  Should their own operations not provide adequate cost-effective opportunities to reduce emissions and meet their cap, they could be forced to buy allowances at unanticipated high prices.  Given that the draft plan does not contain any other cost containment measures, the narrowness of the market, the limits to offsets and the conditions to WCI linkage appear to create a significant risk of economic damage.

Recommendations:

1.  Expand trading opportunities within California: specific mandates should not be imposed on any sector other than the three strategic programs (the renewable portfolio standard, motor vehicle performance and the low carbon fuel standard).  The ARB should permit cross-sector trading in all other cases.  All other identifiable reductions (e.g., energy efficiency and other state strategies) should be accessible by the trading market.
2.  Permit broad access to offsets: because California sources will be highly dependent on access to reductions from other sectors and jurisdictions, they will need broad and relatively unrestricted access to offsets.  So long as the state does not permit inter-sector trading with the three strategic programs noted above (motor vehicles, low-carbon transportation fuels and renewable power), providing broad access to offsets will not impede the state’s technology development objectives.  The state should take all reasonable steps to confirm the integrity of offsets, to ensure that they are real, verifiable, quantifiable, enforceable and surplus.

3.  Implement a transition strategy  - specifically, begin with a mandatory carbon intensity performance standard, with averaging and trading, as a transition strategy until there is a broad regional or national trading program:  By using carbon intensity standards, with averaging and trading as a compliance option, California can make immediate progress towards its 2020 goal without risking unintended price shocks that could be created by prematurely imposing caps on individual sources that will have insufficient access to offsets or allowances in a narrow state-only program.  Because carbon intensity is a component of an allowance allocation, it would be relatively simple for California to transition from a carbon intensity performance standard approach to an allowance-based approach when broader geographic linkage is achieved in practice.

These recommendations are described in more detail in the attached Coalition “California First” proposal.

2.  Market Design Transition Issues
In addition to the scale and diversity of the market, there are other key elements that the draft plan must address to ensure that the state’s dual economic and environmental goals are met.  Principal among these are whether and at what stage of development the cap should be achieved through an allowance or performance-based system and how regulatory burdens should be allocated among participants.

The draft plan does not evaluate the relative merits of allowance-based and performance-based approaches for different sectors or for different stages of the program.  Performance-based approaches can offer material advantages for sectors where future activity levels remain highly uncertain (and thus, where allocating allowances is necessarily fraught with the risk of either under- or over-allocating allowances).  A performance-based approach also can be used as a transition tool where data quality is poor in the early years (i.e., insufficient certainty to support allowance allocations) or where there is uncertainty regarding whether other states or the nation will soon implement a program with which the California program must ultimately be integrated.
  Given the state’s intention to cover a wide variety of sources with varying data quality and given the current uncertainty regarding future activity levels in some sectors and regarding the prospects for state or national linkage, the ARB should give serious consideration to whether a carbon intensity approach can provide a valuable way to phase in the program.
In addition, for the draft plan public comment period to be meaningful and informed during the next few months, it is paramount that the ARB promptly outline its alternative approaches for allocating allowances, or for otherwise distributing performance expectations, at the individual source or regulated entity level.  Included in this analysis should be consideration of the potential effect of different auction scenarios on various sectors for whom the effect of altering their cost structure could have a material impact.  Each of these considerations could have a material effect on important state priorities, including business retention and growth and on employment.

Recommendation:

Implement a transition strategy – the ARB can minimize data quality and other risks by commencing its program as a carbon intensity performance-based averaging and trading program.  Under such a program, a regulated source must average its emissions sources to the performance standard and must either meet that standard or obtain offsetting emission reductions from other sources.  This program can go forward without the state determining likely future activity levels.  The approach also avoids the need to allocate allowances during the early years and permits the state to make adjustments to the performance level over time as data quality improves.  As information about emissions performance and economic activity improves and as linkage with other jurisdictions becomes practical, the state can relatively easily transition from the performance-based to an allowance-based program.
3.  Technology Development
The draft plan does not fully capitalize on near-term opportunities to accelerate the development of low carbon technologies.  The draft plan uses mandates to compel development of low carbon fuels and power generation.  Undoubtedly, compliance pressures and intra-sector compliance trading (to the extent allowed) will encourage investment in these areas.  But the draft plan fails to tap into a powerful potential economic incentive for technology development by not offering an immediate means for appropriate low carbon technologies and strategies to monetize the carbon reductions they can deliver.  Although the ARB has invited individual entities an opportunity, on a limited case-by-case basis, to offer early actions that could be credited before the state’s regulatory program commences, the draft plan misses the opportunity to encourage large-scale investment by implementing an early credit-generation program on a systematic basis.  One option for doing so is to implement an Innovative Technology Credit (ITC) program as described in the attached Coalition’s California First proposal.  Such a program would allow appropriate projects to generate tradable carbon credits for primary use within the targeted strategic technology programs.
Recommendation:

Implement an Innovative Technology Credit Program – the draft plan should include and the ARB promptly should implement an early credit-generation program to enable strategic technology developments to monetize their carbon reduction benefits.

