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SUBJECT

An ordinance relating to the sale of emissions credits held by the County; authorizing the County Executive to enter into an agreement for the sale of emissions credits associated with landfill gas produced from the Cedar Hills Regional Landfill to Puget Sound Energy, Inc. ("PSE"). The specific changes included in the striking amendment are discussed in this staff report.
COMMITTEE ACTION

On January 19, the Environment and Transportation Committee approved Proposed Substitute Ordinance 2010-0627 with a “do pass” recommendation. The Striking Amendment also attached a revised purchase and sale agreement.  The Striking Amendment and revised agreement, approved by the Committee, had received review by legal counsel and was the support of the Executive and Puget Sound Energy.
SUMMARY

The proposed ordinance authorizes the Executive to enter into an agreement to sell emission or renewable energy credits associated with the gas produced from the Cedar Hills Regional Landfill to PSE.  The proposed ordinance includes a new provision exempting the sale of emissions credits by the County from the surplus property provisions in the County's Code.  The agreement with PSE has an initial term of eleven years and can extend up to 20 years.  Under the agreement, the County will share in the revenue generated by the sale of these emissions credits.  Staff have drafted a striking amendment to the proposed ordinance.  The proposed agreement has also been revised to include changes negotiated since the transmission of the proposed ordinance.  The revised agreement is Attachment A to the striking amendment.  

BACKGROUND

The solid waste buried at the Cedar Hills landfill generates approximately 13 million cubic feet of landfill gases per day, resulting from the degradation of the solid waste. The gases generated are primarily methane and carbon dioxide.  The County is responsible for managing landfill gas produced by Cedar Hills.

The County has sought beneficial uses for landfill gas generated at Cedar Hills for a number of years. In 1992, the Council approved motion 8591 which declared the methane gas produced at the Cedar Hills Regional Landfill surplus and authorized the Executive to issue a RFP to solicit proposals to convert the landfill gas into electricity. The Solid Waste Division sought proposals from the private sector to design, build and operate a facility to convert the gas.  Negotiations with several firms fell through as the energy markets fluctuated, creating unacceptable levels of uncertainty.  

In 2003, the Council adopted Ordinance 14723 finding that a unique circumstance exists, and that a direct sale of the surplussed landfill gas to Bio Energy (Washington), LLC ("Bio Energy") for the purpose of generating electricity would be in the best interest of the public.  Ordinance 14723 authorized the Executive to enter into a three-part agreement with Bio Energy for the sale of the landfill gas. These agreements covered the terms for the purchase and sale of landfill gas, the terms for development, construction and operation of a gas-to-energy plant, and the terms of the site lease for the landfill gas-to energy plant site. 

In 2007, the Council adopted Ordinance 15872, which amended and restated agreements with Bio Energy for the processing and sale of landfill gas at Cedar Hills.  The amendments allowed for processed gas to be sold directly to the energy market, rather than converting it to electrical energy for sale.  The amendments also addressed the purchase of Bio Energy by Ingenco.  (However, this staff report will continue to refer to Bio Energy as the purchaser of the County's landfill gas generated at Cedar Hills.) 

With the execution of its agreements with Bio Energy, King County implemented its landfill gas-to-energy cooperative project at the Cedar Hills Regional Landfill.  This project, which is one of the largest landfill gas-to-energy cooperative endeavors in North America, has been designed to convert landfill gas ("LFG") into pipeline quality gas ("PQG")
 through the County's public-private partnership with Bio Energy.  The project allows Bio Energy to process LFG generated and collected at the landfill for sale to PSE as PQG. 

In late October 2010, Bio Energy completed testing of its energy production facility and it is now in full operation mode.  The revenues from the sale of LFG to Bio Energy are directed to the Solid Waste Account. 

