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January 7, 2008
Dean Simeroth
California Air Resources Board
1001 “I” Street

Sacramento, CA  95812

John Courtis
California Air Resources Board

1001 “I” Street

Sacramento, CA  95812

Re: Comment on Low Carbon Fuel Standard – Policy and Regulatory Development Workgroup
Dear Mr. Simeroth and Mr. Courtis,
Thank you for engaging stakeholders throughout the ongoing rule development process for the Low Carbon Fuel Standard.  We look forward to continued participation in the upcoming year and offer the following points as suggestions on design and implementation of the Low Carbon Fuel Standard.  Environmental Defense is committed to helping CARB create an LCFS that achieves the Governor’s goals of increasing alternative fuel use within the state while reducing the greenhouse gas intensity of the fuel mix.  
Environmental Defense believes the LCFS offers a unique opportunity for the state to create a “first of its kind” regulation that has the potential to catalyze a shift to lower carbon transportation in California.  That said, we strongly believe that the LCFS must not be allowed to replace or exchange credits with a program utilizing a hard emissions cap.  Allowing a credit transport out of the LCFS into an AB32 cap-and-trade system would undermine the ability of the state to guarantee emissions reductions and create a working market with sufficient scarcity to drive innovation in the state.  For California to meet it’s 2020 goals and drive the entire economy (including stationary sources) toward lower carbon emissions intensity, the LCFS must maintain the statewide emissions cap and be designed as a stand-alone regulation.
Please accept this comment letter as suggestions on the LCFS staff proposals.  Also, please feel free to contact us with any questions you have regarding the comments in this letter or any other comments given orally or in writing.  
1. Scope of the standard
Environmental Defense believes the final form of the LCFS should cover as wide an array of fuels as possible, including those not widely used for transportation today, but which have the potential to be used widely.  As the use of non-conventional fuels expands, the impact on reducing the average carbon intensity of the California transportation fuel mix will increase.  Further, even though electricity does not make up a large percentage of the state’s transportation fuel currently (excluding trains), electricity’s potential importance to LCFS compliance warrants the immediate of creation of rules to reward and incentivize low GHG power production and infrastructure development.  
For this reason, we support the staff proposal that the LCFS apply to gasoline, diesel, natural gas, biofuels, propane, and electricity fuel; while allowing hydrogen to opt-in; and excluding aviation and bunker fuel.  However, we must add that our support is qualified for two reasons.

First, Environmental Defense strongly urges that CARB establish a method for new market entrants to join in and participate in the LCFS without being unduly penalized.   While we recognize that an opt-in pathway is one route for new market entrants, we also see a difference between a hydrogen opt-in path and the path for other fuels because of inherent differences in fuel cycle production pathways.  Therefore, we recommend that CARB begin the discussion of new market entrants and how innovative technologies in addition to hydrogen will be incorporated. 
2. Diesel fuel baseline and credits
a. No efficiency adjustment credit should be made for diesel fuel
Environmental Defense sees the LCFS as a regulation requiring fuel producers to make decisions that will lead to increased use of alternative fuels and reduced GHG emissions from the transportation sector.  Choices that fuel providers can make to affect their carbon burden under the LCFS include 1) changing the composition of the fuel they provide, 2) changing the volume of fuel they sell, and 3) changing the way fuel is made.  Each of these choices impacts the greenhouse gas emissions of fuels as well as sets the compliance obligation of fuel providers.  Conspicuously absent from this list of options is improving the drivetrain efficiency of he vehicles.

Environmental Defense believes that the LCFS should regulate fuel producers for the choices they have influence over -- those that come from the production of the fuels themselves.  Although drive-train efficiency is an important determinant of how much fuel will be required, vehicle efficiency does not deal with the carbon intensity of the fuel that is delivered to the vehicle or what is emitted from the tail-pipe when a unit of fuel is used. 

