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1 Introduction and Summary

1.1 Issue Overview

The Massachusetts Electric Utility Restructuring Act
 (“the Act”) requires that the Massachusetts Division of Energy Resources (DOER) develop and implement a renewable energy portfolio standard, or RPS, to be applied to retail suppliers of electricity to end-use customers in the Commonwealth. The Act lays out the broad outlines for how the RPS is to function and be implemented, and in so doing specifies many of the design features of the RPS. Nonetheless, the Act leaves a variety of RPS design issues unresolved, and provides the DOER with some discretion in the design of these details. 

This paper raises and analyzes several specific RPS design issues not addressed in other Consultant Reports to DOER. These include: 

· Should an explicit cost cap be included in the RPS?

· What types of sanctions for noncompliance should be imposed (including any applicable appeals process), and what should the DOER do with any collected funds? 

· What mechanisms might be incorporated into the RPS compliance process to enhance the flexibility of the requirement?

· Should resource diversity be encouraged with bands or other mechanisms?

· What criteria should the DOER use to set the level of the RPS after 2009, including any eventual cap or phase-out of the RPS?

1.2 What will Resolution of these Issues Impact?

Resolution of these issues will have important ramifications for:

· The ultimate cost of the RPS to retail suppliers and end-use consumers in the Commonwealth.

· The penalties faced by retail suppliers who fail to comply with the provisions of the Act.

· The form and flexibility of required compliance demonstration by retail suppliers.

· How the provisions of the Act related to the design issues discussed here are administered.

· Whether the RPS targets for new renewable resources imposed by the Act are met.

· The types and diversity of renewable generation that are supported by the RPS?

· The magnitude and fate of the RPS after 2009, and the implications of the design on (a) the amount of renewable energy supply provided to the Commonwealth, and (b) the stability of the RPS with its accordant impacts on the financing of renewable energy projects.

· The credibility of the RPS as a regulatory mechanism.

1.3 Summary Recommendations

At the DOER’s direction, our recommendations are based upon an analysis of: the language in the Restructuring Act and indications of legislative intent; policy, practical, technical and economic considerations; and an evaluation using the RPS Design Principles as design criteria.  

In summary, our recommendations to the DOER are as follows: 
· Cost Cap: The RPS should not include an explicit safety valve to limit the cost of the policy.  Though there may be merit to developing such a cap, the Restructuring Act does not appear to give the DOER the discretion to create an explicit cost cap. To the extent that some cost control is desired, we recommend that the DOER address these issues by adding a measure of flexibility in meeting the RPS (see Sections 3 and 4, which cover penalties and flexibility mechanisms). Finally, the DOER should consider expanding the list of renewable resources eligible to meet RPS requirements as an alternative tool to an explicit cost cap, if the costs of RPS compliance become excessive from a policy perspective and are expected to remain so over time.

· Penalties: To ensure compliance with the Act, strong, graduated sanctions for noncompliance should be established for those retail suppliers that fail to meet their RPS obligations. To ease administrative burden and complexity and to ensure that penalties are applied consistently and in a predictable fashion, the system of non-compliance penalties should be well defined and easy to administer, leaving little to administrative judgement. We recommend a package of non-compliance sanctions (detailed in Section 3) that include the posting of collateral (with associated compliance “make-up” requirements), financial penalties, and an appeals process for force majeure events. The recommended system of sanctions is intended to, first and foremost, ensure that the provisions of the Act are met, while at the same time minimizing administrative burdens and providing retailers positive incentives to comply, therefore avoiding punitive penalties where possible. Any funds collected through collateral or financial penalty requirements would ideally be directed towards renewable energy, either in the form of purchasing renewable generation (or renewable energy credits) directly, or through contributions to the Massachusetts Technology Collaborative for distribution under the Commonwealth’s Renewable Energy Trust Fund (assuring that all funds will be used for procurement of renewable generation, and that procured generation does not find its way back into being used to meet the RPS, thereby double counting). Legislative authorization may be required to fully implement this recommendation.

· Flexibility Mechanisms: To moderate fluctuations in the cost of compliance with the RPS, limit the opportunities for the exertion of market power, increase the likelihood of sufficient new renewables being available to meet the RPS requirement, and reduce the cost of meeting RPS obligations, certain “flexibility mechanisms” should be considered in the RPS design. The nature of these mechanisms may vary depending on whether the RPS accounting mechanism is based on a contract path or credit trading system
. We recommend that the DOER adopt: (1) a yearly settlement, or compliance, period in which to measure RPS compliance; (2) a three month reconciliation, or grace period, at the end of each one-year settlement period in which renewable purchase shortfalls could be met; and (3) an appeals process to grant extensions of the reconciliation period under certain force majeure conditions. We also recommend consideration of: (1) allowing limited early compliance with the “new” RPS; (2) allowing renewable purchases to be “banked” for a limited period and used for future compliance with the “new” and perhaps the “existing RPS”; and (3) providing a 3 month computation lag (i.e. a lag in calculating the level of retail supplier sales which forms the basis of the required quantity of renewables for RPS compliance). In developing flexibility mechanisms, however, the DOER should be careful to not undermine the legislative mandate expressed in the Act by providing too much flexibility in complying with the renewable purchase requirements. Based on practical, legislative, and/or policy considerations, we recommend that the DOER not adopt the following flexibility mechanisms: deficit banking, normalization to account for fluctuation in renewable resource output, and delayed compliance for retail suppliers that enter the market near the end of a year. 

· Resource Diversity: The RPS for new renewable energy should not contain any mechanisms to directly favor one eligible renewable resource over another, such as “bands” for particular resources. By apparently segmenting the RPS into two tiers: one “new” and one “existing” (please note that the Act itself is somewhat ambiguous in its treatment of “existing” resources, though our initial interpretation is that an “existing” RPS is called for), and by developing different eligibility guidelines for each, the Legislature appears to have indicated its preferences for the form of support provided to different renewable resource types. The Act does not include any indication that additional bands or other RPS design features should be established that would further support individual renewable technologies. Further, any such banding would raise the costs to Massachusetts end-users and the complexity of RPS compliance and administration.  Because there are strong policy reasons to support diversification even within renewable technology types, the Massachusetts Renewable Energy Trust Fund would be a more appropriate mechanism to target funds to higher-cost, “emerging” technologies. In order to preserve existing renewable energy facilities that are at risk of ceasing operations, under one condition--the design of the RPS to maintain the existing “baseline” fraction--DOER may want to consider maximum or minimum contribution limits. We identify several alternative policy approaches that could be used in such a circumstance.

· Sunset Provisions:   The DOER should not at this time decide on the fate of the RPS after 2009; instead we recommend that a comprehensive review of the RPS take place in 2007.  To provide stability, the DOER should lay out the criteria that will be used to make a decision to cap or phase-out the RPS. All changes to the RPS should be made infrequently, and should be signaled to market participants well in advance of implementation. Once capped, the RPS purchase obligation should remain constant for at least a 10-year period, allowing new renewable generators ample time over which to amortize their above market costs. In its RPS rule, DOER should make clear that the RPS purchase obligation will, at the very least, remain at its 2009 level until 2019. By developing clear criteria to be used in deciding the ultimate fate of the RPS, the DOER can provide the necessary signals to the market to provide a stable environment for financing new renewables. 

1.4 Organization of the Analysis

The organization of this paper is as follows:

· Section 2 addresses the potential need for and design of mechanisms to explicitly cap the cost of the RPS.

· Section 3 addresses the need for and design of sanctions for noncompliance with the provisions established in the Act (i.e., penalties), and procedures for appealing such sanctions.

· Section 4 discusses the rationale for building in various forms of compliance flexibility into the RPS rule.

· Section 5 addresses the issue of whether resource diversity should be explicitly encouraged beyond the direct provisions of the Act itself through resource bands or other mechanisms.

· Section 6 covers the criteria that the DOER might use to cap, phase-out, or otherwise set the level of the RPS after 2009.

· Appendix A provides some detail on how these various design issues have been addressed in other states’ RPS legislation and regulation.

· Appendix B provides a list of new terms used in this paper, along with the page numbers where these terms are defined. 

For each of the design issues, we begin by examining relevant background information as context for the analysis.  Next, we analyze the Restructuring Act for applicable language and indications of intent, concluding with potential interpretations or options for resolution.  In our policy analysis, we then examine practical and economic issues, as well as implications of alternative policy designs. Our analysis has also been informed by a review of the DOER’s Mission Statement and RPS Design Principles. Based on our analysis of the design issue, legislative guidance, and policy implications, we present a recommendation on each design issue and viable options for the DOER to consider in implementing the recommendation.  Where strong recommendations are not evident, we identify options and issues that, in our view, are ripe for DOER and Advisory Group consideration. 

2 Cost Impact and cost CAps

2.1 Background

2.1.1 Issue Overview

The total cost of an RPS to consumers and suppliers cannot be precisely determined in advance, and will depend critically on (i) the policy’s design and implementation details including, for example, the level of the RPS, (ii) future technological advances, manufacturing scale economies and availability of eligible renewable resources, and (iii) the degree to which eligible resources are demanded by suppliers elsewhere for either compliance with other state or Federal policy  mechanisms, or to meet retail-market-driven demand. Because the RPS is a new policy for which little market experience has yet been gained, some stakeholders are likely to be concerned about the potential costs of complying with the policy. Accordingly, the first issue to be addressed in this paper is whether the DOER could/should limit the cost of the RPS through some form of explicit cost cap, and if the DOER were to develop a cap on compliance costs, how that cap might be designed.

2.1.2 What Will This Issue Impact?

Resolution of this issue will impact:

· The ultimate cost of the RPS to retail suppliers and end-use consumers in the Commonwealth.

· How the provisions of the Act are administered with respect to a possible cost cap.

· Whether the RPS targets imposed by the Act are met. 

2.2 Legislative Context and Analysis

2.2.1 What Does the Act Say?

The Restructuring Act does not explicitly mention or address the need for or desirability of a cost cap.  The two most relevant passages of the Act, when evaluating its intent, are:

“The division of energy resources, shall establish a renewable energy portfolio standard for all retail electricity suppliers selling electricity to end-use customers in the commonwealth… Every retail supplier shall provide a minimum percentage of kilowatt-hours sales to end-use customers in the commonwealth from new renewable energy generating sources, according to the following schedule: (i) an additional one percent of sales by December 31, 2003…(ii) an additional one-half of one percent of sales each year thereafter until December 31, 2009; and (iii) an additional one percent of sales every year thereafter until a date determined by the division of energy resources.” (M.G.L. c. 25A, § 11F(a))

and,

After conducting administrative proceedings, the division may add technologies or technology categories to the above list; provided, however, that the following technologies shall not be considered renewable energy supplies: coal, oil, natural gas except when used in fuel cells, and nuclear power.  (M.G.L. c. 25A, § 11F(b))

2.2.2 Intent

While the above passages do not address cost caps explicitly, they do appear to provide strong indication of legislative intent:

· First, it is evident that the DOER has been given authority by the legislature to design the implementation details of the RPS, consistent with the Act. While this may be interpreted to give the DOER the authority to institute an explicit cost cap, the DOER does not have the authority to develop RPS rules that are at directly at odds with the Restructuring Act or its intent.

· Second, we do not interpret the Act as directing the DOER to specifically limit or cap the cost of compliance with the RPS. Instead, the Act is explicit in specifying the amount of new renewables that are to result from the RPS, according to the Act’s schedule for meeting RPS purchase requirements. Most explicit cost cap mechanisms would, if used, violate these requirements, for example, by excusing (temporarily or permanently) retail suppliers from complying fully with the Act in the event that costs are excessive. Regardless of the substantive merits or drawbacks of different forms of cost caps, we believe that the Act severely constraints what the DOER might do to restrain the cost of RPS compliance. Writings on the RPS preceding the Act addressed cost caps as a design option.  If the legislature had intended to provide for an explicit limit to the cost of the RPS, we believe it would have made such a desire explicit.

· Finally, by giving the DOER the authority to add technologies or technology categories to the list of eligible renewable technologies (for both “new” and “existing”), the Act appears to have provided the DOER with a mechanism that could be used to effectively limit the cost of RPS compliance - adding technologies if and when compliance costs rise to excessive levels. Additionally, by giving the DOER some authority to design the details of the RPS (including penalties for non-compliance), the Act allows the DOER to develop methods to increase the flexibility of complying with the Act, therefore reducing the need for an explicit cost cap. These penalties for non-compliance and “flexibility mechanisms” are discussed in more detail in Section 3 and 4 of this paper. 

2.3 Policy Options

In RPS discussions across the country, the need for and design of cost cap mechanisms have been considered at some length. Ignoring legislative intent for the moment, the following basic policy options exist for a cost cap:

· No Explicit Cost Cap: As noted in Appendix A, no state RPS legislation has explicitly created a cost cap to the RPS. Similarly, in rulemaking processes, state agencies empowered to implement the RPS have not created explicit cost caps.  This is consistent with many regulatory mandates where cost caps are not imposed, as well as with the quantity-based target of the RPS as opposed to a cost-based target.

· Explicit Cost Cap: While not established explicitly in any state so far, several proposals have been developed to limit, or cap the cost of RPS compliance. For example, the Clinton Administration’s RPS proposal includes an explicit cost caps of 1.5 cents/kWh for renewable energy credits. Many of the RPS proposals in California (where the RPS was not ultimately adopted) included similar cost caps. The most commonly discussed design of such a cap would work as follows. If the incremental renewable energy cost exceeds the cost cap level (e.g., 1.5 cents/kWh in the federal proposals), retail suppliers are given the option of paying into an administrative fund at the level of cost cap (e.g., 1.5 cent/kWh) for any renewable purchase shortfall that they hold at the end of the compliance period (typically a year). Retail suppliers would always have the option of relying on this alternative method of compliance, ensuring that compliance with the RPS would never exceed the cost cap level. The collected funds could then be dedicated to many purposes, including: (1) purchasing renewable energy or renewable energy credits (RECs) on the market; (2) funding a system-benefits-charge type fund to help support renewable energy technologies and projects; or (3) offsetting tax needs by being dedicated to the general fund of the state.  

