The “Green Standard”: Key REP Policy Components

Our analysis of European and U.S. experiences has demonstrated that policymakers must consider a number of key factors essential to creating an effective REP policy. These key factors are related to the socioeconomic, demographic, and political conditions of the state or municipality, including the specific political motivations for developing RE sources. In an effort to promote widespread adoption of REPs across the U.S., we have identified thirteen key components for REP implementation, monitoring, and revision.

1. Setting Initial Payment Level

REPs provide an incentive to increase production of RE by making the investment economically attractive to producers and buyers. The key to getting REPs “right” is to understand the level of incentive required to stimulate the policy targets’ interest: if the payment were set too low, there would be little motivation to produce; if it were set too high, a RE boom with accompanying windfall profits might result, placing a disproportionate burden on ratepayers. The three most common methods used to calculate payments are:

a) Renewable energy generation cost: The recently passed Gainesville solar feed-in tariff (FiT) and some European FiT models use this straightforward method. The payment level is set so that RE generators recover project costs plus a reasonable level of return on investment over a specified period of time. 

b) Avoided (external) costs: Policymakers would set the REP according to an electric utility’s avoided (external) costs including those of climate change effects, and the impacts of pollution on public health and agriculture.

c) Fixed monetary reward (premium): The state would offer a premium to RE producers similar to a rebate program, to be paid on top of the market price per unit of electricity generated. This was one of the options given to producers in Spain as noted in the preceding chapter.

2. Payment Digression

Policymakers should build in a schedule to revise payment levels in new contracts as technological innovation, participation rate, and RE generation costs change over time. Some existing REP policies set a digression schedule which institutes a regular percentage decrease of the payment level (calculated based on depreciation of equipment and future generation cost predictions). The German FiT policy amendment (EEG Amendment of 2004), for instance, sets an annual digression rate of one to 6.5 percent depending on the RE technology.
 This means renewable energy producers who entered German FiT program later would receive a lower tariff payment than the early participants due to annual digression schedule. As we will see, this policy feature is effective in encouraging more early participation and adjusting tariff based on updated generation costs and market conditions. 

3. Payment Differentiation

Differentiating the REP by size and RE type allows the policy to fairly reward producers of systems of various sizes, from large-scale generators to home energy producers. A state with diverse RE potential such as a mix of wind, solar, geothermal, hydro, and biomass should consider differentiating payment rates by technology type and system size to better reflect productivity and generation capacity. For example, if a state’s developed solar energy sector is composed of both rooftop photovoltaic panels and concentrated solar power systems that generate significantly different amounts of energy at different costs, a fixed rate for all types of production systems would neither be fair nor economically efficient. Some countries and states also choose to identify a single focus RE source with the highest natural endowment (e.g. Gainesville, Florida’s solar FiT). Thus they only need to worry about differentiating REP pricing on the basis of generation size, rather than having to also set different incentive levels for different RE sources.

4. Program Duration

An effective REP policy design includes a contract duration that guarantees a premium payment for a specific term, in order to create a stable investment environment for RE (usually between fifteen and twenty years). Ideally, this period would last until the market can support sufficient amounts of RE without subsidies or incentives, but most importantly, it must be long enough to provide investors with enough security to overcome investment risks as we discussed in Part II. 

5. Program Review and Corresponding Payment Adjustment

A sound monitoring and evaluation mechanism will allow a REP policy to be amended and improved over the long term through the use of adaptive management. If a REP policy requires utilities to purchase a certain amount of RE from small producers at a set price, program review should determine participation rates and ensure higher participation in the future. REP levels may be adjusted over time to reflect changes in program costs, inflation, and other relevant expenses. 

6. Existing Energy Infrastructure

The current energy infrastructure of a state will determine the public’s receptiveness towards REPs. Some states, for example, have made more progress in establishing a net metering mechanism to incentivize small-scale local RE generation and thus offer less support for a REP policy. This is because producers could save their electricity expenses by generating their own needs and capturing net metering profits from surplus energy calculated based on market prices. REPs lock in a certain payment amount over a long term. Initially, REPs should be set at a level comparable to average net metering benefits. Other states may have outdated and inefficient transmission and distribution systems that will lower the effectiveness of a REP policy. It is also worth mentioning that if a state’s economy is highly dependent on fossil fuel production, an economic analysis emphasizing job creation will be a useful tool to garner support for a REP policy.

7. Production Capacity

Many existing REP policies specify a program cap and/or project cap in the contract. This cap is set in place to avoid a potential boom that will burden taxpayers in the event of an energy surplus. A cap also serves as a program goal. Depending on the state’s interest in RE production and the level of economic incentive in the REP plan, some programs may meet their caps soon after implementation. At that point, the policy maker can decide whether to adjust the cap or close the procurement phase. 