4.  Barriers to Technology Development
The draft plan does not satisfactorily address existing potential barriers to the increased use of renewable power and to other important technologies.  The draft plan depends heavily on an increased RPS standard, but leaves unaddressed the obstacles to increased use of renewable power.  Such obstacles include significant current transmission and energy storage limitations and a variety of siting and development hurdles.  The plan must include a comprehensive strategy for removing obstacles to and streamlining the development of appropriate renewable power, transmission and energy storage resources.

The draft plan also should identify significant barriers to other essential technology developments (e.g., carbon capture and sequestration) and should identify a multi-agency strategy for removing barriers and streamlining approvals.  For some of these areas (e.g., sequestration), the ARB also could accelerate investment and project development by crafting a favorable regulatory framework and by recommending appropriate state and federal legislation to resolve outstanding liability, property rights and other issues that must be addressed before significant investment will occur.

Recommendations:

Develop a comprehensive legislative and regulatory program for technology development – the ARB should develop as part of the draft plan a comprehensive legislative and regulatory strategy for removing key barriers to the development of renewable power and other essential technologies (e.g., carbon capture and sequestration).  This strategy should include an expeditious schedule for adopting and implementing appropriate federal and state programs to support such technology development.
5.  Land Use and Transportation

The draft plan does not yet establish a sound scientific basis for estimating transportation-related emissions.   The draft plan lacks sufficient information on vehicle miles traveled (VMT) and fuel consumption trends to support the Local and Regional Government Sector Recommendations.  It is not clear what VMT growth and fuel consumption assumptions underpin the passenger vehicle GHG emissions growth attributed to transportation and land use.

Even a small difference in annual VMT growth rate assumptions has a dramatic impact on transportation sector GHG emissions. Throughout the scoping plan preparation process, the ARB cited an average annual VMT growth rate of 3% per year.  However, this contradicts monitoring data and future modeling results that indicate the likely VMT growth rate is well below 3 % per year now and through 2020.  For example, the ARB’s own EMFAC model assumes 2.05% VMT growth per year, although that average may not accurately reflect major changes in fuel consumption and fleet composition since the model was approved.  The Bay Area and Southern California metropolitan areas (which comprise 68% of the state’s population) project a significantly lower VMT growth rate, closer to 1.35% and 1.26% per year, respectively. This modeling pre-dates the current gasoline price spike, and we expect that the VMT growth rate has been further reduced by high fuel costs, perhaps quite significantly.  

If VMT is growing at less than 3% per year, fewer GHG emissions must be reduced by the transportation /land use sector to reach l990 levels after the motor vehicle and low carbon fuel standards are phased in by 2020.  

Recommendation:

We recommend that the ARB validate its VMT growth and fuel consumption assumptions underpinning the Scoping Plan to ensure the most appropriate overall mix of GHG reduction strategies.  We further recommend that revised estimates of VMT growth and fuel consumption be reflected in all aspects of the Scoping Plan, such as the projected 2020 transportation sector inventory. 

The draft plan does not appropriately recognize the need to encourage low-carbon new development.  The draft plan discusses the ARB’s intent to work with local and regional governments to establish regional GHG targets, which then would guide future land use planning.  It does not clarify, however, whether these targets would function as potential caps on development or as guides for planning.  Given that new housing and other development is much more energy efficient than most of the existing housing or capital stock, it will be essential for land use policy not to block new development, as turnover and new development may offer some of the most cost-effective ways to reduce the state’s carbon intensity.  The ARB should work with other appropriate state and local agencies to remove barriers to infill development and to encourage and reward projects that improve jobs-housing balance, that restore the state’s energy balance (i.e., the balance between energy production and consumption) and that reduce the carbon intensity of land uses.  By contrast, approaches that indiscriminately burden new development are likely to be both ineffective and counterproductive.  Loss of new low-carbon development also would result in major adverse economic and social impacts to the state.

Recommendation:

Develop CEQA and land use guidance to streamline development of more energy- and transportation-efficient projects and identify and remove inappropriate development barriers.  The ARB should issue CEQA guidance to ensure that lead agencies recognize (e.g., through appropriate categorical exemptions and accounting) the greenhouse gas-reducing benefits of projects that meet AB 32 performance standards or that improve energy, transportation and jobs-housing balance.  The ARB should identify existing barriers to favorable (e.g., infill, transit, renewable fuel, combined heat and power, CCS) project development and implement a strategy to remove such barriers.