· De-Facto Cost Cap Applied via Penalty Mechanism: While not as explicit as a direct cost cap, there have also been proposals to use the penalty for non-compliance as an indirect method of cost containment. For example, if the penalty consisted solely of a monetary fine, such a fine could be established at a level that would allow it to serve the same purpose as the cost cap approach described above.  This form of penalty is being considered in Arizona, has been proposed in Nevada by numerous stakeholders, and is embedded implicitly into the Texas RPS rule (see Appendix A).
In addition to these approaches to the treatment of a direct cost cap, several more subtle options also exist to moderate the cost or cost variations in the RPS. 

· Technology Eligibility: As noted above, the DOER could use their authority to add technologies or technology categories to the list of eligible renewable technologies (within prescribed bounds) to moderate cost increases. Specifically, if the cost of compliance with the RPS became excessive (however defined) and was expected to continue to be excessive for some period of time, the DOER could consider adding lower-cost technologies to the list of eligible renewable technologies in order to lower the cost of the RPS. Technologies that might be considered include: certain hydropower resources, a more inclusive list of biomass technologies, and natural-gas fuel cells. 

· Compliance Flexibility and Graduated Penalties: The DOER also has some authority to design the RPS in a way that increases the flexibility of complying with the Act, therefore reducing the need for an explicit cost cap. We discuss these mechanisms more explicitly in Sections 3 and 4. 

2.4 Policy Analysis

There are both advantages and disadvantages to the imposition of either an explicit cost cap or a de-facto cap imposed via the penalty mechanism: Advantages of a cost cap for the Massachusetts RPS for “new” renewables resources include: 

· Lower Compliance Costs: Such a cap could limit the overall cost of the RPS, ensuring that these costs do not rise to an unacceptable level from a market or policy perspective (e.g., a level that exceeds the benefits expected to result from full compliance with the standard). 

· Moderate Compliance Cost Fluctuations: Given the possibility of inter-annual renewable resource fluctuations and the potential for the exercise of market power by renewable generators or suppliers, and the accordant fluctuations in the cost of compliance, a cost cap ensures that the cost of RPS compliance will not temporarily rise above a specified level in any individual year. 

· Ease Administrative Burdens: A cost cap may ease the administrative burden of imposing penalties on retail suppliers that fail to meet their purchase requirements under the RPS. If such a cap becomes an alternative method for demonstrating compliance with the RPS, it can be expected that few retail suppliers will have to face the prospects of overt penalties for non-compliance. 

· Reduce Political Risk: If companies have a difficult time in meeting an RPS that is either too aggressive or inflexible, there may be increased calls to repeal the statute before the legislature. Such appeals may create an atmosphere of policy uncertainty that undermines the RPS directly, or indirectly through higher financing costs.  A cost cap may lessen the likelihood of such appeals.

Disadvantages of an explicit cost cap for an RPS focusing on “new” resources include: 

· Legislative Targets May be Unmet: Most importantly, a cost cap--if used by market participants as an alternative to direct compliance with their purchase requirements--will ensure that the purchase requirements imposed by the legislature are not met on a yearly basis. On this basis alone, we do not believe that the Act gives DOER the latitude to develop an explicit cost cap as a component of the Massachusetts RPS. 

· Administration Burden: While the administrative burden of assessing penalties would be lessened due to the existence of the cost cap, such a cap would increase other administrative burdens. Specifically, in its most common design, administration of a cost cap would require the DOER to collect funds from retail suppliers and then expend those funds in some fashion. 

· Generator Uncertainty: If the cost cap level was set at a low level, it may create an atmosphere of significant uncertainty for renewable generators who can no longer be ensured that their renewable energy output will command premium prices in an RPS market.

· Reduced Pressure to Adapt:  If retail suppliers can rely on a cost-cap mechanism during unexpectedly-low output years for renewable-resource power, they may have a weaker incentive to identify effective ways to integrate renewables (which by their nature are variable) into their normal load-serving operations, thus delaying the “mainstreaming” of renewable energy.

· Costs Caps May be Unneeded: Finally, cost caps may not be needed because the incremental cost of renewable power is not a wholly uncertain quantity. In fact, enough may be known about the cost of renewable energy generation and conventional power production to estimate the overall cost of the Massachusetts RPS within reasonable bounds. We will explore this possibility further in a following Consultant Report to DOER that analyzes the possible costs and benefits of the Massachusetts RPS. 
In summary, though there are certain policy advantages to establishing either an explicit cost cap, or a cost cap that is imposed via the penalty mechanisms, we do not believe that the Restructuring Act provides the DOER the discretion to create such a cap. Moreover, given the disadvantages of cost containment raised above, we do not believe that the absence of an explicit cost cap mechanism will fundamentally impair the effectiveness of the RPS for “new” resources. Most importantly, if non-compliance penalties, “flexibility mechanisms,” and extensions to the list of eligible technologies are used deliberately and cautiously, we believe that RPS compliance costs—while not absolutely contained—will be moderated effectively. Additionally, the presence and use of system-benefits charge funds in Massachusetts and elsewhere, as well as other subsidies such as the Federal production tax credit for wind projects, will moderate the cost of new renewable resources.

Finally, we should note that the policy merits of developing costs caps for a possible RPS for “existing” renewable resources are even weaker than those for a “new” RPS. As we argue in White Paper #4, Treatment of Existing Renewable Resources, the supply of existing renewables in the North East appears to far outstrip the demand that would be created by a Massachusetts RPS to protect existing renewables.  Under these conditions, we expect the costs for meeting any requirement for existing renewables to be effectively capped by either the operating costs of biomass or hydro facilities which could be brought back into production, or (to the extent eligible) biomass co-firing applications. The policy justifications for capping the cost of such compliance therefore appear weak.

2.5 Recommendations

Our recommendations are:

· Do Not Develop an Explicit Cost Cap: We believe that the DOER should not include an explicit safety valve to limit the cost of the RPS.  The Act does not appear to give the DOER the discretion to create an explicit cap to the cost of RPS compliance. Instead, the Act is very clear in requiring the DOER to develop an RPS rule that meets the legislatively-directed renewable energy purchase targets. An explicit cost cap could result in these targets not being met. 

· To Moderate the Variability in Compliance Costs, Consider Various “Flexibility Mechanisms” and Create a System of Graduated Penalties for Non-Compliance: While an explicit cost cap does not appear to be called for, the DOER should recognize the risk that compliance costs could vary significantly from year to year due to exogenous events (e.g., variations in resource supply and load) and the possible exercise of market power among renewable generators or suppliers. To moderate this variability, DOER should consider allowing some flexibility in meeting the RPS and establishing a graduated system of penalties that do not overly penalize suppliers that make good faith efforts to comply with the Act. These issues are discussed in detail in Sections 3 and 4, below. The DOER should also monitor the RPS mechanism, once it is initiated, for signs of market power being exercised, and then take appropriate action to limit market power if it develops.

· If Costs Increase Dramatically, Consider Expanding the List of Eligible Renewable Technologies: If the cost of compliance with the RPS becomes excessive and is expected to remain high for an extended period of time
, DOER should consider expanding the list of renewable resources eligible to meet RPS requirements. By adding judiciously to the list of eligible technologies and allowing some lower-cost renewable technologies to qualify for the RPS (e.g., a more permissive approach to biomass eligibility, allowing certain hydro to qualify for the new RPS, etc.), the bulk of the desired environmental benefits can be achieved and compliance costs can be expected to decrease. At the same time, DOER should be cognizant of the negative impact such eligibility changes could have on the perceived stability of the RPS market, and should make changes to the RPS cautiously, incrementally, and only if the benefits are expected to clearly outweigh the costs of the uncertainty imposed.  Excessive uncertainly in the nature of the RPS will raise compliance costs itself as generators shorten the time in which they amortize their above-market costs and financiers increase the cost of capital to such projects. 

· If Some Additional Cost Control is Deemed Essential, Consider Using the Penalty Mechanism for that Purpose: To the extent that some additional cost control is desired, the DOER might address these issues through the noncompliance penalty mechanism. However, we do not believe that this approach meets the intent of the Restructuring Act, and we therefore cannot fully endorse its use in this fashion.

penalties for non-compliance

2.6 Background

2.6.1 Issue Overview

The introduction of penalties for non-compliance with the RPS may serve two possible purposes:

1. Ensuring Compliance:  Most importantly, to ensure compliance with the RPS as envisioned by the Act, some form of penalties for non-compliance will be required. Given the incremental cost of renewable energy supply, if a penalty system is not developed then retail suppliers will have little incentive to meet the provisions established by the Act. 

2. Cost Containment: A penalty system might also be devised as an alternative to direct compliance, therefore limiting or capping the cost of compliance with the RPS. As discussed in Section 2, we do not believe that the Act gives the DOER the authority to design a penalty system explicitly for this purpose. For that reason, we focus in this section on the most important rationale for a penalty system: to ensure compliance with the Act.

We specifically address the following questions:

· Does the DOER have the authority to impose penalties to ensure compliance with the Act?  
· Are penalties for non-compliance consistent with the Commonwealth’s policy objectives?

· If so, what types of penalties might the DOER consider?
2.6.2 What Will This Issue Impact?

Resolution of the issue will impact:

· The penalties faced by retail suppliers who fail to comply with the provisions of the Act, and the incentives offered to such suppliers to fully comply with the Act.

· How the provisions of the Act related to penalties are administered by the DOER.

· Whether the RPS targets imposed by the Act are met.

· The effectiveness of the RPS in stimulating cost-reducing actions by retail suppliers, renewable generators, and others.

2.7 Legislative Context and Analysis

2.7.1 What Does the Act Say?

Two provisions in the Restructuring Act provide insight into the need for penalties and the level of authority given to the DOER to establish such penalties.

The first gives the DOER broad authority to implement the RPS provisions of the Act:  “The division of energy resources shall establish a renewable energy portfolio standard for all retail electricity suppliers selling electricity to end-use customers in the commonwealth.” The Legislation goes on to establish the specific purchase requirements that retail suppliers are to meet in order to comply with the RPS.

In addition, the Act directs the DOER to consider the imposition of fees and penalties for violations of the RPS in the context of the renewable energy credit (REC) study.  However, the DOER may be prohibited from implementing fines and penalties for a renewable energy credit program without first receiving specific authorization from the legislature. This conclusion follows from the interpretation that “program” in the excerpt below—which would need to be approved by the legislature—includes both the process for awarding credits and the mechanism for assessing fines and penalties.

SECTION 332. The division of energy resources shall conduct a study and analysis in order to determine to what extent the renewable portfolio standard, so-called, as established pursuant to section 11F of chapter 25A of the General Laws, shall create a process for awarding certified renewable energy credits to renewable energy generators or retail suppliers. In developing said process, the division is shall create a mechanism for assessing fines and penalties for violations of said process. In order to implement such a certified renewable energy credits process, upon a determination of said division, said division shall file recommendations, including drafts of legislation, with the general court, and such program shall not be implemented until provided for by law.  [emphasis added]

2.7.2 Intent

Though not spelled out directly in the legislation, we infer from the Act that DOER has the authority to develop and enforce penalties and fines for non-compliance in the absence of a REC accounting system. (If a REC accounting system is proposed, it appears as if the DOER is required to include in such proposal a system of non-compliance penalties that the legislature would consider as a package). It seems inconceivable that the Legislature would give the DOER the responsibility of establishing the RPS laid out in the Act, without giving the DOER the associated responsibility to enforce that standard.  It also seems inconsistent to limit the DOER’s authority to impose penalties and fees for non-compliance to only the case in which the DOER relies on a particular accounting/verification system.

The Act also provides some insight into the scope and nature of the penalty system that might be established. 

1. As discussed in Section 2, the Act does not appear to contemplate the use of penalties as a de-facto method of cost containment. Nothing in the Act suggests that penalties should be used in this fashion.

2. Instead, we infer from the Act that penalties should be used as a way of ensuring compliance with the provisions of the Act. The Act specifies clearly the nature and scope of the “new” renewable energy purchase requirement imposed on retail suppliers. It would appear that the DOER has not only the authority, but also the obligation to develop a system of penalties that will ensure compliance with the provisions Act. This implies that: (a) penalties should be significant enough to deter non-compliance and gaming; (b) non-compliance penalties should be clearly labeled as such; and (c) to the extent that non-compliance occurs, methods must be developed to bring those retail suppliers into compliance in an expeditious fashion in order to meet the specific purchase requirements envisioned by the Act. 

2.8 Policy Options

2.8.1 Penalties Used in Other States

Every state that has developed an RPS rule has concomitantly created a series of penalties to ensure compliance with the RPS. The penalty mechanisms selected vary widely, and in our view some states have not adequately addressed this issue. As noted in Appendix A, the penalties have included:

In Texas, financial penalties will be assessed for compliance shortfalls. The level of the penalty is the lesser of 5 cents/kWh or, upon presentation of suitable evidence of the market value by the retailers, 200% of the average market value of renewable energy credits
 for that compliance period. Under particular conditions that are outside of the retailers’ control, the Commission may waive the penalty.

In Maine, retail suppliers are required to submit an RPS compliance plan in the licensing process. For those suppliers that marginally fail to comply with the RPS, the Commission gives the supplier a one-year year “cure” period for the supplier to purchase the requisite credit. Under certain circumstances, the Commission may extend the cure period. If non-compliance persists, the Commission proposed a variety of possible sanctions, including license revocation, monetary penalties, and others. To avert license revocation, the Commission also allows retailers to make a voluntary payment into the renewables R&D fund at a cents-per-kWh level that equals the approximate incremental cost of renewable energy purchases. Penalties will be waived with a showing that a supplier could not meet the RPS because of market conditions. 

As a condition of licensing, Connecticut’s RPS requires suppliers to file an RPS compliance plan. If the supplier fails to comply with the RPS, the Commission has at its disposal a number of  possible penalties, including license revocation or suspension, prohibition from accepting new customers, or civil penalties.  No further details have been worked out to date.

New Jersey’s most recent draft RPS rule specifies that a supplier that fails to meet one year’s RPS will be required to make up the shortfall the succeeding calendar year and must file regular quarterly reports that report on the preceding 3-month period to demonstrate that the supplier is making progress in meeting the RPS. The draft rule also specifies that, if a violation continues, the violation will be referred to the Board for its consideration. Possible penalties include: suspension or revocation of the retail supplier’s license, financial penalties as permitted by law, or a prohibition on accepting new customers. In determining the appropriate sanction, the Board will consider the good faith efforts of the supplier that is out of compliance, the gravity of the violation, the number of past violations, and the appropriateness of the sanction or fine to the size of the company charged.   

