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I.15
INTRODUCTION AND BACKGROUND TO REPLY COMMENTS 16

 Pursuant to the April 16th Ruling issued by ALJ TerKeurst and ALJ Lakritz, San Diego 17

Gas & Electric Company (“SDG&E”) and Southern California Gas Company (“SoCalGas”) 18

(collectively referred to hereafter as “Sempra Energy Utilities” or “SEU”) herein provide their 19

reply comments addressing allowance allocation policy, E3 modeling results, and the May 2, 20

2008 workshop on programmatic measures to reduce emissions in the electricity and natural gas 21

sectors.  Thirty five sets of opening comments were received, some over 100 pages long.  Given 22

the size of the opening comments and the short turn around time for replies, SEU’s reply 23

comments of necessity cannot respond to all points raised, and silence on any issue should not be 24

interpreted as agreement.  SEU’s reply comments are organized in the same order as opening 25

comment; thus issues raised in the original ruling and workshop are addressed in Section II, 26

below.  In response to the Joint ALJ ruling issued on May 1, 2008 asking that parties’ comments 27

on the joint staff paper regarding treatment of Combined Heat and Power (“CHP”) facilities 28



218900  - 2 -

under AB 32 be addressed in the comments due on May 27, 2008 SEU’s reply comments on 29

CHP issues are set forth in Section III of these comments.  On May 6, 2008 ALJs TerKeurst and 30

Lakritz issued a ruling on flexible compliance mechanisms; reply comments on these issues are 31

in Section IV below.  Finally, on May 13, 2008 ALJs TerKeurst and Lakritz issued a ruling on 32

emission reduction measures, modeling, and other issues.  SEU’s reply comments on these issues 33

are set forth in Section V below.34

 SEU appreciates the opportunity to submit Reply Comments.  In essence, these Reply 35

comments, as well as our initial comments, are intended to protect our ratepayers from 36

unnecessary cost increases while promoting effective GHG reduction measures.  As such, SEU 37

believes that AB32 should be structured in a way that maximizes flexibility to utilize the most 38

cost effective emission reduction measures available.  This minimizes cost increases for our 39

customers, and would minimize the strain on the California economy.  In addition, allowances 40

should also be allocated on a MW output basis rather on the basis of historical emissions.  This is 41

because emission-based allocation fails to recognize prior expenditures that have reduced 42

emissions and, as such, would lead to a transfer of wealth from low emitters who have already 43

expended significant funds in reducing their emissions to higher emitters that have not incurred 44

these costs.   45

 IOUs and their customers have expended significant sums of money over the past decade 46

on programs and activities that have had the effect of reducing their emissions to levels far below 47

those of many of the state's Publicly Owned Utilities (POUs).  These efforts should be rewarded, 48

and not punished under AB32.  California's greenhouse gas legislation should be implemented in 49

a manner that fully recognizes and accounts for these prior actions, makes the actual cost of 50

emissions clear to emitters, maximizes incentives to enter the market with lower emissions and 51

maximizes the savings that would be realized by high emitters through emission reducing 52

activities.  SEU’s positions are summarized below for convenience: 53

Emission Allocation: SEU supports free allocation directly to Load Serving Entities (“LSEs”) 54

on an output basis, with appropriate measures to ensure that allowances are made available to 55

the market on a non-discriminatory basis.  The proposal is equivalent to an auction approach 56

with Auction Revenue Rights (“ARRs”) based on a sales basis (using the terminology of the 57

Staff Paper on Options for Allocation of GHG Allowances in the Electric Sector) .   58

CHP Issues: SEU supports encouraging the increased efficiency that can occur with 59
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appropriately placed and sized CHP applications.  If there is increased efficiency, it translates 60

directly into Greenhouse Gas (“GHG”) reductions.  SEU supports efficient CHP but does not 61

support it being mandated.  CHP by necessity must be split into an electricity component and a 62

thermal component based on the California Air Resources Board (“ARB”) mandatory reporting 63

requirements in order to provide equal treatment to in-state and out-of-state CHP facilities.  SEU 64

supports the methodology for splitting GHG emissions set forth in the Air Resources Board 65

mandatory reporting regulations.  Given the split, the electricity portion should be part of the 66

electricity sector and the thermal/mechanical component part of the appropriate sector (industrial 67

or natural gas) depending on the size of the facility.68

Flexible Compliance:  Reducing GHGs is a long-term proposition; there are no “hot spot” 69

impacts as with criteria pollutants, so flexibility causes no problems with attaining the long-term 70

goals.  Electricity is unique in that it cannot be cost effectively be stored and LSEs go to great 71

lengths to ensure reliability of electricity delivery, so flexibility is essential.  Therefore, flexible 72

compliance mechanisms that avoid short-term price spikes and eliminate potential reliability 73

problems with no long-term impact on GHG reduction should be encouraged.  74

Emission Reduction and Modeling: The E3 model is large and complex; therefore SEU 75

believes that there needs to be adequate time allowed in which to verify the model and test 76

sensitivities prior to relying on results of the model for purposes of determining the cost of 77

