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BEFORE THE PUBLIC UTILITIES COMMISSION
AND THE CALIFORNIA ENERGY 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. (7-OIIP-01

SOUTHERN CALIFORNIA GENERATION COALITION
REPLY COMMENT ON
NATURAL GAS SECTOR POINT OF REGULATION ISSUES

In accordance with the Administrative Law Judge’s Ruling Requesting Comments on
Type and Point of Regulation Issues for the Natural Gas Sector (“Gas POR Ruling”) dated
November 28, 2007, and the Assigned Commissioner’s Ruling Modifying the Phase 2 Scoping
Memo and Updating the Phase 2 Schedule dated December 21, 2007, in the captioned
proceeding, the Southern California Generation Coalition (“SCGC”) respectfully submits this
reply comment. SCGC responds to various points raised in opening comments filed on
December 17, 2007, on natural gas point of regulation issues. In accordance with the Gas POR
Ruling, this reply comment is being submitted simultaneously to both the California Public
Utilities Commission (“CPUC”) and the California Energy Commission (“CEC”)} (jointly,
“CoMissions”).

The starting point for most of the opening comments was a paper entitled “Preliminary

Staff Recommendations for Treatment of Natural Gas Sector Greenhouse Gas Emissions” (“Staff
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Proposal”) that was attached to the July 12, 2007 Administrative Law Judges’ Ruling Regarding
Comments on Staff Natural Gas Proposal and Notice of Prehearing Conference. The Staff
explained that natural gas sector end-use combustion is an important contributor to total
California greenhouse gas (“GHG”) emissions. The natural gas sector excluding combustion for
electric generation (“EG”) was 13.87% of the 2004 statewide total (5.38% residential, 2.26%
commercial, 6.18% industrial, and 0.04% transportation). Staff Proposal at 7.

Given the substantial natural gas sector contribution to statewide GHG emissions, the
Staff proposed that if a cap-and-trade regime is established for California, the gas sector should
be a capped sector as well as the electricity sector. Staff Proposal at 15. However, the Staff
explained that there should not be double regulation. Emissions from gas combustion within
other GHG regulatory sectors should not be included in the gas sector. Thus, EG emissions that
are regulated as part of the electricity sector should be excluded from the gas sector. /bid at 16.
Likewise, emissions from large industrial facilities that are treated by the California Air
Resources Board (“CARB”) as individually regulated point sources should be excluded from the
gas sector, and emissions associated with natural gas usage for transportation in liquefied natural
gas (“LNG”) and compressed natural gas (“CNG”) vehicles should be included in the
transportation sector and excluded from the gas sector.

These important exclusions from the gas sector would leave, primarily, usage by
“millions of residential and commercial end users” in the gas sector. Ibid at 15. Insofar as
regulating the millions of residential and commercial points of combustion would be
“impractical,” the Staff proposed that the point of regulation for the natural gas sector should be

California gas distribution utilities. 7bid.
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The December 17, 2007 opening comments that were filed in response to the Gas POR
Ruling reflect consensus support for avoiding double regulation of EG, transportation, and
industrial point source emissions to tﬁe extent to which those emissions fall within other GHG
regulatory sectors. SCGC, likewise, supports the proposed exclusions. SCGC urges that the
Commissions and CARB to adopt the exclusions and, for the reasons discussed below, also adopt
a regulatory policy that the cost of attaining GHG emission reductions in a sector should be
contained within that sector and not be allowed to migrate to other sectors.

Although there is consensual support for avoiding double regulation of emissions, there
does not appear to be consensual support for the Staff recommendation that, if a cap-and-trade
program is established for California, the natural gas sector emissions should be treated similarly
to how electricity sector emissions are treated. Southern California Gas Company (*“SoCalGas”™),
San Diego Gas and Electric Company (“SDG&E”), and Pacific Gas and Electric Company
(“PG&E”) argue that even if the electric sector is subject to a cap on emissions and a cap-and-
trade regime, the gas sector should not be subject to a cap. In making their argument for the
natural gas sector to escape parallel treatment with the electric sector, the gas utilities fail to
recognize important GHG emission reduction measures that are available to the gas sector, and
they fail to recognize the need to include the gas sector in a cap-and-trade program if such a
program is established for the electric sector,

L. GHG EMISSION REDUCTION COSTS SHOULD BE CONTAINED WITHIN

SECTORS AND NOT BE PERMITTED TO MIGRATE FROM ONE SECTOR

TO ANOTHER.

