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California Renewable Fuels Partnership
1260 Lake Blvd – Suite 225

Davis Ca 95616
530-750-3017

Comments re Stillwater Report:
3/1/02

The California Renewable Fuels Partnership would like to make the following comments
to re the draft Stillwater draft report.

Impact on Local California Ethanol Production Opportunities:
Delaying the MTBE Phase out will have severe consequences on local production:
Currently there at least eight projects in California in development and planning phase to
produce over 240 million gallons. These projects will contribute over 500 million dollars
in direct economic development plus additional on going economic benefits to local
farmers and communities.  Delaying the MTBE ban will create an atmosphere of
uncertainty that will effectively squelch investment appetite for these projects. This
consequence of a MTBE extension cannot be over looked and needs to be addressed in
any solution.

In State Producer Incentive Imperative for Local Production:
Last year the CEC provided an analysis on the return to the state for a producer incentive
for local production. This study showed a billion dollar return for an investment of 500
million dollars. Such a program is essential to insure that an instate ethanol industry is
built in California. California has a desire to not be dependent on out of state sources of
ethanol. Recommending a producer incentive program is critical to the fulfillment of that
goal.

New specification for ethanol fuels needed:

The Stillwater report did not examine increased uses of ethanol. Increasing the ethanol in
the gasoline to 7.7% or 10% will increase the fuel supply and address much if not the
entire perceived shortfall. In order to accomplish this a new specification that is
maximized for ethanol should be adopted by the ARB. CRFG3 regulations and predictive
model could stay the same giving refiners the option of using the current predictive
model or using a new specification tailored to ethanol’s unique blending and air quality
characteristics. Such a specification can giver refiners more flexibility to use greater
amounts of ethanol when market conditions warrant, thus helping alleviate potential price
spikes.
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March 1, 2002

California Energy Commission
Attn: Pat Perez
1516 Ninth Street, MS 23
Sacramento, CA 95814
Via e-mail to pperez@energy.state.ca.us

Re: Possible Impacts of MTBE Phase-Out on Gasoline Supplies

Dear Mr. Perez:

ChevronTexaco is pleased to offer the following comments in response to CEC’s request for
stakeholder input following their February 19 workshop on MTBE Phase-Out.

ChevronTexaco supports the Governor’s decision to phase out MTBE from California
gasoline effective December 31, 2002, and we are taking all steps necessary  to comply.

For this reason, we are concerned that the Energy Commission appears to be rushing to
judgement on a recommendation that the Governor delay MTBE phase-out, based on the
results of a study carried out by Stillwater and Associates.   These results were first shared
with our industry at a meeting of the Western State’s Petroleum Association on February 8th.
At that meeting, Stillwater and Associates used their analysis of future gasoline supply and
demand to argue in favor of a California Strategic Fuels Reserve, a study mandated by the
legislature with a clear delivery date.   This was followed quickly by the February 19
workshop where Stillwater and Associates used the same results to support their
recommendation that California should delay MTBE phase-out for 3 years.   As best we can
tell, the Commission seems to be moving rapidly towards making its own recommendation on
the MTBE phase-out date by mid-March, though without mandate.  We do not see the need
for the CEC to move so quickly on the MTBE issue that stakeholder input is not given
adequate consideration.

The schedule allows little time for stakeholders who we think would be interested--such as
California residents, state and local water authorities, the environmental community, or  the
petroleum and ethanol industries--to absorb and comment meaningfully on the conclusions
reached by Stillwater and Associates.   What makes this hurried schedule particularly difficult
is the  very complex and multi-faceted nature of the topic.   Not allowing sufficient time for
stakeholder input is also uncharacteristic of the Energy Commission, which in our experience,
has always taken pains to involve key stakeholders early and often in its deliberations.   This
new approach is especially troubling because we feel several key assumptions in the
Stillwater and Associates report are questionable, and merit further discussion, study, and
analysis. We are particularly troubled because the recommendation to delay the MTBE phase-
out is not well supported by the rationale offered.

Comments on cost projections
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The media have seized on the contractor-estimated costs of not postponing the MTBE phase-
out. We have concerns that the contractor’s cost estimate for maintaining the current deadline
is grossly overestimated and that the contractor’s cost estimate for postponement are, because
they are assumed to be zero, equally under-estimated. The people of the state are being told a
decidedly one-sided and thus misleading story.

