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BEFORE THE PUBLIC UTILITIES COMMISSION
AND THE ENERGY RESOURCES CONSERVATION
AND DEVELOPMENT COMMISSION
OF THE STATE OF CALIFORNIA

Order Instituting Rulemaking to Implement the
Commission’s Procurement Incentive

Framework and to Examine the Integration of Rulemaking 06-04-009
Greenhouse Gas Emission Standards into (Filed April 13, 2006)
Procurement Policies.

Order Instituting Informational Proceeding —
AB 32. CEC Docket No. 07-OIP-01

SOUTHERN CALIFORNIA PUBLIC POWER AUTHORITY
REPLY COMMENT
ON POINT OF REGULATION ISSUES

In accordance with Administrative Law Judge’s Ruling Requesting Comments on Type
and Point of Regulation Issues (“POR Ruling”) issued on November 9, 2007, in the captioned
proceeding and the Administrative Law Judges’ Ruling Extending Comment Deadlines and
Addressing Procedural Matters issued on November 30, 2007, the Southern California Public
Power Authority (“SCPPA?”) respectfully submits this reply comment. In accordance with the
POR Ruling, this reply comment is being submitted simultaneously to both the California Public
Utilities Commission (“CPUC”) and the California Energy Commission (“CEC”) (jointly,
“Commissions”).

Twenty four opening comments were filed on December 3, 2007. Several of the
commenting parties specifically addressed three options that were raised in the POR Ruling for

implementing greenhouse gas (“GHG”) regulation in the electricity sector if “a California-only
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cap-and-trade system would not be implemented for the electric sector at this time.” POR Ruling
at 8. In this reply comment, SCPPA responds to the comments on the three options that were
presented in the POR Ruling for implementing a GHG regulatory structure for the electricity
sector if trading would be deferred. Also, SCPPA addresses criticisms of the “load-based”
approach in which regulated retail providers would be the point of i'egulation in the electricity
sector, and SCPPA comments on criticisms of a paper by Resero Consulting on the “first-seller’
approach to establishing a point of regulation for the electricity sector.

L RESPONSE TO COMMENTS ON THREE OPTIONS FOR DEFERRING A CAP-
AND-TRADE PROGRAM FOR THE ELECTRICITY SECTOR.

In the POR Ruling, the Commissions presented a scenario in which a California-only

cap-and-trade system would not be implemented for the electricity sector at this time:

Instead, California would work with other Western states to

develop a Western Climate Initiative cap-and-trade system and/or

work toward a national cap-and-trade program. In the meantime,

existing policies and programs in the electricity sector may need to

be ramped up to meet the AB 32 goals.
POR Ruling at 8. The POR Ruling specifically posed “several variations” for how implementing
a cap-and-trade system could be deferred while still undertaking GHG regulation for the
electricity sector to meet AB 32 goals:

~ (1) Develop a load-based cap for retail providers with “an assignment of individual

entity obligations” and with “trading available within the California electricity sector only, but
not with other sectors.” Ibid.

(2) Develop “individual entity caps (or carbon budgets) which entities could not exceed

without facing penalties or fees, but not allow for any trading of allowances at this time.” Ibid.
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(3) “Ramp up the mandatory levels of existing programs such as the energy efficiency
and RPS programs to higher goals, and make all retail providers obligated to meet these
additional goals, without assigning specific cap levels to individual entities.” Ibid.

The opening comment submitted by the Natural Resources Defense Counsel and the
Union of Concerned Scientists (jointly, “NRDC”) contains the most comprehensive evaluation of
Options (1) through (3). SCPPA responds now to the assessment by NRDC as well as to the
occasional comments by various other parties on the options.

For all three options, NRDC assumed that the term “individual entities” as used in the
POR Ruling referred to retail providers. SCPPA believes that assumption about what was meant
by “individual entities” in the POR Ruling is correct, given the context in which the three options
were raised in the POR Ruling.

In summary, SCPPA continues to support a GHG regulatory program for the electric
sector in which regulated retail providers would be the point of regulation and GHG emission
allowances would be allocated to the retail providers for the benefit of the retail providers’
customers, with the allocation of allowances being based upon recent pre-AB 32 actually
experienced emissions and with the amount of allowances that are allocated to each retail
provider for each successive compliance period being reduced proportionately over time as
necessary to achieve the AB 32 reduction goals as eventually established by the California Air
Resources Board (“CARB”) for the electric sector and for each retail provider by 2020. SCPPA
also supports consideratiqn of the “ﬂe:;ible compliance mechanisms™ that were envisioned by the
CPUC in Decision (“D.”)06-02-032, including allowance trading, banking, borrowing, and, to an
appropriately limited extent, offsets, and SCPPA recommends consideration of a “safety valve”

that would provide a check on exorbitant allowance prices.
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However, with caveats as discussed below, SCPPA could also support each of the th;ee
options for deferring trading as presented in the POR Ruling.
A, Option 1: Develop. a Load-Based Cap for Retail Providers with “An
Assignment of Individual Entity Obligations” and with Trading Being

Available Within the California Electricity Sector Only, But Not with Other
Sectors.

Option 1 is basically what SCPPA has recommended in this proceeding but with the
trading of allowances being limited to California electricity retail providers. NRDC criticizes
Option 1 on the basis that ‘;restricted trading could lessen the cost reductions that could be
achievéd with full trading with other sectors.” NRDC Opening Comment at 28. Beyond that,
NRDC’s critique of Option 1 parallels its assessment of the load-based approach generally.

