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BEFORE THE PUBLIC UTILITIES COMMISSION OF
THE STATE OF CALIFORNIA

Order Instituting Rulemaking to Implement the
Commission’s Procurement Incentive
Framework and to Examine the Integration of | Rulemaking 06-04-009
Greenhouse Gas Emissions Standards into (Filed April 13, 2006)
Procurement Policies.

COMMENTS OF FPL ENERGY PROJECT MANAGEMENT, INC.
CALIFORNIA PUBLIC UTILITY COMMISSION’S FINAL OPINION ON
GREENHOUSE GAS REGULATORY STRATEGIES
FPL Energy Project Management, Inc. (FPLE) submits these comments in
response to Commissioner Michael R. Peevey’s proposed decision (PD)*. The PD
represents the final recommendation of the California Public Utilities Commission
(CPUC) and the California Energy Commission (CEC) (collectively, Commissions)
to the California Air Resource Board (CARB) for the treatment of the electricity and
natural gas sectors within California’s greenhouse gas (GHG) reduction program
prescribed by AB32. Since the electricity and natural gas sectors will play a key
role in California’s strategy to reduce GHG emissions, the treatment of these sectors
is central in gauging the ultimate success of the program. FPLE recognizes the
Commissions’ efforts in meeting the challenge of balancing the interests of all
stakeholders to achieve the necessary GHG reductions.
Broadly, FPLE supports the Commissions’ direction in the PD and endorses
the following recommendations contained in the PD as it has throughout this

proceeding:

! Final Opinion on Greenhouse Gas regulatory Strategies, Public Utilities Commission, Agenda 1D#7922, Rulemaking 06-04-009,
September 12, 2008.




e Rapid transition to 100% auction

e “Pure” output-based allocation fallback position

e Avoidance of a California-only GHG cap and trade program
e 3 year compliance periods

e Unlimited banking

e Use of high quality offsets without imposing geographic limitations.

However, there are three specific concepts discussed in the PD which
FPLE does not support. These are listed below and discussed in greater
detail in the body of these comments:

e “In a fuel-differentiated output-based allocation approach, it is
reasonable that a higher weighting factor be applied for all coal
generation delivered to the California grid.”?

e The auction should be open only to entities with compliance
obligations rather than all market participants to avoid unnecessary
costs.’

e “Price triggers and safety valves could very likely distort or defeat the
cap-and-trade market by creating uncertainty that investments in
emissions reduction technologies will achieve returns commensurate
with the level of reductions needed to meet the State’s emissions

reduction goals.™

2 Ibid, Section9, Finding of Fact, # 29, p 282
® Ibid, p254-256
4 Ibid, Section 9, Findings of Fact, #53, p285



1. FPLE opposes the use a fuel adjustment factor to distribute allowances

The PD recommends an 80% fuel-adjusted free allocation of the allowances
in the initial compliance year with the remaining 20% of allowances distributed
via auction. The percentage of free allocation would then decrease by 20% per
year until 100% of the allowances are auctioned in 2016. FPLE supports the
PD’s recommendation for a rapid transition to 100% auction. However, FPLE
disagrees with the PD’s recommendation to use a fuel adjustment factor during
the free allocation period. The PD asserts the proposed fuel-differentiated
output-based allowance allocation would provide “first deliverers” with the
amount of allowances they will need to operate while reducing potential windfall
profits. It further mentions it is reasonable to apply a higher weighting factor to
coal based generating sources.” The addition of a fuel adjustment factor would,
in essence, act as a subsidy to higher emitting sources. Lower emitting sources
are already paying a premium price for the less carbon intensive fuels they
utilize. They should not have to also pay to subsidize the cost of the carbon
associated higher emitting sources. This is not “reasonable” as asserted by the

PD.

The recent vacatur of EPA’s Clean Air Interstate Rule (CAIR) depicts fuel
adjustment factors as an example of bias against the lower emitting resources.
The D.C. Federal District Court ruled that EPA’s use of a fuel adjustment factor

when distributing NOx allowances resulted in “subsidized reductions” with oil

5 Ibid, Findings of Fact #27, 28, 29 p 282



and gas-fired units paying for the cleanup of coal-fired generation.® In addition,
the D.C. District Court referred to the EPA’s use of fuel adjustment factors as
“arbitrary and capricious”.” The intent of CAIR was to reduce the impact of
emissions from “upwind” sources on out-of-state “downwind” non- attainment
areas.®  The parties challenged the methodology EPA used to determine
significant contribution to non-attainment status. The CPUC should reconsider

their recommendation of distributing allowances using a fuel adjustment factor

to avoid promoting any program laced with potentially bias elements.

