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ENVIRONMENTAL
ADVOCATES OF NEW YORK

YOUR GOVERNMENT WATCHDOG

Friday, December 14, 2007

Mr. Michael Sheehan, P.E.

New York State Department of Environmental Conservation
625 Broadway

Albany, New York 12233-3251

Mr. Peter Keane

New York State Energy Research & Development Authority
17 Columbia Circle

Albany, New York 12203

Re: Title 6 New Part 242 (CO, Budget Trading Program) and Title 21 New Part 507 (CO, Allowance
Auction Program)

Dear Mr. Sheehan and Mr. Keane:

Environmental Advocates of New York appreciates the opportunity to comment on the New York State
Department of Environmental Conservation’s (Department) and the New York State Energy Research and
Development Authority (NYSERDA) proposals to add a new Part 242 (the CO, Budget Trading Program) to
Title 6 and new Part 507 to Title 21 of the New York State Codes, Rules and Regulations.

Environmental Advocates appreciates the effort made by the Department, NYSERDA, the New York State
Department of Public Service (DPS), and the other stakeholders in the State Working Group that went into
developing this regional program to stabilize and cut greenhouse gas emissions from the electric sector.

Federal inaction to address the threats posed by global climate change has forced states to act on their own.
We applaud New York and all the states participating in the Regional Greenhouse Gas Initiative (RGGI) for
taking these steps.

Environmental Advocates of New York is the state’s government watchdog, holding lawmakers and
agencies accountable for enacting and enforcing laws that protect natural resources and public health.
Environmental Advocates works alone and in coalitions and has more than 7,000 individual and 130
organizational members.
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We have followed the development of these proposed regulations since this effort was spearheaded by New
York Governor Pataki in 2003. Environmental Advocates has submitted comments previously on the multi-
state memorandum of understanding (MOU), the proposed and final “model rule”, as well as the
Department’s pre-proposal released in December 2006. We have also participated in the Department’s many
stakeholder meetings.

An abundant literature exists on the science of climate change, why we are facing a warming climate, and the
potential impacts of a warmer climate on public health, natural systems and wildlife, agriculture, and the
economy. We see no need to revisit the well documented threats of global warming today.

To summarize, we are already experiencing the effects of global warming. While its long-term effects will
vary, they will be largely negative, and the choices we make today will determine the sort of world our
children and grandchildren will inherit. Global climate change is, to paraphrase Governor Eliot Spitzer, the
greatest environmental challenge of our time.

We offer the following comments on the Department’s draft regulations. Our comments are divided into
eight topics: 1) the method for distributing allowances; 2) a set-aside for plants that entered into long-term
contracts; 3) the auction itself; 4) the uses of the funds raised by the auction; 5) the exemption for inside-the-
fence generators; 6) the set-aside for the voluntary renewable energy market; 7) the region-wide cap; and 8)
concluding statements.

1) Distributing Allowances

Environmental Advocates and other consumer and environmental organizations have argued that 100 percent
of the carbon dioxide (CO,) emissions allowances should be auctioned instead of the minimum of 25 percent
as required by the multi-state memorandum of understanding.

To summarize our previous arguments, the wholesale electricity market in New York will ensure that the

economic value of the allowances becomes a component of generator bids, regardless of whether they are
purchased or given away. Giving any portion of the allowances away to generators, therefore, will pad the
bottom lines of these polluters.

Electric power generators have argued that the 100 percent allowance auction will lead to adverse impacts on
system reliability. They have said that some plants may shut down as the result of this proposal, straining
capacity and increasing the likelihood of service disruptions. However, analysis conducted by the State
Working Group has shown that plant shut downs in New York (or elsewhere in the Northeast) under the
regional climate program are unlikely." Additional analysis conducted by New York State Department of
Public Service (DPS) staff shows little revenue impact associated with the RGGI for oil and natural gas
plants and greater impact on coal plants.

While older, and more polluting, coal plants become less lucrative to operate under the RGGI, these plants
are producing the most greenhouse gas pollution, as well as other regulated contaminants, and should have to
pay for running highly polluting operations. Plant shut downs are also unlikely when considered in the
context of the recent price volatility of fossil fuels. Purchasing allowances associated with the regional
climate plan pale in comparison to natural gas and oil price volatility during the past three years.

Auctions are not risky. As we have argued in previous documents, auctions have been implemented
successfully in a variety of contexts. The sulfur dioxide and nitrogen oxide cap-and-trade programs include
auction components. The European Union Emission Trading Scheme has experience with auctioning

! DPS Staff Analysis of the Proposed RGGI Program’s Impact on Select Coal and Gas/oil-fired Generating Facilities. January 9,
2007.
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allowances, and even the Federal Communications Commission is employing auctions related to the
broadcast spectrum.