GHG reductions on LSEs.78

II.79
REPLY COMMENTS - EMISSION ALLOCATION METHODS AND POLICIES 80

81

The April 16, 2008 ruling asked parties to address the following specific questions182

related to emission allocation methods and policies.  SEU’s reply comments on these issues 83

are organized in the same order.  SEU does not see any changes necessary in its proposal 84

(repeated below for convenience of the reader) as a result of review of the comments filed 85

June 2, 2008. The proposal for allocation is similar to NRDC/UCS proposal (excluding the 86

                                                          
1 For ease of reference, questions related to emission allowances have been assigned a prefix EA (example: EA-1); 
questions related to combined heat and power have been assigned a prefix CHP (example: CHP-1); questions related 
to flexible compliance mechanisms have been assigned a prefix FC (example: FC-1), and questions from the ruling 
on emission reduction measures, modeling and other issues have been assigned a prefix ER (example: ER-1). 



218900  - 4 -

use it or lose it aspect of the NRDC proposal)2, though worded differently.  Parties concerned 87

about an unfair advantage for LSEs with generation fail to note the phrase, “with appropriate 88

measures to ensure that allowances are made available to the market on a non-discriminatory 89

basis.”90

SEU position:  SEU supports free allocation directly to LSEs on an output basis, with 91

appropriate measures to ensure that allowances are made available to the market on a non-92

discriminatory basis.  This is equivalent to an auction approach with Auction Revenue Rights 93

(“ARRs”) based on a sales basis.  The output (sales) would be updated at regular intervals 94

such the beginning of each compliance period, and would be adjusted for cumulative Energy 95

Efficiency (“EE”) savings.  SEU would support treating on-site use of CHP generation as an 96

LSE in the electric sector, and would support LSEs making allowances available on an output 97

basis to generators supplying the LSE on a fixed price basis under contracts signed prior to 98

AB 32 that do not contemplate a GHG market.    99

 SEU notes that proposals by other parties may have severe rate impacts; regulators 100

need to pay close attention to such outcomes.  Just as a single data point on this important 101

issue, one alternative modeling scenario presented by NRDC (“Scenario NRDC/UCS 3i”) 102

would result in SDG&E’s system average electric rates in 2020 increasing by over 4 103

cents/kwh.  This is an unacceptable rate impact for greenhouse gas mitigation.3  While 104

NRDC does not have a single preferred approach and thus is not supporting this scenario 105

above all others, it does illustrate that the CPUC must be mindful of rate and cost impacts 106

when it makes recommendations to the ARB.       107

                                                          
2 SEU believes the NRDC/UCS proposal for “use it or lose it” is well intentioned but would be impractical to 
implement.  It would be hampered by specific rules for carry-over spending of various programs, and arguments 
over how much of the capital dollars for ratebased investments in renewables, PV, DR, and CHP should be counted 
for GHG reduction versus electric supply. And questions about partial compensation for early action spending in 
2007-2011.  Further, would there be consideration for the higher costs electric ratepayers incur through mandates 
such as more stringent appliance standards that may be imposed under AB 32. 
3 “Scenario NRDC/UCS 3i”; see NRDC Comments, Attachment A, scenario 3i, p. 3. 
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EA-3.  Does any of the allowance allocation options discussed in the staff paper, or in 108
the articles attached to the staff paper, or in your opening comments, raise legal concerns 109
about whether they involve the levying of a tax and, therefore, would require approval by a 110
two-thirds vote of the Legislature? If so, please explain why that allocation option(s) is 111
taxation, including citations to specific relevant legal authorities. Also, explain if and, if so, 112
how, the allocation option(s) could be modified to avoid such legal concerns. 113

114

  As noted in SEU’s opening comments, the California Constitution, Article XIIIA 115

currently requires a 2/3 vote of any changes in state taxes enacted for the purpose of increasing 116

revenues, including by changes in methods of computation.  Notably, the pure auction option 117

with no revenue return could be challenged as a new tax, if it was adopted to implement AB 32, 118

and if funds from the auction were placed in the State’s General Fund.   119

 NRDC’s comments (at p. 20) agree on this point: 120

“The Staff Report suggests that the “pure” auction option would mean none of the 121
auction revenue would be returned to the electricity sector. Not only is this inconsistent 122
with the Commissions’ joint recommendations in D.08-03-018, as discussed above, but it 123
could also raise concerns about the levying of a tax, which is not authorized by AB 32 124
and would require approval by a two-thirds vote of the Legislature. If auction funds are 125
directed to the General Fund to be used for any purpose, then they would be considered a 126
tax.” (citations omitted) 127

128

SEU is in agreement with NRDC’s next point, regarding the appropriate use of auction revenues: 129

In order to avoid being considered a tax, revenue from fees must be used for 130
purposes that are reasonably related to the purposes of the statute.4 In this case, auction 131
revenues must be used to further the goals of AB 32. The safest course would be to use 132
all auction revenue to further the goals of AB 32, and, if there is a multi-sector cap and 133
trade program, to use a majority of the auction revenues from the electricity sector to 134
benefit electricity consumers and to spur changes in the electricity sector that further the 135
goals of AB 32. Id at 20-21.136