In Wisconsin, the attorney general is directed to enforce the RPS. Any company that violates the standard or submits false or misleading certification regarding the source or amount of renewable generation is subject to forfeiture of not less than $5,000 nor more than $500,000.  In imposing the forfeiture, the court is directed to consider the volume of the person’s business, the gravity of the violation, and whether violation of the standard is beyond the person’s control.

Though a final rule has not yet been established, in Nevada a group of renewable and environmental advocates have proposed a penalty-based “alternative compliance mechanism,” or cost cap that allows retailers to meet their RPS obligations by paying a fixed cents/kWh for any compliance shortfall into the penalty fund.
2.8.2 Possible Components of a Penalty System

Based on discussions that have occurred in other states, as well as our professional judgement, we have identified a variety of plausible components of a penalty system, some of which may be used individually, but most of which would be used in various combinations. These include:

1. Monetary Fines: Monetary fines for non-compliance can come in many forms. First, the fine itself could be a fixed quantity regardless of the level of non-compliance or could be proportional to the compliance shortfall, applied on a cents/kWh basis. Second, the amount of the fine could vary from a low, nominal penalty, to a high penalty that strongly discourages non-compliance. Finally, if fines are levied, the use of such funds must be considered. Options include: (a) purchasing renewable energy credits or renewable energy to close the gap between actual generation and legislative targets; (b) dedicating the funds to a system-benefits-charge-type trust fund for use for renewable energy (for example, the funds could be dedicated to the Massachusetts Renewable Energy Trust Fund or the DOER could establish its own fund distribution program); (c) using the funds to install or purchase renewable energy for state facilities; (d) using collected funds to offset the cost of RPS program administration; or (e) fines could simply be remitted to the state general fund. It should be noted that the DOER may require additional specific legislative authorization to use monetary fines for any purpose other than the state general fund.

2. Compliance Make Up: Another approach to penalties is to require retail suppliers to make-up their compliance shortfall within a defined period of time. To make the requirement punitive, the RPS administrator could even require retail suppliers to purchase sufficient renewable energy to more than make-up their compliance shortfall. For example, a retail supplier could be required to make-up a pervious year compliance shortfall with double purchases of renewable energy in the following year.

3. Collateral Requirement: A collateral requirement would be one way to implement a compliance make-up requirement that reduces the likelihood that a retail supplier simply keeps putting off making up its shortfall (perhaps until it ceases doing business in the state, thereby evading the requirement entirely). Under this system, in the event of retail supplier non-compliance, the supplier would be required to post some form of collateral reflective of the likely costs of making up the supplier’s compliance shortfall. If the supplier is able to make up its compliance shortfall in a reasonable time period, the collateral would be returned thereby allowing the retailer the opportunity to “earn back” its penalty.  However, if the supplier was unable to make-up its shortfall in a reasonable period, the collateral would be forfeited and the RPS administrator would have such funds at its disposal to help support renewable energy directly.

4. Materiality Threshold: Some retail suppliers may be severely out of compliance with the RPS, which suggests a significant risk that that supplier will remain out of compliance or may even be at risk of bankruptcy. Other suppliers may, despite good faith efforts, miss full compliance by a small amount due to renewable resource fluctuations or inaccurate load forecasts. A penalty system may want to treat these two situations differently by establishing a “materiality threshold” that affects the type or form of penalty system imposed. 

5. Retail Supplier License Revocation/Suspension: Where a retail supplier is perpetually out of compliance, where the retail supplier does not meet the penalty requirements, or where the retail supplier knowingly falsifies information in a material way to cloak non-compliance, the revocation or suspension of the retail supplier’s electricity supply license may be appropriate. An alternative approach proposed in some states has been to bar a supplier from accepting or soliciting additional customers until the supplier is in compliance with the RPS
.

6. Compliance Plan and Frequent Scrutiny:  When a supplier fails to comply with the RPS in an individual year, it may indicate that that supplier is at risk of non-compliance in future years as well. In such instances, it may be in the best interest of the RPS administrator to add another level of scrutiny to that retail supplier, perhaps requiring quarterly RPS compliance plans and demonstration of continued RPS compliance
. 

7. Force Majeure Conditions: Under certain extreme conditions, it may be inappropriate for the DOER to immediately levy penalties on a retail supplier that falls out of compliance with the RPS. Fire, flood, sabotage, other acts of God, or other events may trigger some waiver or extension of compliance deadlines. Presumably, such conditions would have to be demonstrated to the RPS administrator through an appeals process. A reasonable catalog of legitimate force majeure events might include: acts of God, civil disturbance or sabotage; actions of governmental authorities not undertaken at the request of the claimant retail supplier; strikes and lockouts not involving the workforce of the retail supplier; extremely unusual natural forces and weather events; and accidents and explosions not involving gross negligence on the part of the claimant retail supplier.  Force majeure events would presumably not apply to the normal variability of many renewable energy sources.

8. Appeals Process: Under the force majeure conditions listed above, or in compliance circumstances that were not anticipated by DOER in advance, an appeals process might be used.
To this point, we have emphasized penalty mechanisms that relate most directly to retail supplier non-compliance with the RPS. But another form of non-compliance is possible: Knowing falsification of information by generators, retail suppliers or middlemen in the transaction of renewable energy or attributes.  Such falsification should obviously be strongly discouraged.  In the case where an entity in the chain of title prior to the retail supplier falsifies information, the DOER has two alternatives to consider: 

(i) holding the retail supplier responsible (a form of “strict liability”), or 

(ii) imposing a penalty on the transgressing party.

While the later approach may appear fairer to retail suppliers, the former may be the only feasible alternative if the DOER does not have either jurisdiction or an effective mechanism to impose penalties (such as fines) on transgressing marketers or generators, who may operate out of state, or country. In the case of a retail supplier in the Commonwealth who is found to knowingly provide false information on their compliance, we believe it may be appropriate for DOER to consider skipping any graduated penalties and proceeding directly to a license suspension or revocation hearing.

2.9 Policy Analysis

To ensure compliance with the Restructuring Act, a system of non-compliance penalties and compliance incentives is clearly necessary. Such a system might include any number of combinations of the penalty concepts identified above.

In selecting among various approaches to establishing non-compliance penalties, we believe that the DOER should consider several criteria that a penalty system should meet. These criteria, the their implications for developing a penalty system, are laid out below.

Criterion #1: Assure Compliance With the Purchase Obligation Spelled Out in the Restructuring Act: Given the explicit provisions of the Act, the most important and obvious criterion that any penalty system must meet is that it ensure compliance with the RPS as created by the Act. Penalties must be enforceable and not (overly) susceptible to gaming.
Implications:
· Penalties should include a compliance “make-up” provision to ensure that retailers who are out of compliance with the Act quickly come back into compliance. A penalty system that relies solely on financial penalties will be insufficient to meet this objective as those that are non-compliant will be required to pay a penalty but would not be required to purchase the requisite amount of renewable energy. 

· Of various possible make-up provisions, we strongly favor the collateral requirement. A collateral requirement would assure the DOER that, in the event that a retailer fails to make up their shortfall, the DOER will have the necessary resources to do so. An additional advantage is that renewable generators can be sure that they have an RPS market in which to sell their output, providing some stability even where compliance is temporarily poor. Finally, if combined with a financial penalty system, such a collateral requirement may be an effective way to ensure that progress towards RPS compliance never gets too distant from the requirements of the Act.   We believe this approach strikes a fair balance, not ultimately penalizing those who plan well and make a good faith effort, while strongly supporting the renewables demand required by the Act. Further details of such a mechanism are offered in Section 3.5, below.

· In addition to a collateral-supported renewables make-up provision, penalties for continued non-compliance should be severe enough to ensure that retailers make-up their renewable purchase shortfall expeditiously and that such non-compliance does not continue in the future. Significant financial penalties and, in egregious situations, license suspension or revocation, would appear appropriate. The system should provide a strong disincentive to provision of false information, for generators, wholesale marketers and retail suppliers.

· Finally, if and when funds are collected either through forfeited collateral or monetary fines, the DOER should seek to dedicate those funds towards further supporting renewable energy
. This will help ensure (as best possible) that the renewable energy supply provisions of the Act continue to be met.

Criterion #2: Penalties Should be Graduated, Depending on the Nature and Severity of the Offense. Non-compliance penalties take on the important role of signaling to renewable-resource financiers that the RPS program will provide a reliable source of income to new renewable energy projects. At the same time, given the emerging state of the Massachusetts retail market and the newness of the RPS mechanism, the DOER should recognize that some retailers may become non-compliant despite their well-intentioned efforts to comply, whereas other retailers may be intentionally and negligently out of compliance. Accordingly, penalties should be severe enough to signal the credibility of the program and ensure compliance, but not so severe as to unduly penalize the best efforts by retail suppliers. 


Implications:

· Collateral requirement, as described earlier, would allow retailers to, without undue additional cost, “make-back” their penalty if they ameliorate their renewable purchase shortfalls expeditiously. 

· Grace, or reconciliation, periods might be effectively used as a limited transition period in which shortfalls could be made up without undue penalty for those that have made good faith efforts to comply with the Act. 

· Different thresholds of penalties and requirements might be imposed on those retailers that are deemed to be severely non-compliance (as evidenced by being more that 20% out of compliance with the RPS purchase obligation at the end of the year) relative to those retailers that are only marginally non-compliance (e.g., less that 20% out of compliance).

· Under certain force majeure conditions, the DOER should consider allowing retailers to appeal the normal penalty process by demonstrating that compliance with the RPS would have been impossible. 

Criterion #3: Administrative Simplicity: The penalty system should not be unduly burdensome or costly to administer by the DOER, nor should it be unduly complex for the retailer.


Implications:

· The penalty system should be well defined and not require significant judgement calls on the part of the administrator. We believe the possibility of a proceeding with a wide range of potential outcomes is too vague to assure compliance, and does not send clear enough signals to retail suppliers. In addition, it is more costly and burdensome for the DOER to initiate a proceeding to address non-compliance than to implement a well-designed set of disincentives to non-compliance.

· Only under extreme, force majeure conditions should an appeals process with penalty waivers be allowed.

· A short reconciliation, or grace period along with a materiality threshold will reduce the administrative burden placed on DOER by limiting the penalties assessed on retailers, the frequency with which the DOER must take punitive action, and the amount of penalty and/or collateral funds collected.

· Required penalty and collateral amounts should be established well in advance. They should only be altered infrequently.  To ease administration, any financial penalty should be established as a fixed cents/kWh payment on obligation shortfalls, rather than as a multiple of prevailing RPS compliance costs
.

· Required compliance plans and frequent oversight of retailers should be avoided where possible, as both add significant administrative burden. 

3. Criteria #4: Fairness and Consistency: Penalties should be applied in a consistent and fair fashion within strict guidelines and without discrimination. An RPS system that allows some suppliers to evade compliance is neither competitively neutral nor fair, and is therefore bad for viable competitive markets.


Implications:

· Whatever system of penalties is developed, it should be applied without discrimination and consistently to retail suppliers. It should be well-defined in advance so that all market participants can effectively plan their compliance and investment decisions. 

· All penalties should be established in a clear, well-defined manner well in advance. Authority to appeal penalties should only be allowed in extraordinary situations.

2.10 Recommendations

We believe that DOER should institute a set of graduated penalties.  To ease administrative complexity and burdens, the penalty system should be well defined and relatively easy to administer. Penalties should be applied consistently and in a predictable fashion to eliminate any uncertainty in treatment. In contemplating the development of a series of non-compliance sanctions, the DOER must also consider the flexibility mechanisms discussed in Section 4, below. For example, if significant flexibility is allowed in complying with the RPS, penalties might be made more severe than if flexibility is limited and compliance is an ongoing challenge for retail suppliers. 

Assuming that no explicit cost cap is created for the RPS, and that flexibility is moderate (as discussed later), we recommend that the following suite of penalty mechanisms apply to the Massachusetts RPS for “new” renewables, which combines many of the features mentioned above and balances the objectives of simplicity, effectiveness, and low administrative burdens. The proposed mechanism includes collateral requirements, monetary penalties, and a license revocation and/or appeals process. Figure 1 provides a graphical overview of the proposed approach.
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Collateral Requirements:

1. Collateral requirements should be required of suppliers that are out-of-compliance at the end of each one-year compliance, or settlement period. This recommendation is driven by the concern that, if the retail supplier goes out of business or ceases doing business in the state, the legislative mandate will not have been met, and those suppliers that complied will have been disadvantaged in the market prior to the transgressing supplier’s departure from the market. To ensure that such an eventuality does not come to pass, DOER would need to collect collateral immediately upon evidence of material non-compliance. In the event the supplier does not catch up on its shortfall, DOER could use the collateral funds to procure renewables towards meeting the targets in the Act. The collateral would be released when the shortfall is made up, provided it is made up within a reasonable period (such as a year). 

2. To simplify the process for the DOER, and reduce number and type of collateral, the DOER might apply a materiality threshold to situations that would require that collateral be established. If a retail supplier is below the materiality threshold, perhaps 10-25% in arrears of RPS compliance for a year, a supplier would be given a 3-month reconciliation, or grace period to make up any shortfall in RPS compliance without collateral requirements or penalty. For retail suppliers whose shortfall exceeds the materiality threshold, DOER should be concerned about their ability to make-up renewables purchases within the 3-month grace period, and should establish collateral requirement immediately. If the supplier posts collateral immediately, DOER would not levy any penalty (below) for 3-months, so that suppliers have 3-months to make up small shortfalls without overt penalty. DOER could lower or eliminate the materiality threshold for repeat offenders. 

3. Collateral requirements could be met through an irrevocable letter of credit, escrow account, or performance bond.  In addition, the DOER should consider whether reliance on a well-capitalized and credit-worthy supplier’s credit rating provides sufficient incentive and security. In any event, DOER should establish a standardized mechanism to minimize the transaction costs of the collateral requirement for all parties.

4. For retail suppliers whose shortfall exceeds the materiality threshold, collateral should be established immediately.  After one year has passed, DOER should then impound a portion of the collateral, plus interest, proportional to the amount of shortfall not made-up, while any remaining portion representing shortfalls that had been made up would be returned to the supplier. The supplier, at this point, would be released from their obligation to make-up their remaining shortfall, having paid the sizable penalty discussed below. 

5. When an RPS compliance shortfall does not meet the materiality threshold, collateral would not be required immediately.  However, if after three months any shortfall remains, the supplier should be required to post collateral for any remaining shortfall. After 9 more months, DOER would impound collateral pro rata to any remaining shortfall, as in the previous paragraph.