GHG emission reduction costs that are incurred to reduce GHG emissions within a sector
should be contained within that sector and not permitted to migrate to other sectors. As the
Southern California Edison Company (“SCE”) urged: “[T]he CPUC should adopt regulations

that prevent the natural gas sector from unfairly allocating compliance costs to natural gas users
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that will also be subject to GHG regulation [as] part of different sectors.” SCE Opening
Comment at 3-4.

There is, for example, a danger that the cost of reducing GHG emissions in the
transportation sector will be imposed on gas and electric sector customers. Natural gas can serve
as a “substitute for higher-emitting petroleum transportation fuels....” PG&E Opening Comment
at 11. “Increased use of natural gas and transportation results directly in the reduction in
petroleum fuel consumption in contrast to what would otherwise be the case.” Clean Energy
Fuels Corporation (“Clean Energy”) Opening Comment at 2.

The Commission has pending before it proposals by SDG&E and SoCalGas to promote
the use of natural gas as a substitute for petroleum as a transportation fuel with the costs being
passed through to natural gas sector customers and to gas-fired electric generators that are in the
GHG electricity sector. SDG&E and SoCalGas propose, among other things, the following:

o Authority to ratebase natural gas vehicle (“NGV”) transportation fueling facilities
at government-owned sites.

) $1.5 million per year of incremental funding to construct NGV infrastructure,
including fueling facilities at government-owned sites, and to demonstrate small
scale liquefied natural gas (“LNG”) facilities.

. $1.75 million per year of incremental funding to expand NGV RD&D programs
to include demonstration at the San Pedro Bay Ports of hydrogen/compressed
natural gas (“hydrogen/CNG”) blend fueling station, study and demonstration of
the new Cummins ISL G heavy-duty natural gas engine, demonstration of
CNG/hybrid vehicle technology and development and optimization of natural gas
engines and chassis design for medium-duty fleet vehicles.

. $3.0 million per year of incremental NGV funding to expand customer education
and information programs.

SDG&E/SoCalGas Application 07-08-031 at IV-1 - IV-2 (August 31, 2007). SDG&E and

SoCalGas propose to record the cost of these and other programs in a new Climate Action
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Initiative Balancing Account (“CAIBA”) for recovery on an equal percent of marginal cost
(“EPMC”) basis from SoCalGas and SDG&E customers. Ibid at VII-5.

The cost of GHG emission reduction measures that benefit one sector, in this instance the
transportation sector, should not be spread to other sectors. SCGC joins SCE in recommending
that the CPUC adopt rules that could prevent the sort of cross-subsidization of one GHG
regulatory sector by another GHG regulatory sector as would occur under the SDG&E and
SoCalGas proposals in A.07-08-031. Further, SCGC urges the Commissions to recommend to
CARB that it adopt a policy against inter-sector cross-subsidization of GHG emission reduction
costs.

Additionally, gas-sector costs should not be allowed to migrate to other sectors by
moving the point of regulation upstream from the California gas utilities. El Paso Natural Gas
Company and Mojave Pipeline Company (jointly, “El Paso™) explain that moving the point of
regulation upstream to interstate pipelines “creates a carbon tax on the end users, effectively
increasing [natural gas] prices.” El Paso Opening Comment, Att. 2 at 14. If an interstate
pipeline were made a point of regulation and were required to buy allowances, the impact on the

price of gas as delivered by the pipeline would be substantial:

‘ $Tonne CO, Natural Gas (SMMBtu)
mo $0.53

$20 $1.06

$30 $1.60

$40 $2.13

$50 $2.66

El Paso Ibid at 18.
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This change in gas prices that would occur if upstieam entities were made a point of
regulation for the gas sector should be avoided. First, the increase in the price of gas costs
would apply to gas-consuming entities in the electricity and transportation sectors as well as in
the gas sector. Thus, “internalizing” GHG emission costs in the price of gas would impose costs
on other sectors. Second, the adopted measures would be ineffective. As El Paso explained:
“Past experience has shown that increased fuel prices are not sufficient to trigger large efficiency
increases.” Ibid at 9. El Paso explained further:

The upstream point of regulation theory assumes that: (1)
compliance costs incurred by the upstream regulated or covered
entity will be smoothly transmitted through the natural gas value
chain; and (2) appropriate price signals are transmitted to
downstream users to facilitate changes in emissions profile and
behavior. While theoretically this may be true, the practical
regulatory, legal and technical hurdles may hinder past through of
compliance costs downstream and make cause an insufficient price
signal to downstream customers to promote fundamental changes
in their emissions profile....

Ibid at 11. Third, any attempt by California to make upstream entities such as interstate

pipelines a point of regulation would be an unlawful intrusion upon federal jurisdiction. /bid at

32; Indicated Producers Opening Comment at 10-12.

