Using Tradable
Renewable Energy
Credits in California

by Laura Norin and Heather Mehta,
with MRW & Associates, LLC in Oakland, California

A decision by the California Public Utilities Commission in
January lets California utilities satisfy part of their 20%-by-2010
renewable procurement requirements by buying “unbundled”
credits from renewable generators in other states.

Credits are “unbundled” if they are purchased separately
without also buying electricity.

Before this decision, a utility could not use unbundled
credits—called tradable renewable energy credits or TRECs—to
fulfill renewable procurement requirements. A controversial
March 2010 decision and a subsequent stay on the decision had
left the ability to rely on renewable energy credits purchased out
of state in doubt. Even with the January decision, the issue
remains highly contentious and may not have been settled.

After nine years, the extent to which TRECs can be used in
California and even what qualifies as a TREC remain under
debate. The ultimate answers may differ for the 20%-by-2010
renewable portfolio standard or “RPS” and the 33%-by-2020
renewable electricity standard or “RES.”

Background

Investor-owned utilities and retail energy service providers in
California are required to provide 20% of their electricity from
renewable energy sources beginning in 2010, although flexible
compliance rules in the RPS program effectively extend the
compliance deadline to 2013. (A retail service provider is an
entity that competes with investor-owned utilities to sell
electricity to retail customers directly,)

The California Public Utilities Commission administers this
20%-by-2010 RPS program. The program has been underway since
2002 and is mostly well defined. The ability of utilities to use TRECs
to meet their compliance obligations is among the few remaining
aspects of the program that have not yet been finalized.

All California utilities, including retail service providers and
public and municipal utilities not under CPUC jurisdiction, will
be required to procure 33% of their electricity from renewable

energy sources beginning in 2020.This / continued page 26
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33%-by-2020 RES was approved by the California Air Resources
Board in September 2010 and in many respects remains a work
in progress. Notably, the authority for this program currently
stems from an executive order issued by then-Governor
Schwarzenegger; however, legislative efforts to enact a bill
establishing a 33%-by-2020 renewable energy obligation
continue. If a bill is passed, then the bill and its legislative
requirements will supersede the executive order and the CARB
regulatory framework.

A Tortured History

Parties have been asking the CPUC to authorize the use of TRECs
for RPS compliance from the very earliest days of the RPS
program, but the path toward establishing rules regarding use
of TRECs has been tortured.

The CPUC initially considered the use of TRECs for RPS
compliance as the parties were seeking, but fearing the issue

A California Public Utilities Commission decision
lets utilities purchase renewable energy credits from
generators in other states to satisfy California renewable

energy targets, but it may not be the last word.

would delay implementation of the RPS program, the CPUC
decided to table the matter.

The CPUC subsequently revisited the issue in several
proceedings and began focusing seriously on the TREC issue in
2006, when legislative activity on the matter also heated up. But
once again the CPUC put off a decision to authorize the use of
TRECs for RPS compliance, committing only to revisit the matter
at a later date. Since that time, parties have held numerous
workshops, filed briefs, and waited for the CPUC to act.

Finally,in March 2010, the CPUC issued a decision authoriz-
ing the use of TRECs for RPS compliance. However, rather than
closing the issue, the March 2010 decision simply ignited more
controversy.
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TRECs Under the RPS

Before the March 2010 decision authorizing the use of TRECs,
utilities and retail service providers could comply with their RPS
requirements only through “bundled” contracts, in which physi-
cal energy and renewable energy credits were purchased in the
same transaction.

The March 2010 decision expanded compliance options by
allowing the use of unbundled TRECs for RPS compliance. It also
allowed TRECs to be banked and used for RPS compliance for up
to three years following the physical delivery of renewable
energy to the grid. However, for the state’s three large IOUs for
the years 2010 and 20m, the decision limited the use of TRECs to
25% of the utility’s annual RPS obligation. The CPUC also capped
the price during these years at $50 per megawatt-hour for TRECs
used for RPS compliance. (A subsequent decision extended
these limitations to retail service providers.)

The March 2010 decision sparked controversy among both
utilities and renewable energy project developers primarily on
account of the 25% TRECs limit combined with the expansive
definition of a TREC transaction, which redefined some already
approved bundled contracts as
TREC contracts.

Under the decision, all trans-
actions are defined as TREC
transactions unless they include
either (1) physical energy deliver-
ies from a generator that has its
first point of interconnection
with a California balancing
authority such as the California
Independent System Operator
or (2) energy deliveries that are dynamically transferred to a
California balancing authority area.