137

                                                          
4 Sinclair Paint Co. v. State Bd. of Equalization (1997) 15 Cal.4th 866, 881 (citing San Diego Gas & 
Electric v. San Diego County Air Pollution Control District (1988) 203 Cal.App.3d 1132, 1146). 
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EA-5.  For reply comments: Do any of the allowance allocation options discussed in other 138
parties’ opening comments raise concerns under the Dormant Commerce Clause? If so, 139
please explain why that option(s) may violate the Commerce Clause, including citations to 140
specific relevant legal authorities. Also, explain if and, if so, how the allocation option(s) 141
could be modified to avoid the Commerce Clause problem. 142

 The allowance allocation options addressed in opening comments, as long as they are 143

tied to a deliverer point of regulation would only regulate electricity that is generated in, or 144

delivered for consumption in, California.  Such a regulatory scheme would not regulate any 145

commerce that occurs totally outside of California, and would not regulate extraterritorially in 146

violation of the Commerce Clause.  SEU notes that some parties continue to raise what are now 147

collateral challenges to the deliverer point of regulation; if any consideration is given to such 148

notions it must be remembered that other approaches to the point of regulation could well raise 149

challenges as being in violation of the Commerce Clause . 150

EA-6.  For reply comments: Do any of the options discussed in other parties’ opening 151
comments raise legal concerns about whether they involve the levying of a tax and, 152
therefore, would require approval by a two-thirds vote of the Legislature? If so, please 153
explain why that allocation option(s) is taxation, including citations to specific relevant legal 154
authorities. Also, explain if and, if so, how, the allocation option(s) could be modified to 155
avoid such legal concerns. 156

 As noted above, the collection of auction revenues by the State could be 157

challenged as the levying of a tax if those funds were treated as general funds. 158

EA-7.  For reply comments: Do any of the allowance allocation options discussed in other 159
parties’ opening comments raise any other legal concerns? If so, please explain in full with 160
citations to specific relevant legal authorities. Also, explain if and, if so, how the allocation 161
option could be modified to avoid such legal concerns. 162

 See response to EA-5, above. 163

EA-9.  Please address the effect that each of the allowance allocation options discussed in the 164
staff paper, or in the articles attached to the staff paper, or in your own or other parties’ 165
opening comments, would have on economic efficiency in the economy, and the economic 166
incentives that each option would create for market participants. 167

 SEU’s comments filed June 2, 2008 address other parties’ proposals, as well as the Staff 168

proposals, and are reiterated below in reply to other parties: 169

170
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SEU’s comments in reply to proposals by IEP, Calpine, Dynegy, Pacificorp and others 171
to administratively allocate allowances to first delivers on a historical emission basis; 172
and parties such as LADWP and SCAPPA that would allocate allowances to LSEs, but 173
on an historical emission basis.174

175
 Any allocation of allowances based on historical emissions fails to reflect the costs 176

imposed on society by first deliverers that have higher GHG emissions and fails to allocate the 177

actual market value associated with lower emissions to first deliverers that have lower emission 178

profiles.  This runs counter to the public policies embraced in AB32 and the statutory directives 179

noted in response to SEU’s initial comments in response to Question EA- 3 to recognize early 180

action.181

 On the other hand, auctions and output based allocation methods both recognize and 182

reflect the full economic cost/value associated with GHG emissions.  From that perspective, they 183

both make economic sense.  An auction tends to have the highest upward impact on electricity 184

rates, and as such would only be of value to LSE customers to the extent auction revenues are 185

allocated to LSEs.  To the extent these revenues are not on a fuel neutral basis, however, such an 186

allocation methodology would fail to impose on LSEs that have high procurement-related 187

emissions, the actual costs associated with their emissions while failing to compensate customers 188

of lower emitting utilities for the costs they have previously incurred, and will continue 189

incurring, to maintain their lower emission levels.  To the extent that auction revenues are not 190

allocated to LSEs on a fuel neutral sales basis, they should be directed to research and 191

development activities that are likely to result in future reductions in electricity-related emissions 192

and costs.193

 Any allocation of auction revenues based on historical emissions would have the effect of 194

rewarding LSEs who delayed reducing their GHG emissions and punishing customers of LSEs 195

that have already incurred significant costs implementing programs and strategies that reduced 196

their emissions.  The inequity would result from the fact that, in general, low-emitting LSE rates 197

are higher than those of the higher emitting LSEs, in part as a result of these early actions.  Thus, 198

it is clear that the higher emitting LSEs have the “headroom” in rates necessary to incur costs 199
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similar to those that have already been realized by the lower emitting LSEs in reducing their 200

emissions.  This current disparity in rates and emissions is graphically illustrated below5:201
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all emitters are made on the basis of the actual costs associated with their emissions. 229