NRDC is correct that Option 1 would tend to diminish the potential for cost minimization
that might be realized if trading were permitted in a broader and, hence, more liquid secondary
market for allowances. However, the potential reduction of the cost minimization potential of
trading could be mitigated by adopting alternative flexible compliance mechanisms such as
banking, borrowing, and offsets.

There is a more significant downside to limiting the secondary market for trading
allowances. To the extent to which the secondary market for trading allowances would be
limited to California electricity retail providers, the market would become correspondingly less
liquid and more susceptible to the potential for exercising market power. The Los Angeles
Department of Water and Power (“LADWP”) expressed a concemn in its opening comment about
“market manipulation and gaming in emission trading.” LADWP Opening Comment at 10.

The CPUC shares LADWP’s concern. In considering allowance trading among load-serving
entities (“LSEs”) that are subject to CPUC jurisdiction as would occur under the program

envisioned by the CPUC in D.06-02-032, the CPUC observed that “an auction with so few
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buyers (as would be the case with a load-based cap for LSEs under CPUC jurisdiction) would be
economically inefficient and prone to market power abuses.” D.06-02-032 at 42,

A market that would be limited to California retail providers would be exposed to the
“potential for exercising market power in an emissions trading program” that concerned both
LADWP and the CPUC. Thus, not only would adoption of Option 1 heighten the importance of
alternative flexible compliance mechanisms such as banking, borrowing, and offsets to balance
the reduced potential for minimizing costs through trading. There would also be a heightened
need to consider effectiv'e “safety valves” to protect against excessive allowance prices. See
SCPPA Opening Comment at 40-41.

With a heightened focus on the need for alternative flexible compliance mechanisms and
on having a “safety valve,” SCPPA could support Option 1 as an acceptable modification of its
primary proposal in this proceeding.

B. Option 2: Develop “Individual Entity Caps (or Carbon Budgets) Which

Entities Could Not Exceed Without Facing Penalties or Fees, But Not Allow
for Any Trading of Allowances at This Time.”

Option 2 is essentially the same as Option 1 except that instead of having a smaller, less
liquid secondary market for trading allowances, there would be no market for trading
allowances. NRDC’s criticism of Option 2 is the same as for Option 1: “Elimination of trading
could result in fewer cost-effective reductions than would otherwise be achieved with trading.”
NRDC Opening Comment at 29.

Option | heightens the importance of considering flexible compliance mechanisms such
as banking, borrowing, and offsets. Option 2 heightens yet further the need for the Commissions
and CARB to consider alternative flexible compliance mechanisms. Even more liberal banking,
borrowing, and offsets should be permitted undef Option 2 than under Option 1 to

counterbalance the complete elimination of trading as a cost minimization strategy.
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Option 2 would eliminate, however, the possibility for the exercise of market power or
manipulation in a thin market for allowances. There would be no market for allowances under
Option 2.

Insofar as Option 2, like Option 1, tracks the model that SCPPA has consistently
recommended in this proceeding as a regulatory scheme for the electricity sector, SCPPA could
support Option 2 as well as Option 1, provided that appropriate consideration would be given to |
adoption of liberalized alternative flexible compliance mechanisms such as banking, borrowing,
and offsets.

C. Option 3: Ramp Up the Mandatory Levels of Existing Programs Such as the

Energy Efficiency and RPS Programs to Higher Goals, and Make all Retail
Providers Obligated to Meet These Additional Goals, Without Assigning
Specific Cap Levels to Individual Entities.

NRDC gives Option 3 high marks on many points. “The relative legal risk of [Option 3]
being delayed or overturned is extremely low.” NRDC Opening Comment at 29. Option 3 ranks
“high” for administrative simplicity insofar as “this apprqach is most similar to the status quo.”
Ibid at 30. Option 3 is the “most compatible without question” with wholesale markets and the
California Independent System Operator (“CAISO”) Market Restructuring and Technology
Update (“MRTU”). NRDC recognizes that Option 3 would not have any “expandability” for a
broader cap-and-trade program insofar as Option 3 would not include trading, but a “ramp up of
existing programs and policies could serve as a model for complementary policies to a federal
cap-and-trade program.” Ibid.

Also, Option 3 would be consistent with how NRDC believes most GHG emission
reductions would be achieved. In NRDC’s view, most emission reductions will be achieved
programmatically thropgh “energy efficiency programs, building and appliance efficiency

standards, the renewable portfolio standard (RPS), generation emissions performance standard
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(SB 1368), etc.” NRDC Opening Comment at 3. NRDC expects “a cap-and-trade program to
provide a relatively small portion of the overall emissions reductions needed to meet the 2020
limit....” Ibid. Option 3 would involve an expansion the programs that NRDC believes will
provide most of the GHG emissions reductions.

Nevertheless, NRDC has some problems with Option 3. The problems are not
overwhelming.

1. Evaluation of Problems Perceived by NRDC with Deferring Cap-and-
Trade Under Option 3.

NRDC perceived three problems with deferring cap-and-trade under Option 3. First, in
NRDC'’s view, a “cap-and-trade [program] complements regulatory programs to reduce
emissions even further than the programs alone can.” Ibid at 29. This function would be lost
under Option 3.

It appears that the primary means by which allowance trading would reduce “emissions
even lower than can be achieved through regulatory programs [such as energy efficiency] alone”
in NRDC’s view would be by “creating a price signal”:

A cap-and-trade program creates a price signal so that businesses

attribute & cost (whether an out-of-pocket cost or an opportunity

cost) to every ton of GHGs emitted, and adjust their business

practices accordingly. As economists would say, it “internalizes

an externality.”
Ibid at 4. However, “internalizing” costs so as to increase the price of electricity should not be
the objective of an AB 32 program.

