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RGGI’s first year seen as more tax than trade

The Regional Greenhouse Gas Initiative will mark its first
anniversary on January 1 with the success of raising almost
half a billion dollars from auctioning carbon allowances, but
with that comes a lesson about how a cap-and-trade program
can effectively become a tax without market pressure to
change the behavior of greenhouse gas emitters.

RGGI will likely end 2009 with CO2 emissions from its
covered power generators far below its annual cap and with
the 10 Northeast and Mid-Atlantic states involved having sold
171.5 million allowances totaling $494.4 million. New York
will receive the largest share of the take at $180.6 million,
followed by Maryland at $96.2 million.

Formed in 2005, RGGI caps emissions at 188 million short
tons annually from 2009 through 2014 then tightens the cap
by 2.5% each year until a 10% reduction in emissions is
achieved by 2018. The states raise funds for energy efficiency
and renewable energy programs through quarterly allowance
auctions that started in September 2008.

“RGGI auctions continue to run like clockwork. Six
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successful auctions, more than 100 bidders and $494 million
for green energy and green jobs — RGGI is showing that cap-
and-trade works,” said RGGI Board of Directors Chairman
David Littell in a December 4 statement after the program
held its sixth allowance auction on December 2.

But looking at the main environmental intent of
emissions cap-and-trade programs, RGGI was not a success in
that it did not push generators to make operational changes,
largely due to the program’s rock-bottom allowance prices,
according to market watchers. They attributed the low prices
to a combination of the program cap being set too high, an
unusual economic recession pushing down energy
production, low natural gas prices and uncertainty about the
future of the program.

When asked about RGGI'’s first year and the impact on
generator behavior, RGGI Executive Director Jonathan Schrag in
an e-mail response Thursday said only: “The RGGI participating
states have put in place the US’s first mandatory cap-and-trade
program for greenhouse gas emissions and have proven that
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auctions are an effective way to allocate CO2 allowances.”

The last auction saw prices come in at or close to the reserve
price of $1.86/st, with 2009s at $2.05/st and 2012s at $1.86/st, a
steep decline from the $3.51/st and $3.05/st reported from the
year’s first auction in March. Market players had initially traded
2009 allowances for December 2009 delivery in August 2008 at
above $5/st, lower than the mid-2008 expectation of $7/st.

Paul Flemming, director of power and gas services at
Wakefield, Massachusetts-based consultancy Energy Security
Analysis Inc., said that RGGI states decided to overallocate the
cap so the economic impact would not hit generators and retail
power rates hard in the early years. This overallocation was made
worse by basing the cap on a time period in the early 2000s,
when dirtier oil-fired generators were running more due to
cheaper commodity prices, and not on more recent years, when
cheaper and cleaner gas-fired generation was running more.

Emissions in 2005 totaled 184,444,457 st, compared with
the near-term high of 186,269,063 st hit in 2000 and the near-
term low of 153,457,865 st in 2008. This year’s emissions for the
first three quarters reported so far total 93 million st, according
to RGGI'’s web site on Friday. That total could increase as new
data is reported to the Environmental Protection Agency.

Flemming said he expects that 2009 emissions will come
in around 150 million to 160 million st since electricity
demand, especially from large customers, dropped by 3% to
5% in the RGGI region. “It is pretty clear now that the
surplus will be overwhelming next year,” he said, noting that
2009 allowances, which all sold at auction, can be banked for
compliance in 2010 and 2011.

“With the auction clearing price at the floor, that level is not
a level to induce generator behavior changes. Prices need to be
at least $10 to start to change behavior and $20 to get some
older coal plants to retire.... RGGI is more of a nuisance now
and just another tax if it is spent on budgets,” Flemming said.

New York is planning to use some RGGI funds to address its
state budget shortfall rather than spend all of its funds, as
originally intended, on energy efficiency, renewable energy and
other clean energy technologies.

Vic Niemeyer, the Electric Power Research Institute’s project
manager for climate change research, agreed that a $2/st
allowance would not impact power prices or generator behavior,
making the reserve price like a tax.

“If the view is this has a revenue consequence above and
beyond the cap, it is essentially a tax,” he said. “The money raised
isn’t the point. In terms of an environmental program, the
environmental benefits are whether the cap is binding or not.
Looking at revenue from an environmental perspective, there
would be the same reduction if the states gave or sold allowances.”

RGGI allowance prices did not substantially hike wholesale
power prices at ISO New England, the PJM Interconnection
and New York Independent System Operator trading hubs.
Impacted by the large drop in gas prices and power demand,
all hubs saw declines from 2008 prices. For example, on-peak
Massachusetts Hub day-ahead bilateral prices this month have
been in the high $40s/MWh, at least $15 lower than this time
last year and far below the $130s/MWh seen this time in 2007.

Prices for New England have not been consistently this low
since before 2000, according to Platts data.

‘Proof of concept’ rather than reduction program?

Steve Fine, vice president at Fairfax, Virginia-based
consultancy ICF International, which has done analytical work
for the RGGI states, agreed that allowance prices would have to
be at least $10/st to spur changes in generator dispatch. But he
added that ICF had forecasted $2/st in 2009 and $3-$4/st in
2010 and 2011 to reflect that RGGI administrators had not
expected to change behavior in the program’s first few years
when they decided to overallocate the cap.