The gas-to-energy cooperative project benefits King County citizens, solid waste ratepayers, and facility neighbors.  These benefits include a significant reduction in greenhouse gas emissions through avoided use of fossil fuel, increased production of pipeline quality gas, and annual revenues from the sale of the LFG. Indeed, prior to the project, the LFG was simply flared away.
It is important to note that in the agreements with Bio Energy, the County expressly retained the rights to any emissions credits associated with the gas.  In the contract with Bio Energy, emissions credits are defined in relevant part as meaning: 
all emissions credits, offsets and allowances generated by, and associated with, the generation, collection, distribution, sale or use of fuel or energy, or generated by, and associated with, alternative or renewable energy projects ….  Such emissions credits, offsets and allowances shall include, but are not limited to, those credits and allowances for reductions of … methane  … [and] carbon dioxide … other greenhouse gases, other ozone precursors, particulate matter, metals and toxic air pollutants.
With the sale of the County's rights to the emission credits to PSE contemplated by this proposed ordinance, the Solid Waste Division estimates that this gas-to-energy cooperative project will generate over $1 million in annual revenues to the Division from the sale of both the LFG and the rights to the emissions credits, which will help keep solid waste disposal rates low.

ANALYSIS

Analysis of Ordinance 
1.
Exemption to Surplus Property Provisions

The proposed ordinance includes a new code provision exempting the sale of emissions credits from the County's surplusing procedures.  After investigation, consultation with emission credits marketing experts and legal review by the prosecuting attorney's office, the Executive determined that emissions credits are a unique property right.  
The Executive discovered that, currently, there is no market for selling the rights to the emissions credits alone, separate from the gas from which the rights arise.  Thus, the Executive was unable to find a directly comparable sale of the County's rights to emissions credits.  It is unclear in the current market if these rights are personal or real property rights. The current property sales provisions of the King County Code do not contemplate the sale of this type of intangible property right.  Therefore, the Executive proposes a new code provision that would exempt the sale of emissions credits from the existing code provisions governing surplus property. 

2.
Direct Sale to Puget Sound Energy 
The proposed ordinance would also authorize the Executive to enter into a direct negotiation and ultimate agreement with PSE for the sale of the County's rights to emissions credits associated with the LFG.  The due diligence research by the Executive and consultants confirms that the emissions credits have limited value to any entity other than an entity that owns the gas.  Therefore, PSE, as the purchaser of the PQG that Bio Energy produces from the LFG, is the most appropriate, and currently the likely only buyer of the emissions credits.    

3.
Amendments to Ordinance 2010-0627

As proposed, Ordinance 2010-0627 allows an exemption to the existing surplus property provisions for the sale of emissions credits.  As discussed earlier in the staff report, the Executive presented information showing that the proposed sale of emissions credits from Cedar Hills Landfill presents a unique circumstance at the present time and exemption from the surplus provisions is in the best interest of the public.  However, the future marketplace for emissions credits and the County’s portfolio of future emissions credits are unknown at this time.  It is possible that in the future there will be a well developed market for emissions credits and thus an exemption to the surplus property provisions would no longer be appropriate. Therefore, the proposed amendment specifies that the exemption to existing surplus property provisions are limited to cases where the specified unique circumstances exist. 

The remaining changes to Proposed Ordinance 2010-0627 are technical.  The striking amendment is supported by Executive staff and has been reviewed by legal counsel.


4.
Reasonableness
Based on the information provided, and the unique circumstances of both the property right that is being sold as well as the lack of a current market for emission credits separate from the landfill gas from which the rights arise, the proposed striking amendment is reasonable.  
Analysis of Purchase and Sale Agreement for Emission Credits 
What the County is selling and what PSE is buying are intangible rights to any and all emission credits associated with the production of the PQC by Bio Energy from the LFG sold to it by the County.  PSE wants to reunite the rights to emission credits with the LFG from which the rights arise.  

