ATTACHMENT C

ATTACHMENT D




SOUTH COAST AIR QUALITY MANAGEMENT DISTRICT
White Paper on
Modernization of Emission Reduction Credit System

(Strategic Alliance Initiative #1)

May 2002

Executive Officer

Barry R. Wallerstein, D.Env.

Deputy Executive Officer 

Planning, Rule Development, and Area Sources

Elaine Chang, DrPH

Assistant Deputy Executive Officer 

Planning, Rule Development, and Area Sources

Laki Tisopulos, Ph.D., P.E.

Planning and Rules Manager

Planning, Rule Development, and Area Sources

Jill Whynot

AUTHORS:


REVIEWED BY:
Planning, Rule Development, and Area Sources

District Counsel Office

Jonathan Nadler - Air Quality Specialist

Barbara Baird – District Counsel
Susan Nakamura – Program Supervisor

Frances Keeler - Senior Deputy District Counsel

Contributors


Engineering and Compliance
Phil Barroca – Air Quality Engineer II

Mohsen Nazemi – Assistant Deputy Executive Officer
Mitch Haimov – Senior Air Quality Engineer
Gary Turner – Air Quality Analysis and Compliance Supervisor
William Thompson – Senior Enforcement Manager

South coast air quality management district
governing board

Chairman:
NORMA J. GLOVER

Councilmember, City of Newport Beach

Cities Representative, Orange County

Vice-Chair:
WILLIAM A. BURKE, Ed.D.

Speaker of the Assembly Appointee 

Members:

MICHAEL D. ANTONOVICH
Supervisor, Fifth District
Los Angeles County Representative

HAL BERNSON
Councilmember, City of Los Angeles
Cities Representative, Los Angeles County/Western Region

JANE W. CARNEY
Senate Rules Committee Appointee

BEATRICE LAPISTO-KIRTLEY
Councilmember, City of Bradbury
Cities Representative, Los Angeles County/Eastern Region

RONALD O. LOVERIDGE
Mayor, City of Riverside
Cities Representative, Riverside County

JON D. MIKELS

Supervisor, Second District 

San Bernardino County Representative

LEONARD PAULITZ
Mayor Pro-Tem, City of Montclair
Cities Representative, San Bernardino County

CYNTHIA VERDUGO-PERALTA
Governor’s Appointee


JAMES W. SILVA
Supervisor, Second District
Orange County Representative

S. ROY WILSON, Ed.D.
Supervisor, Fourth District
Riverside County Representative

EXECUTIVE OFFICER

BARRY R. WALLERSTEIN, D.Env.