The cost of “internalizing” the value of GHG emission allowances in the wholesale price
of electricity could be very high. For example, as SCPPA noted in its Opening Comment, an

Electric Power Research Institute (“EPRI”) study found that imposing an emission allowance of

$50 per ton on generators could more than double the wholesale price of electricity while

30022600 1nap12170701 7



reducing emissions in the Midwest by only 4 percent. “The Change in Profit Climate,” Victor
Neimeyer (“EPRI™), Public Utilities Fortnightly at 26 (May, 2007); see SCPPA Opening
Comment at 30. NRDC itself recognizes that the “pure source-based cap-and-trade™ approach,
the “deliverer/first-seller cap-and-trade” approach, and the hybrid cap-and-trade approach are
“inferior to a load-based approach in minimizing total costs to consumers” due to the fact that
they would “internalize” the cost of GHG emission allowances in the wholesale price of
electricity.

The Legislature intended that the AB 32 program should be aimed at achieving GHG '
reduction goals through regulations that would “minimize costs....” See Cal. H& S §
38562(b)2). The Commission and CARB should not be concerned about losing the opportunity
to “creafe a price signal” under Option 3. In fact, as discussed below, that is a benefit of Option
3 ,

Second, NRDC is concerned that omitting a cap on overall statewide emissions or overall
electric sector emissions would diminish certainty of AB 32 goal attainment: “A cap provides
certainty of goal attainment....” Ibid at 29. However, even if a cap-and-trade program is
adopted, there will be a degree of flexibility in attaining AB 32 goals. Cal. H & S § 38599
provides for flexibility in attaining the AB 32 goal “in the event of extraordinary circumstances,
catastrophic events, or threat of significant economic harm....”

Furthermore, as an additional feature, safety valves should be a feature of a cap-and-trade
program. See SCPPA Opening Comment at 40-41.

Third, NRDC contends that “a cap-and-trade {program] could help lower overall costs,”
implying that by omitting any trading feature, an opportunity to minimize costs would be lost

under Option 3. SCPPA concurs that trading could provide cost containment benefits. However,
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the loss of the availability of trading should be weighed against the positive features of Option 3
as-idenﬁﬁed by NRDC such as low legal risk, high accuracy, high simplicity, and high
compatibility with wholesale markets in the MRTU. Additionally, there are positive features
that were not identified by NRDC.

2. Additional Positive Features of Option 3.

a Cost Minimization by Avoiding Impact on Wholesale Market.
NRDC does not give credit to the fact that Option 3 would avoid the impact on wholesale

electricity prices that would occur if a cap-and-trade program were instituted in tandem with a
“pure” source-based, first-seller, or hybrid approach to point of regulation. As discussed above,
internalizing the cost of allowances in the wholesale price of electricity would increase the cost
of electricity for electric ratepayers. The adverse impact of internalizing the cost of allowances
and allowance rents in wholesale prices would be avoided under Option 3.

Although the various programs that would be undertaken under Option 3 such as
“ramped up” energy efficiency targets or renewable resource standards could result in retail
provider customers incurring increased costs, in the long run these programs could prove to be
cost-effective for ratepayers. The variable cost of fuel that would be incurred otherwise could be
substantially reduced. For example, m evaluating the impact on average retail electricity prices
of complying with a 25 percent renewable portfolio standard, the Energy Information
Administration (“EIA”) found that “annual consumer expenditures on electricity are very close
to those in the “business as usual case through 2022, as the reduction in fuel prices caused by
lower fossil fuel for electric power generation outweighs the increased capital costs of new or
renewable generation capacity.” See SCPPA Opening Brief at 30.

Some parties believe that the cost of GHG emissions shc;uld be included in the wholesale

price of electricity to send a “price signal” to consumers. However, that was certainly not the
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view of the Legislature. To the contrary, the Legislature mandated that the AB 32 regulatory
program should be aimed at achieving the mandated GHG reduction goals through regulations
that would “minimize costs....” Cal. H & S § 38562(b)(2); see SCPPA Opening Comment on
Allowance Allocation Issues at 21-23 (October 31, 2007). |

b. Facilitating a Transition to a West-Wide or National Program.

Option 3 could facilitate a transition to a west-wide or national cap-and-trade program.
There has been an enormous change since the CPUC issued D.06-02-032 in February, 2006. In
early 2006 the CPUC was concerned that “contract shuffling” would occur “until other states
follow our lead.” D.06-02-032 at 18-19. There was a sense that for a significant amount of time
California would be isolated in its pursuit of GHG emission reduction. Now, as discussed in
many of the opening comments, there is west-wide and national concern about GHG emissions,
and there is a concomitantly increased prospect of a regional or even national program.

At the regional level, the Western Climate Action Initiative has been formed by the
governors of Arizona, California, New Mexico, Oregon, Washington, and Utah and the premiers
of British Columbia and Manitoba. The Western Climate Action Initiative will hold its first
stakeholder workshop in Portland, Oregon, on Thursday, January 10, 2008, to begin work on
designing a regional cap-and-trade program. At the national level, on December 5, 2007, United
States Senator Boxer’s Environment and Public Works Committee “marked up” and reported to
the Senate the Lieberman-Warner bill, SB 2191, America’s Climate Security Act of 2007. It is
becoming increasingly clear that there will be a regional or national program by about the same
time that the AB 32 regulatory program is to become operative, January 1,2012. Cal H& S §
38562(a).