6. The amount of collateral required should be reflective of the cost of “damages” rather than a punitive fine. This reflects the purpose of the collateral: to assure that the renewables targets of the Act are met. The collateral face value would be established by multiplying the magnitude of shortfall times the “make-up proxy price.”  The make-up proxy price should be set by DOER in the long-run at a level reflecting a slight premium to the expected cost of RPS compliance
.  Initially, because compliance costs are uncertain, DOER should establish a 5¢ per kWh level for the make-up proxy price. But, DOER can and should alter this level when appropriate, for instance, based on a showing by retail suppliers that the actual cost of compliance is significantly lower. 

Monetary Fines: 

7. A retail supplier can recover their collateral
, without penalty, if they eliminate any shortfall in the 3-month reconciliation, or grace, period. Similarly, if materiality is not triggered, a retail supplier has the 3-month reconciliation, or grace period, to make-up their shortfall without penalty.

8. To provide sufficient incentive to comply with the Act and make-up any compliance shortfalls, monetary fines are necessary to complement the collateral requirement.  Accordingly, after the 3-month grace period, a monetary fine should be assessed in proportion to any remaining shortfall for suppliers falling within and outside of the “materiality” threshold. 

9. The threat of such fines kicking-in should encourage suppliers to make up any shortfall and recover their collateral in the first three months of next settlement period. We recommend that penalties be significant, but should also recognize that through collateral the DOER already will have coverage reflecting the actual cost of compliance. We recommend an initial penalty of perhaps 2.5¢ per kWh applied to the amount of shortfall not made up at that point, e.g. the cumulative deficit.

10. Fines are intended for two purposes. First, as a disincentive to non-compliance. Second, those that are running a deficit can be expected to continue to do so. A fine allows the DOER to collect funds from retail suppliers that may be behind compliance in the current settlement year, and are at risk of going out of business before they comply. Collection of the fine provides the DOER the funds necessary to (in the event of a default) make-up the current year’s shortfall as well.

License Revocation and Appeals Processes:

11. If a retail supplier refuses to post collateral when required by DOER, or fails to pay a required penalty, then DOER should recommend that the DTE begin license revocation proceedings. Similarly, if a retail supplier or generator in the Commonwealth is found to knowingly provide false information on their eligibility, output, or compliance, DOER should consider skipping graduated penalties and proceeding directly to a license suspension or revocation hearing. If a supplier fails to pay a fine (that is not the subject of a pending appeal on force majeure grounds), then the supplier should also forfeit its collateral.

12. In the event that conditions of force majeure are demonstrated through an appeals process, DOER should extend the grace period (and consider deferring the collateral requirement for an additional period).  However, the supplier should still be required to make up the RPS compliance shortfall within a specified period of time.

Use of Funds Collected Through Collateral and Fine Mechanisms:

13. Though it may require legislative approval, we believe that all fines and collateral collected should be directed towards the procurement of renewable energy, preferably low-cost supplies from sources meeting the RPS eligibility guidelines of the Act to ensure compliance. Without such a requirement, especially for the collected collateral, Massachusetts’ RPS may not be met. If legislative approval proves difficult or impossible, we would urge the DOER to consider firmer penalties than those proposed here to ensure that the Act’s RPS provisions are met. If approval for dedicating collected funds to renewable generation is required and obtained, options for funding renewable generation include the DOER running its own renewables supply auction, or working with the Massachusetts Renewable Energy Trust Fund to distribute these funds. If such an approach is taken, the DOER must assure that any renewable energy or attributes so taken do not find their way into the possession of retail suppliers to be counted towards compliance, thereby undermining the intent of the use of such funds. 
Penalty for a Potential RPS for Existing Renewables:
14. Finally, we note that DOER may wish to consider whether different standards should be set for non-compliance for the new requirements of the RPS, versus any possible requirement to maintain the baseline fraction of renewables.  The proposed penalty scheme described in this section may be best suited for non-compliance with the new renewables requirements.  In the later case, there is expected to be ample existing renewable generation available (as discussed in White Paper #4, Treatment of Existing Renewables).  Therefore, we see little reason to be as flexible or accommodating to retail suppliers under the existing RPS, as the tools for compliance are far more accessible, and at reasonable cost.
“Flexibility Mechanisms”

2.11 Background

2.11.1 Issue Overview

If the RPS is overly rigid and inflexible, the cost of compliance could be high and variable, the possible exercise of market power among retail suppliers and generators (and the associated impact of compliance cost) could increase, and the likelihood of sufficient new renewables being available to meet the RPS requirement may diminish.  In this light, some degree of flexibility in meeting the RPS may be necessary for a successful and broadly acceptable RPS mechanism. 

By the same token, if compliance with the RPS is overly flexible and lenient, the likelihood of gaming and non-compliance could intensify, the complexity of administering the system could increase, and the flexibility could undermine the legislative mandate expressed by the Act.

In this section we will attempt to balance these possible outcomes, and will consider:

1. The authority that the DOER has to design some degree of compliance flexibility into the RPS design.

2. The various approaches the DOER might consider in enhancing such compliance flexibility.

3. The relative advantages and disadvantages of different “flexibility mechanisms.”

The form and nature of these flexibility mechanisms may vary depending on whether the RPS accounting mechanism is based on a contract path or credit trading system (and, if a contract-path system is used, the level of “unbundling” of attributes allowed—See upcoming Policy Coordination Report, as well whether and  how resources used for RPS compliance are reflected on information disclosure labels). Similarly, it is difficult to provide robust recommendations on the appropriate role of different flexibility mechanisms without simultaneously considering the system of non-compliance penalties. Accordingly, in this section we assume that the penalty recommendations identified in the previous section are left more or less intact. Because the DOER has not yet identified the specific accounting system it will use to track and ensure compliance with the RPS, the recommendations offered in this section are preliminary. Finally, the nature of the constraints, and therefore the types of flexibility which may prove useful, may differ for new versus existing renewables. 

2.11.2 What Will This Issue Impact?

Resolution of this issue will impact:

· The ultimate cost of the RPS to retail suppliers and end-use consumers in the Commonwealth.

· The form and flexibility of required compliance demonstration by retail suppliers.

· How the provisions of the Act related to the various “flexibility mechanisms” discussed here are administered.

· Whether and how the RPS targets imposed by the Act are met.

2.11.3 Possible Flexibility Mechanisms

We identify here a number of possible mechanisms that might be used to enhance the flexibility of the Commonwealth’s RPS.  These mechanisms are culled from a review of other RPS rulemaking processes (see Appendix A), as well our collective experience in these RPS rulemaking and renewables market development. In Section 4.2 we identify which of these mechanisms would appear to be consistent with the provisions of the Act. Section 4.3 discusses the relative merits of those mechanisms that appear to be allowed, and in Section 4.4 we provide our recommendations.

Two particular flexibility mechanisms are not discussed in this paper, as they have or will be covered in other white papers. First, the accounting system selected to track RPS compliance, whether based on a contract-path (requiring fully bundled or unbundled attributes) or tradable credits or certificates system, is not discussed here. Both attribute unbundling and renewable energy credit or certificate trading are possible methods for increasing compliance flexibility, and lowering the cost of RPS compliance. Though both of these approaches are important methods for increasing the flexibility in meeting the RPS, these accounting method issues will be addressed in detail in other upcoming consultant reports to the DOER.  Second, we do not consider here whether the DOER should provide advance rulings to determine renewable energy plant eligibility; this issue is discussed in White Paper #5, “Eligibility.”

Possible flexibility mechanisms discussed here include:  

· Credit for Early Compliance: The RPS for “new” renewables is currently expected to begin during the calendar year 2003. Credit for early compliance would allow suppliers that contract for new renewable generation some time before 2003 to apply those purchases to their 2003 RPS requirement. Texas’ RPS rule allows for limited early compliance. 

· Forward Compliance (Credit) Banking: Forward compliance banking (“Banking”) is a more general version of credit for early compliance, allowing suppliers to apply their renewable energy purchases in any year for future years’ RPS compliance. Forward banking could be temporally limited (e.g., compliance credit can only be banked for X years) or could be unlimited. Texas’ RPS rule provides for a limited, 3-year banking term. 

· Deficit Banking: Deficit banking allows suppliers to bank a compliance deficit, or shortfall, from one year to the next without penalty. It would allow a supplier to fail to comply with a portion of their purchase requirement in an individual year and carry that obligation over to a future year. Again, Texas’ RPS rule allows limited deficit banking for just the first two years of their RPS.

· Settlement Period: The settlement period refers to the period in which RPS compliance is demonstrated.  Each state RPS that has been established so far has established a one-year settlement period, allowing retail suppliers to demonstrate compliance with the RPS on a yearly basis.

· Reconciliation (or Grace) Period: The reconciliation, grace, or true-up period is a period of time at the end of an RPS compliance year in which retail suppliers can, with no penalty, make-up for any compliance shortfall from the previous year. In Texas, for example, this grace period is established as a 3-month period, whereas retail suppliers in New Jersey (under the draft rule) may have a full year grace period.  As noted in Section 3 during our discussion of penalties, we recommend that a 3 month grace period be provided. We therefore do not address this issue further here.

· Normalization for Inter-annual Fluctuations In Output: Because some forms of renewable energy, especially hydro, solar, and wind power, rely on natural, variable energy flows, the electricity generation from these facilities is naturally variable on a daily, monthly, yearly basis, independent of equipment availability. Normalization based on inter-annual fluctuation in renewable energy output could alter either a retail suppliers’ renewables purchase requirement or renewable generators’ electricity output depending on yearly quality of the underlying renewable resource (e.g., in a low wind year, retail suppliers with wind purchases would have a lower RPS purchase requirement). No state has developed such a normalization within their RPS.

· Delayed Compliance for Retail Suppliers that Enter Market Near the End of a Year: Some retail suppliers might enter the Massachusetts market near the end of an RPS compliance year, potentially making it difficult for them to efficiently contract with renewable generation during that year. Delayed compliance would give such retail suppliers additional time to comply with their RPS. Maine’s RPS rule allows retail suppliers that enter the market during the second half of a year to delay compliance for that years’ RPS until the second year. 

· Force Majeure Waivers: Floods, fires, and others acts of God may make RPS compliance impossible in any given year. As discussed in the previous section on penalties, we propose that in the event of such circumstances, and assuming that a retailer can provide strong evidence that such a situation has arisen, that the DOER might extend the reconciliation or grace period for that retail supplier. As we have already covered this issue, we do not further address it in this section.

· Computation Lag: A retail supplier will have a difficult time projecting its load on a going forward basis, making the projection and purchase of the precise quantity of renewables required for RPS compliance difficult. This is particularly true for new suppliers and/or newly opened markets.  In these cases, market share has yet to stabilize, and the percentage rate of change in sales volume can be very large.  In such a situation, a supplier’s projections of required renewables for a given year (reflecting uncertainty in sales forecasts over the next 12 months) could easily vary (in our experience) by several-fold.  To make the challenge even more daunting, there is typically a 1-2 month information lag between actual load in a month and when the retail supplier obtains information from distribution companies and/or the ISO on its customers’ actual metered load
.  Accordingly, under a traditional RPS requirement it will not be until 1-2 months after the RPS settlement period that a retail supplier knows its total load for the past year and therefore its RPS purchase obligations for that past year. Establishing a computation lag divorces the RPS compliance period with the period used to compute the RPS purchase requirement.  For example, under a 1-year computation lag, it is retail load in 2003 that is used to compute the retail suppliers’ RPS purchase obligation in 2004. In this instance, the retailer would know its entire 2004 purchase obligation at the beginning of the year rather than 1-2 months following the end of the year. To date, one state (Wisconsin) has divorced the compliance period with the period used to compute the RPS purchase requirement.  

2.12 Legislative Context and Analysis

2.12.1 What Does the Act Say?

The Restructuring Act does not explicitly address the majority of these possible flexibility mechanisms, though certain passages provide some insight into legislative intent and provide some direction to the DOER on its authority to implement various methods of increasing the flexibility of meeting the RPS.

First, as discussed earlier, the Act gives the DOER broad authority to implement the provisions of the Act. The Act goes on to specify the form of the purchase requirement. The Act continues by identifying those technologies eligible to meet the RPS requirement, providing the DOER the authority to add to the list of eligible technologies in the future. Finally, the DOER is given the responsibility to explore and report to the legislature on the viability of establishing a renewable energy credit trading system.

SECTION 332. The division of energy resources shall conduct a study and analysis in order to determine to what extent the renewable portfolio standard, so-called, as established pursuant to section 11F of chapter 25A of the General Laws, shall create a process for awarding certified renewable energy credits to renewable energy generators or retail suppliers. In developing said process, the division is shall create a mechanism for assessing fines and penalties for violations of said process. In order to implement such a certified renewable energy credits process, upon a determination of said division, said division shall file recommendations, including drafts of legislation, with the general court, and such program shall not be implemented until provided for by law.

2.12.2 Intent

While not addressing the flexibility mechanisms discussed earlier directly, the Act does provide some direction. 

· First, the Act gives the DOER broad authority to establish the Act’s RPS. The DOER has therefore been given some leeway in designing the RPS in a way that maximizes its value to the state of Massachusetts, which could include any flexibility mechanism that does not violate the word or spirit of the statute. 

· Second, the DOER may clearly incorporate flexibility mechanisms in their report to the legislature on the viability of establishing a renewable energy credit study. 

· Third, the nature of the purchase requirements imposed by the Act may arguably allow: (1) credit for early compliance; (2) forward compliance banking; and (3) computation lag. The Act specifies: “Every retail supplier shall provide a minimum percentage of kilowatt-hours sales to end-use customers in the commonwealth from new renewable energy generating sources, according to the following schedule: (i) an additional 1 per cent of sales by December 31, 2003… (ii) an additional one-half of 1 per cent of sales each year thereafter until December 31, 2009; and (iii) an additional 1 per cent of sales every year thereafter until a date determined by the division of energy resources.” This language can be interpreted in one of two ways. First, it might be read to infer that compliance with the RPS in any individual year must be met with renewable generation in that particular year. Under this interpretation, neither credit for early compliance not forward compliance banking would be allowed as these would apply renewable generation from earlier years to meet a current-year RPS obligation. Alternatively, by using the terminology “by December 31, 2003” and “an additional one-half of 1 per cent of sales every year thereafter,” one might infer that the legislative requirement is a cumulative one that allows early compliance to be used for future compliance years.  Similarly, one might infer from this language either that only current year retail sales can be used in computing a retail suppliers’ RPS obligation, or that these two may be divorced, thereby allowing the computation lag as described earlier. Such a lag does nothing to undermine compliance with the Act, as the overall level of renewables to result will be approximately the same (except, perhaps, for some load growth).