TABLE OF CONTENTS

Executive summary

Introduction
EX-1

Chairman’s Strategic Alliance Initiatives
EX-1

Chapter 1:  Background
EX-2

Chapter 2:  Program Overview
EX-2

Summary of Open Market Findings
EX-2

Summary of Findings for AQMD’s NSR Account
EX-2

Chapter 3:  ERC Generation-Side Management
EX-3

Chapter 4:  ERC Use-Side Management
EX-3

Chapter 5:  Findings and Recommendations
EX-3

Staff Proposal to Modernize the ERC System
EX-4

Conclusion
EX-5

Recommended Action Plan
EX-6

Chapter 1 – background

Introduction
1-1

Chairman’s Strategic Alliance Initiatives
1-1

Implementation of Strategic Alliance Initiative #1
1-2

Regulatory History
1-3

Federal and State NSR Requirements
1-3

AQMD Regulation XIII – New Source Review
1-4

Chapter 2 – program overview

Introduction
2-1

Historical ERC Issuance in Open Market
2-1

Mobile Source Emission Reduction Credits
2-1

Stationary Source ERCs
2-1

RECLAIM
2-2

Summary of ERC Demand – Open Market
2-2

2001 Increased ERC Demand on Open Market
2-3

2001 ERC Use for Non-Regulation XIII Compliance
2-4

ERC Costs
2-5

Net Supply of ERCs in Open Market
2-6

Current ERC Holdings
2-6

ERCs Least Likely to be Traded
2-7

ERC Projections in the Open Market
2-8

Assumptions
2-8

Projected ERC Supply in Open Market
2-9

Caveats and Key Issues
2-10

Open Market Findings
2-10

AQMD’s NSR Account
2-11

Emission Reduction Projections in the AQMD’s NSR Account
2-12

AQMD’s NSR Account Findings
2-13

Chapter 3 – erc generation-side management

Introduction
3-1

New Credit Generation Mechanisms
3-1

Mobile and Area Source Credit Generation Rules
3-1

Retrofits Beyond BARCT
3-2

Extend Time to File Application for ERC Generation
3-3

SIP Offset Budget
3-3

Modifications to ERC Discount Procedures
3-6

Fix BACT Discount Level for ERC Generation
3-6

Issue ERCs in Annual Units
3-6

Economic Incentives Program Discount
3-7

Concepts Considered but not Pursued
3-9

Use of RECLAIM Credits
3-9

Lower Discount for ERCs Generated from Process Changes or Overcontrols
3-9

Lower Discount for ERCs Generated in Certain Season
3-9

Chapter 4 – erc use-side management

Introduction
4-1

Credit Use Flexibility
4-1

Short-Term Credits
4-1

ERC Sharing
4-2

Interpollutant Trading
4-4

Optimizing Credit Use
4-4

ERC Use for Purposes Other than NSR
4-5

20 Percent Environmental Benefit Offset Factor
4-5

Concepts Considered But Not Pursued
4-6

Higher Thresholds for Accessing the AQMD Bank
4-7

Additional Time to Surrender ERCs
4-7

Extending the Credit Use of Short-Term Credits
4-7

Chapter 5 – findings and recommendation

Introduction
5-1

Summary of Findings
5-1

Summary of Open Market Findings
5-2

Summary of AQMD NSR Account Findings
5-2

Recommendations
5-2

High Priority Recommendations
5-3

Recommendations to Modernize the ERC System
5-3

Recommendations for Additional Enhancements
5-5

Low Priority Recommendations
5-6

Concepts Not Pursuing at this Time
5-7

Conclusion
5-7

List of Figures

Figure 1-1:  Offsetting Requirements
1-7

Figure 1-2:  Overview of ERC Calculation Methodology
1-8

Figure 2-1:  Historical Issuance of ERCs in Open Market
2-2

Figure 2-2:  ERC Use 1998 - 2001
2-3

Figure 2-3:  2001 EGF and Non-EGF Use of NOx, SOx, CO, and PM10 ERCs
2-4

Figure 2-4:  Distribution of VOC ERC Use in 2001
2-4

Figure 2-5:  Comparison of 2001 ERC Use for Regulation XIII and 

Non-Regulation XIII Compliance
2-5

Figure 2-6:  ERC Costs from 1997 to Beginning of 2002
2-5

Figure 2-7:  Net Supply of ERCs From 1998 to 2001 (Pounds Per Day)
2-6

Figure 2-8:  Available and LLT Coastal NOx, SOx, CO, and PM10 ERCs
2-8

Figure 2-9:  Projected Availability of Coastal NOx, CO, SOx, and PM10 ERCs
2-10

Figure 2-9:  Projected Supply of Emission Reductions in AQMD’s NSR Account
2-13

Figure 4-1:  Short-Term Credit Concept
4-2

Figure 4-2:  ERC Sharing Concept
4-3

Figure 5-1:  Current and Proposed Offset Options
5-3

Figure 5-2:  Overview of ERC System Modernization
5-5

List of Tables

Table EX-1:  Summary of Options
EX-7

Table 2-1:  Current ERC Holdings as of March 2002 (rounded to nearest 10 lbs/day)
2-7

Table 2-2:  Current Coastal ERC Holdings Accounting for LLT ERCs as of March 2002
2-8

Table 2-3:  Assumptions for Projecting Coastal ERC Holdings
2-9

Table 2-4:  AQMD’s NSR Account Balance and 


Annual Average Net Activity  (tons per day)
2-12

AQMD
South Coast Air Quality Management District

AQMP

Air Quality Management Plan

BACT

Best Available Control Technology

BARCT 
Best Available Retrofit Control Technology

CAA

Clean Air Act (Federal)

CARB

California Air Resources Board

CCAA

California Clean Air Act

CEQA

California Environmental Quality Act

CO

Carbon Monoxide

EIP

Economic Incentive Program

ERC

Emission Reduction Credits

EGF

Electrical Generating Facilities

HRAG

(AQMD) Home Rule Advisory Group

LAER

Lowest Achievable Emission Rate

LLT

Least Likely To Be Traded (ERCs)

