DOCKET

BEFORE THE PUBLIC UTILITIES COMMISSION | (A7-0\\ -
OF THE STATE OF CALIFORNIA —
DATE MV 1 ¢ a
e ————

Order Instituting Rulemaking to Implement the RECD NOY 1 4 2007
Commission’s Procurement Incentive Framework and —%
to Examine the Integration of Greenhouse Gas R. 06-04-009

Emissions Standards into Procurement Policies.

BEFORE THE CALIFORNIA ENERGY COMMISSION

AB 32 Implementation — Greenhouse Gas :
Emissions. Docket 07-OITP-01

REPLY COMMENTS OF
THE ALLIANCE FOR RETAIL ENERGY MARKETS
ON THE DISTRIBUTION OF EMISSIONS ALLOWANCES

Gregory S. G. Klatt

DOUGLASS & LIDDELL

21700 Oxnard Street, Suite 1030
Woodland Hills, California 91367
Telephone: (818) 961-3002
Facsimile: (818) 961-3004

Email: klat@energyattorney.com

Attorneys for the
ALLIANCE FOR RETAIL ENERGY MARKETS

Date: November 14, 2007



TABLE OF CONTENTS

INTRODUCTION «...covveerrensevrassesseeensesssosssssssssssssessssssesesesssen S 1

THE METHOD BY WHICH EMISSION ALLOWANCES ARE ALLOCATED
TO RETAIL PROVIDERS SHOULD BE FAIR AND EQUITABLE. ................. 4

A Allocating Allowances Based Solely on Historical or Current Emissions
Would Be Counterproductive, Administratively Complex, and
CONEDLIOUS. .1eeveiiriiceeeririercressiernesiecererstssesseastse s sebs s e sotsse st as st ansessbossresnes 5

B. Allocating Allowances Based on Projected Retail Sales Would Be
Preferable to Using Historical Retail Sales........cooveveevencenenicveniennnecneennen. 6

C. Energy Efficiency “Savings” Should Not Be Considered “Retail Sales” for
Purposes of Allocating AllOWANCES. ..........cocevreeieieninenisreieecicrmnsseereesineesnes 8

D. SCE’s Proposal to Allocate Allowances Based on “Economic Harm”
Deserves Consideration. ........c.cvevicieniennicneeenincenninestecteeesnsceseeseasens 8

E. Initial Allocations Should Be Trued-up for Load Growth and Load
MIGIAtION. .c..cviemieirientininier et er et s sis e s e s a e sse s s srare s e asasbe s sbeanesbsnasnane 9

RETAIL PROVIDERS SHOULD BE ALLOWED TO USE A WIDE RANGE
OF “FLEXIBLE COMPLIANCE” TOOLS. ......cccccocnimnniiiniinicicneninne 10

THE TRANSITION TO 100% AUCTIONING OF ALLOWANCES SHOULD
BE GRADUAL. ........ocoitntcsicnnts ettt et st esa s sr s 11

AUCTION REVENUES SHOULD BE RETURNED TO RETAIL PROVIDERS
OR THEIR CUSTOMERS ON A PROPORTIONAL BASIS........cccconvirniirnne. 12

CONCLUSION ..ottt ssesscasae st b e e st e s sos e as s smsaessessnes 13



BEFORE THE PUBLIC UTILITIES COMMISSION
OF THE STATE OF CALIFORNIA

Order Instituting Rulemaking to Implement the

Commission’s Procurement Incentive Framework and

to Examine the Integration of Greenhouse Gas R. 06-04-009
Emissions Standards into Procurement Policies.

BEFORE THE CALIFORNIA ENERGY COMMISSION

AB 32 Implementation — Greenhouse Gas
Emissions. Docket 07-OIIP-01

REPLY COMMENTS OF
THE ALLIANCE FOR RETAIL ENERGY MARKETS
ON THE DISTRIBUTION OF EMISSIONS ALLOWANCES
In accordance with the Administrative Law Judge’s Ruling Requesting Comments
and Noticing Workshop on Allowance Allocation Issues dated October 15, 2007 (“ALJ’s
Ruling”), the Alliance for Retail Energy Markets (“AReM”) respectfully submits its reply
to the opening comments on issues relating to the distribution of greenhouse gas
(“GHG”) emission allowances under a load-based system.'
L INTRODUCTION
AReM’s members are energy service providers (“ESPs”) that would be most
directly affected by the regulation of greenhouse gas (“GHG”) emissions in the electricity

sector at the retail provider level (i.e., a load-based system), and AReM’s opening