The Spitzer Administration and the Department should be commended for committing to auction the vast
majority of New York’s apportionment of CO, emission allowances. New York’s leadership on this issue
has influenced the other nine RGGI states, as well as national discussion, on the best way to distribute
allowances in a cap-and-trade scheme. The wise use of auction proceeds will provide benefits to consumers
and should result in further greenhouse gas reductions. This is a major victory for environmental and
consumer interests.

However, the set-aside for power plants that entered into long-term bilateral contracts before the release of
the draft RGGI model rule (March 2006) included in the Department’s proposal should be removed,
rewritten or modified. Including this provision in the Department’s proposal means that potentially less than
100 percent of New York’s emissions allowances will be auctioned.

2) Long-Term Contracts Set-Aside

Some power producers have claimed that their existing contracts make it impossible for them to pass the cost
of allowances on to purchasers. As a result, the Department proposes an annual 1.5 million-ton set-aside for
polluters. The Department would allow some plants to receive “free” allowances provided they meet
conditions outlined in the draft rule.

We agree with the Department that plants should bear the burden of proof. Electric generators should
produce their contracts and open their books. Only plants that meet the established emissions threshold
should be eligible for some kind of relief. We also agree that in the event that conditions described in the
Department’s proposal are not met and some allowances are not awarded, these allowances should be made
available for auction.

Giving any portion of the allowances away for nothing shortchanges the public. Competitive electric
generators expect to bear a variety of risks associated with their business, including risks related to changing
environmental standards. Regulators are not responsible for lost revenues or changes in the cost of doing
business for these entities. At least some form of CO, regulation has been discussed since the early 1990s,
and multi-state discussions related to setting aside at least 25 percent of emission allowances began several
years prior to signing the final MOU creating the RGGI in December 2005. And although unlikely—and
potentially not very profitable—nothing prevents power plants that receive free allowances from banking
them, adjusting facility output, and selling a portion of these allowances on the secondary market. Savvy
generators may find ways to game this system to their advantage.

It is also worth noting that addressing the issue of long-term contracts in this way is also a significant
departure from the Department’s previous arguments.”

Suggested Changes

We recommend that the Department remove this set-aside entirely or at least eliminate awarding free
allowances. Requiring that both the generator and the purchaser split the initial cost of allowances purchased
would be better because it holds both parties accountable for their contract, and reduces cost to the
generators without entirely bailing them out at the public’s expense.

2 New York’s CO, Budget Trading Program: Participating in the Regional Greenhouse Gas Initiative. The Proposed Auction of
100% of the Emissions Allowances: Frequently Asked Questions. New York State Department of Environmental Conservation.
December 14, 2006.
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Along these lines, a second solution would be providing this limited pool of allowances at an
administratively determined fixed price, ensuring at least some portion of generator responsibility and
maintaining the “polluter pays” principle. Even this would be preferable to giving allowances away to
polluters for free.

If the Department chooses to keep some form of this set-aside, the public should have a way to review and
comment case-by-case on the justification for awarding these allowances for free or at discount. While we
recognize that some applicant financial information need not be made available for proprietary reasons, we
recommend that a detailed justification by the Department for making such awards be made available for
public comment for each case considered.

Further, if the long-term contract provision is not removed, language should be included that prevents
allowances awarded from this set-aside from being sold in the secondary market or banked for use in future
compliance periods. This language would prevent generators from “gaming the system” and selling
allowances on the secondary market for profit. This language would also prevent profiteering under our
second proposed solution to the long-term contracts problem, where a limited pool of allowances would be
made available at a fixed price.

And while we believe it is the Department’s intent to allocate all allowances not otherwise awarded to
polluters from the long-term contract set-aside or retired from the voluntary renewable set-aside, the
language related to allocating the base budget to the “energy efficiency and clean energy technology
account” should be clarified in the following manner:

242-5.3 CO, allowance allocations

(a) 'Energy efficiency and clean energy technology account'. The department will allocate the
CO, Budget Trading Program base budget to best achieve the emissions reduction goals of the
CO, Budget Trading Program by promoting or rewarding investments in energy efficiency,
renewable or non-carbon-emitting technologies, and/or innovative carbon emissions
abatement technologies with significant carbon reduction potential.

(1) NYSERDA will establish and administer the energy efficiency and clean energy
technology account pursuant to 21 NYCRR Part 507.

2) The department will allocate the remaining CO, Budget Trading Program base budget to
the energy efficiency and clean energy technology account_less the number of allowances
awarded or retired under 242.5.3 (c) and (d).