LADWP observed in its opening comment: “Deferral of a cap-and-trade program may

help facilitate California’s integration into a regional or federal program by minimizing any
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transitional difficulty that would otherwise arise if California’s program structure was different
from a federal program.” LADWP Opening Comment at 23. For example, if California
instituted a program that includes a cap-and-trade feature and an allocation of allowances, it may
be difficult to integrate the California program into a west-wide or national program that
allocates allowances or denominates allowances differently from the California program. Such
integration issues can easily be eliminated by avoiding any allocation of allowances and avoiding
any cap-and-trade feature prior to the implementation of a regional or national program. This
would be accomplished by Option 3.

The value of deferring a cap-and-trade program to await a west-wide or national program
has been recognized by various stakeholders beyond LADWP. For example, Pacific Gas and
Electric Company (“PG&E”) “believes the answer is yes, a national GHG system is likely to be
in place in the same general time frame as implementation of AB 32....” PG&E Opening
Comment at 1. A “programmatic implementation of AB 32 pending adoption of a national
pfogram” could be considered “for implementing AB 32 prior to the effective date of the
national program.” PG&E Opening Comment at 1-2.

Pursuing Option 3 does not mean that AB 32 would not be implemented. GHG emission
reductions would be achieved, but they would be achieved without a cap-and-trade program
being in place. For example, the Energy Producers and Users Coalition (“EPUC”) point out:

If regulators delay cap-and-trade implementation pending the
development of regional/federal efforts, California can achieve
significant emissions reductions if efforts are limited to expanding
key programs. In particular, heavy reliance on CHP, solar, other
renewabale resources and energy efficiency can together deliver an

additional annual savings of roughly 40 MMT CO, e/year for
investor-owned utilities:

Energy efficiency: 15 MMTCO; Annual Savings
California Solar Initiative 3 MMTCO, Annual Savings

Renewables: 11 MMTCO; Annual Savings
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Combined Heat & Power ~ 9-11 MMTCO; Annual Savings
EPUC Opening Comment at 11 (emphasis in original).

Southern California Edison Company (“SCE”) expresses a concern that “if California
elects to delay the development of a market-based program and implements additional
programmatic solutions [i.e., Option 3], it is important that such programmatic
soiutions. ..include a sunset provision that protects California ratepayers from duplicative
regulatory burdens.” SCE Opening Comment at 14. That is incorrect. As NRDC points out, a
cap-and-trade program complements and does not substitute for “energy efficiency programs,
building and appliance efficiency standards, the renewable portfolio standard (RPS), [and]
generation emissions performance standard....” NRDC Opening Comment at 3, Option 3
programs could continue after implementation of a regional or federal cap-and-trade program.

G Reduce Disputes and Build Consensus.

Option 3 has the potential to reduce disputes and build consensus about implementing
AB 32. For example, the investor owned utilities that are subject to the CPUC’s jurisdiction are
unified in their adamant opposition to being designated as electric sector points of regulation.
See PG&E Openiﬁg Comment at 28-29; SCE Opening Comment at 18; San Diego Gas and
Electric Company (“SDG&E™) Opening Comment at 15. The basis for their opposition is
transparent. The investor owned utilities have a fiduciary obligation to théir shareholders. That
fiduciary obligation compels them to reduce or avoid risk to their shareholders’ investment. If
the utilities were designated as being points of regulation, there would be a new regulatory risk
for shareholders. Shareholders may be liable for all or some portion of obligations imposed upon
the utilities as points of regulation. Penalties or some other costs may be imposed on

shareholders.
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Under Option 3, neither utilities nor generators would be designated as points of
regulation. There would be no caps on emissions, penalties would not be assessed, and
shareholder risk would be reduced or eliminated in comparison to other approaches that are
being considered by the Commissions and CARB. Thus, Option 3 could reduce disputes and
build consensus about AB 32 implementation.

3. Option 3 as Director Fitch’s December 14, 2007 “Sth Option”.

It appears that the Commissions and CARB are actively considering Option 3. At the
November 30, 2007 CARB “Scoping Plan Kick-Off Wdrkshop”, the CARB Staff proposed that
an option for the electricity sector was to defer implementation of a cap-and-trade program “until
[a] regional/national system is established” an(i to “rely on load-based programs for emission
reductions” from the electric sector until the advent of a regional or national program. See Staff
Presentation, Scoping Plan Kick-Off Workshop, Slide 34 (Nov. 30, 2007).

Subsequently, December 14, 2007, CARB convened a “Scoping Plan Sector Workshop”
at which CPUC Director of Strategic Planning Julie Fitch summarized four point-of-regulation
options under a cap-and-trade program: (1) load-based, (2) source-based, (3) first seller, and (4)
hybrid in-state generator/import retail provider. Staff Presentation, Sector-Based Workshop--
Energy Sectors, Slide 15 (Dec. 14, 2007). Director Fitch pointed out that “all four options have
legal risks and policy pros and cons” but that “most legal risks and policy drawbacks [are]
related to one state acting unilaterally.” Ibid at Slide 16. Director Fitch observed: “If [a]
regional or national system [is] developed, many vulnerabilities and challenges [are] solved.”
Ibid. Director Fitch proposed a “5th option: regional cap-and-trade system.” Ibid.

Implementing Option 3 would be consistent with Director Fitch’s “5th option” as
presented at the December 14, 2007 CARB Workshop. The Commissions and CARB could “cut

the Gordian knot” and resolve the conflict over which of the four options should be selected for
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determining a point of regulation by electing to pursue Director Fitch’s «5% Option,” avoiding
the point-of-regulation issue for now.

SCPPA continues to support the position that it presents in the introduction to this reply
comment and that SCPPA has consistently presented in earlier filings in this proceeding. See,
e.g., SCPPA Opening Comment at 1-3. However, SCPPA recognizes the merits of Option 3.
Particularly, SCPPA recognizes and is supportive of efforts by the Commissions and CARB to
identify and move toward a compromise, consensus position that would resolve disputes about
implementing AB 32 while being consistent with the GHG emission reduction mandate in AB
32.