Because the County has never before entered into such a transaction, the Executive retained the services of outside consultants to evaluate the County's negotiating position in this still nascent but emerging market of selling and buying emission or renewable energy credits.  In addition to the consultants determining that this transaction is unique, they provided the County with information regarding those existing agreements where the rights to emission credits were sold along with the landfill gas from which the rights arose.  
The Executive entered into lengthy negotiations with PSE, resulting in an agreement that has an initial term of 11 years, but may be extended up to 20 years.  The gist of the agreement is that for every renewable energy credit (a term used in this agreement that includes emission credits) that PSE sells or can claim, the County will receive 25% of that price.  The substantive terms of the agreement are discussed below.
1.
Recitals set forth the interconnections between the County, PSE and Bio Energy regarding the LFG generated at Cedar Hills: 

· Acknowledging the agreement between Bio Energy and the County for the purchase and sale of the landfill gas and its conversion to pipeline quality gas;

· Acknowledging that in that landfill gas sales agreement, the County retained any and all emission credits associated with the landfill gas sold to Bio Energy;  

· Acknowledging the agreement by which PSE agrees to purchase and Bio Energy agrees to sell to PSE pipeline quality gas produced from the landfill gas generated at Cedar Hills.  

Reasonableness: The Recitals do not present any issues.
2.
Section 1- Term of Agreement
· The agreement may run for 20 years.  The initial term of the agreement is eleven years.  There are two renewal periods: the first for four years and the second for five years.  These renewals are automatic unless either PSE or the County provides the other party with notice of termination at least 180 days before the end of the then-current term.  (Section 1.1) 

· However, notwithstanding the above, this agreement will terminate on the earlier of (a) the 20th anniversary of this agreement's effective date; (b) the effective date of the termination of the contract between King County and Bio Energy; or (c) the effective date of the termination of the contract between PSE and Bio Energy. (Section 1.1)

· King County agrees to waive its rights to terminate at the end of the initial term or the renewal term(s) under the following circumstances: 

a.
PSE provides the County with notice that it has entered into one or more transactions for the purchase of all the PQG it is receiving from Bio Energy; 

b.
In exchange for the County giving up its right to terminate as detailed in Section 1.1, PSE is guaranteeing a floor price of $13 per renewable energy credit (or an equivalent price for transactions involving only PQG) applicable to all the PQG sold to PSE by Bio Energy.    

Reasonableness:  PSE wanted a long-term agreement for the emissions or renewable energy credit rights in order to be able link the renewable energy credits to the PQG it may sell or the electricity (generated from PQG) it may generate and sell.  PSE explained that it may enter into such sale contracts for years that overlap the renewal periods of this agreement.  For example in year 3 of the initial term, PSE may enter into a transaction that runs from year 3 through year 13.  In order to ensure that PSE will have the rights to the emissions credits from the LFG in years 12 and 13  it could exercise this option and upon giving the County proper notice (defined in this section), the County could not terminate the agreement at the end of the initial term (the 11th year) under Section 1.1. 
As originally drafted, it was not clear if PSE could lock up all potential renewable energy credits or RECs
 if it had transactions for less than all potential renewable energy credits available.  Therefore, the Council's legal counsel, together with a deputy prosecuting attorney and Council staff, negotiated a change to Section 1.2 which would ensure that if PSE wants to exercise this option, then it would have to guarantee the floor price of $13 per REC or equivalent renewable energy credit value for all potential RECs/renewable energy credits that could be obtained from all of the PQG covered by the extended term.  This change was accepted by PSE and has been incorporated into the revised agreement, Attachment A to the striking amendment.


3.
Section 2 Purchase and Sale defined 
This provision specifies that the County sells all rights, reporting rights and marketing rights associated with the emissions credits associated with the LFG "attributable to or generated or otherwise provided in connection with the Plant, the Plant Site, or the generation or sale of [PQG] suitable for injection into the gas pipeline owned by NW Pipeline Company." 

The Executive staff reported that PSE was very specific in this provision to clarify that by selling its rights, the County acknowledges that it has no rights to make claim of the renewable energy credits; that is the County may not in the future publically declare that it generates green energy credits from the Cedar Hills LFG.  See also Section 8.2 (Publicity).  

This section also includes definitions used in this agreement, including marketing and reporting rights.   