II. NATURAL GAS-RELATED EMISSIONS SHOULD BE TREATED IN A
MANNER SIMILAR TO THE TREATMENT OF ELECTRICITY-RELATED
EMISSIONS.

The CPUC Staff recommended that “natural gas-related emissions be treated in a manner
similar to the treatment of electricity-related emissions....” Staff Proposal at 15. PG&E,
SoCalGas, and SDG&E disagree. They argue that GHG emission reduction opportunities are
available in the electricity sector but are not available in the natural gas sector. Their argument is

wrong and, furthermore, implicitly contradicts their contention that the “first-seller” approach

should be adopted for establishing the point of regulation in the electricity sector. Additionally,
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the gas utilities ignore important reasons for establishing parallel treatment for the gas and
electricity sectors as proposed by the CPUC Staff.
A, The Gas Utilities Err in Arguing Against Parallel Treatment for the Gas and

Electric Sectors on the Basis that There Are Limited Opportunities for GHG
Emission Reductions in the Gas Sector.

PG&E, SDG&E, and SoCalGas contend that even if a cap-and-trade regime is established
for the electricity sector, there should be no parallel treatment of the natural gas sector. The gas
utilities agree with the CPUC Staff that large end-users of natural gas should be left out of the
gas sector, leaving usage by smaller customers in the gas sector. However, the gas utilities
contend that for those small customers “emission reduction opportunities... are more limited”
than for the larger customers that are in other sectors. PG&E Opening Comment at 2. They
contend that the “bulk of [natural gas sector savings by smaller customers] can be achieved
through a well-integrated set of programmatic measures directed at small customer natural gas
consumption, which would include state appliance and building efficiency codes and standards,
complementary utility energy efficiency programs, and possibly a point of sale efficiency
program.” Ibid at 3. PG&E argues: “Apart from these efficiency improvements, there appears
to be very limited cost-effective opportunities for other, lower carbon fuels to substitute for small
customer natural gas consumption.” /bid.

In fact, contrary to PG&E, there are other opportunities for gas-sector emission
reductions by small gas consumers beyond energy efficiency. Just as electric sector emissions
can be reduced by a combination of energy efficiency and the addition of renewable generation
resources, natural gas consumption can be reduced by a combination of energy efficiency and
renewable resources. As noted by the Natural Resources Defense Council (“NRDC”) and Union
of Concerned Scientists (“UCS”), gas sector emissions can be obtained by “encouraging use of

biomethane [and] encouraging use of solar water and space heating,” in addition to expanding
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existing efficiency programs and tightening building and appliance standards. NRDC Opening
Comment at 7-8.

This year, Assembly Bill (“AB”) 1470 became effective to promote the use of solar
thermal water and space heating by providing $250 million of incentives for the installation of
200,000 solar water heating systems. Solar water heating systems “can reduce residential natural
gas consumption between 30 and 75 percent. Commercial systems would also yield similar
results.” California Solar Energy Industries Association (“CSEIA™) Opening Comments at 4. It
is simply false that energy efficiency is the only tool in the gas utilities’” shed for attaining natural
gas sector GHG emission reductions.

It is ironic that PG&E and SDG&E, suggest that opportunities for attaining GHG
emission reductions on the gas side would actually be less than on the electric side. On the
electric side, both PG&E and SDG&E have staunchly supported adoption of the “first-seller”
approach to point of regulation. Under that approach, in-state generators and importers of
electricity would be the point of regulation. However, neither generators nor importers would
have available to them energy efficiency or a shift to renewable resources as tools to obtain GHG
emission reductions. If in-state generators and importers were the point of regulation, their only
option to reducing GHG emissions would be to improve their heat rates at their generation
facilities. Only if retail providers of electricity are made the point of regulation in the electricity
sector would all of the tools that are cited by PG&E be available to the entities that are

designated as the points of regulation.
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B. If a Cap-and-Trade Regime Were Imposed on the Electricity Sector, a
Similar Regime Should be Imposed on the Natural Gas Sector to Avoid an
Inequitable Allocation of the GHG Emission Reduction Burden Among
Sectors.

If a cap-and-trade regime were imposed on the electricity sector, a similar regime should
be imposed on the natural gas sector with the gas utilities being the point of regulation, as
recommended in the Staff Proposal. “The natural gas sector should be regulated to the same
extent that other sectors will be regulated in order to ensure the reduction of GHG emissions.”
SCE Opening Comment at 3. Capping both sectors will ensure that the gas sector takes an
appropriate share of the responsibility for reducing GHG emissions: “It is important for all
sectors to take responsibility for their emissions.” Sacramento Municipal Utility District
(“SMUD”) Opening Comment at 1-2.