 Finally, annual updates of output may introduce some inefficiency by creating incentives 230

to increase sales.  In the SEU proposal, sales are adjusted at set intervals and with adjustment for 231

energy efficiency; these two factors reduce any potential inefficiency while adjusting to account 232

for higher growth in some areas as opposed to other areas. 233

234
SEU’s reply to allocation of allowances to deliverers on an on a fuel-specific basis such 235
as the proposals of SCE and SMUD.  236

237
 Allocation on a fuel-specific basis fails to impose on first deliverers the actual costs 238

associated with the emission attributes of the sources for the energy they are delivering while 239

minimizing incentives for them to deliver lower emitting resources.  In effect, this kind of 240

mechanism would eliminate any near-term incentive for deliverers from lower than average 241

emitting coal resources to change to a lower emitting resource.  In comparison, an allocation 242

based on fuel neutral MW output would maximize incentives for first deliverers of ALL high 243

emitting resources to reduce their emissions.  It makes no sense, when the overall goal is to 244

minimize carbon emissions, to adopt a cap and trade program that would impose greater costs on 245

lower emitting resources than higher emitting resources.  This clearly fails to accurately allocate 246

the costs attributable to GHG emissions to first deliverers and leads to perverse incentives, 247

counter to the overall GHG emission reduction goals behind AB32.248

 Consider a hypothetical situation involving a first deliverer delivering a higher than 249

average emitting natural gas combined cycle facility with emissions of 1100 lbs/MWh and 250

another first deliverer transporting the output of a lower than average coal-fired generation 251

facility with emissions of 1500 lbs/MWh. Under a fuel-specific allowance allocation market 252

design, the costs imposed on the first deliverer transporting the dirtier generation source would 253

be less than the costs imposed on the first deliverer transporting the lower emitting resource.  254

This is contrary to the intent and directives of AB32.  At the same time, deliverers of zero 255

emitting resources that might have a higher capital cost and for which incentives should be 256

maximized would be deprived of part of the value associated with the lower emissions 257

attributable to the energy it delivers.  If GHG emissions impose a cost on society, the actual costs 258

of GHG emissions should be imposed on market participants in a way that accurately reflects 259

these costs.  The costs of GHG emissions do not depend on what fuel formed the source for the 260
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emissions. As a result GHG regulation should not distinguish cost or value on this basis.  Any 261

GHG regulation that fails to accurately allocate the costs of GHG emissions on market 262

participants will lead to economically inefficient decisions by market participants. 263

 California now has an opportunity to reward those that enter the market with zero 264

emissions, or extremely low emissions.  To fail to take advantage of these kinds of opportunities 265

would be a mistake, and minimize incentives to enter the market with low emissions and/or to 266

reduce high emission profiles that may already exist. 267

268
SEU’s reply to proposals of NCPA, NRDC/UCS and others to auction allowances and 269
return the revenue to LSEs for GHG reduction efforts.  270

 For the reasons identified above, any cap and trade program should be implemented on a 271

fuel neutral basis.  An auction could have many of the beneficial features of a fuel-neutral 272

allowance allocation regime in terms of maximizing incentives for high emitters to reduce their 273

emissions, but allocating the majority of revenues to LSEs on the basis of historical emissions 274

would eliminate these benefits, and maximize adverse rate impacts for customers of low emitting 275

LSEs.  This would be inequitable and make little economic sense in light of the state’s policy 276

objectives.    For these reasons a cap and trade program with fuel neutral MW output-based 277

allowance allocation to LSEs would maximize incentives to reduce emissions while minimizing 278

adverse rate impacts to electricity consumers.  279

Use Of Auction Revenues280

EA-10.  Describe in detail the method you prefer for returning auction revenues to 281
benefit electricity consumers in California. In addition to your282
recommendation, comment on the pros and cons of each method listed above, 283
especially regarding the benefit to electricity consumers, impact on GHG emissions, 284
and impact on consumption of electricity by consumers.285

 SEU’s proposal for use of the revenues to offset LSE existing and future GHG spending 286

is a close variation of the NRDC/UCS proposal and also TURN’s proposal.  All or almost all 287

auction revenues should be allocated to LSEs on a fuel-neutral MW output basis to maximize 288

incentives to reduce emissions, and avoid punishing early actions.  Auction revenues that are not 289

allocated to LSEs in this manner should be allocated to research and development activities that 290
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demonstrate substantial promise as potential opportunities to reduce future emissions and costs 291

associated with meeting electricity needs in the future.  292

EA-11.  If auction revenues are used to augment investments in energy efficiency and 293
renewable power, how much of the auction proceeds should be dedicated to this purpose? 294

 Assuming allowances are allocated to LSEs on a fuel-neutral MW output basis, then 100 295

percent of the revenue that would be coming to LSEs could pay for existing EE programs and 296

renewables procurement already contained within rates and any new mandated ARB emission 297

reduction measures.  EE spending or renewables procurement should not be tied to auction 298

proceeds; decisions should be independently made based on regulatory approvals and the market 299

price of carbon.300

EA-12.  If auction revenues are used to maintain affordable rates, should the revenues be 301
used to lower retail providers’ overall revenue requirements, returned to electricity 302
consumers directly through a refund, used to provide targeted rate relief to low-income 303
consumers, or used in some other manner? Describe your preferred option in detail. In 304
addition to your recommendation, comment on the pros and cons of each method identified 305
for maintaining reasonable rates. 306