Reasonableness:  

The ability to market the PQG together with the renewable energy credits is a substantive term of this agreement.  Section 2 makes it clear that the County retains no scintilla of ownership with respect to the emission credit rights it is selling under this agreement.  As made clear in Section 8.2, that includes a prohibition of any public statement that the County is the owner of the rights.  This is not unreasonable as PSE wants no confusion in the mind of the public or of a certifying agency who is the rightful owner of the renewable energy credit right.  

Because the term REC is specifically defined and sometimes the term is used interchangeably with "renewable energy credit," a new definition was added to ensure that when that broader term is used that it includes but is not limited to REC.  It is possible that during the term of this agreement the certifying agency that the parties agree to use may change.  This additional definition captures the future potential that a renewable energy credit may not be in the form of a REC. 

This change was accepted by PSE and has been incorporated into the revised agreement, Attachment A to the striking amendment.


4.
Section 3 - Purchase Price 

By April 1 of each year, PSE shall provide the following calculations to the County.  From these calculations, the amount paid to the County will be determined in accordance with Section 3.2.  Under Section 3.1:

· If PSE sells renewable energy credits detached from the PQG, the base or Calculated Price will be determined by the "weighted average price per renewable energy credit Buyer received from … third parties during the immediately preceding full or partial calendar year of the Term."

· If PSE does not sell any renewable energy credits during the full calendar year, then two independent, renewable energy credit brokers, selected by the parties, will develop a "proxy price".  

· If PSE sells to a third party either the PQG at wholesale or for the generation of electricity, then the Calculated Price will be the average price received by PSE in transactions (as measured by dollar per a defined gas unit) less the cost to transport and store the gas.  

All of these base or "Calculated Prices" are devised to get to the price of the renewable energy credit stripped of the costs of the underlying gas and used to determine how much PSE will pay the County.  

On or before July 1, PSE shall pay to the County an amount depending on how the renewable energy credits are used.  Under Section 3.2:
· If PSE uses the PQG to power its own generators to produce electricity, then the County is to receive 25% of the weighted average price per renewable energy credit or proxy price, as applicable, multiplied by the number of RECs or renewable energy credits attributable to the generation of electricity at PSE's power plants. 

· If PSE sells the PQG to a third party at wholesale or for generation of electricity, then 25% of the Calculated Price under the third bullet point above is multiplied by the quantity (as measured in defined units) of PQG so sold.  

· If PSE sells the renewable energy credit or REC independent of the PQG, then the County receives 25% of the total of all such sales.  

PSE is not willing to provide the County with copies or access to its third party transactions because of the public disclosure concerns.  Therefore, there is a robust audit provision set forth in Section 3.3:

· On or before May 1 PSE is to retain the services of a "verifier" who shall audit the source data  (including third party transactions and PSE's use of PQG) to determine if the Calculated Prices and the amounts paid to the County under Sections  3.1 and 3.2 are correct.  The written report is due to the County by June 1, a month before payment to the County is to be made.  The "verifier" shall be someone mutually acceptable to both parties.  

Reasonableness: 
The gist of all three of these payment terms is to ensure that the County receives 25% of the renewable energy credits sold or attributable to the PQG used by PSE to generate electricity.  

Based on recent negotiations with PSE involving Council staff, Council legal, the prosecutor's office and Executive staff, PSE agreed that it will not enter into any transaction involving PQG that does not result in compensation to the County under the three scenarios contained in Section 3.2.  A new paragraph providing this is included in the revised agreement, attached to the striker.    

Additionally, based on these negotiations, whereas under the initial version of the agreement, the audit would only occur if requested by the County, PSE now agrees that each year it will be required to provide the audit.  This clarification is included in the revised agreement. 

5.
Section 4 - County's reporting obligations
· In Section 4.1 the County agrees to cooperate with PSE in PSE's efforts to obtain RECs.  

· In Section 4.2, (for the term of the agreement plus four years) the County agrees to maintain records identified by PSE related to the reporting requirements of any state or federal law or to comply with the requirements of the state's Utilities and Transportation Commission. 

Reasonableness: 
In the recent negotiations with PSE, the County's obligations were clarified so that in Section 4.1 it is clear that PSE is responsible for obtaining the RECs; and in Section 4.2 that PSE informs the County what records it wants the County to keep.  With these changes, these provisions are business decisions that are not unreasonable.  


