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Energy Commission Docket 07-OIIP-01

PRE-WORKSHOP COMMENTS OF DYNEGY ON
ALLOWANCE ALLOCATION ISSUES

I Introduction and Summary

Pursuant to the October 15, 2007 Assigned Commissioner’s Ruling: Requesting
Comments and Noticing Workshop on Allowance Allocation Issues," Dynegy Morro Bay
LLC, Dynegy Moss Landing LLC, and Dynegy South Bay LLC (“Dynegy’’) hereby
present its comments on greenhouse gas (“GHG”) allowance allocation issues in the
above referenced docket and in the California Energy Commission’s Docket No. 07-
OIIP-01.

Dynegy supports the creation of a national GHG emissions reduction program
that permits the development of economic and reliable power while simultaneously
protecting the nation’s energy security and economic stability with a diverse portfolio of
fuel options. Regulation of GHG emissions is best achieved at the national level through
an economy-wide carbon tax or a cap and trade program that incorporates as many

sectors of the economy as practical.

! Posted at http://www.cpuc.ca.gov/EFILE/RULINGS/73857.htm




Although a national program is the best approach to regulate GHG emissions, we
understand California is moving ahead to establish its own GHG emission reduction
program prior to the adoption of such a program by the federal government. Because
California deems it in its best interest to develop its own policy, Dynegy will offer
comments on proposals that are currently before California regulators. These comments
do not change our position that a national GHG emission reduction program is the

preferred alternative.

II. Comments
3.1.  Evaluation Criteria

Q1. Please comment on each of the criteria listed by the MAC. Are these
criteria consistent with AB 32? Should other criteria be added, such
as criteria specific to the electricity and/or natural gas sectors? In
making trade-offs among the criteria, which criteria should receive
the most weight and which the least weight?

Dynegy supports the creation of a cap and trade program.”> A carefully crafted
trading program will encourage GHG emission reductions and innovation at a lower price
than traditional command and control tools. A GHG program should also include all
major sources of GHG emissions, not just one sector and not just major stationary
sources in one or a limited number of sectors. Instead, all sectors and all sources large
enough to justify regulation that have GHG emissions should be included in GHG
regulation. It is also important to treat all similarly situated market participants in a non-
discriminatory manner. Leakage, as defined by the MAC, must also be addressed to

prevent in-state generation from being placed at a competitive disadvantage to out-of-

state resources.

2 A flexible environmental regulation mechanism that sets an overall limit on the emission of a certain
pollutant, but allows companies that can easily reduce emissions to sell credits to other companies for
which such reduction would be difficult. The cap ensures that emissions will not exceed a desired amount.



3.2.  Basic Options

These questions should be answered for both the electricity and natural gas
sectors. If your recommendations differ for a load-based or deliverer/first
seller point of regulation in the electricity sector, or for the natural gas
sector, explain why.

Dynegy’s responses are for the electricity sector only.

Q2. Broadly speaking, should emission allowances be auctioned or
allocated administratively, or some combination?

If a first seller or source-based program is adopted, existing sources should
receive some, if not all, of their allocations based on historic emissions performance,
since that historic performance has been, by definition, in compliance with all then-
existing regulatory requirements. Such an allocation system will, in part, recognize the
reliability benefits conferred by such sources, provide funding for emission reductions
investments, and offset some of the loss of market value of these resources.

If a load-based system is adopted, Dynegy welcomes suggestions on how to
allocate allowances; however, Dynegy unequivocally opposes a system that proposes no
cost or other preferential allocations to LSEs while independent power producers (IPPs)
would be required to purchase allocations from the LSE or other marketers. Such an LSE
no cost or preferential allocation scheme clearly is discriminatory, given California’s
hybrid procurement system wherein LSE also own generating resources. This disparate
approach would give LSE-owned generation a distinct competitive advantage over IPP-
owned generation with no associated GHG reduction benefits.