8. Purchase Obligation

A key component of any REP policy is the requirement that the wholesale purchaser of electricity, typically state or local utilities in the U.S., purchases the generated RE from the producers and feeds it into the grid, independent of short-term demand.
 In many countries where FiTs have been established, this agreement is also a priority obligation, meaning that RE is purchased before other types of energy to foster investment security in the market. (Providing a price support for RE production is of no use if you do not also ensure that the electricity generated is purchased at that price.)

9. Innovation Premium
An innovation premium spurs technological advancement by providing a higher payment for RE that is novel in some way. It may be a newly discovered process, a project with particularly high efficiency, an unusual location where existing renewable technologies are not feasible, or some other type of advance
. For example, a coastal area wanting to cultivate the use of wave technology might pay an innovation premium to encourage further development. The innovation premium can also be used to encourage universities and RE producers to work together in researching and developing new technology. For example, the Gainesville, FL solar FiT offered a $40 million innovation premium to University of Florida for the establishment of a renewable energy institute.
 

10. Other Energy Policy Incentives

A number of other policy incentives have been created in the effort to incentivize development and encourage the growth of the RE sector. Many of these incentives can work in tandem with REP policy to achieve RE goals and wean states from the use of fossil fuels. Three of the most familiar are:

a) Renewable Portfolio Standard (RPS). Probably the most well-known of this category, RPSs identify a percentage goal and a timeframe for adoption to convert a certain amount of a state’s energy production to RE. For instance, California set one of the most aggressive goals with a target of thirty-three percent of state energy consumption from renewable sources by 2020. In most cases, having an RPS encourages the adoption of REP policies, as they are effective implementation tools to help meet RPS goals as proven in many U.S. and European examples. 

b) Renewable Energy Certificates (RECs, also known as Tradable Green Certificates). These market commodities are traded to help achieve state RPS at the lowest cost. We earlier contrasted RECs with REPs, but in fact, both policies can be used at different stages in a RE development program. While RECs and TGCs are good for capturing the “low-hanging fruit” by incentivizing already cost-efficient RE production, REPs can encourage development of higher-cost, less proven technologies in their infancy.
 Once these technologies mature, they can move into the free market to compete with comparably priced energies. Also, California and Minnesota employ the use of REPs for small-scale projects, while using other incentives for larger projects over a certain megawatt threshold.

c) Tax credits are another common instrument used to encourage RE by directly reducing taxes owed. There are two common categories: Production Tax Credits (PTCs) or Investment Tax Credits (ITCs). As the name implies, ITCs are available to individual investors and also small businesses that install some sort of RE system—often times a solar panel or small solar array
. Similarly, PTCs are offered to large-scale RE producers
. As recipients of tax credits must have some mandatory tax liabilities in order to qualify, there are opportunities for REPs to work in tandem with tax credits by providing incentives for energy development to those that are ineligible for PTCs or ITCs. Also, recent federal legislation has created a new structure for tax credits whereby a new construction incentive is provided through cash grants for projects beginning in the 2009–2010 timeframe. As the grants are specifically for construction, a REP policy could ensure that the marginal RE price is set at a competitive level.

Note that if no other energy policies are currently in place in the state, REPs can stand alone as an excellent policy incentive for RE production, as shown in many countries in Europe and Germany in particular.

An efficient and effective REP policy design must be compatible with likely forthcoming legislation introducing a carbon tax or cap and trade program. Our research and analysis demonstrates that a REP policy would work effectively with these programs. 

11. Energy Policy Example

Often, states endowed with similar RE potential and/or in similar geographic locations will borrow legislation from one another, both to simplify the legislative process and to standardize rates regionally. An example of this is in the Midwest where Minnesota, Michigan, and Indiana all proposed related legislation. The real frame of reference for REP legislation is Germany’s EEG, which in 2001 replaced an earlier FiT and has since been periodically amended. Germany’s trial and error process has been an invaluable example for Denmark, Spain, Ontario, and even some states in the U.S. There is a definite momentum building behind REPs in the U.S., with a number of states having already introduced REP legislation and many more proposing it. The city of Gainesville, Florida passed solar REP legislation in early 2009 and received enough contracts to reach their first-year program goal on the first day they were made available. 

12. Policy Marketing

Success implementation of a REP policy requires RE producers’ participation, which could be increased with effective marketing tools, such as advertisement on utility bills or newspapers to inform stakeholders. The state government(s) could promote REPs along with other energy production incentives among RE producers on the Internet, e.g. Database on State Incentives for Renewables & Efficiency (DSIRE). 

13. Stakeholder Engagement

The European examples demonstrate the need to revise FiT policy provisions over time based on trial and error. The risk of a policy misfit could be reduced if a state solicited feedback from stakeholders and third-party consultants. California and Ontario succeeded in engaging stakeholders at the pre-implementation, implementation, and revision stages, in an effort to continuously improve the REPs policy. 
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