II. THE CAISO MSC CRITICISMS OF THE “LOAD-BASED” APPROACH TO

THE POINT OF REGULATION ARE ILL-FOUNDED AND SHOULD BE
DISREGARDED.

The Market Surveillance Committee (“MSC”) of the California Independent System
Operator (“CAISO”) submitted an “Opinion on Load-Based and Source-Based Trading of
Carbon Dioxide in California” (“MAC Opinion™) on December 3, 2007. The MSC joins various
other parties in recommending that California defer trading under a cap-and-trade system: “The
very likely advent of federal GHG regulation in the next few years means that there are
advantages to deferring implementation of a formal trading system in California until the form of
federal regulation becomes clear.” MSC Opinion at 9.

In the view of the MSC, it does not matter whether the trading system is linked to a
“load-based” approach to point of regulation or to a “primarily source-based” approach to point
of regulation. The development of a formal trading system should be deferred “because
California’s dependency on imported power raises doubts about the environmental integrity of a

California-only GHG trading system, [and] it is difficult to justify the cost of establishing a
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sophisticated trading system (either load-based or primarily source-based) that might be
abandoned quickly in the face of federal preemption.” Ibid.

Although the conclusion of the MSC Opinion is that a trading system should be deferred
‘“until the form of federal regulation becomes clear,” the bulk of the MSC Opinion is directed to
attacking the “load-based” approach to point of regulation. Unfortunately, the MSC Opinion is
based upon mistaken assumptions and factual errors about the load-based approach in
comparison to other approaches to point of regulation.

A. The MSC’s Assessment of the Impact of the Load-Based Approach on

Economic Dispatch in the CAISO’s New Day-Ahead Market Rests on an
Improper Assumption About California Policy.

The MSC contends that the load-based approach would discourage bidding into the
CAISO’s new MRTU day-ahead market that is to start operating in 2008 whereas a source-
based approach would encourage participation. The MSC explains that to “maximize the
benefits that market participants will receive from the integrated day-ahead market that will exist
under MRTU, they must submit ‘economic bids; to this market; that is, specific quantities of
energy they want to buy or sell at specific prices rather than ‘seif-scheduling’ all or the great
majority of their energy by submitting only their desired quantities without prices.” MSC
Opinion at 7. The MSC contends that “the load-based approach will encourage self-scheduling
in conflict with the efficiency potential of the MRTU markets, whereas the source-based
approach will encourage economic bidding....” Jbid.! The implication is that if a load-based
approach were adopted, CAISO market participants would engage in extensive self-scheduling
and degrade the “efficiency of economic dispatch” of the new MRTU integrated day-ahead

‘market, but if a source-based approach were adopted, economic dispatch would be maximized.
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The MSC ignores the fact that regardless of whether a lpad-based approach or a source-
based approach to a point of regulation were to be adopted, there are and will continue to be
strong incentives for load-serving entities (“LSEs”) to enter into long-term arrangements for
generation resources which would then be “self-scheduled” into the new MRTU integrated day-
ahead market. One California policy that will strongly encourage long-term arrangements for
generation resources which will result in “self-scheduling” is California’s renewable portfolio
standard (“RPS”). Retail providers that are subject to an RPS will add renewable resources
either by constructing and owning the resources themselves or by entering into long-term
contracts for the resources. For retail providers that participate in the CAISO markets, the retail
providers will self-schedule the renewable resources that they have either constructed themselves
or have facilitated by entering into long-term contracts. Although, from the CAISO’s standpoint,
“self-scheduling” should be discouraged in order to enhance the efficiency of the new integrated
day-ahead market, California’s strong policy in favor of retail providers adding renewable
resources will effectively encourage self-scheduling.

Other California policies encourage forward contracting instead of reliance upon
purchases through the d#y—a.head market. Additionally, there are business incentives to self-
scheduling order to avoid the risk associated with fluctuations in integrated day-ahead market
prices and to avoid some of the overhead costs associated with the CAISO market. Retail
providers that participate in the CAISO will use self-scheduling regardless of whether a load-
based approach or a source-based approach were to be adopted for GHG regulatory purposes.

Thus, the implication of the MSC that there would be a substantial difference in self-scheduling

! The MSC repeatedly compares the “load-based” approach to a pure source-based approach to
establishing an electric sector point of regulation, ignoring the fact that a source-based approach to establishing a
point of regulation for the electric sector would be unlawful under AB 32 insofar as “leakage” would be ignored.
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if a load-based approach were to be adopted as opposed to a source-based approach is
unfounded.

B. The MSC Misstates the Effect that the “Load-Based Approach” to Point of
Regulation Would Have on the CAISO’s Market For Ancillary Services.

In addition to contending that adoption of a load-based approach to point of regulation
would have a negative effect on the new MRTU integrated day-ahead market, the MSC contends
that the load-based approach would negatively affect the CAISO’s ancillary services market. In
order to make its point, the MSC presents an example:

For instance, hydropower, which has zero GHG emissions, would

likely be less willing to provide spinning reserve to the ISO

because it would not want to earn the (relatively) low energy prices

it would gain if it is dispatched in the ISO’s markets, thereby

giving up more lucrative “clean” energy prices in the bilateral

market.
MSC Opinion at 8. MSC’s hydropower example is misplaced. Hydropower resources do not
provide ancillary services for the value of the energy that they would receive if called. Instead,
hydropower resources provide ancillary services during hours when they generally do not flow
energy. They bid to provide ancillary services on an “energy limited” or “contingency only”
basis for periods when they will be able to provide capacity but will have little energy that will
be available for scheduling. It is unclear that a hydroelectric resource would have any less
incentive to bid into the CAISO’s ancillary services market under a load-based approach to point

of regulation than under a source-based approach to regulation.