3) Auction Design

Environmental Advocates urges New York and the other RGGI states to move forward with a regional
auction as soon as possible. Our understanding is that the states are working toward having an auction in
June 2008. Auctions conducted in advance of the start of the program may help the RGGI ease into a stable
emissions allowance price and may address some of the generators’ concerns about additional cash and
credit requirements.

We also strongly urge the states to work together to hold a regional auction. State-by-state auctions, with
somewhat different procedures and designs, and conducted at different times, introduce yet another level of
complexity into an already complex program. Auctioning allowances in regional framework is the simplest
and most direct approach. Holding one regional auction should minimize state transaction costs and provide
for better monitoring against collusion and attempts to exercise market power.
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We concur with the recommendations from the RGGI auction design team. We have no reason to believe
that a uniform price, single round, sealed bid auction format is not the best approach. A few issues are worth
highlighting in the NYSERDA rule.

Reserve Price

We support the use of a reserve price that may or may not be disclosed to bidders. Employing a reserve price
ensures a minimum value for allowances and a minimum level of investment in alternatives to CO,
producing technologies. It is critical that an administratively determined reserve price be used rather than one
tied to the spot market. Only an administratively determined reserve price can ensure that the approximate
social value of reducing CO is reflected in the allowance price.

Unsold Allowances

If a reserve price is set, the rule requires that unsold allowances be made available in future auctions, but in
quantities and in manner determined by NYSERDA and an auction advisory committee. These allowances
would be placed in a contingency account and re-introduced as another buffer against high allowance prices.

Environmental Advocates supports the use of a contingency bank but prefers retiring allowances not sold at
the reserve price. Further, if allowances in the contingency account are reintroduced at a higher price, it
should be at a price above the $10 offset trigger.

Monitoring the Market

Concerns have been raised that some entities would be able to exercise market power in the secondary
allowance market without the proper controls. We encourage New York and the other RGGI states to begin
the process of developing these controls. Developing criteria and the protocols for detecting market
manipulation is an important next step for this regional program. Requiring signed statements from bidders
and market participants that they will abide by auction and market protocols against market power may be a
helpful enforcement tool.

4) Use of the Auction Proceeds

Environmental Advocates of New York supports placing the proceeds of the auction in a special revenue
fund and guiding the spending of these monies through a detailed statutory program. Handling the funds in
this manner provides for better accountability, oversight, fiscal reporting and public involvement on the use
of state resources.

As it relates to the language in this rulemaking, we support the use of auction proceeds to increase
investment in energy efficiency and clean energy technologies. Doubling the investment in energy efficiency
funded from RGGI auction proceeds will result in net benefits for consumers.

Modeling conducted for the Massachusetts Department of Energy Resources shows that aggressive investing
in energy efficiency programs, when distributed across households, would reduce average electricity bills in
the RGGI region by approximately $66 per year in 2015, and $109 by 2021. This makes for significant
savings for millions of households in the Northeast, and by extension, in New York.

Environmental Advocates has concerns about the language in 242.5.3 (a) that allows proceeds to be used for
“innovative carbon emissions abatement technologies with significant carbon reduction potential.” Although
the proposed language is consistent with the multi-state MOU, New York should invest these resources in
the most cost-effective options and initiatives that result in real reductions in greenhouse gases. The multi-
state “model rule” contemplates a great deal of discretion to be exercised by the states related to the
allocation of allowances and by extension the auction proceeds themselves. We also contend that further
clarification of this language is complementary and does not contravene previous agreements.
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Further discussions with the Department suggest that these proceeds could be used to support “clean coal”
demonstration projects. We would strongly object to any of these funds helping to subsidize major clean coal
pilot or demonstration projects, the nuclear power industry, or any other industry that poses a significant risk
to human health and the environment. These funds should also be treated as supplemental resources and
should not supplant existing state investments in energy efficiency and renewable energy.

Suggested Changes

While a small amount of money could be made available for research and development into carbon-reducing
technologies, we believe the private sector is a more appropriate source for raising investment capital. We
propose the following language change to ensure that the RGGI auction proceeds are not squandered on
unproven, costly technologies that may siphon dollars away from proven programs.

252.5.3 (a)

(a) “Energy efficiency and clean energy technology account.” The department will allocate
the CO, Budget Trading Program base budget to best achieve the emissions reduction goals of
the CO, Budget Trading Program by promoting or rewarding investments in energy
efficiency, renewable or non-carbon-emitting technologies, and/or cost-effective irnevative
carbon emissions abatement technologies with that result in significant verifiable carbon

reductions petential.