' AReM is a California non-profit mutual benefit corporation formed by energy service providers that are
active in California's direct access market. The positions taken in this filing represent the views of AReM
but not necessarily those of individual members or affiliates of its members with respect to the issues
addressed herein.



comments focused on issues that would impact ESPs under such a system. Given the
large number of parties that submitted opening comments and the widely varying
interests they represent, it is unsurprising that the recommendations presented in the
opening comments cover the full spectrum of options. Notably, however, there appears
to be broad agreement regarding key features of a load-based system among the parties
that are most concerned about the potential impact of GHG regulations on consumers,
including the Division of Ratepayer Advocates (“DRA™), The Utility Reform Network
(“TURN™), Pacific Gas and Electric Company (“PG&E”), Southern California Edison
Company (““SCE”), San Diego Gas & Electric Company (“SDG&E”), Los Angeles
Department of Water and Power (“LADWP”), Modesto Irrigation District (“MID”), the
Western Power Trading Forum (“WPTF”), and AReM. While there are some differences
of opinion among these parties regarding certain details (and not every party commented

on every issue), areas of broad agreement include the following:
o Administrative allocation should be the primary means by which emission

allowances are distributed to retail providers during the early years of the

program. ‘

. Administrative allocations should be adjusted periodically to account for
load migration. |

. New market entrants should have access to allowances eitl;er through set-

asides or as a function of the allocation process.
. Retail providers should be allowed to use flexible compliance.

. The transition to allowance auctions should be gradual.



In this reply, AReM will comment on the various proposals concerning the

method by which emission allowances could be allocated to retail providers, the need for

a true-up mechanism to account for load migration, the need for flexible compliance, the

risks of moving too rapidly toward 100% auctioning of allowances, and the various

proposals concerning the use of auction revenues. AReM’s comments are limited to

these program elements under a load-based system.? In summary, AReM recommends:

For fairness and policy reasons, allowances should be allocated to retail
providers in proportion to their relative shares of projected retail sales or,
possibly, the estimated “economic harm” resulting from GHG regulation.
AReM recommends that a separate workshop be held on this topic.

If allocations are based on retail sales, energy efficiency savings should
not be considered since the investor-owned utilities (“IOUs™) are already
compensated for the corresponding reductions in their retail sales, and
direct access customers not only help fund the IOUs’ energy efficiency
programs but are also responsible for a significant portion of the load
reductions under those programs.

Allocations to individual retail providers should be trued-up for load
migration on a regular basis (monthly or, at a minimum, quarterly),
particularly given the possibility that the direct access market will be
reopened when the state’s cap and ﬁade program is in place.

Retail providers should be allowed a wide range of “flexible compliance™

options.

2 Since AReM’s members would not be significantly affected by GHG regulation under a “deliverer/first
seller” system, AReM is not commenting on the various proposals specific to such a system,



The transition to 100% auctioning of allowances should be gradual so as
to protect against market power abuse and mitigate consumer costs.

Auction revenues should be allocated among retail providers in proportion
to their share of load, and the ultimate disposition of the revenues

allocated to each retail provider should be left to its discretion.

II. THE METHOD BY WHICH EMISSION ALLOWANCES ARE
ALLOCATED TO RETAIL PROVIDERS SHOULD BE FAIR AND
EQUITABLE.

Methods for the administrative allocation of emission allowances to retail

providers proposed in the opening comments include proportional allocations based on:

)
@
(3)
(4)
)
(6)

Projected retail sales (AReM);

Pfojected retail sales and energy efficiency savings (DRA);

“Current” (historical) retail sales and energy efficiency savings (PG&E);
“Economic harm” (SCE);

Current emissions (LADWP); and

Historical emissions (MID).