“In some ways, RGGI is more useful as proof of a concept
than as an emissions reduction program because of its
cap....People see it as more of a tax because of the auction
nature of the program by those paying, because it is a cost. It
doesn’t matter if it is $2 or $20,” he said. “It’s a stretch to take
that argument, that because there are no system changes [fuel
switching] therefore it looks like a tax.”

Also keeping RGGI prices low is the lack of belief that they
will be worth something under a federal cap-and-trade program,
Flemming said. Traders had the original idea of buying the
allowances at $3-$4/st to make money on them by carrying
them forward to a federal program in which allowances in 2012
are expected to start at least at $10/metric ton ($11/st), he said.

“But what has happened in [federal legislation] is that
they will accept RGGI but credit what they paid for them,” he
said, making it a riskier prospect to buy them speculating on
federal valuation.

With the federal climate bill debate set to continue into next
year, two measures (H.R. 2454 and S. 1733) voted on this year
would value 2009, 2010 and 2011 allowances as the average of
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each year’s quarterly auctions. With a federal program start date
in 2012, the value of those allowances was not set in the bills,
becoming the main factor as to why the clearing price for RGGI
2012 allowances hit the reserve price in the last auction,
according to RGGI market observers.

Flemming and Niemeyer pointed to the US sulfur dioxide
cap-and-trade program as a better example of how to induce
generator behavior changes. Started in 1995, the acid rain
program has encouraged generators to invest in scrubbers and
other means to reduce their allowance purchasing and has
brought down SO2 emissions and allowance prices
significantly as a result.

EPA announced Friday that generators decreased SO2
emissions to 7.6 million mt in 2008, or 52% compared with
1990 levels and below the 8.95 million-mt cap for compliance
in 2010.

“It is a great example of cap-and-trade success,” Flemming
said, noting that allowance prices are now low because
generators invested in equipment rather than continue to
produce SO2 emissions and participate in the market. He
noted, however, that SO2 reductions by scrubbers or burning
cleaner coal were easier to make than CO2 reductions, with
technologies such as carbon capture and storage far from
commercialized.

The SO2 program provided flexibility to generators to reduce
their emissions, Niemeyer said, noting that emissions fell almost
by half and that the goal of the environmental program was
met. “They started with the idea of cutting emissions rather
than revenue generation,” he said.

ICF’s Fine said that the SO2 program, while it is an example
of a cap being set correctly, is a national program that is not
beset with regional issues in the way that RGGI is with
generators participating in regional power markets along with
non-RGGI generators.

“All regional programs that are there make sense in terms of
moving the [cap-and-trade] ball forward, but the ultimate
solution is a national program. They have done things that are
useful, but a regional program is inherently limited,” Fine said.

Dallas Burtraw, senior fellow at Washington-based
nonprofit Resources for the Future, expressed similar
thoughts. “RGGI had a great first year and the program has
proven to have a strong design” since it accomplished many
things, including a commitment to reducing emissions that
serves as a federal model and successful auctions that
maintained a price signal that would ensure real emissions
reductions would be achieved, he said.

“The low allowance prices reflect the limited ability of the
region to act by itself, but the fact that there is a price means
that decisions in the electricity sector will take CO2 emissions
into account for the first time and that there are real emissions
reductions,” he said.

“By design, RGGI is constrained to have low allowance prices.
Nonetheless, the positive price is a cost that generators will try to
avoid, and the allowance price floor means that generators can
count on a price of at least this magnitude into the future. The
year 2009 showed the model worked extremely well.”

Despite low price, success shines through: observers

Flemming and Niemeyer also did not see RGGI’s first year as
unsuccessful because its administrators are looking at this with a
long view, with the near-term goal being simply to get a
program in place and to see how it works without too much of
a burden on generators and retail customers.

Down the road, Flemming noted, RGGI can review its cap
for adjustment in 2012, but he said he expects that to be
politically difficult to do, along with raising the reserve price for
the auctions, which would only underscore the perception of a
tax-like nature of the program to date.

“I wouldn’t call it a failure because the states didn’t know
what would happen with the economy....Generators are not
doing anything they have not been asked to do. They are
under the cap as it is now, so that is not a failure of the
system,” Niemeyer said.

RGGI generators have yet to put out year-end data on how
much they have spent on allowances in 2009, but some details
have been revealed in their third-quarter earnings filings to the
Securities and Exchange Commission, indicating relatively
minor spending for these multibillion-dollar companies.

For instance, NRG Energy reported spending $6 million on
allowances during the third quarter and $15 million in the first
three quarters, while Public Service Enterprise Group reported
spending $25 million in the three quarters, and Mirant reported
spending $12 million in the third quarter and $39 million in
the first three quarters.

RGGI’s next allowance auction, when 2010 and 2012
allowances will be offered, is set for March 10, 2010. As a sign
that prices will rebound next year, the federal Energy Information
Administration on Tuesday in its Short-term Energy Outlook
projected that improvements in the economy would contribute
to a 1.5% increase in CO2 emissions from fossil fuels in 2010,
after seeing them fall 6.1% this year due to a weak economy and
changes in fuels used by generators. — Christine Cordner
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