Because of the potential to mislead the public, the contractor’s study of the costs of price
spikes needs particular scrutiny. The projected cost of price spikes alone seems high. How
was the computation made? Were the cost reductions that result from price depressions that
oftentimes follow such spikes due to market over-reaction credited against the projected cost
associated with the spike? Is it valid to use market reaction to a sudden unexpected shortage
as an analog to a situation where a potential shortage is well-publicized? Is there really
anything the state can do that would reduce price spikes to zero? And if so, should the state
take such action given that higher prices are what stimulate market response? The contractor
should address these issues, at a minimum. And on the cost of postponement side, the
contractor needs to consider the costs of the investments already made to comply with the
phase-out and the undoubtedly higher costs of compliance activities that will have to be re-
initiated and resumed in the future, in what arguably will be an even more difficult regulatory
climate than we have today.

Comments regarding the report’s conclusions on imports

Stillwater and Associates project that California cannot import sufficient CARBOB or
gasoline blending components to meet the demand for Phase 3 gasoline in 2003.   They argue
that Gulf Coast refiners are not investing to produce CARBOB, and have no plans to do so;
they also argue that Gulf Coast supplies of premium blend components already have a market
elsewhere in the Unites States.   They found only one foreign refiner capable of
manufacturing CARBOB (Irving Oil in Canada).    Their work also finds that shipping
resources are too limited to transport the necessary cargoes to California, and that port
facilities to receive imports are inadequate, particularly in the South Coast.   They conclude
that Phase 3 gasoline will cost consumers an additional 20-30 cpg under steady state
conditions, with occasional shortages of 5-10% likely to increase gasoline prices by 50- 100%
(whether those increases were projected to come at the wholesale or retail level was not
clear).

These projections cannot be taken lightly.   Stillwater and Associates is generally familiar
with the industry, and they talked with many industry representatives before making their
projections. However, we believe these results should have been expected, and that one must
be very careful not to over-interpret their significance.   Otherwise, they can be misleading .
One does  not expect to find excess capacity in an efficient market.   Neither does  one expect
to find domestic nor foreign refiners making plans to fill a supply gap that they do not know
will ever materialize.

Unfortunately, neither Stillwater and Associates nor anyone else can predict exactly how the
free market will respond to bridge any short-term or on-going supply gap.   But, we can be
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confident that it will.   The free market has allowed the petroleum industry to supply adequate
amounts of the cleanest fuels in the world to California consumers and we are confident that it
will continue to do so.

In our view, the free market will not allow a California price differential of 20-30 cpg to be
sustained.   The market will find ways to take advantage of a much smaller differential.   It
has happened many times in the past, and it will happen again, despite the difficulties outlined
by Stillwater and Associates.   Refiners with no current plans to manufacture CARBOB will
find they can blend significant amounts profitably by “cherry picking” among their most
suitable blend components.   Ways will be found around the transportation and delivery
difficulties.  The free market needs to be credited with providing the excess quantities of
CARB gasoline that were supplied to the market after each price spike that Stillwater
documented, typically driving prices lower than what had been the average.

Comments regarding the report’s conclusions on the merits of delay

We agree with Stillwater and Associates’ position that it would be pointless to delay the
phase-out just for the sake of delay.   Their report recommends a 3-year delay, and provides a
laundry list of things they expect will happen, or could be made to happen, over those three
years that would make MTBE removal less problematic. While we have not had time to
analyze each of the many changes that Stillwater and Associates believes will or could occur
prior to 2005 that might make MTBE phase-out go more smoothly, we have many questions
about the feasibility of some of the more critical ones.

We believe that, if anything, the environment in 2005 is likely be less conducive to a
problem-free phase-out of MTBE than is the case today.   We also suspect that few if any of
the measures suggested in the contractor’s report will be instituted during the recommended
three-year delay, in fact, given three more years several may move in just the opposite
direction. Given that, we do not see the connection between the contractor’s recommended
phase-out date and their rationale. The contractor should provide the missing nexus.