Under this sweeping definition, contracts with out-of-state
generators are nearly always considered TREC contracts, even if
they include physical energy deliveries.

However, the CPUC left open the possibility that out-of-state
transactions that include firm transmission arrangements, but
not dynamic transfers to a California balancing authority, could
be reclassified as bundled contracts since, prior to the March
2010 decision, such transactions had been considered bundled
transactions.

The narrow definition of bundled contracts imposed by the
March 2010 decision and the application of the definition to already-
approved contracts limit additional out-of-state procurement.



The chart below, which was created by The Utility Reform
Network, a consumer advocacy group, shows the utilities’
annual TREC procurement under the CPUC’s adopted definition.
As shown, San Diego Gas & Electric has already exceeded the
25% TREC usage limit in nearly each year through 2020 under
this definition. This means that SDG&E would be able to enter
into new RPS contracts with out-of-state generators only under
very narrow circumstances. (SDG&E would be allowed to use
deliveries from contracts exceeding the TREC usage cap for RPS
compliance as long as the contracts were approved before
March 11,2010

The other two utilities approach the 25% limit for much of
the first half of the decade and would have the opportunity for
significant new out-of-state procurement beginning only
around 2016.The utilities objected to being hamstrung by these
limitations since they restricted procurement options, and devel-
opers of out-of-state renewable projects objected to being
pushed out of the California market.
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As a result of this controversy, the CPUC stayed the March
2010 decision in May 2010 and placed a moratorium on approv-
ing contracts that would be classified / continued page 28

,CHADBOURNE
0 B PARKEW

also require public companies to
: ctionable investments
inlranin quarterly'and annual reports tothe US.
b ‘ksecuntres and Exchange Commission..

’Any blII would also have to pass the Senate, :

 NEW JERSEY confirmed that Treasury cash

~ grants paid on renewable energy projects in the

~ state are not subject to state corporate income

 taxes. The announcement is in a “technical advi-
sory memorandum” issued on February 11 by the
New Jersey Division of Taxation.

RANTS that low-income housing developers
eceived from state housing agencies out of
federal stimulus dollars under a so-called TCAP
i rogram—tax. credlt assistance program—-—had

o ,and Urban Development $2.25 blllron inthe eco-

~_nomic stimulu billin February 2009 to allocate
mong state housmg agencres. The states then
made awards to. certaln pruvately—owned low-
1come housmg pro;ects thatsstill needed money
o"ﬁmsh construction

~ The IRS national ofﬁce told its agents in the
_ field in an internal legal ‘memorandum made
j ,"publlc in February that the grants must be re-
; ported as income. The memorandum is ILM

PROJECT FINANCE NEWSWIRE 27



TRECs

continued from page 27

according to that decision as TREC contracts. The CPUC and inter-
ested parties then spent an additional eight months debating
the issue, resulting in no less than six revisions to the administra-
tive law judge’s initial proposed decision as well as a competing
proposed decision from a commissioner (which was also revised).
Finally, the commission adopted a “final” decision in January 201,
reinstating the March 2010 decision in nearly all respects, except
for extending the TREC usage and cost limitations until 2013. This
decision also lifted the moratorium on approving TREC contracts.

Given the similarity between this decision and the highly
unpopular March 2010 decision, it is not surprising that the
controversy continues. In February, several parties submitted
applications to rehear the January decision. Once again, their
arguments primarily revolve around the very restrictive defini-
tion of bundled transactions.

Further revisions to the January 2011 decision are still possi-
ble. Only three sitting commissioners approved the January
decision. (Two commissioner seats were vacant at that time)
The term of one of the three commissioners has since expired.
Incoming Governor Jerry Brown appointed new commissioners
to two of the three vacant seats. Thus, any future decisions on
the TREC issue will be taken up by a commission that currently
has four members, two of whom did not vote on the January
decision. (A fifth appointment is still pending.)

TRECs Under the RES

The controversy at the CPUC over TRECs relates specifically to the
20%-by-2010 RPS, but the controversy could easily spill over to the
33%-by-2020 RES. This is because CARB has decided to defer to the
CPUC on the TRECs matter. The CARB resolution approving the
33%-by-2020 RES requires CARB to initiate a rulemaking within 30
days of adoption of the CPUC decision “to ensure continued
harmonization of the two programs, specifically incorporating
provisions related to Tradable Renewable Energy Credits for all
regulated parties under the RES regulation.” This 30-day period
ended on February 13,201, but CARB has not yet initiated the
required rulemaking.