Dynegy also opposes a policy that would allot free allowances to LSEs who
would, in turn, auction them off to IPPs. LSEs could leverage that position by tying such

purchase to an LSE supply agreement and thus reap an unfair advantage over



independent power producers in the general market and at the bargaining table. Two clear
principles emerge.

First, any market structure must treat all similarly situated market participants in a
non-discriminatory manner.

Second, requiring IPPs to purchase allowances from an LSE is not only anti-
competitive but provides no GHG emission reduction benefits.

Q3. If you recommend partial auctioning, what proportion should be
auctioned? Should the percentage of auctioning change over time? If
so, what factors should be used to design the transition toward more
auctioning?

Dynegy recommends that allowances initially be allocated to the sources that are
regulated based on historic emissions performance. Over time, the distribution method
should transition toward auctioning, once a deep and liquid allocation trading market has
developed.

Q4. How should new market entrants, such as energy service providers,
community choice aggregators, or (deliverer/first seller system only)
new importers, obtain emission allowances, i.e., through auctioning,
administrative allocation, or some combination?

A new entrant set-aside should be created, under either a load-based or first seller

system. Moreover, a GHG regulatory system that is multi-sector (as opposed to focused
solely on the electric sector) offers the best means for new market entry and, not

surprisingly, the greatest potential for overall reduction of GHG by bringing all sources

of GHG into the market created.
3.3.  Auctioning of Emission Allowances—General Questions

These questions assume that some or all emission allowances are auctioned,
and should be answered for both the electricity and natural gas sectors. If
your recommendations differ for a load-based or deliverer/first seller point



of regulation in the electricity sector, or for the natural gas sector, explain
why.

QS.  What are the important policy considerations in the design of an
auction?

If California decides to hold auctions for allowances, it should plan for and
prevent auction participants from creating artificial scarcity by buying and retiring
allowances. Initially, participation in the auction should be limited to entities in the
regulated sectors to prevent speculators from profiting by trying to gain market power in
tradeable allowances. Proceeds from these auctions could be used to promote research
and development of emission reduction technology.

Q6. How often should emission allowances be auctioned? How does the
timing and frequency of auctions relate to the determination of a
mandatory compliance period, if at all?

Dynegy does not have an opinion on this question at this time.

Q7. How should market power concerns be addressed in auction design?
If emission allowances are auctioned, how would the administrators of
such a program ensure that all market participants are participating
in the program and acting in good faith?

See answer to Q5

Q8.  What criteria should be used to designate the types of expenditures
that could be made with auction revenues (including use to reduce end
user rates), and the distribution of money within those categories?

Auction revenues could be dedicated to the development of technology to reduce
GHG emissions. In general, any expenditures should help create more allowances to help
develop a deeper and more liquid market for allocations.

Q9. What type of administrative structure should be used for the auction?

Should the auction be run by the State or some other independent

entity, such as the nonprofit organization being established by the
Regional Greenhouse Gas Initiative?



An auction should be administered by a non-governmental entity, neutral third
party without a profit motive or any other interest in the allocation market.

3.4.  Electricity Sector

3.4.1. Administrative Allocation of Emission Allowances

Various methods have been proposed and discussed for the
administrative allocation of emission allowances. The following potential
methods could be used:
a. Grandfathering: “A method by which emission allowances are freely

distributed to entities covered under an emissions trading program based
on historic emissions.” (MAC report, p. 93.)

b. Benchmarking: “An allowance allocation method in which allowances
are distributed by setting a level of permitted emissions per unit of input
or output” (e.g., fuel used or sales to customers (pounds (Ibs)/megawatt-
hour or Ibs/million British thermal units (MMBtu)). (MAC report, p. 90.)

c¢. Updating: “A form of allowance allocation in which allocations are
reviewed and changed over time and/or awarded on the basis of changing
circumstances (such as output) rather than historical data (such as
emissions, input or output). For example, allowances might be distributed
based on megawatt-hours generated or tons of a product manufactured.”
(MAC report, p. 96.)

d. Other: Such as population (Ibs of carbon dioxide (CO2)/customer or Ibs
CO2/capita), or cost of compliance (based on retail provider supply
curves of emission reduction measures, or a comparable metric).