 Auction revenues returned to utilities should be used to reduce overall revenue 307

requirements.  This is preferred as compared to a refund (as supported by comments by WPTF) 308

or a program designed to provide low income ratepayer relief.  Refunds are expensive to 309

administer and unnecessarily complex for this purpose.  In SEU’s case, all ratepayers paid for 310

early GHG reduction measures and all ratepayers will participate in paying for currently 311

mandated GHG reduction measures, so all ratepayers should share in the benefit of the 312

allowances allocated to the LSEs (or any auction revenues rights that come back). By reducing 313

overall revenue requirements, flexibility to allocate allowance sale revenues (or ARRs) to pay for 314

existing GHG measures, or to benefit one rate classification or another can be maintained.  There 315

is no need to resolve detailed cost allocation issues immediately, and the proper resolution may 316

vary depending on the LSE in question.   317

EA-13.  If you prefer a combination of methods for returning auction revenues, describe 318
your preferred combination in detail. 319

 All or at least a vast majority of revenues from allowances allocated to LSEs on a 320

fuel-neutral MW output basis (or funds from auction revenue rights) should be used to fund 321
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GHG reductions of mandatory measures and to off-set rate impacts.  The remainder of the 322

allowances or ARRs should be allocated to research and development activities related to 323

low emitting technologies that would help to off-set the cost, reliability, and other impacts 324

to electric customers of GHG regulation.   325

III.326
REPLY COMMENTS ON CHP ISSUES 327

SEU has not revised its position on CHP based on the June 2 comments. Most parties were in 328

agreement that efficient CHP should be encouraged.  However, SEU notes that several parties 329

advocated the elimination of standby charges, nonbypassable charges, and departing load 330

charges for CHP.  The CPUC does not lightly establish nonbypassable charges; nor should it 331

lightly eliminate them.  SEU believes that these charges were implemented reasonably and in 332

order to effectuate necessary cost causation principles, and accordingly they should not be 333

eliminated without case-by-case consideration of the resulting cost outcomes in light of the 334

benefits sought, as well as other related issues.  SEU disagrees that actual costs imposed on the 335

system by the CHP unit, such as standby charges, are a “market barrier.”   336

Summary of SEU’s positions on CHP issues6337

How CHP should be treated under the AB 32 framework:  SEU fully supports encouraging the 338

increased efficiency that can occur with appropriately placed and sized CHP applications.  If 339

there is increased efficiency, it translates directly into GHG reductions.  Efficient CHP should 340

be encouraged – but not mandated as an emission reduction measure.  CHP by necessity must be 341

split into an electricity component and a thermal component based on the ARB mandatory 342

reporting requirements in order to provide equal treatment to in-state and out-of-state CHP 343

facilities.  Out-of-state CHP (such as Yuma Cogeneration which supplies energy to SDG&E) 344

will only be impacted by AB 32 for the electric portion of its output. Separating the electric and 345

thermal/mechanical components will allow for equal treatment of the electricity produced. 346

Given the split of these components, the electricity portion should be part of the electricity 347

sector and the thermal/mechanical component should be part of the appropriate sector (industrial 348

                                                          
6 For detailed positions and responses to questions posed in various rulings, SEU refers the reader to its initial 
comment.   
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or natural gas) depending on the size of the facility.  Under the AB 32 framework, it is 349

important to treat on-site use of electricity equally with electricity purchased from the grid so as 350

to not create artificial disincentives to the development of CHP.  351

Whether CHP should be considered a potential emission reduction measure:  It is not clear what 352

being designated an “emission reduction measures” would mean for efficient CHP.  “Emission 353

reduction measures” are defined in AB 32 and have generally been discussed as mandatory 354

measures adopted by the ARB in regulations.  See Health & Safety Code section 38562(a). Our 355

comments below, with respect to CHP, are predicated on the interpretation that “emission 356

reduction measures” is synonymous with mandated measures. It will be difficult to consider 357

CHP as a potential emission reduction measure under this definition.  Further, CHP applications 358

vary greatly as to size, technology, fuel, efficiency and location.  Given the unique 359

characteristics of CHP applications, an across-the-board determination cannot be made 360

concerning emission reductions.  However, SEU does recognize CHP as a very useful efficiency 361

measure that deserves encouragement in most cases.  Emission reductions from CHP installation 362

should be treated the same as any other emission reduction that may be recognized under AB32.  363