5) Inside-the-Fence Exemption

The Department has included provisions allowing an exemption for units that supply less than or equal to 10
percent of the power generated on-site to the electric grid. This is often referred to as the “inside-the-fence”
or “behind the meter” exemption. While the provisions to reduce the overall CO, budget have merit and
would prevent cap inflation, New York should not exempt behind-the-meter generators from this program.
These sources account for millions of tons of CO, emissions every year and should be required to purchase
and trade emissions allowances just like every other source.

Eventually this cap-and-trade framework should be expanded to all major stationary sources of CO,, so it
makes little sense to provide upfront exemptions now and rescind them later. An expansion to other sources
would allow the markets to realize lower compliance costs for all sources, as well as for consumers.

6) Voluntary Renewable Set-Aside

The Department’s proposal also includes a fixed 700,000 allowance set-aside related to the voluntary
purchase of renewable energy. Without this set-aside, green power purchasers could make no legitimate
greenhouse gas reduction claims. Applicants would have to document these renewable energy purchases and
the time period in which the purchases were made. Allowances awarded from this set-aside would be retired,
taking CO; out of the atmosphere. In the event that these conditions are not met and some allowances are not
awarded, allowances would be available for auction.

We support the intent of this provision because it ensures that voluntary renewable energy sales can
legitimately claim to reduce greenhouse gases. However, we recommend including language that allows
some flexibility in the number of allowances set aside for this purpose. Under the current proposal, if
Department-approved requests exceed the size of the set-aside, the Department would retire allowances on a
first-come, first-served basis. An alternative would be making additional allowances available for retirement
from future base budgets in the event of oversubscription. Including language along these lines would
continue to encourage the growth of clean power.
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7) The RGGI Cap - Is it too high?

Environmental Advocates of New York remains concerned that the region-wide cap may be higher than
business-as-usual levels of emissions. The region-wide cap was set by taking average emissions from
affected facilities for a five-year period ending in 2004. Modest electric demand growth was assumed during
the period between 2005 and 20009.

Independent analyses from industry and environmental groups have shown declining trends in the emissions
of CO,, from facilities likely to be affected by the RGGI since the cap was established. In particular, using
data from the Environmental Protection Agency (EPA) and Energy Information Administration (EIA),
Environment Northeast has shown significant declines in emissions for calendar year 2006. More troubling,
independent data collection shows discrepancies between published EPA and EIA data from years 2000-
2004, and the state figures used to determine cap from the same period, with state figures generally reported
at higher levels.

Getting the cap right is important for two reasons. Flooding the market with allowances in the program’s
early years sends the wrong price signal. We agree, however, that this poor price signaling is buffered by
employing a reserve price to ensure a minimum value for allowances. Second, the RGGI requires greenhouse
gas reductions 10 percent off the 188 million-ton cap by 2019, or an approximately 18 million ton reduction
in regional CO, emissions. If actual emissions are already lower than cap levels by approximately five
percent, the program provides very little environmental benefit. Beyond setting up the structure for emissions
trading, which would be useful in its own right, this regional program may not fulfill the environmental goals
of stabilizing and reducing greenhouse gases set forth in the MOU.

We urge New York and the other RGGI states to complete their emissions inventories for 2005 and 2006 as
soon as possible. We also urge the states to work with analysts to resolve the reasons for any discrepancies.
If the cap turns out to be higher than business-as-usual, we recommend that state agency heads reconvene
and immediately consider measures to lower it.

One solution that provides ample time to address this question is to consider beginning the reduction phase
of the program in 2012 earlier rather than 2015. Another solution could be to require a straight five percent
reduction off each state’s allocation of allowances. This solution may avoid the painful negotiating that
helped produce the regional cap to begin with. A third solution could be for those states that control large
portions of the regional allowance allocation, such as New York, New Jersey, Connecticut, Massachusetts,
and Maryland, to adjust their caps with the consent of the other RGGI states.

8) Conclusions

Scientists estimate that in order to avoid the worst effects of climate change we need to cut worldwide
greenhouse gas emissions by up to 80 percent by mid-century. This is a daunting task. More experience with
the RGGI as it develops may lead to future discussions about lowering the emissions cap and requiring
deeper reductions in later years.

The RGGI is a modest program that reduces emissions from only one sector of the economy and is therefore
only one step toward cutting the pollution that causes climate change. We look forward to working with the
Department and the Administration to find new ways to reduce greenhouse gas emissions from other
sources.

Lastly we commend the Department on its efforts throughout this long process. There are many unsung
heroes within the Department that have worked countless hours to make this program a success. The eyes of
the nation are indeed on New York and the other nine RGGI states as we move from policy development to
implementation of the country’s first mandatory program to stabilize and reduce greenhouse gas emissions.
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We look forward to finalizing this rulemaking as quickly as possible.

Yours sincerely,

Sradm LM

David M. Gahl
Air & Energy Program Director
Environmental Advocates of New York
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