· Fourth, though there is nothing in the Act that explicitly requires that the settlement period used be one year, the Act strongly suggests a one-year settlements period when it specifies the RPS purchase requirements in one-year increments, as opposed to shorter or longer periods. The Act would not appear to allow a settlements period that exceeds one year, and nothing in the Act would force a shorter compliance period. We infer that a one-year settlement, or compliance period, is most consistent with the Act, and do not further discuss the issue here.

· Fifth, the Act does not appear to allow either deficit banking, normalization to account for fluctuation in renewable resource output, or delayed compliance for retail suppliers that enter the market near the end of a year. Deficit banking and delayed compliance would allow a year “x” RPS purchase obligation to be met in year “x+1,” therefore delaying compliance with the Act. We do not believe that the Act contemplates retail suppliers’ delaying compliance. Quite to the contrary, the Act specifies when compliance is to be met. Deficit banking and delayed compliance, as allowable flexibility options, are therefore rejected on these grounds. The Act also does not appear to allow the DOER to normalize renewable energy output or retail supplier purchase obligations to account for natural fluctuations in renewable energy output. Such normalization would present substantial—perhaps even unworkable—practical problems to the DOER.  Accordingly, normalization is also rejected. We would note, however, that the penalty provisions proposed in Section 3, by allowing a grace period, as well as the other flexibility mechanisms that we will recommend, should reduce the need or desirability of any of the three mechanisms rejected here on legislative analysis grounds. 

2.13 Policy Options

Because they have been specifically discussed and recommended in Section 3 or will be addressed elsewhere, we do not discuss here the policy options and merits of: (a) renewable energy credit trading or attribute unbundling; (b) advance rulings of plant eligibility; (c) settlement period; (d) reconciliation (or grace) period; and (e) force majeure waivers.  

Those flexibility mechanisms that are in need of further consideration, then, include:

· Credit for Early Compliance

· Forward Compliance (credit) Banking

· Computation Lag

2.14 Policy Analysis

2.14.1 Generic Advantages and Disadvantages

Before addressing the specifics of the three flexibility mechanisms identified above, we highlight the generic advantages and disadvantages of increasing the flexibility in meeting the RPS for “new” renewables. The merits of such flexibility includes:

· Reduced compliance costs for retailers and reduced costs for end-use consumers in the Commonwealth. Without flexibility, retail suppliers and generators will have to incorporate the increased risk of non-compliance in their compliance strategies, therefore increasing the cost of compliance
. Rigidity may also increase the likelihood and impact of market power among retail supplier or generators, further increasing the cost of RPS compliance, and could undermine the effectiveness and public acceptance of the RPS policy.

· Reduced variability in cost of RPS compliance from one year to the next. Two of the most important sources of risk under an RPS (that do not exist in most other credit or allowance trading markets) include: (1) uncertainty in retail supplier load and therefore individual purchase obligations; (2) inter-annual variations in renewable resource output, resulting in the possibility of resource output scarcity or oversupply from one year to the next.  The provision of some flexibility in RPS compliance can provides additional stability to the RPS market and reduce variability in compliance costs. Such stability may also improve the ability of renewable generators to receive financing on attractive—or at least not overly burdensome—terms. 

· Under a rigid and inflexible RPS, non-compliance may be frequent. A more flexible RPS could ease administrative burdens to DOER and suppliers by lessening the frequency and magnitude of non-compliance.

· Credit for early compliance and compliance banking, in particular, may lower the risk that not enough new renewables will be available in 2003 by encouraging early construction of such resources and lowering the risk of such early construction (by providing an outlet above commodity prices for new renewables brought on-line before 2003, which cannot find a consumer-driven market).

There are, of course, also serious potential disadvantages to allowing too much flexibility and leniency into the RPS for new renewable resources: 

· With increased flexibility also comes the possibility of increased gaming by retail suppliers and the possibility of perpetual non-compliance. For example, if retail suppliers are allowed to postpone compliance with the Act when compliance costs are high, there may be little incentive for suppliers to seek low-cost renewables; suppliers might instead seek to postpone compliance with the Act indefinitely. 

· Every bit of flexibility also may complicate the administration, reporting, monitoring, and compliance procedures associated with the RPS.  

· To the extent that the flexibility allows retail suppliers to delay compliance with the provisions of the Act or to not establish renewable energy contracts in an orderly fashion, such flexibility may fundamentally undermine the purchase requirements of the Act. 

· Flexibility mechanisms may conflict with existing disclosure regulations and/or green marketing claims, both of which are currently accounted for in a way that might differ from the mechanism developed under the RPS.

· Over time, flexibility mechanisms could reduce the pressure on retail suppliers to find least-cost ways to increase the share of renewables in their supply portfolios, resulting in higher long-term costs to retail suppliers and customers.

We are generally persuaded that the merits of certain flexibility mechanisms are significant, especially when applied to the RPS for new renewable resources. That said, we also recognize that some of the disadvantages of the increased compliance flexibility are severe, and that in recommending specific flexibility mechanisms we must balance the benefits of such mechanisms with the disadvantages raised above.  Designing flexibility mechanisms in a way that addresses these limitations is essential. 

Finally, we should note that the justification for additional compliance flexibility in meeting any possible RPS for existing resources is weak. The supply of existing renewable energy in or serving New England looks to exceed the RPS established in the Act for existing resources. Moreover, the development and financing risk facing new plants is far greater than that facing existing plants. 

2.14.2 Advantages and Disadvantages of Specific Flexibility Mechanisms

Here we offer a brief analysis of the advantages and disadvantages of the three specific flexibility mechanism identified in Section 4.3.

2.14.2.1 Credit for Early Compliance

Credit for early compliance allows suppliers that contract for new renewable generation somewhat before 2003 to apply those purchases to their 2003 RPS requirement. Our legislative analysis suggests that such early compliance may be allowed under the Act. The principal policy benefit of allowing credit for early compliance is that it could increase the likelihood that sufficient new renewables are available to meet the early-year RPS requirement and reduce the cost of meeting those RPS obligations. It would provide early liquidity in RPS compliance markets (whether based on renewable energy credits or contract-path accounting) and would provide an opportunity for all parties (retail suppliers, generators, market intermediaries and the DOER) to learn about the mechanics of the RPS in advance of its full implementation. Moreover, the expected impact of allowing credit for early compliance is that some renewable energy facilities may be developed earlier than otherwise might be the case.  It would have this effect by significantly mitigating the risk faced by those who may commit to bringing new renewables on-line prior to 2003, and thereby unplugs the development pipeline.  In so doing, it brings the public environmental, fuel diversity, and economic development benefits of renewables development to the Commonwealth on a more rapid timeframe than without early compliance. 

Despite its practical and policy benefits, at least four disadvantages to allowing credit for early compliance are apparent: 

· First, a retail supplier that partakes in early compliance will meet its 2003 RPS requirement with a combination of renewable electricity output from 2003 and before 2003. Whether or not this fits with the legislature intent as expressed in the Restructuring Act is somewhat unclear, and may depend on the scope of the early compliance allowance (e.g., whether output only from 2002 can qualify for the 2003 RPS, or whether early compliance credit can be obtained from output in 2000). 

· Second, credit for early compliance is not entirely consistent with Massachusetts’ information disclosure regulations, or with those disclosure regulations being developed by other states. Under disclosure regulations, the settlement period may be hourly to yearly (quarterly in Massachusetts), but the reporting period reflects percentages of sales from specific resource types (and associated emissions) over the course of a one year period, without allowance for “spillovers” from one year to the next. Consequently, under a typical information disclosure system, renewable energy output associated with early compliance in 2002 would show up a retail suppliers’ 2002 disclosure label, though it would be claimed for RPS compliance in the year 2003. This disconnect leads to one practical problem—how to ensure that renewables sold at a premium as a “green power” product are not later also used for RPS compliance. This general issue is discussed at length in White Paper #1, “RPS Applicability”; the most critical problem is the risk of customers being misled regarding the effect of their purchase (i.e. the purchase making an incremental difference versus discharging a legal obligation that would happen absent such a purchase).  As noted in the Applicability white paper, without credit for early compliance, this potential concern can be resolved through a “product-based” RPS standard, among other mechanisms. With credit provided for early compliance with the RPS, however, perhaps the only way around this “double-counting” problem is if renewable generation in advance of 2003—that is expected to be used for RPS compliance in 2003—is required to show up as “system” or “null power,” 
or be otherwise isolated from information disclosure labels. This leads to a practical complication—the DTE may need to amend its disclosure regulations to allow such a change.
· Third, credit for early compliance banking would require an RPS administrative system that is sophisticated enough to track such credit. Development of the RPS administrative system would also need to be accelerated to meet an earlier deadline than if credit for early compliance was not allowed. 
· Finally, though the advantages of allowing early compliance for the RPS for “new” resources are clear, there appear to be limited (if any) benefits of allowing early compliance with any potential RPS for existing resources. Most importantly, because the amount of existing renewables in New England currently outstrips the demand that would be created by any Massachusetts RPS for existing resources, supply constraints are not as apparent as for the new RPS. 
2.14.2.2 Forward Compliance (Credit) Banking

Forward compliance banking allows suppliers to apply their renewable energy purchases in any year for future years’ RPS compliance, and is therefore a more general version of credit for early compliance. Since the conceptualization of the RPS, renewable energy credit banking has been a common element of RPS proposals. Its proponents point to the many benefits of allowing forward banking, and note the effectiveness of this approach in other environmental credit and allowance trading programs. Generally speaking, forward banking can help even out natural variations in the energy output from renewable generators from year to year, lower the cost of RPS compliance, reduce yearly fluctuations in the cost of RPS compliance, reduce the risk of market power, provide incentives for constructing larger and more economic renewable facilities than could be supported by a single-year RPS compliance period with no banking, and encourage the early development of renewable resources (under no compliance banking, there is little incentive to develop renewables prior to the compliance period). 

Consider one specific example: the case of a new retail supplier that cannot easily predict its overall customer load for the following year. Not knowing the level of its load, the supplier cannot be certain how much renewable generation will be required to meet its RPS. To hedge this uncertainty, and reduce the risk of non-compliance penalties, the supplier may contract with more renewable generation that it reasonably expects it will need. Without banking, and assuming that the retail supplier over-committed itself to renewable purchases needed for compliance, the suppler is faced with higher compliance costs than necessary to meet the Act’s purchase requirement. Credit banking reduces this risk by allowing the retail supplier to carry forward its over-committed renewable purchases in one year to meet future compliance obligations. 

The disadvantages of forward banking are similar to those mentioned above for credit for early compliance. Specifically, forward banking allows a supplier to meet its future RPS obligations with renewable generation from earlier years; whether the Act allows this is not clear. Second, by providing an incentive for early renewables development, such development may occur with more sizable, individual renewable energy projects and therefore proceed in a more uneven temporal fashion of boom and bust cycles. Third, because of its disconnect with disclosure regulations and the potential for using green-marketed renewables for RPS compliance, disclosure labels may need to show carried-forward renewable energy as “system” or “null” power, or those renewables should be otherwise isolated from information disclosure labels. Fourth, in the event that banking becomes a common activity, competition for compliance could develop between new generation and banked generation, possibly creating a challenging investment climate for new renewable resources. Finally, forward banking would require an RPS administrative system that is sophisticated enough to track such banking. 
2.14.2.3 Computation Lag

Establishing a computation lag for determining a supplier's load, on which RPS compliance will be based, acknowledges the uncertainties inherent in early retail competition that retail suppliers may be unable to hedge
.  

The effect of a computation lag is to remove the uncertainty faced by a retail supplier over factors beyond its control, reducing either the renewable energy safety margin that a supplier would have to carry to assure compliance, or the risk of non-compliance.  The greatest advantage of a compliance lag is that, without such a lag, suppliers will be forced--due to circumstances beyond their control--to over-comply for the RPS to assure compliance. This will certainly increase costs to retail customers.  While this might result in more renewables, it is difficult to argue for the merits of an inefficient system that achieves a goal indirectly as result of its inefficiency.  Requiring a supplier to incur additional costs to ensure compliance is also clearly inconsistent with RPS design principles (fair; predictable; cost-effective and efficient).

The greatest disadvantage of allowing a computation lag is that, like the preceding flexibility options, this calculation lag may result in an undesirable information disclosure disconnect.  However, unlike the other mechanisms proposed, the risk is not double counting, but that a supplier (with growing market share) may display a lower percentage of renewables than the nominal RPS requirement in a given year, while still being considered in compliance.  This is a manageable problem.  Other possible disadvantages of such a system are that it: (1) may not be fully consistent with product-based RPS compliance; and (2) may not be fully consistent with the Act.

If a computation lag were to apply for RPS compliance purposes, we believe that a lag of three months may capture most of the benefits identified above.  For example, the calculation of how much renewable energy was required for a supplier to procure in 2003 to be RPS compliant could be determined based on sales in the 4th quarter of 2002 and first three quarters of 2003.  Such a calculation does not seem to be precluded by the Act.  Justification for a 3-month lag include:

· A three month lag is consistent with the Massachusetts quarterly settlement for information disclosure, so suppliers will already be required to compile information on a quarterly basis.  A three month lag doesn’t move (most) renewables from one compliance period to another, so it doesn’t get substantially out of sync with information disclosure

· Three months is sufficient to address the information lag between real-time consumption and monthly meter-reading, reporting, and reconciliation, plus allowing sufficient time to contract for supply.

· Any substantial calculation lag favors slightly those suppliers with increasing load, is neutral to those with stable load, and slightly increases the requirements of those with decreasing market shares.  A short lag period significantly mitigates this problem, and the benefits of greater certainty may ultimately offset the impacts of this calculation lag on those with shrinking market shares.
2.15 Recommendations

Because of their interrelationship, we believe that the system of penalties for non-compliance, the accounting system, and the flexibility mechanisms discussed here are best considered as a package. Issues related to the RPS accounting system will be addressed in future reports to the DOER. In our summary recommendations here, we assume that the penalty mechanism proposed earlier is established. In this circumstance, we provisionally recommend the following. 