MDAB
Mojave Desert Air Basin

NAAQS
National Ambient Air Quality Standards

NOx

Oxides of Nitrogen

NSR

New Source Review

PM10

Particulate Matter Smaller Than or Equal to 10 Microns

PPM

Parts Per Million

PTE

Potential to Emit

RECLAIM
Regional Clean Air Incentives Market

RTC

RECLAIM Trading Credits

SIP

State Implementation Plan 

SOCAB
South Coast Air Basin 

SRA

Source Receptor Area

SOx

Oxides of Sulfur

SSAB

Salton Sea Air Basin

EPA

U.S. Environmental Protection Agency

VOC

Volatile Organic Compound

Introduction

Regulation XIII - New Source Review (NSR) is a critical component of the South Coast Air Quality Management District’s (AQMD) attainment strategy and ensures that all new, modified, and relocated sources apply Best Available Control Technologies (BACT) and residual emissions are fully offset.  In general, facilities with emissions greater than or equal to four tons per year of volatile organic compounds (VOC), oxides of nitrogen (NOx), oxides of sulfur (SOx), or particulate matter (PM10) or 29 tons per year of carbon monoxide (CO), must obtain offsets from the open market, which includes individual credit holders.  Those facilities that are eligible to use the Priority Reserve can obtain offsets from the AQMD’s NSR Account.  The AQMD’s NSR Account is also used to offset emissions from sources that are exempt from obtaining offsets from either the open market or Priority Reserve, and to demonstrate that the Regulation XIII is equivalent to state and federal NSR requirements.  
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Offsetting options in the open market are primarily limited to using emission reductions credits (ERCs), which is a continuous stream of credits.  Although the U.S. Environmental Protection Agency (EPA) has approved the use mobile source emission reduction credits (MSERCs) under Regulation XIII, the lack of federally approved protocols for MSERCs has significantly limited their use for Regulation XIII offsetting purposes.
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In 2001, the ERC open market experienced a sharp increase in the demand for ERCs, primarily from electric generating facilities (EGFs).  This increased demand resulted in low supplies and high costs of ERCs in the open market.  The demand and associated cost was most dramatic for PM10 ERCs of the five criteria pollutants.  The short supply of PM10 ERCs is most evident by those EGFs opting to use the Priority Reserve to purchase PM10 emission reductions at a cost of $25,000 per pound per day. 

Chairman’s Strategic Alliance Initiatives

In response to the ERC issues, Chairman Norma Glover introduced Strategic Alliance Initiative #1 – Modernization of the Emission Reduction Credit System at the January 11, 2002, Governing Board meeting.  The objective of this initiative is to develop options to stabilize ERC availability and cost in order to sustain healthy economic growth in the region while maintaining safeguards for public health.  The AQMD staff has been following a Work Plan that was approved at the February 1, 2002, Governing Board public meeting that committed to the development of an ERC System Working Group, two sets of regional public meetings, and the development of a White Paper that would be presented to the Governing Board at its May 3, 2002, public meeting.

The Work Plan for Strategic Alliance Initiative #1 identified the general outline for the White Paper.  This White Paper contains five chapters:  Chapter 1 – Background; Chapter 2 – Program Overview; Chapter 3 – ERC Generation-Side Management; Chapter 4 – ERC Use-Side Management; and Chapter 5 – Findings and Recommendations.  A summary of each chapter is discussed below.

Chapter 1:  Background

Chapter 1 provides general background information regarding the development of the White Paper, such as the AQMD Chairman’s Strategic Alliance Initiatives, study objectives, approach, scope, and criteria for analyzing potential options.  In addition, Chapter 1 includes the regulatory background for the AQMD’s, state, and federal NSR programs.

Chapter 2:  Program Overview

Chapter 2 provides background information regarding historical, current, and projected ERC supply and demand in the open market and AQMD’s NSR Account.  The analysis also includes cost of ERCs in the open market.  Based on the analysis of the existing ERC system, findings for the open market and AQMD’s NSR Account were made.  In addition, Chapter 2 includes a general review of alternative offsetting mechanism that other air districts in the state are evaluating.

Summary of Open Market Findings
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Based on staff’s assessment, there is a significant portion of ERCs that are in the open market that facilities are not likely to trade, referred to as Least Likely to be Traded (LLT) ERCs.  In general, facilities are holding LLT ERCs for future business expansion and growth plans.  As a result, the amount of ERCs that are “available” in the open market is lowered.  Accounting for LLT ERCs, the projected availability of ERCs in the open market is approaching low levels, which is consistent with the increased price for ERCs.  PM10 ERCs are of the greatest concern, and NOx, SOx, and CO ERCs are of next concern.  The availability of VOC ERCs is not a primary concern at this time; however, due to the high use rate and the increasing cost, the availability of VOC ERCs should be monitored.