C. The MSC Erroneously Characterizes the Load-Based Approach as Adversely
Affecting the Abllity of the Real-Time Market to Assure Reliable Service.

The MSC suggests that the ability of the CAISO’s real-time market to assure reliable
service would be adversely affected by a “load-based” approach to point of regulation. The

MSC contends that under the load-based approach, fewer resources would be bid into the real-
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time market. As a result, the “likelihood of scheduled curtailment would increase, as would the
- stress on system operatofs as they try to keep the system balanced.” MSC Opinion at 8. The
MSC conveniently elects to ignore the fact that, under the resource adequacy (“RA”)
requirements of the CPUC, LSEs are required to contract for 115 percent of peak load in RA
capacity, and that capacity is mandated to participate in the CAISO’s real-time market. Asa
result, a great majority of the resources of California retail providers that are members of the
CAISO are required to offer capacity into the CAISO’s real time market. Thus, it is false that
adopting a load-based approach would have the sort of impact on reliability that is alleged by the
MSC.

D. The MSC’s Characterization of the Impact of the Load-Based Approach on

the CAISO’s Day-Ahead and Real-Time Markets is Purely Speculative and
Unsupported by Any Attempt at Quantification.

The MSC’s characterizations of the potential impact of the “load-based” approach to
point of reguiation as opposed to the source-based approach as CAISO markets, are purely
speculative. ‘During the November 27, 2007, teleconference in which the MSC voted to adopt
the MSC Opinion, the MSC members acknowledged that they have not quantified any of the
alleged impacts that the load-based approach would have on either the day-ahead or the real-time
market. Indeed, the MSC members acknowledged that it may not be possible to precisely
quantify the extent to which any of the alleged impacts would actually affect the day-ahead or
real-time markets. Perhaps even more significantly, the MSC members acknowledged that many
of the ways in which the load-based approach would allegedly influence the day-ahead or feal-
time markets would be secondary to vother factors that have a more fundamental influence on

those markets as discussed above.
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E. The MSC’s Attempt to Characterize the “Pure” Source-Based Aliproach as
Being as Cost-Effective as the Load-Based Approach is Fallacious.

The MSC recognizes that implementation of a GHG trading system could result in fhe
creation of “allowance rents,” which the MSC defines as being “the allowance price times the
number of allowances.” MSC Opinion at 5. The MSC observes that “if allowances are given for
free to generators,” the value of the allowance rents “increases generator profits.” Ibid.

The MSC admits, however, that the allowance rents are “retained by consumers under a
load-based system.” Ibid. The allowance rents are retained by consumers under a load-based
system insofar as the wholesale market is unaffected by the load-based system. As noted by
NRDC: “The load-based approach is the best approach for minimizing total costs to end users
[because] generators in a load-based approach have no opportunity to include the value of
allowances in their bid prices....” NRDC Opening Comment at 23.

Having recognized that allowance rents will be “retained by consumers” under a load-
based approach, the MSC attempts to argue that allowance rents will also be returned to
consumers under a source-based approach. The MSC can make this claim only by making an
additional assumption. The MSC contends that under a source-based approach “allowance
rents” would be retmﬁed to consumers “if allowances are given to load, and then sold to
generators (perhaps via an auction) for use in a source-based system....” /bid.

The MSC’s reasoning is invalid. The MSC manages to claim that the load-based system

and the source-based system have equivalent outcomes for consumers only by making an

? The MSC also observes that the implementation of a GHG trading system would result in the creation of
“rents of clean generation” and that these rents would be retained by generation owners and both source-based and
load-based systems. “LSEs will pay more for electricity from cleaner generators, because that generation is more
effective in helping the LSEs meet their emissions constraint.” Ibid. However, the wholesale market may not be
affected to a significant extent by the “rents of clean generation.” The MSC observes that “within California, a
significant fraction of this generation is owned by utilities, so any additional profits to those plants shall be returned
to consumers.” Jhid,
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additional assumption that “allowances [would be] given to load and then sold to generators
(perhaps via an auction) if a source-based system were adopted.” The MSC’s argument is like
contending that a seven-foot basketball player and a five-foot basketball player will be
equivalent in playing basketball if it were assumed that the five-foot player has the benefit of
two-foot long leg extensions.

In fact, the “internalization” of allowance rents in the wholesale price of electricity as
would occur under both the source-based approach and the first-seller approach would result in
higher wholesale prices .for electricity as recognized by various parties including NRDC. By
contrast, avoiding the impact of allowance rents on wholesale electricity prices would be an
inherent benefit of adopting the load-based approach.

Not only would some administrative allowance allocation methodology need to be
assumed in order to ameliorate the adverse impact that the source-based approach or a first-seller
approach would have on wholesale electricity market. The remedy that would be achieved
would be less than perfect and potentially unfair. The MSC recognizes that if allowances were
“given to load, and then sold to generators (perhaps via an auction) for use in a source-based
system,” the wholesale price increases that would result would be offset only “to some extent”
by the administrative allocation of allowances to load. MSC Opinion at 5.

Additionally, the wholesale price increases that would result from adoption of a source-
based approach could be offset much more for the consumers of some utilities than for others.
For example, allocating allowances among retail providers on the basis of retail sales as
advocated by PG&E would result in a grossly unjust wealth transfer from the consumers of some
utilities to the consumers of other utilities. See SCPPA Supplemental Comment on Allowance

Allocation Issues at 2-9 (November 14, 2007).
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F. The MSC’s Contention that the Load-Based Approach Is Inferior to the
Source-Based Approach Because It Would Result in “Contract-Shuffling”
Ignores both the Current Situation and the Leakage that Could Occur Under
a Source-Based Approach.