· As discussed at length in Section 3, we recommend (1) a yearly settlement, or compliance, period in which to measure RPS compliance; (2) a three month reconciliation, or grace period, at the end of each one-year settlement period; and (3) an appeals process to grant extensions of the reconciliation period under certain force majeure conditions. 

· The benefits of allowing limited early compliance with the RPS for new renewables are significant, and appear to far outweigh the potential costs. Credit for early compliance appears (arguably) to be allowed by the Act. We recommend that early compliance be allowed, such that production eligible to be treated as new for RPS purposes that is generated during calendar year 2002 may be applied to RPS compliance during calendar year 2003. The merits of providing credit for early compliance under a potential existing RPS are less significant, and we therefore do not recommend that early compliance be allowed under any RPS used to maintain the “baseline” fraction of renewable energy.  

· There is also merit in considering forward compliance banking under both the “new” and perhaps the potential “existing” RPS. While the Act is not definitive on this point, the Act can be read to allow forward compliance banking. To offset the disadvantages of forward banking, we recommend that it only be allowed within certain temporal limits. For example, the DOER might consider forward compliance banking for up to 2-3 years from the time of generation. Limited banking of this type would only marginally reduce the benefits of forward banking while at the same time addressing some of the disadvantages of long-term forward banking.  

· Given their discontinuity with existing disclosure system, we recommend that credit for early compliance and forward compliance banking only be allowed if disclosure labels and marketing claims identify these resources as “system” or “null” power, or if these resources are otherwise isolated from the information disclosure label in the year in which they are sold. Otherwise, retail suppliers will have an incentive to sell as premium green products renewable resources that are later used to meet RPS purchase obligations. The degree to which such isolation is possible is dependent upon the yet-to-be-determined RPS accounting and information system, and adaptations to DTE information disclosure rules may be required.

· We recommend that the DOER consider a 3-month computation lag to provide suppliers with a degree of certainty in the quantity of renewables required for compliance.  This should have the effect of lowering costs to retail customers without undermining the Act’s objectives or renewables targets.

· The DOER should not further consider the following flexibility mechanisms: deficit banking, normalization to account for fluctuation in renewable resource output, and delayed compliance for retail suppliers that enter the market near the end of a year. We believe that the penalty system recommended in Section 3 and the flexibility mechanisms recommended above address compliance flexibility issues adequately without requiring that the DOER further consider these additional mechanisms. 

Resource diversity

2.16 Background

2.16.1 Issue Overview

Renewable energy includes a mix of technologies with diverse characteristics, market needs, costs, and environmental and social benefits. A single  renewables policy is likely to be unable to support effectively the full range of this diversity. 

Under a single-band RPS, for example, we expect that those eligible renewable resources that have the lowest premium over the wholesale market price of electricity will in most cases be used to meet RPS purchase obligations. Under such an RPS, resource diversity within renewable technologies will be encouraged to the extent that some forms of renewable energy have similar cost characteristics (e.g., wind and biomass) or because resource constraints preclude a single energy source from meeting the entire RPS (e.g., landfill gas). Accordingly, under the Massachusetts RPS for “new” resources, commercial-scale wind, landfill gas, and (to a lesser extent) low-emissions, advanced biomass can be expected to be the primary beneficiaries of the policy. More expensive “emerging” technologies such as solar power, small wind, ocean thermal, wave and tidal energy are unlikely to be able to compete under these circumstances, although they may be used towards RPS compliance in small amounts when justified by other means.
 Similarly, if and when an RPS for “existing” resources is imposed, one can expect lower cost resources such as hydropower to benefit more significantly than higher-cost facilities such as biomass. 

This dynamic has raised concern by some that an RPS may not “adequately” promote resource diversity among all eligible renewable technologies, and has led to proposals in some jurisdictions for various approaches to ensure diversity under the RPS.

In this section we address the following questions:

1. Does the DOER have the authority to establish explicit mechanisms to further encourage resource diversity under the RPS?

2. If so, what are the approaches that the DOER could use to encourage such increased such diversity? 

3. Finally, what are the advantages and disadvantages of establishing such mechanisms?

2.16.2 What Will This Issue Impact?

Resolution of these issues will impact:

· The types and diversity of renewable generation that are supported by the RPS.

· The cost of renewable energy used to meet the RPS, the cost of RPS compliance, and the cost to end-use consumers in the Commonwealth.

· The cost and complexity of RPS administrative, contracting, and compliance procedures. 

2.17 Legislative Context and Analysis

2.17.1 What Does the Act Say?

The Restructuring Act does not explicitly mention or address the need for or desirability of further methods to promote resource diversity within eligible renewable technologies.  

However, the Act does specify the nature of the purchase requirement and the resources eligible to meet that requirement. The Act further allows the DOER to add to the list of eligible technologies. Finally, the legislature also created the Massachusetts renewable energy trust fund to support a variety of renewable energy technologies. For example:

(c) The revenues generated by said mandatory charge shall be remitted to the Massachusetts Technology Park Corporation and deposited into the Massachusetts Renewable Energy Trust Fund, established pursuant to section 4E of chapter 40J. The public purpose of said trust fund shall be to generate the maximum economic and environmental benefits over time from renewable energy to the ratepayers of the commonwealth through a series of initiatives which exploits the advantages of renewable energy in a more competitive energy marketplace by promoting the increased availability, use, and affordability of renewable energy and by fostering the formation, growth, expansion, and retention within the commonwealth of preeminent clusters of renewable energy and related enterprises, institutions, and projects, which serve the citizens of the commonwealth.

2.17.2 Intent

While the legislation does not address further resource diversity explicitly, it does appear to provide strong indication of legislative intent:

· First, while the legislation does give the DOER the authority to implement the Act and in so doing exercise some judgement in the design of the RPS, the legislation does not appear to explicitly or implicitly suggest the need for further methods of resource diversification. On the contrary, the legislation defines the broad types of renewable resources that are eligible under the “new” RPS and the possible RPS for “existing” resources. The DOER does not have the authority to develop RPS rules that are at odds with the Restructuring Act or its intent. While the Act does not specifically preclude the adoption of further methods of resource diversification, the legislation clearly does not direct the DOER to develop such rules. 

· Second, by establishing the RPS in the first place, the legislature has signaled its desire for resource diversification relative to the conventional mix of generating resources, which is heavily weighted towards hydropower, nuclear, natural gas, and coal. Further, by establishing an explicit RPS for “new” resources, whose eligibility requirements are more restrictive than those for “existing” resources, the legislature has further expressed a desire to encourage some diversification within the renewable energy resources. Evidently, the legislature was well aware of the value of resource diversification. Because the legislature has provided no indication of a desire for further diversification through additional, explicit bands or multipliers (discussed below), we find it hard to infer from the legislation that the legislature intended for the DOER to develop such mechanisms. 

· Third, by selecting an RPS approach to provide public support for renewable-resource electricity, the legislature signaled its interest in least-cost, market-based approaches to supporting renewables.  Provisions that require generation from higher-cost renewable technologies would be largely inconsistent with this approach.

· Fourth, we also note that the Act also includes the creation of a sizable “renewable energy trust fund,” funded through a system-benefits charge. By creating and funding this trust, some of which will presumably be dedicated to a wide array of technologies, including emerging technologies, the legislature created an alternative, and more flexible, approach to underwriting the cost of emerging technologies.

· Finally, we note that the purpose of the RPS appears to be both to increase the amount of renewable resources, and to protect some portion of existing renewable resources, which may not survive on their own without policy support. To ensure that the support provided by a possible “existing” RPS does not go entirely to lower-cost renewable resources, the majority of which may not need additional policy support, it make be justified to establish maximum contribution limits for “lower-cost” resources under a possible “existing” RPS. Though not specifically called for under the Act, such a policy would, arguably, be allowed by the legislation. 
2.18 Policy Options

In RPS discussions across the country, the need for and design of mechanisms to encourage resource diversity has been considered at some length. The Nevada RPS, for example, includes an explicit purchase requirement for solar electric and solar thermal technologies. Connecticut and New Jersey both have two-tiered RPS, with two separate purchase requirements reflecting different resource eligibility definitions (See Appendix A). Finally, proposals in Arizona have included both an explicit solar purchase requirement, and a variety of credit multipliers to further support certain types of solar applications. Other RPS requirements (see Appendix A) have not included such mechanisms. 

Based on these discussions, and ignoring legislative intent for the moment, the following basic policy options exist for further supporting resource diversity within the RPS:

· Resource Bands or Tiers: Most proposals to support diversity within the RPS have included explicit resource bands or tiers. Under this system, retail suppliers would be required not only to purchase a certain quantity of generic eligible renewable energy, but would be further required to purchase certain percentages of renewable energy from specific technologies or technology tiers. In this way, the renewables purchase requirement under the RPS is actually a series of smaller requirements for the purchase of individual renewable resources or tiers of resources. 

· Maximum or Minimum Contribution Limits: Similar to resource bands or tiers, maximum or minimum contribution limits impose additional purchase requirements on the basic RPS, but in a slightly more flexible design than explicit bands or tiers. Under this approach, higher-cost renewable technologies or technology classes might be given minimum purchase floors (e.g., retail suppliers must, as part of their RPS, purchase at least 5% from solar technologies), while lower-cost technologies could be given purchase ceilings (e.g., landfill gas, wind and biomass must together contribute not more than 80% of a retail suppliers purchase requirement).

· Credit Multipliers: Credit multipliers would provide certain higher-cost renewable resources multiple “compliance credits” per kWh, relative to other renewable resources. For example, each MWh of solar output might be “worth” 10 MWh of RPS compliance, while each MWh from a lower cost technologies would only receive one MWh of RPS compliance. 

2.19 Policy Analysis

As noted above, we interpret the Act to have already established a two-tiered approach, an overall requirement (to maintain the baseline and increase it annually), and a minimum set-aside for new renewables (the growth over the baseline).

The principal substantive advantage of the additional mechanisms listed above is that they would ensure an added measure of diversity within the renewable resources developed under an RPS policy. Absent such mechanisms, and in the absence of significant cost reductions over time, the Commonwealth’s “new” RPS is likely to primarily encourage lower-cost renewable technologies such as landfill gas, wind, and biomass. While eligible solar, small wind, wave, tidal, and ocean thermal technologies will receive the same level of per-MWh support as these other technologies under a single-band “new” RPS, this support is unlikely to be sufficient to make these technologies broadly cost effective. To the extent that these technologies are viewed as promising future sources of electricity, the RPS will do little to encourage them. 

There are also several disadvantages to pursuing these explicit approaches to resource diversification:

· The creation of resource bands, credit multipliers, or minimum or maximum contribution limits will increase the cost of RPS compliance and ultimately the cost of the RPS to end-use consumers in Massachusetts. They may also mute the competitive pressures faced by individual renewable technologies. 

· Any subdivision of the market into finer resolution in this fashion reduces the depth and liquidity of the market for any particular resource type. This will also tend to have an upward effect on price.

· The development of these mechanisms will increase the complexity of RPS administration, reporting, contracting, and compliance demonstration procedures.

· The creation of bands or multipliers may require significant readjustment over time to ensure that continued diversification is achieved as some technologies come down their cost curves at a faster rate than others, adding to the administrative complexity and regulatory uncertainty of the RPS. 

· By trying to encourage a wide range of renewable technologies, the RPS may not provide sufficient support to any one technology to significantly drive its costs down over time.

· The Massachusetts Renewable Energy Trust Fund may offer a more flexible and effective approach to supporting emerging, higher-cost renewable energy resources. 

2.20 Recommendations

The RPS, as enacted by the Massachusetts Legislature, is unlikely to provide the support needed to make certain renewable technologies competitive in the retail market. Because of their significant resource potential, certain emerging, higher-cost renewable technologies (such as solar, small wind, and fuel cells) may deserve some measure of policy support. After all, we do not yet know which of the various renewable energy technologies offer the best hope of meeting long-term societal objectives. Requiring all technologies to compete among themselves based only on today’s costs would therefore seem imprudent, and mechanisms to promote diversity should be sought. 

However, with respect to new renewable resources, we recommend that the DOER not develop explicit resource bands, tiers, contribution limits, or multipliers as part of the Commonwealth’s RPS. Most importantly, our legislative analysis provides a strong indication that the legislature did not intend for the DOER to use such mechanisms to support the addition of specific resource types. Moreover, no single renewable energy policy will be able to meet the needs of the diverse array of available renewable technologies. Resource bands, contribution limits, or credit multipliers will add to the complexity and cost of the RPS, complexity and cost that does not appear to be supported by legislative analysis. Finally, we note that the legislature has created a sizable Renewable Energy Trust Fund that, due to its mandate and its flexibility, could be an excellent mechanism to support emerging renewable technology industries. With such a fund, financial resource can easily be segmented into sub-programs and distributed to support a range of technologies, including promising renewable energy technologies that are unlikely to be competitive under the Massachusetts RPS.

With respect to existing renewable resources, one factor leads us to offer for DOER’s consideration one resource diversity mechanism.  One of the purposes of the RPS appears to be to protect some portion of existing renewable resources, which may not survive on their own without RPS support.  Many stakeholders have expressed concern that (a) a substantial pool of existing hydroelectric resources have operating costs low enough to survive in a competitive market without RPS support, perhaps even enough to meet the entire baseline requirement, and (b) many other existing resources stand little chance of competing against such low-cost hydro resources and will therefore likely fail to survive in the competitive market.  Our analysis supporting White Paper #4, Treatment of Existing Renewables, is consistent with these assertions, and we expect that our upcoming efforts to perform a Cost Analysis will also support a similar conclusion.  

To the extent that these concerns are warranted, if all renewable resources are allowed to complete without the constraint of any diversity mechanisms in maintaining the baseline fraction, then the incremental environmental benefits would certainly be less than if the DOER was able to support only those resources that actually required support.  We do not believe there is any viable way to cleanly sort those that require support to survive from those that do not.  In fact, this goal would be a moving target as commodity electric market prices and rainfall
 fluctuate over time.  

If it is ultimately determined by DOER that all existing hydroelectric power is eligible for RPS compliance
--and if the DOER finds that it has the authority to do so—DOER may wish to consider one of the following approaches to assuring that at least some of the RPS support of existing renewables goes to resources other than the lowest-cost hydroelectric resources that might be cost-effective without RPS support:

· Establish a maximum contribution for hydroelectric resources to meeting the RPS (which is equivalent to establishing a minimum contribution from non-hydro-resources).  The advantages of this approach would be to allow some non-hydro resources to compete and survive under the RPS, possibly increasing the total incremental environmental benefits of the policy.   The disadvantage would be that the hydro that was allowed to supply the RPS would still be the lowest cost hydro, reducing the prospects for hydro resources which may need moderate support for survival.