For the reasons explained below, AReM recommends that allowances be

allocated to retail providers in proportion to their shares of projected retails sales (without

consideration of energy efficiency savings) or, possibly, the “economic harm” (i.e.,

increased costs) resulting from GHG regulation,



A. Allocating Allowances Based Solely on Historical or Current
Emissions Would Be Counterproductive, Administratively Complex,
and Contentious.

AReM strongly opposes proposals to allocate GHG emission allowances to retail
providers based simply on the historical or current emissions of their resource portfolios,
without any consideration of a retail provider’s market sﬁare or other important factors.
As TURN, PG&E and other parties pointed out in their opening comments, the State of
California has already determined as a matter of public policy that allowances should not
be allocated based solely on historical emissions since that “will only serve to reward the
biggest polluters at the expense of consumers and penalize early leadership.”® Under a
load-based system, retail providers that procure a significant portion of their power from
resources with higher GHG emissions (e.g., coal-fired generation) would be rewarded at
the expense of those that have invested in or procure power from zero or low-emissions
resources, in that the former would receive a proportionally greater share of allowances.

That would be particularly unfair to ESPs, which typically purchase most of their
energy through contracts for the output from relatively low-emitting gas-fired resources
and relatively clean “system” power. It would also be unfair to those LSEs, including
several ESPs, with customers that voluntarily purchase “green” energy or have installed
distributed generation facilities with low emissions. It would also punish LSEs that meet
the State’s goal of 20% of retail sales from renewable energy by 2010. Indeed, basing
allocations solely on historical or current emissions will create a disincentive forkretail
providers with high emissions profiles to reduce their emissions or invest in new

renewable resources and emissions reduction technologies.

3 State of California, Recommendations for Federal Climate Policy.



Lastly, as PG&E has pointed out, the allocation process itself would be
administratively complex and contentious, as regulators would have to assign
responsibility to LSEs individually for the emissions from merchant generators and short-
term imports, in many cases without there being a clear “line-of-sight” between the
source of emissions and a particular LSE.

B. Allocating Allowances Based on Projected Retail Sales Would Be
Preferable to Using Historical Retail Sales.

AReM believes that using projected retail sales as the basis for allowance
allocations is preferable to using historical sales. Historical sales would be a reasonable
basis for allocating allowances if all of the retail providers in California were public
utilities and all of their customers were captive. However, that is not the existing market
paradigm. Retail customers of PG&E, SCE and SDG&E have the option of purchasing
their power from an ESP or a community choice aggregator (“CCA”).* While the
proportional share of statewide load served by each of the utilities has been fairly
constant over time, the load served by individual ESPs (and future CCAs) can vary
significantly from year to year. This phenomenon could be even more pronounced if and
the direct access market is reopened, a possibility the Commission is currently exploring.
If allowances for a particular year are allocated on the basis of historical sales and the
load served by an ESP (or a CCA) increases significantly before or during the compliance

year, the ESP (or CCA) will need to secure a significant amount of additional aliowances

* Although the right of customers to elect direct access service was suspended in 2001, customers that had
direct access arrangements in place at the time the suspension went into effect remain eligible for direct
access service. Those customers account for more than ten percent of the load in the utilities’ service
territories. Moreover, the suspension of direct access is not permanent, and the Commission is currently
conducting proceedings on reopening the direct access market. And while no CCAs are currently
providing service to customers, several are in the process of being formed.




in the secondary market, potentially at a very high cost, due to market illiquidity in the
early years of a cap and trade program.

This highlights the need for the administrative allocation process to include a true-
up process, whether the initial allocations are based on historical sales or projected sales.
An advantage of basing allocations on projected sales, however, is that the magnitude of
adjustments to the allocations to ESPs and CCAs would be much smaller than if the
allocations were based on historical sales. That is because the total load that is expected
to be served by ESPs (and CCAs) would be known in advance. As a result, the amount
of allowances that would have to be reallocated from the utilities to (ESPs or CCAs)
should be much less than if the initial allocations were based on historical salés data.

Some parties have expressed concern that allocating allowances on the basis of
projected sales would create an inceﬁtive for an LSE to inflate its sales forecast in order
to receive a larger allocation. However, there is a simple solution to this potential
problem: Use the same load forecast that is used to determine an LSE’s resource
adequacy obligations as the basis for the LSE’s allocation of emission allowances.” Since
an LSE’s resource adequacy obligations would most likely be higher under an inflated

forecast, it would have a strong incentive to submit an accurate forecast.