If a hard cap were established for the electricity sector but not for the gas sector, there
would be a potential for a disproportionately high percentage of emission reductions to be sought
from the electric sector, with the gas utilities that would be the points of regulation in the gas
sector getting more lenient treatment. If a cap-and-trade regime is imposed in the electric sector,
the same should be imposed on the gas sector in the interest of maintaining inter-sector equity:
“To ensure consistency of treatment among various sectors of the California economy, and in
particular the energy sectors, staff recommends that natural gas-related emissions be freated in a
manner similar to the treatment of electricity-related emissions in the final approach adopted by
ARB.” Staff Proposal at 15.

C. If a Cap-and-Trade Regime Is Established for the Electricity Sector, a

Similar Regime Should Be Established for the Natural Gas Sector to
Enhance the Liquidity of the Market for GHG Emission Allowances.

Stakeholders have been concerned about the market manipulation and abuse that can

result from instituting a cap-and-trade system, particularly if a cap-and-trade system were
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adopted exclusively for the electricity sector. The Los Angeles Department of Water and Power
(“LADWP”), for example, worries about whether a cap-and-trade market for emission

-allowances would be “robust enough... to resist the influence of market power and/or
manipulation, gaming and other potentially negative impacts that would have serious
implications for electric sector, particularly system reliability and price volatility.” LADWP
Opening Comments on Electric Point of Regulation Issues at 5-6 (Dec. 3, 2007). LADWP urges
that a key principle that “should be included in the evaluation of a GHG emission reduction
program is the prevention/protection against market manipulation and gaming in emission
trading.” Ibid at 10.

Enhancing market liquidity is an important measure that can be taken to reduce the
potential for market abuse. Including the natural gas sector as well as the electric sector in a cap-
and-trade regime would add both emission allowances and players to the carbon market. “More
emissions and more players mean greater liquidity, which enhances market operation.” Indicated
Producers Opening Comment at 5. Thus, if the Commission decides to adopt a cap-and-trade
scheme for the electric sector, it should also do so for the gas sector.

Even PG&E recognizes that market liquidity would be enhanced by including both
electric sector and the gas sector in a cap-and-trade regime, although PG&E seems to be more
concerned about illiquidity if there were a gas-only cap-and-trade market rather than an electric-
only market:

If the electricity sector is not included in the California cap-and-
trade system, then the natural gas sector should also be left out of
any cap-and-trade system. Without participation by the electric
sector, it is unclear how a broad and liquid California market could

be implemented. Without this, the market could be thin and
allowance prices high and volatile.

PG&E Opening Comment at 17.

300216001nap01080801 10



PG&E admits that if a cap-and-trade regime were established, market liquidity could be
enhanced by including both the gas sector and the electric sector in the cap-and-trade market
because there is diversity between gas usage that is covered by the gas sector and usage in the
electricity and industrial point usage sectors:

[F]luctuations in residential and small commercial natural gas use
are generally driven by cold winters, which is different than what
drives short-term variations in electricity demand, and likely to be
different than what drives short-term variations in electricity
demand, and likely to be different than what drives short-term

variations in demand by large natural gas customers (such as oil
refineries), as well as the cement and transportation sectors.

Ibid at 3.

Thus, if a cap-and-trade regime is to be established, there should be parallel treatment of
the gas and electric sectors to enhance liquidity of the resulting GHG emission allowance
market. Of course, if the establishment of a cap-and-trade program is deferred until
implementation of a regional or national program, these concerns about market liquidity are
eliminated.

III. CONCLUSION.

For the reasons set forth above, SCGC urges the CPUC to adopt a rule in this proceeding

that can be applied in other proceedings such as SDG&E/SoCalGas, A.07-08-031, against inter-

sector migration of GHG emission reduction costs, and SCGC urges the Commissions to
recommend that CARB adopt a policy against inter-sector cross-subsidization. Further, if the

Commissions are to propose a cap-and-trade system for the electric or gas sectors, SCGC
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recommends that the Commissions maintain parallel treatment of the two sectors in the interest

of inter-sector equity and to enhance the liquidity of the resulting market for GHG emission

allowances.

Respectfully submitted,

/s/ Norman A. Pedersen

Norman A. Pedersen, Esq.

HANNA AND MORTON LLP

444 South Flower Street, Suite 1500
Los Angeles, California 90071-2916
Telephone: (213) 430-2510
Facsimile: (213)623-3379
E-mail: npedersen@hanmor.com

Attorney for the SOUTHERN CALIFORNIA

GENERATION COALITION
Dated: January 8, 2008
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