On the other hand, the discussion at the CPUC could also be
substantially moot if the legislature passes 33%-by-2020 RPS
legislation. A new 33% RPS bill currently moving through the
California legislature identifies three categories of renewable
energy resources rather than trying to define what is or is not a
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bundled transaction. One category is resources with a first point
of interconnection with a California balancing authority or that
would be dynamically transferred to a California balancing
authority (i.e, the CPUC’s restrictive definition of bundled
resources). Another category is firmed and shaped resources
that are scheduled into a California balancing authority (i.e.,
transactions that were redefined in the CPUC decision from
bundled to TREC-only). The third category is all other resources
(TREC transactions under all definitions).

The legislation sets separate procurement requirements or
limits for each of these categories in three different time
periods. For example, beginning in 2017, at least 75% of renew-
able resources must come from the first category, which is the
equivalent of the CPUC requirement that no more than 25%
come from TREC-only transactions. However, the legislation
further specifies that of the remaining transactions, only 10%
can come from the third category. These restrictions are outlined
in Table 1 below.

Table 1: Comparison of TREC Usage Limits
in California Programs

33%-by-2020 (CARB, September 2010 decision)

To be “harmonized” with CPUC rules

33%-by-2020 (SBX1 2, active bill in legislature)

First-point of Firmed and All other

interconnection | shapedand out-of-state,

with ordynami- | scheduled into REC only

cally transferred | California contracts

into California balancing

balancing authority

authority

20%-by-2010 (CPUC January 201 decision)
2010-2013 At least 75% No more than No more |
25% than 25%

2014+ No limit No cap No cap

Prior to 2013 At least 50% No more than No more
50% than 25%
2014-2016 At least 65% No more than No more
35% than15%
2017+ At least 75% No more than No more
25% . than1o%

The bottom line is that the recent decision by the CPUC to
allow RPS-obligated entities to use TRECs to meet part of their
RPS compliance obligations is an important first step to finally



realizing a tradable REC market in California. But the CPUC
framework applies only to the 20%-by-2010 RPS, creating uncer-
tainty as to what the TREC rules might be under a 33%-by-2020
RES.The framework may also not be final, as it remains highly
controversial.

This uncertainty will linger while the CPUC continues to
grapple with TRECs rules for the 20% RPS and the legislature
continues to debate 33% RPS legislation.

Even once these debates are completed, the two RPS (or RES)
programs will need to be harmonized, which could provide
another opportunity for modifications to the TRECs program
and more uncertainty for out-of-state developers interested in
selling renewable power into California.

China Wind Power
Update

by Christopher Flood, in Beijing

Despite a recent tide of positive news generated by the Chinese
wind power industry, a deeper look reveals a large number of
challenges facing both equipment manufacturers and project
developers as the domestic industry continues to mature.

Days after the January announcement that China had
surpassed the United States in 2010 as the world leader in
installed wind power capacity, Sinovel, its largest wind turbine
manufacturer, raised US$1.4 billion in an initial public offering on
the Shanghai Stock Exchange, pricing the offering at the top of
the range. Just weeks earlier, Datang Renewable Power, China'’s
second largest wind power generator by capacity, raised US$643
million in its own Hong Kong IPO. The second half of 2010 also
saw public offerings in Hong Kong by Shenzhen-listed wind
turbine manufacturer Xingjiang Goldwind Science &
Technology and on the New York Stock Exchange by China Ming
Yang Wind Power Group, the country’s largest non-state-owned
turbine firm.

Away from the public markets, the news from the China
Renewable Energy Industries Association that China had
installed 16,800 megawatts of new wind generating capacity in
2010, for a total of 41,800 megawatts, was met with a mixture of
surprise and resignation from those outside of the Chinese
industry,as many observers predict China will dominate the
world market for many years to come. / continued page 30
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facilities at the time the draft guidance was
first released” should coordinate with the
Fish and Wildlife Service if they are inter-
ested in obtaining a programmatic eagle
take permit. The first set of guidelines—the
draft land guidance—also recommends
that existing projects and projects already
far down the development path implement
those portions of the draft land guidance
that apply to the remaining phases of those
projects. The Fish and Wildlife Service said it
will view compliance with the new guide-
lines as evidence of good faith when decid-
ing whether toimpose fines or other
penalties for violations of the environmen-
tal statutes the new guidelines address.