Summary of Findings for AQMD’s NSR Account

Regarding the AQMD’s NSR Account, the availability of emission reductions is relatively stable.  Although NOx levels in the AQMD’s NSR Account are low, NOx emissions reductions are currently stable.  The AQMD’s NSR Account is a critical component of the EPA and the California Air Resources Board’s (CARB) approval of Regulation XIII, as it is used in demonstrating that Regulation XIII is equivalent to state and federal NSR requirements.  

Based on this assessment, the AQMD staff finds that options to modernize the ERC system should focus on the open market.  As required under Rule 1310, the AQMD staff will continue to prepare the Annual Regulation XIII Status Reports, monitoring the emissions available in the AQMD’s NSR Account.

Chapter 3:  ERC Generation-Side Management

Chapter 3 identifies and analyzes a series of potential options for new credit generation mechanisms, the concept of a SIP Offset Budget, and modifications to ERC discount procedures.  Each of the options were analyzed relative to four general criteria:  potential impact on ERC market, EPA and CARB approval issues and other key issues, and ability to incentivize new clean technologies.  A summary of the analysis of these options is provided in Table EX-1 at the end of this chapter and listed below. 

· Mobile and area source credit generation rules;

· Reductions from retrofits of existing sources that exceed Best Available Retrofit Control Technology (BARCT) levels;

· Extended time period to file application for ERC generation project;

· Creation of a SIP Offset Budget;

· Previous BACT level for credit generation purposes;

· Issue ERCs in units of pounds per year;

· Lower Economic Incentive Program (EIP) environmental discount for mobile or area source projects that reduce diesel particulate;

· Use of Regional Clean Air Incentives Market (RECLAIM) Trading Credits (RTCs); and

· Lower discounts for ERCs generated from process changes or overcontrols.

Chapter 4:  ERC Use-Side Management

Chapter 4 identifies and analyzes a series of potential options to provide credit use flexibility and optimizing credit use for NSR compliance.  Eight ERC use-side management options were analyzed and are listed below.  A summary of the analysis of these options is provided in Table EX-1.

· Use of short-term credits;

· ERC time-sharing;

· Interpollutant trading;

· Discourage ERC use for purposes other than Regulation XIII compliance;

· Flexibility in demonstrating 20 percent environmental benefit offset factor;

· Higher thresholds for accessing the AQMD’s NSR ACcount;

· Additional time to surrender ERCs; and

· Extending the credit use of short-term credits.

Chapter 5:  Findings and Recommendations

Based on the analysis of the existing ERC system, findings and recommendations are summarized in Chapter 5.  AQMD staff’s proposal to modernize the ERC system are based on the analysis presented in Chapters 3 and 4 and input received from the ERC System Working Group (which includes EPA and CARB) and the public.  Each of the options were prioritized as either high priority, low priority, or items not to pursue at this time.

Staff Proposal to Modernize the ERC System

A series of mechanisms have been identified to modernize the ERC system.  As discussed in Chapter 5, recommendations to modernize the ERC system include expanding the use of short-term credits, ERC sharing, creating a SIP Offset Budget, and a series of additional enhancements to optimize the generation and use of ERCs.
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Under the proposed ERC system, staff recommends expanding the options available to facilities subject to the NSR offsetting requirement.  In addition to the ability to use traditional ERCs, which are issued in a continuous stream of credits, the recommended options are: (1) the creation of additional short-term credit generation opportunities through the development of federally approved emissions quantification protocols, which includes splitting a stream of ERCs into short-term ERC shares, and (2) establishing a SIP Offset Budget for Regulation XIII compliance. 

Expanding Use of Short-Term Credits
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Under this option, short-term credits such as MSERCs, area source credits (ASCs), and ERC shares, can be combined together to create a stream of credits.  To implement this concept, mobile and area source emissions quantification protocols that can be approved by EPA and CARB are needed.  Thus, this option seeks to expand the applicability of existing mobile and area source pilot credit generation protocols and the development of new protocols to allow use for NSR compliance that can be approved by EPA and CARB.  

ERC Sharing

The concept of ERC sharing will allow a facility that is holding onto a stream of unused ERCs to split the stream and sell or “share” the first few years of the ERC stream to another facility.  The shared portion of the ERC stream can be used as a short-term credit.  The remaining portion of the ERC remains as a stream of ERCs, at its original value.  This option is expected to allow those facilities that are holding on to unused ERCs for future business growth plans to “share” portions of their ERC stream while addressing their future business needs.