Answer each of the questions in this section, first, for a load-based system in
the electricity sector and, second, for a deliverer/first seller system in the electricity
sector. If your recommendations differ for a load-based or deliverer/first seller point
of regulation, explain why.

Q10. If some or all allowances are allocated administratively, which of the
above method or methods should be used for the initial allocations? If
you prefer an option other than one of those listed above, describe
your preferred method in detail. In addition to your recommendation,
comment on the pros and cons of each method listed above, especially
regarding the impact on market performance, prices, costs to
customers, distributional consequences, and effect on new entrants.



Allocations should be based on historic emissions performance. This method of
allocation would recognize the reliability benefits provided by existing sources, provide
funding for emission reductions investments, and offset some of the loss of market value
of these resources.

Q11. Should the method for allocating emission allowances remain
consistent from one year to the next, or should it change as the
program is implemented?

Any GHG emission allocation system must provide certainty for market

participants. Entities have made and will make substantial investments in pursuit of their
individual GHG compliance strategies. The method for administratively allocating

allowances should remain consistent over time.

Q12. If new market entrants receive emission allowance allocations, how
would the proper level of allocations be determined for them?

New market entrants should be allocated allowances from a set-aside pool.

Q13. If emission allowances are allocated based on load/sales, population,
or other factors that change over time, how often should the allowance
allocations be updated?

Dynegy does not have a position on this question at this time.

Q14. If emission allowances are allocated based on historical emissions
“srandfathering”) or benchmarking, what base year(s) should be used
as the basis for those allocations?

The baseline should be the average of the last 5 years. This will account for
variations in the operation of generation due to fluctuations in electrical demand,
equipment maintenance and repair, and generation levels influenced by hydro conditions.

Q15. If emission allowances are allocated based initially on historical
emissions (“grandfathering”), should the importance of historical

emissions in the calculation of allowances be reduced in subsequent
years as providers respond to the need to reduce GHGs? If so, how



should this be accomplished? By 2020, should all allocations be
independent of pre-2012 historical emissions?

The importance of historical emissions performance should not be minimized

with the passage of time. Beyond 2012, electricity demand will likely continue to grow

in California and it will be extremely challenging to have sufficient new zero-emitting

technology on-line in time to meet the 2020 cap target and meet additional electricity

demand. The role of existing fossil resources beyond 2012 should not be understated.

Q1e.

Should a two-track system be created, with different emission
allowances for deliverers/first sellers or retail providers with legacy
coal-fueled power plants or legacy coal contracts? What are the
factors and trade-offs in making this decision? How would the two
tracks be determined, e.g., using an historical system emissions factor
as the cut-off? How should the allocations differ between the tracks,
both initially and over time? What would be the market impact and
cost consequences to consumers if a two-track method were used?

Dynegy opposes any system that treats any fuel type in a discriminatory manner.

The system should focus on GHG emissions alone.

Q17.

If emission allowances are allocated administratively to retail
providers, should other adjustments be made to reflect a retail
provider’s unique circumstances? Comment on the following
examples, and add others as appropriate:

a. Climate zone weighting to account for higher energy use by customers in
inclement climates, and

b. Increased emission allowances if there is a greater-than-average
proportion of economically disadvantaged customers in a retail
provider’s area.

Dynegy does not have a position on this question at this time.

Q18.

Should differing levels of regulatory mandates among retail providers
(e.g., for renewable portfolio standards, energy efficiency investment,
etc.) be taken into account in determining entity-specific emission
allowance allocations going forward? For example, should emission
allowance allocations be adjusted for retail providers with high
historical investments in energy efficiency or renewables due to



regulatory mandates? If those differential mandates persist in the
future, should they continue to affect emission allowance allocations?

Retail providers would not be the point of regulation under a first seller system

and therefore should not be allocated allowances under a first seller program.

Q19.

How often should the allowance allocation process occur? How far in
advance of the compliance period?