In accordance with the discussion above, Environmental Defense believes that diesel fuel should not be given compliance credit within the LCFS for increased diesel engine efficiency over gasoline engine efficiency.  A diesel efficiency credit such as that used within the AB1493 Pavley regulation (g CO2 / mile) or as recommended by the UC report (adjusted based on drive train efficiency),would allow fuel providers to take credit for increasing numbers of diesel vehicles on the road and make fuel suppliers liable for vehicle characteristics outside of their realm of control.  With a diesel efficiency credit, fossil fuel providers could increase the supply of diesel fuel  without actually decreasing overall emissions (and potentially deliver a windfall for business as usual growth in the diesel market).  Also, and equally important, a diesel efficiency credit  would marry the LCFS to a current technology difference (the difference between gas and diesel engine efficiency) that may not exist in the near future because of improvements in the fuel economy of gasoline engines.  In support of this view, the Union of Concerned Scientists has noted that diesel vehicles in common use today do not display the theoretical fuel efficiency advantage of compression ignition.  Rather, diesel vehicles in the U.S. tend to be heavy duty work vehicles (and equipment) or high-performance passenger autos that do not, as a group, deliver better fuel efficiency than spark ignition cars.
1) Side note: Efficiency adjustments for other alternative fuels should not be made in the 

lifecycle accounting.  Rather, if given, they should be explicit.
As stated above, Environmental Defense supports an accounting metric for fuels that is based on the embedded emissions of the fuel (e.g., gCO2e/MJ), and not for the efficiency of the vehicle using the fuel.  This metric should apply equally to all fuels (diesel, electric, hydrogen, etc.).   
Environmental Defense acknowledges that CARB may determine that preferential treatment should be afforded to fuels (e.g. electricity and hydrogen) that are used in highly efficient vehicles to make them economically competitive against gasoline and diesel within the LCFS.  If this is the case, Environmental Defense suggests that CARB should expressly grant a vehicle efficiency adjustment factor to each alternative fuel rather than embedding it in the fuel lifecycle emissions number.  Such a standard would increase the transparency of the regulation and provide CARB with help when explaining it, rather than obfuscating the vehicle effect by incorporating it into the fuel lifecycle analysis.    

b. CARB should provide a clear economic and administrative analysis to justify separating gasoline and diesel into two separate standards.  
Environmental Defense believes the best and easiest way to cover diesel fuel in the LCFS is by measuring its AFCI value the same way that gasoline is measured and by placing it within the same standard as gasoline.  Further, we view separating diesel and gasoline into two separate standards as adding unneeded complexity without adding sufficient value.  
Environmental Defense believes that the best and easiest method to structure the LCFS is with a single baseline standard applicable to both diesel and gasoline.  According to the California Energy Commission, the intensity difference between gasoline and diesel fuel delivered to the vehicle, without an adjustment for engine efficiency, is approximately one gCO2 per MJ, or approximately one percent.  The reason for this is because gasoline and diesel are traditionally produced from the same feed stock (crude oil), using similar production methods, and they are stored and delivered to vehicles in a similar manner.   

In order to provide public confidence that CARB has chosen the system design that is the least costly and most effective, CARB should perform an analysis that compares the two standard approach (recommended by CARB staff) to the single standard approach (recommended by the University of California research staff.   Proponents of the double standard argue that grouping gasoline and diesel undermines the ability of gasoline providers to meet the standard since fewer opportunities exist to decrease diesel fuel lifecycle emissions.  Environmental Defense thinks this may not be true, especially if the LCFS allows compliance by purchasing credits from other fuel providers.  In such instances, as long as the stringency of emissions reductions is the same, compliance costs for fuel providers under a single standard should be no greater than costs under a double standard.  
3. Treatment of upstream emissions
a. Fixed, average fuels for conventional crude is not the preferred approach, though it may be necessary
In an ideal LCFS setting, CARB would be able to derive full fuel cycle emissions values for all crude slates (foreign and domestic) as well as all production processes and co-products.  Therefore, recognizing the differences of crude stocks and deriving the most accurate lifecycle emissions estimates is something CARB should strive to achieve.  If full and accurate accounting of fossil fuel lifecycle emissions were achieved, CARB could exploit the variability of crude stocks to incentivize production of the least GHG intensive crude slates.  Further, with such emissions information, CARB could incorporate more effectively individual fuel production steps into an economy wide cap and trade program for GHG emissions reductions.
Environmental Defense recognizes that international trade concerns and LCFS complexity issues might trump the goals of better data and recognition of crude variability, thus requiring the use of scientifically based default values for all crude oil types.  However, CARB should not rely on default values as a long term solution.  Rather, Environmental Defense believes that CARB should structure the LCFS to drive the transportation fuels industry to generate lifecycle data that quantifies GHG emissions at all steps of production processes, and that opportunities to do so exist with both the default and opt-in approaches.  