2. FPL opposes the opening of the auction to all participants.

In the PD, the Commissions are recommending auction participation remain
open to all interested parties and not be limited to those with compliance
obligations.® The PD outlines the different positions presented throughout this
proceeding on this subject. Although not listed in the findings of fact, the PD
expresses the Commissions concern with limiting participants including: market
liquidity, market manipulation, and increased complexity. In contrast, FPLE
supports limiting auction participation to those with a compliance obligation.
The level of oversight suggested by the PD bolsters the argument that the

auctioning of allowances should be restricted to entities with compliance

® State of North Carolina v. EPA, D.C. District Court of Appeals, 2008. No 05-1244, p41
" Ibid, p 42
& Ambient air quality and non-attainment area as defined under US EPA’s Clean Air Act

® Final Opinion on Greenhouse Gas regulatory Strategies, Public Utilities Commission, Agenda 1D#7922, Rulemaking 06-04-009,
September 12, 2008, p 254-256



obligations. The secondary markets will give all interested investors ample
opportunity to participate in the cap and trade program. Restricting the auction
participants assures entities with a compliance obligation they will have an
opportunity to obtain allowances without any added transaction costs or inflated
pricing. In order to minimize costs associated with obtaining allowances for
compliance, the Commissions should recommend that CARB limit participation
in the allowance auctions to entities with a compliance obligation. FPLE agrees
with PD’s recommendation that the market transactions must be rigorously
monitored to prevent market manipulation.® The auction rules must be
structured with a mechanism for their adjustment if the oversight authority

identifies a significant problem exists within the auction structure.

3. FPL does not agree that pricing controls create uncertainty

The PD recommends CARB implement flexible compliance mechanisms in the
GHG cap and trade program.** Section 7.5 of the PD describes CPUC’s
recommended flexible compliance mechanisms in limited detail. These provisions
include unlimited banking, 3-year compliance period, and use of high quality offsets.
The section immediately prior to this is the discussion related to price triggers and

safety valves.'? The PD states price triggers and safety valves would present an

10 hid,p 255
1 |bid, p 252-253
12 bid, p 260-262



element of uncertainty into the carbon market.** FPLE disagrees with the
Commissions’ reasoning on this issue. The value of using market mechanisms is they
provide a level of certainty to entities with a compliance obligation while protecting
the value of investments in carbon reduction. Extreme excursions in the market price
of carbon would result in an artificially high price signal being passed to consumers
and might damage support for the program as a whole. FPLE supports
implementation of pricing controls in a manner that does not damage the integrity of

the market or impede the deployment of GHG emission reduction technologies.

As FPLE has advocated throughout this proceeding, one key is to set an
allowance floor price that is high enough to protect the value of reduction measures.
The price floor insures the value of carbon will not drop below a pre-determined
price. Therefore the value of any investments in carbon reduction technologies would
never drop below this price. This creates some level of certainty for investors in
carbon reduction technologies. For the PD to make the determination this market

mechanism creates “uncertainty” *

in the market is, in our opinion, misguided.

The second key is the proper use of a price ceiling. The ceiling prevents extreme
price fluctuations by capping the cost of carbon allowances. Entities responsible for
compliance will be able to estimate their maximum compliance obligation costs and
make decisions appropriately. The ceiling must be set high enough so the carbon

price signal begins to drive behavioral change. At the same time the price cap must

13 |bid, p262
1% Ibid, Finding of Fact # 53, p285



be low enough to prevent extreme market impacts caused by price spikes. The price
cap should be raised over time until the market and its participants fully integrate the
real cost of carbon into the pricing of goods and services. One benefit of using the
price ceiling is that the cost of carbon is gradually and predictably introduced to
consumers. The price ceiling and floor work together to limit risk to regulated
entities and assure investors in carbon reduction technologies their projects will

maintain some a value in future markets.



Conclusion

FPLE appreciates the effort of the Commissions in the development of the PD and
supports the majority of the recommendations. As discussed previously, the three main
areas of disagreement FPLE has with the current recommendations contained in the PD

are:

e The use a fuel adjustment factor to distribute free allowances creates

bias

e The opening of the auction to all participants may increase costs

e Lack of pricing controls can create market certainty

FPLE looks forward to working with the CPUC, CEC, and CARB during the next
several years to develop the regulations that will implement the GHG scoping plan under

the authority of AB32.
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