Dynegy does not have a position on this question at this time.

Q20. What are the distributional consequences of your recommended

Q21.

No.

Q22.

emission allowance allocation approach? For example, how would
your method affect customers of retail providers with widely differing
average emission rates? Or differing rates of population growth?

Dynegy does not have a position on this question at this time.

3.4.2. Emission Allowances with a Deliverer/First Seller Point of
Regulation

Would a deliverer/first seller point of regulation necessitate
auctioning of emission allowances to the deliverers/first sellers?

Are there interstate commerce concerns if auction proceeds are
obtained from all deliverers/first sellers and spent solely for the
benefit of California ratepayers? If there are legal considerations,
include a detailed analysis and appropriate legal citations.

Dynegy has no comment on this question at this time.

Q23.

If you believe 100% auctioning to deliverers/first sellers is not
required, explain how emission allowances would be allocated to
deliverers/first sellers. In doing so, answer the following:

a. How would the amount of emission allowances given to deliverers/first
sellers be determined during any particular compliance period?

For in-state resources, allowances could be allocated to all regulated sources

based on historic emissions performance. For imported power, allowances could be
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allocated to existing contracts and out-of-state resources based on the contract terms or
ownership share of the resource.

b. How would importers that are marketers be treated, e.g., would they
receive emission allowance allocations or be required to purchase all their
needed emission allowances through auctions? If allocated, using what
method?

See answer to Q23a.

c¢. How would electric service providers be treated?

See answer to Q23a.

d. How would new deliverers/first sellers obtain emission allowances?

For new in-state resources and importers of power, allowances could be allocated

from the new entrant set-aside pool or obtained in the secondary market.

e. Would zero-carbon generators receive emission allowance allocations?

Zero carbon generators should not be included in the allocation of emission

allowances. Currently, California has programs in place to encourage the development of
renewable technology and is considering the creation of a tradable renewable energy
credit (TREC). In addition, AB 32 will incentivize LSEs to purchase more renewable
projects to reduce their GHG profile. Finally, under a first seller approach, the marginal
price of power will rise corresponding to the price of allowances. Zero emitting
generators will see an increase in profits corresponding to these price increases, with no
increased costs. An additional windfall in the form of allocated allowances is not needed.

If any allowances are allocated, they should go to the entities that are regulated under the

GHG program.

11



f. What would be the impact on market performance, prices, and costs to
customers of allocating emission allowances to deliverers/first sellers?

Dynegy has no comment on this question at this time.

g. What would be the likelihood of windfall profits if some or all emission
allowances are allocated to deliverers/first sellers?

If allowances are allocated on a historic emission performance basis, they will go
to sources that are facing the greatest compliance costs for GHG reductions. This
allocation system will recognize the reliability benefits conferred by such sources,
provide funding for emissions reductions investments, and offset some of the loss of
market value of these resources.

h. How could such a system prevent windfall profits?

A gradual transition to an auction would reduce the potential for windfall profits
as would a load-based approach to GHG regulation.

Q24. With a deliverer/first seller point of regulation, should administrative
allocations of emission allowances be made to retail providers for
subsequent auctioning to deliverers/first sellers? If so, using what
allocation method? Refer to your answers in Section 3.4.1., as
appropriate.

The allocation of allowances is influenced by the point of regulation. As
previously stated, Dynegy opposes a system that allocates no cost or other preferential
allowances to LSEs and requires independent power producers to purchase such
allocations

Q25. If you recommend allocation of emission allowances to retail
providers followed by an auction to deliverers/first sellers, how would
such an auction be administered? What kinds of issues would such a
system raise? What would be the impact on market performance,

prices, and costs to customers?

See answer to Q2

12



3.5.  Natural Gas Sector

Dynegy does not have comments on this section at this time.

Q26. Answer each of the questions in Section 3.4.1. except Q16, but for the
natural gas sector and with reference to natural gas distribution
companies investor- or publicly-owned), interstate pipeline
companies, or natural gas storage companies as appropriate. Explain
if your answer differs among these types of natural gas entities.
Explain any differences between your answers for the electricity
sector and the natural gas sector.