· Establish a minimum contribution for small hydroelectric resources and for eligible biomass.  While size is not a perfect proxy, as a rule we believe there is a strong correlation between size and operating cost for hydro facilities below a certain threshold size.  Developing an appropriate cutoff would necessitate further analysis. The advantages of such an approach would be to further increase the incremental environmental benefits of the RPS, as both some hydro and biomass resources that might not otherwise survive are supported, while other hydro resources that would have survived will do so without RPS support.  The primary disadvantages are that this approach is a rough and inexact tool for achieving the objective, any bands set are likely to be somewhat arbitrary, and both the administrative complexity and the transaction costs of compliance may be high. 

Each of these mechanisms would add transactions and contracting costs to compliance with the RPS. Accordingly, to reduce compliance hassle and costs, the DOER may only want to consider these approaches if they simultaneously establish a liquid secondary market in resource attributes (e.g. a renewable energy credit system, or a full certificates system – these will be discussed at length in an upcoming Policy Coordination Report). 

 Capping and Phasing Out the RPS

2.21 Background

2.21.1 Issue Overview

The Act specifies that, after 2009, the RPS is to increase at “an additional 1 per cent of sales every year thereafter until a date determined by the division of energy resources.” This section addresses criteria for capping or phasing out the RPS after 2009.

The questions addressed here include:

· At what point after 2009, and on what basis, should DOER stop increasing the required percentage of new renewables by 1% per year? 

· What should happen with the RPS requirement after the RPS percentage has been capped?

· Under what conditions should the DOER phase-out and/or terminate the RPS?

· Is there a point at which the existing and new renewables requirements should be merged?
2.21.2 What Will This Issue Impact?

Resolution of these issues will impact:

· The ultimate amount of renewable energy supply provided to the Commonwealth through the RPS. 

· The stability of the RPS, with its accordant impacts on the financing of renewable energy projects.

· The ultimate cost of the RPS to retail suppliers and end-use consumers in the Commonwealth.

· The type and length on contracts established between retail suppliers and renewable energy generators. 

· How the provisions of the Act related to the issues discussed here are administered.

· Whether the RPS targets imposed by the Act are met.

2.22 Legislative Context and Analysis

2.22.1 What Does the Act Say?

The Act gives the DOER broad authority to establish the renewable energy portfolio standard and, within limits, to decide when and how the portfolio standard is to be capped or phased-out.

Section 11F. (a) The division of energy resources, shall establish a renewable energy portfolio standard for all retail electricity  suppliers selling electricity to end-use customers in the commonwealth… Every retail supplier shall provide a minimum percentage of kilowatt-hours sales to end-use customers in the commonwealth from new renewable energy generating sources, according to the following schedule: (i) an additional 1 per cent of sales by December 31, 2003, or one calendar year from the final day of the first month in which the average cost of any renewable technology is found to be within 10 per cent of the overall average spot-market price per kilowatt-hour for electricity in the commonwealth, whichever is sooner; (ii) an additional one-half of 1 per cent of sales each year thereafter until December 31, 2009; and (iii) an additional 1 per cent of sales every year thereafter until a date determined by the division of energy resources. [emphasis added]

2.22.2 Intent

After 2009, it is clear that DOER has the authority to decide upon the fate of the RPS. In lieu of any decision to do otherwise, the default is clearly that the percentage continues to increase by 1% per year presumably until it reaches 100%. Yet, while the default is evidently a yearly, 1% increase in the RPS, the phrase “until a date determined by the division…” suggests that there will be such a date, at some point before the escalation reaches its theoretical maximum 100%. 

The Act also does not require or suggest that the DOER determine what happens after 2009 at this time. Rather, DOER appears to have the authority to wait and check market or other conditions later on in making decisions on the fate of the RPS after 2009. In fact, the Act can be read to imply that DOER shall not determine a date by which to phase-out or cap the RPS until 2009 has been reached, and after some further experience with the RPS has been gained.
2.23 Policy Options

A number of issues, and associated policy options, can be identified for capping or phasing out the RPS. Here we identify the issues and options. Section 6.4 provides an analysis of these options. 

Issue #1: When and how should DOER determine to limit the percent increases in the RPS? 

DOER will first need to determine when and how to limit the percentage increase in the RPS. Options for when to limit the increases include: before program start-up; at some point in the future prior to 2009; or in or near or after 2009.  

Options on how to establish a limit could involve: setting an automatic trigger, depending on renewable energy costs; or undertaking a comprehensive program review closer to 2009.  

Criteria would need to be established for either identifying “enough” renewables (based on technical, practical, environmental, or economic constraints), or that “renewables have been mainstreamed”, meaning that an RPS is no longer needed to assure the role of renewables going forward.  Possible criteria could include: 

· Is the cost of renewable energy below a certain point?  

· Has some exogenously-defined RPS percentage been reached?  

· Have the technical limits of the power system been reached?

Issue #2: What should those limits be? 

Once the DOER determines when and how to establish limits to the RPS, DOER will need to determine what those limits should be. Options at the DOER’s disposal include:

· Continuing to increase the RPS percentage levels at the pre-specified 1% increments;

· Stopping RPS increases altogether; or 

· Increasing percentage levels at increments of less than 1% per year.

Issue #3: Once those limits are in place, will the RPS be eliminated or capped at the most recent yearly percentage obligation?

Once the RPS purchase obligation stops increasing, the DOER will need to decide upon the fate of the RPS requirement. Options include:

· Terminating the RPS purchase requirement in its entirety immediately;

· Maintaining the RPS purchase obligation at the most recent level indefinitely;

· Maintaining the RPS purchase obligation at the most recent level for a period of years after being capped, before ultimately terminating the requirement; or 

· Maintaining the RPS purchase obligation at the most recent level until the cost of RPS compliance are deemed low enough to eliminate the policy altogether (i.e., self-sunsetting). 

Issue #4: Will these changes be permanent or temporary?

Changes to the incremental percentage increase, or decisions to cap and/or terminate the RPS, could be either temporary (i.e., the DOER could reverse or re-establish the RPS after some time) or permanent (i.e., only the legislature could then re-establish the RPS).

Issue #5: Is there a point at which the existing and new renewables requirements should be merged? 

DOER might also consider whether there is justification for merging the existing and new renewable resource requirements. Options include maintaining the new renewable requirement as distinct from the overall percentage requirement, or merging the requirements into a single tier at some point in the future, for instance when a substantial amount of existing renewable capacity has been displaced by new renewables. 

2.24 Policy Analysis

Short-duration policies can create immediate markets for renewables, but as evidenced by the experience with renewable development in the 1980s, this development path can be destabilizing, making the renewables industries vulnerable to ongoing political forces. Policy duration and stability are especially important for an RPS, where new facilities will be brought on-line under the expectation of continued support over time through the sale of renewable energy output and credits.  Many RPS policies being developed are vague as to how exactly the policy will phase out and when and how changes might be made to the policy over time. In our view, these uncertainties shift substantial risk to renewables developers. Without some certainty in the length and stability of the policy, new renewable generators will need to amortize their capital costs over a shortened time period, dramatically increasing the near-term cost and reducing the efficacy of the RPS policy. Eliminating the ambiguity in the sunset and review provisions of state RPS policies would therefore appear immensely valuable.

Within this context, the advantages and disadvantages of the various policy options identified above are addressed in turn here. 

2.24.1 When and how should DOER determine to limit the percent increase in the RPS?

As to when the DOER should determine to limit the increases in RPS percentages, we believe there is no advantage to, or even basis for, making such a determination at this time.  The Act clearly neither intended increases to definitively halt after 2009, nor did it imply they should continue forever.  Rather, the legislature left it to DOER to consider the conditions and policy backdrop and make a determination based on those factors.  Lacking a crystal ball, we believe that the DOER should wait until such conditions present themselves at a later date, near or after 2009.

With respect to how to determine to limit the RPS, any of the alternative methods presented – setting an automatic trigger depending on the difference between renewable energy and commodity energy prices, or undertaking a comprehensive review as 2009 approaches – are reasonable options.  However, in light of the aforementioned need for stability, we feel it is necessary to lay out the criteria for making such a determination at this time.   The advantage of this approach is that market participants can then observe the same exogenous conditions on which the DOER will rely to make such a determination, and not be unfairly caught off-guard by such a determination. Because a fully comprehensive list of detailed criteria may be impossible to develop at this time, at the very least the DOER should develop a list of qualitative criteria that it will consider in determining the fate of the RPS after 2009.

What criteria should be used to trigger a limit or curtailment of the annual percentage increase? Several independent factors could serve as limits on the viability or usefulness of an RPS.  These include (but are not restricted to):

· The cost premium associated with renewable power, relative to demand for renewables:  If renewable power becomes “mainstreamed” due to cost improvements or the development of the green power market, such that the presence of an RPS does not materially change the level of reliance upon (or the size of the market for) renewables, then there is little point in continuing the RPS policy.  This is true so long as such a situation represents a long-term phenomenon, as opposed to a short-term aberration in supply or demand.  Continuing to increase the RPS percentage beyond this point will likely result in transaction costs passed on to customers without any additional environmental benefits. Similarly, if for some reason, the differential between the cost of renewable energy and the cost of other supply sources increases substantially (e.g., through the introduction of a new, low-cost, non-renewable generating system or because of renewable resource supply or siting constraints), there may be merit to discontinuing the RPS on a policy basis.
· Technical limits affecting power system reliability:  An integrated regional power system requires a variety of types of resources to function properly and reliably.  Sufficient peak generation capacity must be present when needed to meet peak loads; operating reserves and generators capable of quick response on-demand are required to keep the lights on.  Due to transmission and stability constraints, there are locations where generation must be proximate to load, and there may be limits on the amounts of intermittent generation a system is capable of handling before increasing regulation requirements beyond feasible or economic limits.  Of course, such limits are neither precise not abrupt.  Rather, there may be a continuously increasing cost in reliability as the level of some types of renewable technologies increase, beyond some saturation point.  The point here is that just the presence of increased reliability costs as a result of renewables is not sufficient to justify limiting the RPS.  Rather, increasing the amount of renewables beyond the point where the costs of reliability degradation exceed the various benefits of increased renewables is not desirable from a societal perspective, and could be the theoretical point at which the RPS is capped.
· Resource Diversity:  Natural gas generation is being added to the regional system today at a rapidly expanding pace. Given where the region started, such generation at this point contributes to system diversity.  Beyond a point, however, the system becomes overly dependent on natural gas, and increased reliance creates supply risk (due to potential supply disruptions) or price risk.  Similarly, it would be unwise to have a system in which all generation was biomass-based, as drought, fire, transportation strike, or other fuel-supply disruption could upset the functioning of the system.  The same could be true for hydro, where a drought could impact both reliability and cost dramatically if the region were over-dependent.  So while difficult to imagine as a problem today, diversity needs in theory could someday pose a binding constraint for the RPS.

In our view, all of these constraints (and perhaps others) should be taken into account, perhaps in a way such that the first constraint that binds triggers the limit on the RPS.  The specific levels require further study, and may require ISO involvement where reliability is involved.  Nonetheless, defining these issues as criteria, the most constraining of which will trigger consideration of limiting the percent increases in the RPS, will provide suppliers and generators with a policy framework in which to make business decisions appropriately.

Finally, the advantages to making any such changes infrequently are significant, and are based on the stability arguments presented in the paragraph introducing Section 6.4.  In contrast, the specter of possible frequent change or discontinuity would have the effect of raising the regulatory risk perception and therefore the increasing financing cost and decreasing the amortization horizon of new renewables. Additionally, when and if changes are made to the RPS, such changes should be signaled well in advance of their implementation, giving market participants ample time to respond to future regulatory change.

2.24.2 What should those limits be?

If none of the constraints discussed in the previous section (or others identified by the DOER or Advisory Group) are present, there would appear to be no reason to limit the RPS.  Once one or more of these criteria are met, or are perceived as becoming near binding, the DOER will be faced with the choice of halting RPS increases altogether, or decreasing the rate of RPS requirement growth to less than 1% per year.  We believe that DOER should have the ability to take either of these courses, based on the strength of evidence of the aforementioned constraints. A prudent course of action might be to decrease the annual increment from 1% to ½% once the incremental cost of RPS compliance, averaged over the previous two to three years, falls below a trigger price (for instance, 2 mills per kWh, or 2.5% of commodity prices).  To stop increases in the RPS  altogether, another finer level could be set for each of the criteria.  

2.24.3 Once those limits are in place, should the RPS be eliminated or capped?

Of the options presented, we believe that the RPS should be capped well before the RPS purchase obligation is terminated, and that a known period (either a fixed or a minimum) should be set, once capped, until the RPS is terminated. 

If suppliers are not required to meet any RPS purchase obligations after the RPS is capped at a specific percentage level, the cost of RPS compliance would likely increase dramatically in the years directly preceding the cap (as renewable generators shorten the amortization period of their above-market costs). In such a situation, retail suppliers may opt to pay the penalty for noncompliance rather than meet their purchase obligations, resulting in a potential for missing the Act’s targets. Perhaps the strongest argument in support of a phase-out rather than an abrupt end to the RPS is fairness to renewables brought on-line to meet the RPS obligation, particularly in later years.  These resource owners should be given sufficient time to amortize the above-market cost of the newest renewable facilities in the context of the RPS program.  This suggests that the RPS purchase obligation should remain fixed for at least ten years after it is capped.

We believe that a fixed end date, or at least a minimum period from the time of capping the RPS until terminating it (e.g., 10 years), is superior to a flexible or self-sunsetting approach because uncertainty will introduce risk and bring with it increased compliance costs.  On the other hand, the benefit of a self-sunsetting RPS is that if RPS compliance costs are low or approaching zero, then continuing the RPS imposes administrative and transaction costs for little reason. We do not, however, believe that the benefits of a self-sunsetting approach are sufficiently large to offset the uncertainty that such an approach presents to RPS market participants.