Federal sulfur regulations, affecting virtually all US refiners, will be phased in during 2004-
2006.   In our view, Californians will not be well-served if the state superimposes its MTBE
phase-out simultaneously with  these federal changes, which will preoccupy refiners in other
states who might otherwise be able to supply blend stocks.    Further, it is entirely possible
that the federal government may have instituted a nationwide MTBE phase-out requirement
and a renewables requirement that could take effect in much the same timeframe.  That would
jeopardize both blendstock and ethanol availability, and could create substantial problems for
MTBE phase-out in California.   We think California would be far better served by being the
first to the party. The contractor should examine the added costs to California consumers of a
bidding war over ethanol created by the proposed federal renewables mandate.  It is over the
latter concern that ChevronTexaco supports the Governor’s request to delay the onset of the
potential federal renewables mandate for several years and not for any of the reasons
Stillwater and Associates uses to defend a delay in the state’s MTBE ban.

29



The Stillwater and Associates report suggests that California supply will be augmented
substantially in 2005-2006, because the Longhorn pipeline – expected to deliver product to
the El Paso area later this year – can be extended to supply 100,000 BPD to Arizona by that
date.   We believe it unlikely that this can be accomplished given the myriad of issues that
would have to be resolved, local area by local area .   Also, the contractor’s report is internally
inconsistent over where those barrels will come from, given their conclusion that  the Gulf
refineries are assumed to have no excess to supply California.

The report also suggests that the availability of supplies from foreign sources can be increased
dramatically by 2005, because foreign refiners will have time to justify projects, and time to
make necessary modifications.   But why would they do that?   How can they justify projects
to supply a demand they have no reason to be assured will exist?   And why would they
believe California is serious about 2005 if it has already delayed Phase 3 gasoline by three
years?

Stillwater and Associates also suggest that many of the infrastructure problems they identify
in their report can be fixed during a three-year delay.   They feel the state can resolve local
permit restrictions and NIMBY delays, and that new storage facilities will be built under long-
term contracts.   We contend  that local permitting and NIMBY issues cannot be resolved by
the state over any foreseeable period of time.   The political issues are much too involved.    It
is true that the state was able to skirt some local environmental issues to permit new
electricity generation capacity, but the alternative presented to Californians was no lights, no
heat, no job, and no TV.  The Governor is not likely to interfere in these issues based on a
speculative projection.     MTBE phase-out is in no way analogous to the very real public
concern the electricity crisis was.

We also believe that the free market is unlikely to add capacity of any kind, manufacturing or
storage, well ahead of perceived need.   And this would be especially true if the state should
delay the scheduled MTBE phase-out date in so doing demonstrating that there is no certainty
in their regulations.   The state could add storage via a Strategic Fuels Reserve, if it chooses to
do so, although the value received is open to question as is the timing. Such a reserve would
be subject to all the same state, federal, and local processes that the contractor identified as
impediments to MTBE phase-out.

Markets and the impact of delay

We see a fundamental flaw in the contractor’s logic. If, as they contend, the market will not
be served in the face of an immediate regulatory requirement, how would it be better served
by a delay in that requirement? A change in a regulatory requirement only introduces yet
more uncertainty into the compliance plans of the regulated community.   How would that
community know that the next deadline would not also be extended for much the same reason
the current one is under such consideration?   The contractor should be challenged to show
why the regulated community would not simply shelve all plans for compliance until just the
same amount of time remains before the compliance deadline as we now have.   They should
show why financing for infrastructure investments would not simply dry up in the face of
delay for the period of the delay putting the state of compliance in the same position in 2005

30



as it is today. In sum, the contractor should show why a delay would not simply postpone--for
the period of the delay--all the problems they perceive happening now.

Another fundamental flaw is the lack of faith in the open market to solve the perceived
problems. In every case of shortage in California, the free market has produced a solution,
oftentimes accompanied by a price change that benefited consumers. We recall similar
discomfort over what some predicted would be supply shortages  when the CARB Phase 2
requirements were implemented in 1996.   Undeniably there have been cases where prices
have spiked in California when supply has been unexpectedly short.  But it is equally true that
the market stabilized, oftentimes very quickly,  after the market signals caused imports to
arrive in the state from unexpected sources.   We see no reason why the same situation would
not repeat itself.

Recommendation

We believe Stillwater and Associates did a good job of data collection and review.  In fact, we
have learned a lot from their study, and we are grateful to the Commission for initiating it.
The problem comes when one tries to use the results to jump to the conclusion that MTBE
phase-out should be delayed, and, moreover, to a specific date.   We urge the Commission to
slow down the current schedule, examine the issues we raise here, take time to hear from the
various stakeholders, and institute meaningful dialog with those stakeholders, who we feel
have been absent to this point.   Only in this way can the Commission arrive at a fully
considered decision concerning what is best for the state.
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