Q27. Are there any other factors unique to the natural gas sector that have
not been captured in the questions above? If so, describe the issues
and your recommendations.

3.6.  Overall Recommendation

Q28. Considering your responses above, summarize your primary
recommendation for how the State should design a system whereby
electricity and natural gas entities obtain emission allowances if a cap
and trade system is adopted.

Dynegy supports the creation of a national GHG emission reduction program.
However, within the context of California’s GHG emission reduction efforts, we support
the creation of a cap and trade market that includes as many sources of GHG as possible.
Our preference would be for a load-based system to be adopted because of the
competitive issues associated with our hybrid electric market and concerns about leakage.

If a first-seller system is implemented, we support the allocation of allowances to

regulated sources based on historic emissions performance.

13



I11. Conclusion

Dynegy supports the creation of a national GHG emission reduction program as
the preferred outcome. Dynegy appreciates the opportunity to offer comments on these

important issues.

Dated: October 31, 2007 Respectfully submitted,
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Attorneys for Dynegy
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farrokh.albuyeh@oati.net
dtibbs@aes4u.com
jhahn@covantaenergy.com
andy.vanhorn@vhcenergy.com
Joe.paul@dynegy.com
info@calseia.org
gblue@enxco.com
sbeserra@sbcglobal.net
monica.schwebs@bingham.com
phanschen@mofo.com
josephhenri@hotmail.com
pthompson@summitblue.com
dietrichlaw2@earthlink.net
Betty.Seto@kema.com
JerryL@abag.ca.gov

jody london_consulting@earthlink.net
steve@schiller.com
mrwv@mrwassoc.com
rschmidt@bartlewells.com
adamb@greenlining.org
clyde.murley@comcast.net
brenda.lemay@horizonwind.com
carla.peterman@gmail.com
elvine@lbl.gov

rhwiser@lbl.gov
C_Marnay@1b1.gov
philm@scdenergy.com
rita@ritanortonconsulting.com
cpechman@powereconomics.com
emahlon@ecoact.org
richards@mid.org
rogerv@mid.org
fwmonier@tid.org
brbarkovich@earthlink.net
johnrredding@earthlink.net
clark.bernier@rlw.com
rmccann@umich.edu
cmkehrein@ems-ca.com
e-recipient@caiso.com
grosenblum@caiso.com
rsmutny-jones@caiso.com
saeed.farrokhpay@ferc.gov
david@branchcomb.com
kenneth.swain@navigantconsulting.com
kdusel@navigantconsulting.com
gpickering@navigantconsulting.com
Ipark@navigantconsulting.com
davidreynolds@ncpa.com
scott.tomashefsky@ncpa.com



ewolfe@resero.com
Audra.Hartmann@Dynegy.com
Bob.lucas@calobby.com
curt.barry@iwpnews.com
danskopec@gmail.com
dseperas@calpine.com
dave@ppallc.com
dkk@eslawfirm.com
wynne@braunlegal.com
kgough@calpine.com
kellie.smith@sen.ca.gov

kdw@woodruff-expert-services.com

mwaugh@arb.ca.gov
pbarthol@energy.state.ca.us
pstoner@lgc.org
rachel@ceert.org
wtasat@arb.ca.gov
steven@iepa.com
etiedemann@kmtg.com
ltenhope@energy.state.ca.us
bushinskyj@pewclimate.org
Imh@eslawfirm.com
obartho@smud.org
bbeebe@smud.org
bpurewal@water.ca.gov
dmacmli@water.ca.gov
kmills@cfbf.com
karen@klindh.com
ehadley@reupower.com
Denise_Hill@transalta.com
sas@a-klaw.com
egw@a-klaw.com
akelly@climatetrust.org
alan.comnes@nrgenergy.com
kyle.silon@ecosecurities.com
californiadockets@pacificorp.com
Philip.H.Carver@state.or.us
samuel.r.sadler@state.or.us
lisa.c.schwartz@state.or.us
cbreidenich@yahoo.com
dws@r-c-s-inc.com
jesus.arredondo@nrgenergy.com
charlie.blair@delta-ee.com
karen.mcdonald@powerex.com
clarence.binninger@doj.ca.gov
david.zonana@doj.ca.gov
agc@cpuc.ca.gov
aeg@cpuc.ca.gov
bim@cpuc.ca.gov
cf1@cpuc.ca.gov