2.24.4 Will these changes be permanent or temporary?

We believe that once action has been taken to cap and/or terminate the RPS, that decision should be permanent.  The decision itself should be based on sufficient evidence to justify itself, as discussed earlier.  We see no point in having continued uncertainty hanging over the market at that point. If at a later date there were policy reasons to revisit the role of an RPS, the circumstances are likely to be far different from those that led to the RPS requirement in the Act.  For these reasons, any further action should be the purview of the legislature at the time.  In contrast, a decision to change the percentage increase without capping the RPS is clearly an interim decision and the DOER should be able to alter such a decision based on the market’s response to the initial change.

2.24.5 Is there a point at which existing and new renewables requirements should be merged?  

At some point, a significant quantity of new renewables may be displacing existing renewables for compliance with the “baseline,” existing RPS requirement.  If there is little threat of a significant influx of existing renewables displacing the new portion of the RPS (which the Act is very clear in protecting), then there may be administrative and transaction cost efficiencies available from replacing the existing, two-tiered RPS with a single tier requirement.  However, the uncertainty associated with the mere existence of this possible policy shift may, as with other uncertainties, increase financing costs and shrink amortization periods for new renewables to the point where the costs ultimately overwhelm the potential benefits.  If such a merging of the RPS tiers were to be considered, we recommend that it be done with substantial advance notice (i.e., at least 10 years). 

We also note that the presence or absence of RPS requirements in surrounding states or provinces, or on a Federal level, may also influence the desirability and consequences of such a merging of tiers.  We examine this in an upcoming policy memorandum on interactions with a national RPS.

2.25 Recommendations

Based on the legislative and policy analysis provided above, and considering the DOER’s RPS Design Principles
, we recommend the following: 

Timing and Scope of Program Review: 

· DOER should not make a determination on whether to limit RPS percentage increases until 2009 approaches. At that point, DOER could consider either an automatic trigger depending on renewable energy or REC prices, or could undertake a comprehensive review.  We recommend that the DOER undertake a comprehensive review of the program in 2007, and if the decision is not made to cap the RPS in 2009 at that point, DOER should repeat such a review periodically thereafter, perhaps every five years. 

· To lend stability to the regulatory environment, DOER should lay out a framework for the criteria that will be used to make a decision to cap or phase-out the RPS. These criteria should include (at a minimum): (a) the level of RPS compliance costs and compliance cost trends; (b) the successes and failures of the RPS mechanism overall based on program experience; (c) the ability of renewables to compete in the Massachusetts market in cost-based or premium green power markets; (d) technical limits affecting power system reliability; (e) the environmental, fuel diversity, employment and other advantages of renewables development in the Commonwealth, and (e) the degree to which the increased role of renewables, or a particular renewable technology, is reducing system diversity.  Any one of these factors may be sufficient to limit to the RPS, so the first constraint to bind should trigger an RPS cap.

· Regardless of the timing or content of this review, the DOER should be aware that the review will need to be completed well enough in advance of any change in the RPS percentage increases to ensure overall program stability for both retail suppliers and renewable generators. In no case should the RPS purchase obligation be altered with less than 2 years advance notice. In addition, we recommend DOER make changes as infrequently as possible, for similar reasons.

Obligation Stability:
· Once the DOER determines that the RPS percentage requirement should no longer increase, we strongly recommend that the RPS percentage obligation remain constant and not be eliminated (or decrease) for at least 10 years. Otherwise, renewable facilities constructed near the end of the program life will be unable to amortize their costs over a sufficiently lengthy period of time. 

· The presence of this final 10-year amortization period should be established well in advance to ensure sufficient stability; pervasive uncertainty could increase compliance costs. Without a clear indication that the RPS will continue (at the very least) at a fixed level after 2009, renewable electricity will become artificially expensive as 2009 approaches and developers are forced to amortize their above-market costs over a shorted time period. New projects might not even be developed in the few years preceding 2009, as they would only be ensured of a couple years of RPS support and therefore may be unable to recover their above-market costs by 2009. We therefore strongly encourage the DOER to affirmatively assert in its RPS rule that the RPS purchase obligation will, at the very least remain at its 2009 level (4% new) until 2019.

· Once action has been taken to cap or terminate the RPS, this decision should be considered permanent.

· Finally, we believe it unlikely that the conditions would exist under which the DOER might wish to merge the current two-tier RPS (a “baseline” RPS with a separate new requirement) into a single tier encompassing all eligible renewables.  If such conditions (including a situation where a significant quantity of new renewables is displacing existing renewables, combined with a very low likelihood that existing renewables could displace new renewables) were to prevail, we recommend that it be done with substantial advance notice (i.e., at least 10 years).

Appendix A: Treatment of Design Issues in other state rps legislation and regulation

Connecticut

Cost Caps
· No explicit cap

Penalties

· Retail supplier compliance plan in licensing process
· Flexible system of penalties at discretion of Commission, including license revocation or suspension, prohibition from accepting new customers, and civil penalties

Flexibility Mechanisms

· No credit trading system yet developed, though legislation allows it

· One-year settlements

· Other approaches to verifying compliance may be accepted by the DPUC

Resource Diversity
· Two tier RPS; one tier has more restrictive eligibility guidelines

End-Game: Phasing or Capping the RPS
· RPS appears to continue at 2009 level after 2009

Maine

Cost Caps

· No explicit cap, but penalty mechanism may act as a cap in some circumstances

Penalties

· Retail supplier compliance plan in licensing process

· Extra year “cure” period for suppliers that obtain 20% or more from eligible renewable energy, but not the 30% required by law; Commission may extend cure period for those suppliers that demonstrate an ownership interest or entitlement in an eligible new facility that will come on line within two years

· Variety of possible sanctions at discretion of Commission, including license revocation, monetary penalties, and others

· Allows voluntary payment into renewables R&D fund to avoid license revocation; per-kWh level of payment equals the incremental cost of renewable energy purchases

· Penalties will be waived with a showing that a supplier could not meet the RPS because of market conditions

Flexibility Mechanisms

· No credit trading

· One-year settlements

· Flexible compliance demonstration procedure that puts burden on supplier

· One year delayed compliance period for suppliers that enter market in second half of a year

· Advisory ruling allows interested parties to request a ruling on the eligibility of potential renewable facilities

· Extra year “cure” period for suppliers that obtain 20% or more from eligible renewable energy, but not the 30% required by law; Commission may extend cure period for those suppliers that demonstrate an ownership interest or entitlement in an eligible new facility that will come on line within two years

Resource Diversity

· No explicit mechanism to support resource diversity among eligible renewable technologies
End-Game: Phasing or Capping the RPS
· 30% renewables standard with no explicit sunset

· Commission makes recommendations to legislature for changes in RPS no later than 5 years after beginning of retail competition

Nevada

Cost Caps

· None included in legislation

· Proposal by some parties to establish an “alternative compliance mechanism” that allows suppliers to comply with the RPS by paying into a penalty fund at a fixed cents/kWh level

Penalties

· Compliance required to maintain license

· Proposal by some parties to establish an “alternative compliance mechanism” that allows suppliers to comply with the RPS by paying into a penalty fund at a fixed cents/kWh level

Flexibility Mechanisms
· Legislation allows creation of renewable energy credit system

· One-year settlements

· Proposals to Commission have included reconciliation periods and forward compliance banking 

Resource Diversity

· Minimum contribution limit for new solar resources of 50% of overall RPS requirement
End-Game: Phasing or Capping the RPS
· Fate of RPS after 2009 unspecified

New Jersey

Cost Caps

· None included in legislation

Penalties

· Draft RPS rule specifies that a supplier that fails to meet one year’s RPS will be required to make up the shortfall the succeeding calendar year

· Draft RPS rule specifies that, if a retail supplier is out of compliance in one year, that supplier must file regular quarterly reports that report on the preceding 3-month period to demonstrate that the supplier is making progress in meeting the RPS in the following year(s) until the supplier has met the RPS for one full calendar year

· Draft RPS rule specifies that if a violation continues, the violation will be referred to the Board for its consideration; possible penalties include: suspension or revocation of the retail supplier’s license, financial penalties as permitted by law, or a prohibition on accepting new customers; in determining the appropriate sanction, the Board shall consider the good faith efforts of the supplier that is out of compliance, the gravity of the violation, the number of past violations, and the appropriateness of the sanction or fine to the size of the company charged

· Several parties have commented to the Board that the proposed penalty system is insufficient to ensure compliance

Flexibility Mechanisms

· No credit trading system yet developed, though legislation allows it
· One-year settlements
Resource Diversity

· Two tier RPS; one tier has more restrictive eligibility guidelines.
End-Game: Phasing or Capping the RPS
· Fate of RPS after 2012 unspecified

Texas

Cost Caps

· None explicit, but penalty mechanism may act as a cost cap

Penalties

· Penalties assessed for compliance shortfall; monetary penalty is lesser of 5 cents/kWh or, upon presentation of suitable evidence of the market value by the retailers, 200% of the average market value of renewable energy credits for that compliance period 

· No requirement for credit “make up”

· In particular conditions that are outside of the retailers’ control, the Commission may waive the penalty

Flexibility Mechanisms

· Will be based on credit trading system

· One-year settlements system

· Credit for early compliance up to 6 months in advance of the RPS start-date is allowed

· Three-month reconciliation, or grace, period

· Deficit allowances of up to 5% of a retailers requirement are allowed to be carried from one year to the next during the first 2 years of the RPS

· Three years of forward compliance banking is allowed

Resource Diversity

· No explicit mechanism to support resource diversity among eligible renewable technologies

End-Game: Phasing or Capping the RPS
· RPS purchase requirement is capped in year 2009, but the capped standard continues until 2019

Wisconsin

Cost Caps

· None included in legislation

Penalties

· Attorney General directed to enforce standard

· Person that violates standard or submits false or misleading certification regarding the source or amount of renewable generation is subject to forfeiture of not less than $5,000 nor more than $500,000; in imposing the forfeiture, the court is directed to consider the volume of the person’s business, the gravity of the violation, and whether violation of the standard is beyond the person’s control
Flexibility Mechanisms

· Legislation would create renewable energy credit system

· One-year settlements

· For purposes of determining compliance with the RPS, a retail suppliers’ energy sales are calculated on the basis of an average of the energy sales over the preceding three years

Resource Diversity

· No explicit mechanism to support resource diversity among eligible renewable technologies
End-Game: Phasing or Capping the RPS

· Fate of RPS after 2011 unspecified

Appendix B: Glossary of Key Defined Terms Used in This Paper

A number of new terms are used in this paper. Here we list some of those terms, and note the pages where these terms are defined.

Term





Page(s)

Cost caps




5, 6, 7

Section 3:  Penalties


Collateral



14


Compliance make-up


14


Compliance plan


15


Force majeure conditions

15


Make-up proxy price


22


Materiality threshold


15

Section 4:  Flexibility Mechanisms


Banking



25


Computation lag


26


Credit for early compliance

25


Deficit banking


25


Delayed Compliance


26


Flexibility mechanisms

24, 25


Forward compliance


25


Normalization



26


Reconciliation (grace) period

26


Settlement period


25

Section 5:  Resource Diversity


Contribution limits


39


Credit multipliers


39

Resource bands or tiers

38
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� Chapter 164, of the Acts of 1997 – “AN ACT RELATIVE TO RESTRUCTURING THE ELECTRIC UTILITY INDUSTRY IN THE COMMONWEALTH, REGULATING THE PROVISION OF ELECTRICITY AND OTHER SERVICES, AND PROMOTING ENHANCED CONSUMER PROTECTIONS THEREIN”, Approved November 25, 1997.


� If a contract-path system is used, the nature of flexibility mechanisms may further vary based: (a) on the level of “unbundling” of attributes allowed—See upcoming Policy Coordination Report, and (b) on how resources used for RPS compliance are reflected on information disclosure labels.


� Or if the targets are not met on an aggregate basis for 2-3 years in a row.


� As noted in Appendix A, Texas legislation creates a system of tradable renewable energy credits.  With such a system, there is likely to be a visible market price for compliance.


� This approach is effectively a licensing condition.  It is more readily pursued in the event that the entity responsible for RPS compliance is also responsible for supplier licensing.  This is not the case in Massachusetts, so changes in DTE licensing rules would likely be required to implement such an approach.


� A compliance plan could also be universally applied as a mechanism of decreasing the probability of non-compliance.  However, we do not believe that, with a meaningful penalty system in place, there is any point in layering another level of regulatory burden on suppliers.  In practice, implementing a compliance plan requirement would necessitate an additional layer of regulation, addressing issues such as repercussions for not filing a plan, not filing an adequate plan, not performing consistent with plan, confidentiality of commercially sensitive data, etc.


� If such an approach is taken, the DOER must assure that any renewable energy or attributes so taken do not find their way into the possession of retail suppliers to be counted towards compliance, thereby undermining the intent of the use of such funds.


� Although the figure could be arrived at through a calculation as a multiple of an estimated cost of compliance.


� The premium would reflect the administrative and transaction costs inherent in converting the collateral into renewable energy supplied to the grid.


� and interest on the collateral, if an interest-bearing escrow account was the security instrument of choice.


� This lag is typically due to metering and ISO-settlements and true-ups lag, and is exacerbated when load profiling is used (for small customers, since retail meters are read only monthly.  This phenomenon has been a feature of the industry prior to restructuring, and can be seen in any FERC Form 1 as a lag between purchases and sales.  Over the long-run, for a utility with stable and captive customer base, the effect of this lag is moderate in nature and only drives the need for working capital.  In an unstable, competitive environment with rapidly changing percentage market share, the phenomenon is exacerbated.


� For instance, through over-procuring, or purchasing some form of options on renewables reflecting a safety margin, the costs of which would presumably be passed on to customers.


� “Null” power refers to electricity without attributes—See Task 2, “Policy Coordination Report.” “System” power refers tot he system average or system residual power mix in New England.


� The conditions described here are fundamentally different from those that drive us to recommend a three month grace period.  Uncertainty in resource timing, production, and performance, and difficulty in securing a needed quantity of supply are fundamentally distinct from an inability to quantify how much supply is needed.


� The existence of the RPS, however, will create an additional incentive to invest in currently-above-market technologies in hopes of becoming competitive in the future.


� Hydro production costs are largely fixed while production itself is variable.  In wet years, hydro costs per kWh are much lower than in dry years.


� i.e. naturally flowing is not found to be a qualifier to hydroelectric, a topic discussed in White Paper #5, Eligibility.


� In particular, the beneficial, cost-effective and efficient, and predicable principles.
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