$ Under state law, I0Us, ESPs and CCAs are subject to resource adequacy requirements established by the
Commission. As part of the reporting requirements for the Commission’s resource adequacy program,
these LSEs are required to submit hourly load forecasts to the Energy Commission, which calculates the
resource adequacy requirements for each LSE. While the resource adequacy requirements are for capacity,
not energy, each LSE’s resource adequacy requirements are determined based largely on their hourly load
forecast. Publicly-owned utilities are subject to similar requirements under the CAISO’s tariffs.



C. Energy Efficiency “Savings” Should Not Be Considered “Retail Sales”
for Purposes of Allocating Allowances.

Assuming allowances are allocated on the basis of retail sales, AReM opposes the
proposals to count load reductions atiributable to cnergy efficiency programs
administered by the IOUs as retail sales. While there dbviously is a connection between
reduced consumption from energy efficiency measures and reduced GHG emissions, it
would be unreasonable and unfair to reward the IOUs for energy efficiency savings with
increased allocations of emission allowances. The utilities are already paid handsomely
for each MWh that is not consumed due to the energy efficiency programs they
administer, and it would be unreasonable to allow the IQUs to double-count those MWh
for purposes of the allocation of GHG emission allowances. Double-counting of energy
efficiency savings by the IQUs would be particularly unfair to ESPs and their customers,
given that direct access customers help fund the utilities’ energy efficiency programs and
are responsible for a significant portion of the energy efficiency savings achieved
thereby. If energy efficiency savings are to be treated as retail sales for purposes of
allowance allocations, then all LSEs whose customers fund those programs should be

credited with proportional shares of those benefits.

D. SCE’s Proposal to Allocate Allowances Based on “Economic Harm”
Deserves Consideration.

While AReM is opposed to allocating allowances solely on the basis of historical
or current emissions, AReM believes that SCE’s proposal to allocate allowances to LSEs
~ based on their share of the “economic -harm” (i.e., increased costs) resulting from GHG
regulations, as calculated based on historical and/or current emissions and wholesale

purchases, deserves further consideration. AReM has not fully analyzed SCE’s proposal,



but believes that it could result in allocations to the different types of LSEs that are even
more fair and equitable than allocations based on retail sales alone. AReM therefore
recommends that a workshop be held to allow parties to examine SCE’s proposal in more

detail.

E. Initial Allocations Should Be Trued-up for Load Growth and Load
Migration.

Whatever metric or formula may be used to allocate allowances to retail
providers, AReM strongly agrees with DRA and the utilities that the allocations to
individual LSEs should be adjusted periodically to account for load growth and load
migration. Load growth is less of a concern for ESPs while the suspension of direct
access remains in effect. However, load migration can and does have a material effect on
the load served by individual ESPs. That is because ESPs contract with customers on an
individual basis. Customers can move to a different ESP at the end of their contracts, and
customers that are on bundled service but remain eligible for direct access can move to
direct access at the end of their minimum three-year commitments. Therefore, as noted
previously, individual ESPs can experience significant changes in their customer base,
and thus their loads, from year to year and even month to month.

Load gr0th and load migration could be even more significant factors for ESPs
if the direct access market is reopened, a possibility the Commission is actively
considering. Currently, there is an effective cap on the total amount of load that is
eligible for direct access. If the direct aécess market is reopened, however, this de facto
cap on direct access load growth will either be eliminated or increased, as ESPs would be
allowed to serve new load added by existing direct access customers and new customers

will become eligible for direct access.



If the allocations of allowances to individual LSEs are set in stone for the duration
of the compliance period, then LSEs that gain load would be punished and those that lose
load would be rewarded. While some ESPs could benefit from this approach to the
extent they lose load during the compliance period, the primary winners would most
likely be the IOUs, particularly if the direct access market is reopened and load migrates
to ESPs. Accordingly, fairness dictates that allowance allocations be adjusted to account
for both load growth and load migration.

The frequency that allowances allocations should be adjusted will depend in part
on the length of each compliance period. Assuming the compliance period is 12 months,
AReM recommends that the true up of allocations be performed on a monthly basis. Ata
minimum, there should be quarterly true ups, whether the compliance timeframe is 12

months or some longer period.