The MSC criticizes the load-based approach on the basis that it could result in contract
shuffling: “Although firms would not be able to avoid compliance by physicaily moving their
sources of production out of the State (“leakage”), they would be ablé achieve much the same
ends by ‘reshuffling’ their purchases of imported energy to originate from clean sources.” MSC
Opinion at 2 (footnote omitted). In making this criticism, the MSC ignores key facts.

First, the MSC ignores the fact that the CARB is in the process of adopting mandatory
reporting rules that effectively curb “contract shuffling” from carbon intensive resources to zero-
emission nuclear and large hydroelectric resources. CARB Proposed Regulation for Mandatory
Reporting of Greenhouse Gas Emissions (Oct. 19, 2007).

Second, as recognized in various December 3, 2007 opening comments, “contract
shuffling” is rapidly disappearing as an issue. Other western states are focusing on the need for
effective GHG regulation. As a result, the other western states are becoming increasingly
reluctant to allow the low emission resources that are located outside of California to be
redirected to serving California retail providers. “[As] indicated by the Western Climate
Initiative WCI other states in the west are also considering GHG regulations and have RPS
Regulations, so other states will want to claim‘ clean resources for themselves.” NRDC Opening
Comment at 9. See also Pacificorp Opening Comment at 14-15.

Third, the MSC ignores the fact that while the load-based approach may be exposed to
contract-shuffling, a purely source-based approach would expose California to “leakage” in
which generation would be shifted from in-state resources to out-of-state resources. A purely

source-based approach to point of regulation cannot be claimed to be superior to a load-based
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approach on the basis that there would be less “contract-shuffling” when a pure source-based
approach could result in leakage that could dwarf any “contract-shuffling” that would result from
the load-based approach.

G.  The MSC’s Standard of Success for a State-Level GHG Emissions
Regulation Program is Erroneous.

The MSC believes that “a key measure of the success of any state-level GHG emissions
regulation is the extent to which other states and jurisdictions adopted.” MSC Opinion at 2.
Emulation should not be the “key measure” for the success of California GHG regulatory
program. The key measure of success should be the degree to which the program meets core
principles or objectives from the program. As discussed in SCPPA’s opening comment, the
primary objectives fbr any California program should be attaining GHG reduction goals,
fairness, and cost effectiveness. See SCPPA Opening Comment at 12513. As the Market
Advisory Committee (“MAC”) correctly observed, a state-level GHG program “must be fair and
cost effective while bringing about real emissions reductions.” MAC Report at 11 (emphasis
added).

Furthermore, the MSC appears to assume that other states will be inclined to follow
either a purely source-based approach or a first-seller approach in preference to a load-based
approach to point of regulation. That assumption is erroneous. Oregon, for example, has been
pursuing implementation of a regulatory program that would be based upon the load-based
approach to point of regulation. Summary of the Median Proposal for an Oregon Carbon
Allocation Standard, (Dec. 15, 2006). |

Additionally, even if California were to adopt a load-based approach and other western
states decided to take a different course, California could still provide a model for others on

program features such as allocating allowances on the basis of emissions and permitting flexible
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compliance mechanisms such as banking, borrowing, and offsets even if a trading feature were
not adopted.

H. The MSC Attack on the Load-Based Approach Is a Result-Oriented Exercise
that Should Be Given No Weight. ‘

The MSC’s Opinion is so replete with obvious errors and manipulated assumptions that it
appears to be a result-oriented assessment that was driven by a pre-ordained desire to find the
load-based approach to be deficient. Although the MSC Opinion may fit the needs of one or
more investor owned utilities that, for the benefit of their shareholders, seek to ensure that the
utilities avoid the potential risk of being designated as the points of regulation for a California
GHG regulatory scheme, the MSC Opinion does nothing to assist California to choose wisely
from among a load-based approach, a source-based approach, or a first-seller approach to
establishing a GHG point of regulation.

III. PG&E’S OBJECTIONS TO THE LOAD-BASED APPROACH ARE NOT
COMPELLING.

PG&E continues to support the “first-seller” approach to point of regulation. PG&E
Opening Comment at 14, 28, 40-41. “Under a multi-sector, California only cap-and-trade
system, PG&E supports a First Seller Approach.” Ibid at 28. However, PG&E omits any
discussion of a key fact about the first-seller approach: it would be preempted under federal law.

Given its continued support for the now-discredited first-seller approach and its
continﬁed opposition to the load-based approach, PG&E attempts to attack the critique of the
first-seller approach in the Resero analysis of the first-seller approach that was attached as
Attachment A to the POR Ruling. However, each of PG&E’s arguments against points raised by

Resero fails.
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A, PG&E’s Criticisms of the Resero Analysis of the First-Seller Approach.

PG&E presents several criticisms of points raised in the Resero analysis of the first-seller
approach. PG&E Opening Comment at 16. PG&E’S criticisms are not well-founded. For
example, PG&E mischaracterizes points made by Resero and then addresses the
mischaracterization. PG&E’s criticisms of the Resero paper are as follows:

. ‘“The Resero paper is factually and logically incorrect in stating that First

Seller is more complex than the Load-Based Cap simply because there are
fewer LSEs than First Sellers.”