cft@cpuc.ca.gov
tam@cpuc.ca.gov
dsh@cpuc.ca.gov
edm@cpuc.ca.gov
cpe@cpuc.ca.gov
hym@cpuc.ca.gov
hs1@cpuc.ca.gov
jm3@cpuc.ca.gov
jnm@cpuc.ca.gov
jbf@cpuc.ca.gov
jk1@cpuc.ca.gov
jst@cpuc.ca.gov
jtp@cpuc.ca.gov
jol@cpuc.ca.gov
jci@cpuc.ca.gov
jff2@cpuc.ca.gov
krd@cpuc.ca.gov
Irm@cpuc.ca.gov
ltt@cpuc.ca.gov
mjd@cpuc.ca.gov
ner@cpuc.ca.gov
pw1@cpuc.ca.gov
psp@cpuc.ca.gov
pzs@cpuc.ca.gov
rmm@cpuc.ca.gov
ram@cpuc.ca.gov
smk@cpuc.ca.gov
sgm@cpuc.ca.gov
svh@cpuc.ca.gov
scr@cpuc.ca.gov
tex@cpuc.ca.gov
ken.alex@doj.ca.gov
ken.alex@doj.ca.gov
bdicapo@caiso.com
jsanders@caiso.com
jgill@caiso.com
ppettingill@caiso.com
mscheibl@arb.ca.gov
epowers@arb.ca.gov
jdoli@arb.ca.gov
pburmich@arb.ca.gov
bblevins@energy.state.ca.us
dmetz@energy.state.ca.us
deborah.slon@doj.ca.gov
dks@cpuc.ca.gov
kgriffin@energy.state.ca.us
Idecarlo@energy.state.ca.us
mpryor@energy.state.ca.us
mgarcia@arb.ca.gov
pduvair@energy.state.ca.us



wsm@cpuc.ca.gov
hurlock@water.ca.gov
hcronin@water.ca.gov

Commissioner Michael Peevey
California Public Utilities Commission
505 Van Ness Avenue

San Francisco, CA 94102

ALJ Jonathan Lakritz

California Public Utilities Commission
505 Van Ness Avenue

San Francisco, CA 94102

ALJ Charlotte F. TerKeurst

California Public Utilities Commission
505 Van Ness Avenue

San Francisco, CA 94102

ALJ Meg Gottstein

California Public Utilities Commission
505 Van Ness Avenue

San Francisco, CA 94102

Baldassaro Di Capo

California Independent System Operator
151 Blue Ravine Road

Folsom, CA 95630

DOWNEY BRAND
Sacramento Municipal

555 Capitol Mall, 10th Floor
Sacramento, CA 95814-4686

Matthew Most

Edison Mission Marketing &
Trading, Inc.

160 Federal Street

Boston, MA 02110-1776

Thomas McCabe

Edison Mission Energy

18101 Von Karman Ave., Suite 1700
Irvine, CA 92612

Modesto Irrigation District
1231 11th Street
Modesto, CA 95354

Karen Edson

California Independent System Operator
151 Blue Ravine Road

Folsom, CA 95630

Mary McDonald

Director of State Affairs

California Independent System Operator
151 Blue Ravine Road

Folsom, CA 95630

[End]
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docket@energy.state.ca.us
kgriffin@energy.state.ca.us

California Energy Commission
Docket Office, MS-4

Re: Docket No.07-OIIP-01
1516 Ninth Street

Sacramento, CA 95814-5512
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