IIl. RETAIL PROVIDERS SHOULD BE ALLOWED TO USE A WIDE
RANGE OF “FLEXIBLE COMPLIANCE” TOOLS.

Under a load-based system, retail providers in general and smaller LSEs in
particular will face challenges in meeting GHG emissions reduction goals similar to those
they face in complying with RPS requirements, including potential market power abuse,
limited availability of desired resources, delays in new resources coming on line, a
“building block™ supply curve, and pﬁce volatility. To mitigate the effect of these
barriers to RPS compliance, the Commission allows LSEs to utilize a variety of “flexible
compliance” tools, including banking excess procurement and carrying over procurement
deficits. AReM strongly agrees with DRA and other parties that recommend a similar
approach with respect to compliance with GHG emissions reduction requirements. More

specifically, LSEs should be allowed unlimited banking of excess emission allowances,

10



the carry over of allowance deficits for up to three years, and the use of emission offsets.
Allowing LSEs to utilize these options will facilitate compliance by smaller LSEs,

mitigate customer costs, and promote long-term investments in GHG reductions.

IV. THE TRANSITION TO 100% AUCTIONING OF ALLOWANCES
SHOULD BE GRADUAL.

Philosophically and as a practical matter, AReM believes that market solutions to
public policy objectives are superior to ‘“command-and-control” regul_atiqn and
administratively determined outcomes. Accordingly, AReM supports the transition to
100% auctioning of GHG emission allowances. As several parties have pointed out,
however, there are grave risks associated with going to 100% auctioning immediately or
too rapidly.

There is little disagreement that the imposition of GHG emission reduction
requirements in the electricity sector will significantly increase consumer costs. While
the auctioning of allowances would be less complex and more efficient than
administrative allocations, and the resulting price signals can be expected to promote
more efficient investment in GHG reduction measures, there is a trade off between the
benefits from auctions and the increased costs they can be expected to create for
consumers. In order to mitigate those costs and allow time for a liquid market for
emission allowances to develop, the transition to 100% auctioning of allowances should
be gradual. AReM does not have a specific proposal at this time for how long that
transition should be or the increments by which auctions should replace administrative
allocations. AReM believes, however, that the transition period should be no less than

ten years.

11



V. AUCTION REVENUES SHOULD BE RETURNED TO RETAIL
PROVIDERS OR THEIR CUSTOMERS ON A PROPORTIONAL BASIS.

There is broad agreement among the parties that directly or indirectly represent
customers that at least some portion of auction revenues should be used to nﬁtigate
customer costs and invest in GHG reduction measures. To the extent the allowances
being auctioned are “owned” by retail providers, fairness dictates that auction revenues
be returned to the retail providers on a proportional basis. If under a first-seller system,
as some parties propose, allowances are first allocated to retail providers and then
auctioned to first sellers, the auction revenues should be retuned to retail providers in
proportion to their initial allocations. Under a load-based system, auction revenues
should be returned to retail providers in proportion to their share of the total amount of
allowances that are auctioned.

AReM agrees with SDG&E that the ultimate disposition of the revenues returned
to retail providers should be left to the discretion of those entities, rather than being
dictated by the Coﬁmission or some other regulatory body. Altematively, the revenues
should be returned directly to customer through the utilities’ wires charges, which are
paid by all customers. AReM strongly disagrees with TURN’s suggestion that bundled
customers should receive a greater share of auction revenues than direct access
customers. Bundled customers and direct access customers pay the same charges for

public purposes programs, and should therefore receive the same auction benefits.

12



VI. CONCLUSION
For the foregoing reasons, AReM urges the adoption of the recommendations set

- forth in its opening comments and these reply comments.

Respectfully submitted,

Gregory Sif E;att

DouGLASS & LIDDELL
21700 Oxnard Street, Suite 1030
Woodland Hills, California 91367
Telephone: (818)961-3002
Facsimile: (818) 961-3004

~ Email: klatt@energyattorney.com

Attomeys for the
ALLIANCE FOR RETAIL ENERGY MARKETS

Date: November 14, 2007
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