In addition to a goal of improving lifecycle data, CARB should also strive to minimize crude oil rationalization (or shuffling).  In the near term, providing a single, scientifically based default value to all crude oil stocks (excluding non-conventional fuels) achieves this objective.  In the long term, as more accurate and complete lifecycle data for fossil fuels enables CARB to move away from default values, rationalization will need to be prevented by other means.  One such method is the development of regulatory language that prohibits a fuel provider from generating a lower GHG number from switching feed stocks unless the prior feed stock is no longer exploited.  Environmental Defense believes such methods are not necessary at this time if a default number is used for all conventional crude types.
b. Different values for non-conventional fuels

Environmental Defense supports treating conventional and non-conventional fuels the same by incorporating full lifecycle costs into the emissions profile of each fuel.  However, in the early iteration of the LCFS where full accounting may not be feasible, we support the CARB staff recommendation that non-conventional crudes should be treated differently (given different default values) than conventional crudes .  Fossil fuel derived from stocks, like oils sands and oil shale, have the potential to be much more emissive on a life-cycle basis than fuels made from traditional crude.   Further, with advancements in technology, this trend may be reversed to the extent that some non-conventional fuels are produced under circumstances that are less emissive.  By creating scientifically based default values that are adjusted based on the state of the industry, CARB can capitalize on these differences and avoid placing inaccurate metrics on fuels.  
4. Baseline
As stated above, we support the use of a single baseline against which both gasoline and diesel are measured, unless CARB can clearly demonstrate through transparent analysis the superiority of a double standard.  

In order for the LCFS to drive the accurate accounting of emissions reductions achieved from the use of alternative fuels, the calculation of the state’s fuel carbon intensity baseline must be accurate.  Thus, the baseline chosen should be representative of normal operations within the state and derived from reliable lifecycle data.  To the extent that 2004 data and 2006 data are equally accurate and reliable, we would ask CARB to choose a year which was more characteristic of business as usual within the state rather than abnormal operations.  
5. Targets
a. Both gasoline and diesel should have to reduce their lifecycle emissions
As explained above, Environmental Defense supports a single standard for gasoline and diesel that requires reduction from a single state-wide number.  Under such a system for example, fuel providers may have the option of reducing the lifecycle emissions of their fuel through blending in low GHG fuels or by purchasing low carbon fuel credits from other entities.  This system provides the flexibility to find the lowest cost compliance option without necessitating overly complex system design.  Under this single standard approach, Environmental Defense supports all fuels being measured against a single baseline such as the state average AFCI value for fuels.
Although Environmental Defense sees the advantages to having a uniform statewide standard, we would also support a system that required both gasoline and diesel producers to individually achieve 10% reductions.  If, as recommended by CARB staff, this system is designed to allow fuel providers who exceed their own obligations to sell credits to others, then we see little or no difference from a single standard.  If the LCFS did not allow trading between the two baselines, then we feel that we will be missing out on a key mechanism to utilize the most cost effective reductions first.  
6. Banking and trading and use of market mechanisms in the LCFS
Environmental Defense supports the use of flexible compliance mechanisms in the LCFS and policies that encourage increased participation.  Emphasizing flexibility and inclusiveness enables low carbon technologies to be incentivized (e.g., receive compensation from fuel provides responsible for complying with the LCFS) and fuel providers will be able to choose from a wider array of compliance options.  For example, in some instances fuel providers will determine that making modification to their own fuel production pathway or fuel mix ratios is the least cost method for achieving LCFS compliance.  In other instances, a fuel provider may determine that purchasing LCFS credits from other low-carbon fuel providers is their least cost option.  