6.
Sections 6 & 7 - Termination & Default
· In Section 6, the parties agreed that if during the term of the agreement performance is rendered impossible or illegal because of a change in the law, PSE and the County will use reasonable efforts to revise the agreement to make performance possible.  If the parties cannot agree on revised terms, upon written notice to the other, the agreement shall terminate.  The agreement will also terminate for the boilerplate reasons contained in most County contracts involving insolvency or bankruptcy by a party. 

· In Section 7, default is defined; there is a notice provision and an opportunity  to cure provision. The non-defaulting party has the right but not the obligation to terminate the agreement.  The remedies for default include all rights in law or equity and shall be cumulative.

Reasonableness: These Sections do not present any issues.

7.
Section 8 -  Confidentiality/Publicity

· Section 8.1 is a familiar provision when the County is entering into an agreement with a private firm and records maintained by the private firm that may pertain to the agreement are deemed confidential by the private firm.  This provision gives PSE the right to designate documents turned over to the County as protected from public disclosure.  If the County gets a public disclosure request and a document so identified by PSE is responsive to the public disclosure request, under the terms of this provision, the County will notify PSE of its intent to release the document and PSE has the obligation to take whatever action it deems fit (i.e. going to court and getting an injunction against the County disclosing the document).  King County shall not be liable to PSE for disclosing any document not previous designated by PSE as confidential, proprietary or a business secret.

· Section 8.2 has been discussed previously in relation to Section 2.  

Reasonableness: This Section does not present any issues.


8.
Other Sections 

· Section 5 sets forth the mutual warranties the parties make to each other that they are able to enter into this agreement.  The County also makes the warranty that has the right to sell the emission credits.  

· Section 9 contains a reasonable alternative dispute clause.  

· In Section 10.1, Trading System, PSE agreed to a change that clarifies the County's obligation should a regulatory change replace the trading system  for RECs currently contemplated under the agreement.  As previously written, it appeared that the County was required to take actions to ensure the transfer of RECs to the new system.  In negotiations with PSE, this language was changed to clarify that the County is obligated to cooperate with PSE's efforts to move to the new trading system.

· The remaining subsections of Section 10, Miscellaneous, are standard boilerplate.

Reasonableness: These Sections do not present any issues.
Conclusion:

There are other minor changes to the agreement: correcting a date, adding clarifying titles to subsections and simplifying language.  None of these are substantive.  

Overall, the agreement, despite its novelty of subject matter, is relatively straightforward.  Its intent is to provide the directions or recipe by which a variety of unknown factors will be combined to result in a reasonable payment to the County for the emission credits is intends to sell.  
FISCAL IMPACT
The Solid Waste Division anticipates that the sale of the rights to the emissions credits should generate in excess of $500,000 annually. The emissions credit revenue is in addition to the revenue from the sale of landfill gas.   
The Solid Waste Division anticipates that the sale of the rights to the emissions credits should generate in excess of $500,000 annually. The attached spreadsheet (Attachment 5) shows the assumptions supporting the estimated $500,000 annual revenue  . This revenue estimate is based on assumptions that the Solid Waste Division has verified, including the amount of PQG delivered to PSE and the amount of electricity produced that can be produced from that.  Based on the going rate of RECs, Executive staff selected the lowest revenue estimate of $535,714 and further reduced that to $500,000 in order to ensure the Division was not overestimating the amount of revenue the contract would generate. Executive staff investigated all of the assumptions used and find they are consistent with the market analysis completed by the independent consultants and the Division’s knowledge of the LFG production history at Cedar Hills. 

� For the purposes of this staff report LFG will only refer to landfill gas generated at Cedar Hills and sold to Bio Energy.  PQG will only refer to that gas converted from the Cedar Hills landfill gas.  


� REC is defined in the agreement at Section 2 as the certificate of proof issued by the certifying agency that one megawatt of electricity was generated by using PQG.   
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