An appropriately designed carbon market should provide the appropriate price signals to 364

encourage the future development of efficient CHP.  Since carbon price will be contained in 365

purchased energy price, and installation of efficient CHP should provide a net reduction in 366

carbon costs, there will be an additional income stream for the owner of the CHP facility to 367

encourage development of CHP.   For these reasons, SEU does not support defining CHP as an 368

emission reduction measure under AB32, but does support policies designed to encourage 369

efficient, GHG-reducing CHP.370

371

IV.372
REPLY COMMENTS ON FLEXIBLE COMPLIANCE MECHANISMS 373

374

 In the past, California’s environmental regulatory schemes have been supported with 375

proven technology or alternative procedures to reduce the emissions air pollutants.  Although 376

some greenhouse emissions can be reduced or eliminated through maintenance, recycling, fuel 377

substitution or other management methods, no technologies exist to control combustion-related 378

carbon dioxide emissions.  Accompanying the lack of emission control technical solutions, are 379
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limited short-term options available to meet the challenge of an annual AB 32 emission cap.  380

Since the greenhouse gas emission reduction requirements are long-term goals driven by the 381

cumulative GHG in the atmosphere and there are few short-term control measures, the more 382

flexibility the regulations allow, the greater the opportunity to achieve long-term reductions in 383

the most cost-effective manner possible without creating short-term electricity reliability issues.  384

 It is important that the regulations contain flexible compliance mechanisms to avoid 385

short-term electricity market price volatility and a repeat of the energy crisis. The characteristics 386

of the electricity sector are unique, making the carbon market susceptible to price spikes. Since 387

the demand for allowances by electric generators is highly inelastic (since electric generators can 388

pass on the cost in the market price) and the supply of allowances in the electric sector is also 389

highly inelastic in the short-term (most supply increases will come from long-term investment 390

decisions to increase efficiency or new lower GHG emitting electric generation resources), prices 391

will be volatile without flexible compliance. 392

 Flexible compliance mechanisms for consideration should include a safety-valve 393

mechanism (e.g. allowance price trigger or price ceiling, offramps, etc), sufficient offsets to meet 394

market demand, multi-year compliance periods, banking excess allowances, and limited 395

borrowing against future allocations. 396

 A multi-sector cap and trade program with the use of offsets will allow resources to 397

capture opportunities realized by others at an efficient and requisite cost.  Likewise an efficient 398

cap and trade system which controls costs of energy will benefit low income communities that 399

spend a disproportional amount of resources on energy and fuel.  Hence any recommendation 400

proffered by the California Public Utilities Commission to the California Air Resources Board 401

should be for a multi-sector program including transportation and industrial sources and should 402

allow for the use of offsets. 403

 Issues like resource availability (e.g. transmission constraint and hydrologic and 404

renewable status) and weather can cause unpredictable fluctuations in short-term emission 405

characteristics of the electric energy system.  A multi-year compliance period and banking will 406

help smooth out short-term fluctuations and most parties are supportive of these measures.   407

 The use of offsets will be important to smoothing price volatility while insuring energy 408

demands are met with adequate resource availability.  SEU is aware of the issues of verification 409

of GHG reductions with some offset types, but given the State’s preference for trading with other 410
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cap-and-trade systems, the use of verifiable offsets approved by other major cap and trade 411

programs, such as the EU ETS or RGGI, should be allowed.   412

 SEU supports limited borrowing by credit-worthy parties or parties who have made GHG 413

reduction investments that are going to come on line in the near future.   414

 Flexible compliance options should 1) smooth the market price fluctuations that will 415

result because most of the large GHG reductions require replacing equipment, a long-term 416

investment, and 2) integrate the California carbon price with worldwide markets to achieve GHG 417

reductions at the lowest cost.418

FC-31. For reply comments: do any of the flexible compliance options identified by 419
other parties in their comments raise legal concerns?  If so, please explain the legal 420
concern(s), including citations to specific relevant legal authorities.  Also, explain if 421
and, if so, how the flexible compliance option(s) could be modified to avoid the legal 422
concern(s). 423

 Comments of CCUE at pp. 7-8 argue that linkage is “illegal” under AB32 because AB32 424

requires the state board to enforce rules and market-based compliance mechanisms.  This 425

argument bootstraps its way around the important details – such as why CCUE believes that 426

linkage makes it impossible to enforce rules that have not even been written yet.  The code 427

section cited by CCUE7 is a general enabling provision; nothing cited by CCUE even remotely 428

suggests that the Legislature wanted to prohibit linkages to other systems, although it clearly 429

could have so stated, if that was its intent.430

Similarly, CCUE claims that offsets are prohibited by AB32:  “As with linkage, CARB cannot 431

oversee and enforce offsets outside of California. AB 32 requires all measures to be enforceable 432

by CARB.  CCUE comments, p. 10.  AB 32 simply requires CARB to enforce its own rules.  433

This requirement does not, in and of itself, preclude those rules from allowing offsets outside the 434

State or linkage to other GHG regulatory systems.  Such integration is clearly contemplated by 435

AB 32.  Section 38564 states:  “The state board shall consult with other states, and the federal 436

government, and other nations to identify the most effective strategies and methods to reduce 437

greenhouse gases, manage greenhouse gas control programs, and to facilitate the development of 438