a. Banking and trading and use of market mechanisms in the LCFS

Environmental Defense supports banking within the LCFS because we feel it incentivizes early action, facilitates market stability, and promotes over-compliance with the standard.  Allowing trading maintains the integrity of the LCFS to achieve emissions reductions while harnessing market forces to incentivize promotion of the least cost methods for emissions reduction. 
In addition to supporting credit trading, we further support the University of California research team recommendation that CARB should place no limits on the ability of an entity to bank (hold) LCFS credits from year to year.  Banking allows fuel providers to make significant, step-wise investments with longer time horizons and greater potential to achieve reductions.  Further, by providing certainty that emissions reductions achieved today will be available for achieving compliance once the standard is reduced, fuel providers will be incentivized to take early action to reduce emissions, thus accelerating development of the market for LCFS permits and achieving carbon emissions faster.
b. Opening the market to nonfuel providers needs more analysis
In general, Environmental Defense believes that it is desirable to increase participation in the LCFS permits market.  Assuming there is no linkage between the LCFS and the AB32 cap-and-trade program, we do not think open participation will be a significant issue since there is unlikely to be more than fuels providers involved in the LCFS permit market.  To the extent that CARB does blend the LCFS and cap-and-trade program (an idea we strongly discourage via discussion below), the impact of allowing any entity into the LCFS market becomes much less certain and requires thoughtful analysis of the potential for price volatility and market manipulation.  

c. Borrowing within and between compliance periods should be allowed
Environmental Defense supports the use of borrowing as an important cost containment mechanism.  When borrowing occurs within a compliance period, it is also called averaging, and allows fuel providers to make immediate investments with the promise that future over-compliance will help satisfy current compliance obligations.  Borrowing between compliance periods provides a similar advantage, though this second method also entails an added element of risk that fuel providers will postpone compliance far into the future without making sufficient near-term emissions reduction investments.  
To alleviate the risks associated with borrowing, CARB can structure the LCFS to reduce the likelihood that insufficient near term investments will be made.  Below, Environmental Defense highlights four methods for doing this, though we acknowledge that others may exist.  

i. CARB should structure penalties that make it quite expensive to fail meet the LCFS compliance requirements.  With such penalties, fuel providers must add the cost of purchasing compliance credits to the cost of the penalty (discounted by the chance of receiving the penalty), thereby increasing their cost-basis for making near term improvements, 
ii. CARB could require interest payments on borrowed reductions, 
iii. CARB could establish a borrowing ceiling or debt limit (e.g. no more than 5% or 10% of the allowance obligation may be borrowed),
iv. CARB could set a limit on how many years into the future one may borrow from (again, in order to reduce the default risk).  
d. Exchange of credits between the LCFS and an AB32  market for emissions reductions should not be allowed
Environmental Defense strongly recommends against allowing exchange of credits between the Low Carbon Fuel Standard and AB32 market.  We reach the same conclusion whether the credits are being exported from the LCFS to AB32 or vice-versa.  The fuel intensity standard is a complementary policy, but not a substitute for an absolute emissions cap.  Due to uncertain vehicle characteristics and possible growth in vehicle miles traveled, fuel carbon intensity reductions do not guarantee actual reductions in greenhouse gas emissions from the transportation sector.  Allowing carbon intensity credits to be counted towards meeting an emissions reduction requirement thus violates the integrity of the cap.  By subverting the overall efficacy of the cap, such an exchange potentially nullifies the benefit of the LCFS.  Furthermore, an unstable cap undermines and confounds the financial strategies of regulated entities and other participants in an emission permit market.
Environmental Defense is currently preparing a detailed analysis of the interconnection between the LCFS and the AB32 cap which explains our concerns about allowing trading between the two regulatory frameworks.  We look forward to sharing that analysis with you when it is completed.  

Thank you for your hard work and thoughtful analysis in creating the first low-carbon fuel standard in the United States and California.
Sincerely,

Timothy O’Connor

Climate Policy Analyst

Environmental Defense
toconnor@environmentaldefense.org
(916) 492 - 4680
[image: image2.jpg]Sacramento project office - 1107 9th St., Suite 510 - Sacramento, CA 95814
Tel 916-492-7070 - Fax 916-441-3142 - www.environmentaldefense.org
New York, NY - Washington, DC - Oakland, CA - Boulder, CO - Raleigh, NC - Austin, TX - Boston, MA Project offices: Los Angeles, CA - Beijing, China





[image: image1.jpg][image: image2.jpg]