In fact, the group of retail providers that would be subject to GHG regulation under the
load-based approach are much smaller than group of first-sellers. As Pacificorp points out, less
than 70 California entities would be regulated under the load-based approach. Pacificorp
Opening Comment at 22. Although PG&E contends that importers of electricity to be regulated
under the first-seller approach are “a finite set of entities,” that “finite set” would be much larger
than the maximum number of retail providers that would be subject to regulation under the ioad—
based approach. Furthermore, Resero is correct in pointing out that there would be more ‘change
in the set of first sellers than in the much smaller set of retail providers that would be regulated

under the load-based approach.

. “The Resero paper erroneously finds that in-state generation emissions data
would be managed in the same way under the First Seller and the Load-
Based Cap approaches, thereby ignoring a huge complexity and defect in the
Load-Based Cap.”

PG&E apparently believes that assigning default emissions levels to “in-state generation
dispatch through the power pool or through unspecified contracts to LSEs” would introduce a
“huge complexity” under the load-based approach. However, the use of default factors as
proposed in the CARB’s mandatory reporting rules would eliminate the “huge complexity” that

is alleged by PG&E.
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e  “The Resero paper correctly states that the First Seller approach works with
CAISO markets and incorporates emissions costs into energy prices but fails
to point out that the Load-Based Cap does not do so.”

The apparent implication of this criticism of the Resero paper is that incorporating
“ernissions costs into eﬁergy prices” as would occur under the first-seller approach is a positive
featuré of the first-seller approach. In fact, as discussed above, the internalization of emission
costs and the wholesale energy prices is a paramount negative feature of the first-seller approach.
Further, PG&E relies on the MSC Opinion to demonstrate that the load-based approach would
jeopardize the MRTU day-ahead and real-time markets. The MSC opinion fails to support that
proposition.

° “The Resero paper mistakeniy attributes complications with California’s

reporting and regulation of imported and unspecified power to the First
Seller approach, ignoring the fact that these problems have nothing to do
with the point of regulation and in fact are increased under a Load-Based
Cap.”

In fact, Resero stated: “To the extent that reporting is broken down by specified and
unspecified sources and regional average carbon contents are assigned to unspecified sources,
assignment under a First-Seller approach may be no more cumbersome than under a Load-Based
approach....” Resero at 8. The Resero paper treated the load-based approach and the first-seller
approach even handedly.

. “The Resero paper incorrectly finds that limitations on the use of e-tags
hinders the use of the First Seller approach, when such e-tag limitations have
nothing to do with the point of regulation at all. E-tags could be used as
documentation to verify importing entities and amounts imported. E-tags
will not be used to assign GHG emissions to imports. The point of regulation
is irrelevant to this use of E-tags.”

The key point of the Resero paper regarding e-tags was that e-tags cannot be used to

assign GHG emissions to imports. PG&E apparently agrees. PG&E Opening Comment at 21.
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. “The Resero paper is incorrect in concluding that use of unit specific
contracts to define imports is a viable and preferred alternative to the
tracking and reporting of unspecified imports by “first-seller” marketers.”

SCPPA finds no statements in the Resero paper that suggest that Resero argued that the

use of unit-specific contracts would define imports as a viable and preferred alternative to the
trace and reporting of unspecified imports by first sellers.

In summary, PG&E incorrectly represents much of the discussion in the Resero paper. It

appears that PG&E attempts to discount the value of the Resero paper as a discussion piece in

many cases because Resero’s conclusions were not what PG&E would have preferred.

B. PG&E’s Support for Deferral of a Cap-and-Trade System.

Although PG&E expresses continued support for the first-seller approach in opposition to
the load-based approach, PG&E does express support for deferral of a cap-and-trade market
structure if it becomes “more likely than not that a»national source-based system will be
adopted.” PG&E Opening comment at 26. ‘“Nonetheless, if it becomes more likely than not that
a national source-based system will be adopted and implemented within the same general time
period as AB 32, then there could be significant advantages and efficiencies in California
deferring adoption of a cap-and-trade market structure in the short period prior to that national
system.” Ibid at 26. “Deferring adoption of a source based cap-and-trade program in California
is more likely to facilitate California’s integration into a subsequent federal program.” Ibid at
27.

PG&E goes one step further to suggest that even if no national system is likely to be
enacted within the time frame in which AB 32 is to be implemented, it may still be appropriate
for California to defer implementing a cap-and-trade feature to integrate the west-wide program:
“However, if no national system is likely to be enacted within the same time frame as AB 32,

e.g. by 2012, then California may need to consider deferring the cap-and-trade component of the
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AB 32 program until source-based GHG -prdgrams are in pl#ce elsewhere in Western regional
power markets.” Ibid. In advocating deferral as an alternative to its primary advocacy of the
first-seller approach, PG&E tends to reflect the thinking of various other parties that submitted
opening comments.
IV.  CONCLUSION

SCPPA continues to support a GHG regulatory program for the electric sector in which
regulated retail providers would be the point of regulation and GHG emission allowances would
be allocated to the retail providers for the benefit of the retail providers’ customers, with the
allocation of allowances being based upon recent pre-AB 32 actual experience emissions and
with the amount of allowances that are allocated to each retail provider for each successive
compliance period being reduced proportionately over time as necessary to achieve the AB 32
reduction goals as eventually established by the California Air Resources Board (“CARB”) for
the electric sector and for each retail provider by 2020. SCPPA also supports consideration of
the “flexible compliance mechanisms” that were envisioned by the CPUC in Decision (“D.”’) 06-
02-032, including allowance trading, banking, borrowing, and, to an appropriately limited extent,

offsets, and SCPPA recommends consideration of a“‘safety valve” that would provide a check on

300226001nap12170701 27



exorbitant allowance prices. However, with caveats as discussed below, SCPPA could also

support each of the three options for deferring trading as presented in the POR Ruling.
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