                                                          
7 AB 32 states: “The state board shall monitor compliance with and enforce any rule, regulation, order, emission 
limitation, emissions reduction measure, or market-based compliance mechanism adopted by the state board 
pursuant to this division.” Cal. Health and Safety Code § 38580(a). 
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integrated and cost-effective regional, national, and international greenhouse gas reduction 439

programs.” 440

441

V.442
REPLY COMMENTS ON EMISSION REDUCTION MEASURES 443

444

 Nothing in the June 2 opening comments has fundamentally changed SEU’s position on 445

emission reduction measures.  SEU refers the reader to our opening comments for detailed 446

responses to questions posed in the ALJ Rulings.  Energy efficiency would be particularly 447

effective for point sources that are not of sufficient size to warrant inclusion in an emissions cap 448

and trade program.  For these market segments, programmatic measures are likely to be the most 449

cost effective.  The electric sector can reach the 1990 levels of GHG emissions with current 450

policies and expanding energy efficiency.  The E3 modeling shows that the reference case with 451

mid-EE goals (instead of the reference case EE) will achieve the 1990 level of emissions.   SEU 452

also supports efforts to increase CHP penetration, to increase the supply of renewables as well as 453

low-carbon non-renewable resources, and to promote biomethane use.  It is very important to 454

note, however, that the more mandatory measures adopted, the less benefit there is from a cap-455

and-trade system.   Market trading with broad participation and transparency is the most efficient 456

means of achieving low GHG operations/dispatch on a state, regional and federal level.  Cap and 457

trade provides visible price signals that entity’s need for procurement and policy decisions.  458

These price signals, in turn, provide a transparent means for identifying and implementing the 459

most cost-effective emission reduction strategies based upon alternatives that are available at any 460

given time, some of which cannot be identified today (because the technologies have yet to be 461

developed).  As such, cap and trade regimes maximize economic incentives for development of 462

new and lower cost means of reducing emissions.  It simply does not make sense to lock in today 463

a command and control regime, based upon an assessment only of alternatives that are currently 464

available, because this reduces future opportunities to utilize new technologies that might be 465

developed in the future and as such reduces economic incentives to develop such new 466

technologies.  This would not be in the interests of the state's economy or GHG reduction 467

objectives.  We would also note that, where a majority of GHG reductions for the electric sector 468

are adopted as mandatory, it will be difficult to implement an effective and liquid cap-and-469
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trade market without including additional market sectors in such a market.  470

If the overwhelming majority of reductions are mandated, the Commissions should 471

recommend to ARB that any electric sector cap-and-trade program also include other industry 472

sectors to ensure the existence of a liquid and well-functioning market that can lead to lower cost 473

emission reductions   A cap and trade market that is too small also is more likely to exhibit price 474

volatility and raise questions of market power.    475

476
ER-7.  For reply comments:  do any of the emission reduction measures identified by other 477
parties in their comments raise legal concerns?  If so, please explain the legal concern(s), 478
including citations to specific relevant legal authorities.  Also, explain if and, if so, how the 479
emission reduction measure(s) could be modified to avoid the legal concern(s). 480

 No legal concerns have been identified at this time. 481

482
483

VI.484
REPLY COMMENTS ON MODELING 485

486

The May 13th ruling asked that interested parties address the following questions as part of their 487

comments on modeling issues: 488

ER-8.  Address the performance and usefulness of the E3 model.  Is it sufficiently reliable 489
to be useful as the Commissions develop recommendations to ARB?  How could it be 490
improved?491

 As noted in opening comments, SEU cannot yet comment on the reliability of the E3 492

model.  Other parties have indicated concerns in their comments regarding the model’s 493

reliability; see for example NRDC comments regarding the model’s reliability with regard to 494

cost estimates (at p. 39).    WPTF also found significant errors. 495

496

ER-9.  Address the validity of the input assumptions in E3’s reference case and the 497
other cases for which E3 has presented model results.  If you disagree with the input 498
assumptions used by E3, provide your recommended input assumptions. 499

 The model’s beginning rate assumptions for SDG&E are incorrect.  The updated GHG 500

Calculator continues to overstate SDG&E’s current system average rates as 18 cents per kWh.  501

The correct system average rates for SDG&E based on rates effective May 1, 2008 (AL 1978-E) 502

is 14.528 cents per kWh.  This error has an impact in comparing percentage increases in rates, 503
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since the same increase in cost will appear to be smaller for LSEs with higher rates.  For 504

example, a 3 cent/kWh increase will be a 20 percent increase for an LSE with a 15 cent/kWh 505

average rate in 2008, but a 30 percent increase for an LSE with a 10 cent/kWh rate.  506

ER-11.  Address any interactions among issues that you believe the Commissions 507
should take into account in developing recommendations to ARB. 508

The Commissions should take into account the interaction of mandatory regulations and a cap-509

and trade program. ARB has indicated its scoping plan will likely rely on a large amount of 510

mandatory measures.  Market trading with broad participation and transparency is the most 511

efficient means of achieving low GHG operations/dispatch on a state, regional and federal level.  512