Boilers

The Environmental Protection Agency
released final rules to regulate emissions of
hazardous air pollutants from boilers and
process heaters at at large power plants and
factories—so-called major sources of hazard-
ous pollutants—in February as well as a
separate set of rules regulating such
emissions from boilers and process heaters
at smaller sources, sewage sludge incinera-
tors and commercial and industrial solid
waste incinerators. It then announced that it
would begin a process to reconsider certain
provisions of these rules.

It also proposed a new definition for the
term“solid waste.”

The new definition of “solid waste” is
important because any incinerator burning
“solid waste” is subject to more stringent air
emissions requirements. Under the new
definition, materials that are considered
discarded would continue to be considered
solid waste unless reprocessed in a manner
that turns the material into a legitimate

fuel. Traditional fuels like coal, oil and natural
gas are not considered solid waste under
the proposed definition.

“Major sources” of hazardous air pollut-
ants are those that emit or have the poten-
tial to emit 10 or more tons peryear of a
single hazardous air pollutant or 25 or more
tons per year of any combination of hazard-
ous air pollutants. Boilers at such facilities
considered major sources burn fuels like
coal, natural gas and biomass to produce
steam or heat. Process heaters are used to
heat certain materials as part of an indus-
trial process.

New and existing sources with heat
capacities of less than 10 million British
thermal units per hour (MMBtu/hr) or that
are fueled by natural, refinery or equivalent
gas are not subject to numeric emissions
standards. Instead, such sources must com-
ply with certain work practice standards, like
periodic scheduled tune-ups of units. The
new rules also impose work practice stan-
dards for new and existing boilers that are
operated less than 10% of the year as emer-
gency or back-up boilers. The new boiler
rules provide numeric emissions standards
for all other existing and new boilers that
are located at major sources of hazardous
air pollutants. Compliance with these stan-
dards will require the use of the “maximum
achievable control technology” or “MACT" to
control emissions of mercury, dioxin/furan,
particulate matter (used as a surrogate for
certain metals), hydrogen chloride and car-
bon monoxide.

The boiler rules are not expected to take
effect for existing units covered by the
numeric emissions standards until 2014,
unless implementation is delayed. They are
attracting a lot of criticism from industry
and Congress.

— contributed by Sue Cowell in Washington.

40 PROJECT FINANCE NEWSWIRE MARCH 2011

Project Finance NewsWire

is an information source only. Readers
should not act upon information in this
publication without consulting counsel.
The material in this publication may be
reproduced, in whole or in part, with
acknowledgment of its source and
copyright. For further information,
complimentary copies or changes of
address, please contact our editor,
Keith Martin, in Washington
(kmartin@chadbourne.com).

Chadbourne & Parke LLP
30 Rockefeller Plaza

New York, NY 10112

+1(212) 408-5100

1200 New Hampshire Ave,, NW
Washington, DC 20036
+1(202) 974-5600

350 South Grand Ave.
32nd Floor

Los Angeles, CA goon
+1(213) 892-1000

Chadbourne & Parke SC

Paseo de Tamarindos, No. 400-B Piso 22
Col.Bosques de las Lomas

05120 México, D.F., México

+52 (55) 3000-0600

Av. Pres. Juscelino Kubitschek, 1726,
16th floor

Séo Paulo, SP 04543-000, Brazil
+55 (11) 3372 0000

Beijing Representative Office

Room 902, Tower A, Beijing Fortune Centre
7 Dongsanhuan Zhonglu, Chaoyang
District

Beijing 100020, China

+86 (10) 6530-8846

Dostyk Business Center

43 Dostyk Avenue, 4th floor

Almaty 050010, Republic of Kazakhstan
+7 (327) 258-5088

Riverside Towers

52/5 Kosmodamianskaya Nab.
Moscow 115054 Russian Federation
+7(495) 974-2424

Direct line from outside C.1.S.:
+1(212) 408-1190

25B Sahaydachnoho Street
Kyiv 04070, Ukraine
+380 (44) 461-75-75

Chadbourne & Parke

Radzikowski, Szubielska and Partners LLP
ul. Emilii Plater 53

00-113 Warsaw, Poland

+48 (22) 520-5000

Chadbourne & Parke LLC
City Tower I, Sheikh Zayed Road
PO. Box 23927, Dubai, United Arab Emirates

+971(4) 331-6123

Chadbourne & Parke (London) LLP
Regis House

45 King William Street

London EC4R gAN, UK

+44 (0)20 7337-8000

© 201 Chadbourne & Parke LLP