General Comment regarding VMT Strategies and Indirect Source Measures:

The draft plan should recognize that, as the state’s motor vehicle and transportation fuels programs continue to reduce transportation sector emissions, VMT reduction may play a less significant, and even a temporary role, in reducing emissions.  Appropriate adjustments to the plan’s VMT growth rate assumptions in the Scoping Plan to reflect increased fuel costs, density and infill development, also are likely to suggest a less significant role for VMT-related strategies than suggested in the draft plan. 


To the extent VMT strategies remain necessary and appropriate, they should be addressed at the regional and General Plan level and not at the individual project stage.  Indirect source rules aimed at individual projects cannot effectively change the land use factors and relationships that affect VMT at the appropriate scale.  That has to occur earlier in the planning process at the regional or local land use and zoning level.  Indirect source rules are implemented at the project permit stage, which is too far downstream in the planning process to affect overall density, diversity, urban design and relationships among destinations within and among communities.  


The potential benefit of indirect source rules also is significantly limited by the small portion of the built environment affected – approximately 1% each year.  Further, indirect source rules can achieve only marginal improvements from projects that already incorporate the latest energy conservation and efficiency standards, low-emission building materials and other project design features related to lower greenhouse gas emissions.  Finally, we note that the ARB estimates that education and voluntary efforts to reduce VMT will be as effective as more costly and burdensome indirect source rules.  Regional planning and consumer education are much more likely to be effective than strategies that inhibit project development.
6.  Audit Program


The draft plan contains an audit and control program that is not necessary and that could interfere with the trading program.  The trading program will create an incentive for all regulated sources to understand their emissions and to explore cost-effective ways of reducing them.  If on-site reductions truly are cost-effective, sources will achieve such reductions without the need for a mandate.  Not only is a command-and-control approach not necessary, but it would potentially interfere with the trading market because it would potentially recognize credit for pre-mandate reductions while not for post-mandate reductions.  Likewise, it could significantly discourage facilities from relying on the trading market as a compliance strategy, because allowance purchases would not assure compliance in those situations where a post-audit requirement must be met by on-site reductions.


Recommendation:


Provide uniform guidance for facility audits, but avoid requiring facility-specific greenhouse reduction requirements.

7.  Feebates

The draft plan includes a feebate component as a potential program element, but does not specifically consider the relative value of implementing such a program on a manufacturer, as opposed to consumer, level, and on an attribute basis.


Recommendation:


The draft plan should implement a feebate program on a manufacturer- and attribute basis.  Please review the detailed discussion of feebate issues in the Coalition’s California First proposal.

8.  Other Considerations

The draft plan does not address several other potentially important subjects, such as cost containment, mechanisms for mid-course adjustment, integration with a national program, enforcement considerations (including variances), public communication efforts, economic analyses, and similar topics.  These topics are critical to the success of the program and must be addressed in the final plan.

Contact:

Robert A. Wyman

Latham & Watkins LLP

355 South Grand Avenue

Los Angeles, CA 90071-1560

(213) 891-8346

ROBERT.WYMAN@LW.COM
Attachment:  California First - A Proposal to Accelerate Low-Carbon Technology Deployment and Bring California Into a Global Carbon Market
� 	ARB staff have indicated that in some circumstances trading within regulated sectors may be permitted, but intra-sector trading rarely offers the cost-saving or compliance flexibility opportunities made available by trading across a diverse group of sources and jurisdictions.


� 	If this assumption is correct, it will make little difference that allowances are allocated to more than 21% of the market.  The key consideration is whether and to what extent allowances will be available for trading.  Sources subject to independent performance measures in essence would have to receive more allocations than they will require, to curtail operations or to over-comply with the applicable measure in order to sell a surplus allowance to the open market.


� 	Power plants are a good illustration of this challenge.  Almost all regulated power plants in California will be gas-fired facilities.  These facilities can achieve at most GHG reductions in the range of a few percentage points by making efficiency improvements.  They and other similarly situated facilities will for the most part be buyers under the California program and thus dependent on access to allowances or offsets from other sources..


� 	Even if other jurisdictions meet California’s stringency and integrity conditions, there may be legal and constitutional barriers to broad geographic linkage (e.g., commerce and compact clause concerns).


� 	This risk would be increased if the last category of capped sources (i.e., the power generators and industrial sources for whom specific reductions have not been identified) must make up any shortfall from other sectors, e.g., if the state underestimates demand growth in the electricity or transportation sectors.  


� 	The use of a performance-based approach does not prevent trading.  Indeed, the only credits generated under a carbon intensity-based performance standard are from improvements in performance and not from reduced activity levels (e.g., from shutdowns or curtailments of activity).  This ensures that California would not inadvertently cause economic damage such as by rewarding facility shutdowns and reduced employment.  
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