Cap and trade provides visible price signals that entity’s need for procurement and policy 513

decisions.  These price signals, in turn, provide a transparent means for identifying and 514

implementing the most cost-effective emission reduction strategies based upon alternatives that 515

are available at any given time, some of which cannot be identified today (because the 516

technologies have yet to be developed).  As such, cap and trade regimes maximize economic 517

incentives for development of new and lower cost means of reducing emissions.  It simply does 518

not make sense to lock in today a command and control regime, based upon an assessment only 519

of alternatives that are currently available, because this reduces future opportunities to utilize 520

new technologies that might be developed in the future and as such reduces economic incentives 521

to develop such new technologies.  This would not be in the interests of the state's economy or 522

GHG reduction objectives.  We would also note that, where a majority of GHG reductions for 523

the electricity sector are adopted as mandatory, it will be difficult to implement an effective and 524

liquid cap-and-trade market without including additional market sectors in such a market - - a 525

cap and trade market will produce the best results if it is broad, liquid, and as such maximizes 526

opportunities and incentives for new technology development, while minimizing the costs to 527

California’s economy and citizens from AB32 implementation.  528

 Second, the Commissions should consider the interactions of the co-benefits issue with a 529

cap-and-trade.  In the extreme case, co-benefits are identified with criteria pollutants which are 530

highly location specific.  Then offsets and even trading could be determined to be precluded by 531

AB 32.  Using the NRDC/UCS example (p. 26), an electric generator could purchase allowances 532

or offsets rather than switching out the equipment. Because GHG does not have a local impact, 533

GHG trading in this case has no impact, the GHG reduction occurs elsewhere and an overall 534
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reduction in GHG occurs.  However, the co-benefit does not occur at that location. If GHG 535

reductions are required at specific locations, a trading system does not work.   536

 There are many options to address criteria and toxic pollutant problems, many of which 537

are being concurrently pursued by ARB, under existing law.  Therefore, the focus of AB 32 538

implementation should be on GHG reductions without attempting to load onto implementation of 539

the program perhaps deserving but nevertheless ancillary objectives.  To do so, will dilute the 540

effectiveness of AB32 and may as noted regarding CHP produce unintended consequences.541

 Third, the Commissions should evaluate the interaction with other sectors.  If the scope of 542

the multi-sector cap-and-trade (assuming it is proposed in the ARB Draft Scoping Plan) is 543

narrow, there may be more problems created by a cap-and-trade than solved.  The electric sector 544

will be interacting with the other sectors in a multi-sector cap-and-trade mechanism, and if the 545

cap-and-trade program is not broad and liquid enough, it could lead to substantial price volatility 546

and market manipulation. Similarly, if the cap-and-trade is restricted by substantial limitations on 547

offsets and lack of flexible compliance, the State is inviting a meltdown and a repeat of the 2000-548

2001 Energy Crisis.  In the June 2 comments, generators have already laid out their argument for 549

withholding electric supply if they are not provided with free allowances. Given the 550

Commissions’ responsibility for assuring a reliable electric supply, the Commission must ensure 551

the cap-and-trade scope and flexibility are sufficient to avoid sky-rocketing prices for power. 552

 The fourth main interaction the Commissions need to consider is the interaction of 553

regulations and electrification in other sectors of the multi-sector cap-and-trade.  Regulations 554

should encourage GHG reducing activities, but an important element that has not yet been 555

discussed in detail is how to not overcompensate electrification activities.  A industrial firm that 556

is part of the cap-and-trade that replaces a piece of equipment using natural gas with an electric 557

piece of equipment will receive a payment equal to the gross GHG  reduction, while society only 558

receives the benefit of the net reduction.  For businesses who are customers of high emitting 559

LSEs, the net reduction may even be negative; society may have increased GHG emissions as the 560

power plant emissions are higher than the emissions reduced onsite. The same is true if small 561

natural gas customers are part of the cap-and-trade.  Policies to discourage installation or 562

encourage replacement of natural gas appliances such as clothes dryers in order to minimize 563

GHG compliance costs will lead customers to choose the electric equivalent.  The natural gas 564

sector would get credit for the gross reduction, while the net reduction may be zero or an 565



218900  - 20 -

increase in GHG, depending on relative GHG emissions of replaced gas and additional 566 

electricity.  Depending on these factors, the further consequence of electrification is to add to the 567 

inventory of the electricity sector.   568 

ER-12.  In establishing policies regarding allowance allocation, flexible compliance, 569 
CHP, and emission reduction policies, what should California keep in mind 570 
regarding the potential transition to regional and/or national cap-and-trade 571 
programs in the future?  Are there policies or methods that California should avoid 572 
or embrace in order to maximize potential compatibility with other cap-and-trade 573 
systems? 574 

If the Commissions, and subsequently ARB, take the position of parties such as CCUE and 575 

NRDC/UCS that co-benefits preclude the use of offsets outside California, then California 576 

cannot transition to or be part of a regional or national cap-and-trade system.  A regional or 577 

national cap-and-trade program by construction would allow trading of allowances between 578 

entities in the region.  If the lack of co-benefits precludes obtaining offsets from outside 579 

California, it will preclude purchasing an allowance which represents a GHG reduction outside 580 

the state.   581 
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