SIP Offset Budget

The concept of the SIP Offset Budget is to create a set-aside of emissions in the SIP that can be used for compliance with Regulation XIII.  The SIP Offset Budget will provide an overall safety net for Regulation XIII, ensuring the availability of ERCs.  In addition, the SIP Offset Budget is a critical component to the use of short-term credits as it will ensure the availability of ERCs.  
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Sources that elect to use ERCs from the SIP Offset Budget must pay a fee that will be used to replenish emission reductions in the SIP Offset Budget. To ensure emission reductions are replenished, another feature of the SIP Offset Budget is backstop reductions.  The AQMD staff will work with EPA and CARB to identify appropriate reductions that can be used as backstop emission reductions.

As an alternative implementation approach to the concept of a SIP Offset Budget, the AQMD staff is exploring the option replenishing emissions in the SIP Offset Budget programmatically through implementation of all SIP measures.  Though replenishing reductions programmatically as opposed to through individual projects and control measures is the preferred approach, EPA has raised issues with this concept.  The AQMD staff will continue to explore this approach, as it alleviates the need to manage individual emission reduction projects.  Furthermore, it is anticipated that the SIP can be designed in such a way that it would include sufficient emission reductions to programmatically mitigate emissions from NSR sources that elect to use emissions from a SIP Offset Budget.

Additional Enhancements

In addition to the overall modernization of the ERC system, the following additional enhancements were also identified:

· Issue all new ERCs in units of pounds per year instead of pounds per day;

· Extend the ERC application filing period from 90 to 180 days;

· Standardize interpollutant trading protocols,

· Lower EIP environmental discount for mobile or area source projects that reduce diesel particulate; and 

· Discourage use of ERCs for non-Regulation XIII compliance such as Rule 2202 compliance, variances, abatement orders, and California Environmental Quality Act (CEQA) mitigation.

As discussed in Chapter 5, the AQMD staff’s proposal to modernize the ERC system represents those options that are the most promising in meeting the objectives of Initiative #1 as well as meeting EPA and CARB approval.  Initial key issues that have been identified by EPA and CARB have focused on the concepts of ERC sharing, discounting procedures, and what are creditable reductions for the SIP Offset Budget.  As indicated in Chapter 5, options that were discussed through the Working Groups and with EPA and CARB that raised significant approval issues are on a lower priority and are not being recommended for implementation at this time.

Conclusion

Under Regulation XIII, all new, modified, and relocated sources must install BACT.  This ensures that as facilities expand and modernize and new facilities come into the district, they are installing the most advanced pollution control equipment.  Unlike market incentive-type programs where credits are used as an alternative to directly complying with a specific rule requirement, Regulation XIII requires that offsets be provided to ensure that there is no net emissions increase even after BACT is installed.  Thus, the use of offsets under Regulation XIII is not a compliance flexibility tool.  

It is important that the availability of and costs of offsets under the open market allows facilities to modernize their facilities.  As facilities modernize their processes and equipment and trigger NSR requirements, sources will be upgraded from a BARCT to a BACT emissions level.  Thus, the availability of offsets is important for economic growth and the continual modernization of existing facilities to BACT, the most stringent pollution control technology available.

Recommended Action Plan

The AQMD staff recommends:

· Proceed with rulemaking to implement recommendations to modernize the ERC system.  

· Continue discussions with EPA and CARB and other stakeholders through the rule development process to resolve key issues.

· Continue to report to the Governing Board, through the annual Regulation XIII Status Report, the availability of emission reductions in the AQMD’s NSR Account.

· Provide periodic reports to the Governing Board regarding the availability and cost of ERCs in the open market.

Table EX-1 summarizes the options identified in Chapters 3 and 4.

Table EX-1
Summary of Options (High Priority Recommendations)

Concept
Effect on ERC Market
Key Issues
Incentivize
Clean Technology
Action Items

Additional Short-Term Credit Generation

Expand pilot credit generation rules and develop new protocols for non-permitted stationary, mobile, and area sources for use in Regulation XIII.  
Medium

· Potential PM10 and NOx reductions.

· Impact based on potential project proponents.

· Short-term credits.
· Identifying source categories that are surplus to the SIP.

· SIP inventory accounting.

· Use of short-term credits.
Yes
Provides incentive for specified stationary, mobile, and area sources to develop lower emitting equipment sooner than required.
High Priority

· Continue to work with EPA and CARB on approval issues.

· Amend pilot credit generation rules to allow use in Regulation XIII.

· Pursue development of new protocols or rules.

· Amend Regulation XIII to allow credit use from federally “approved” protocols only.

Short-Term Credits

Allow use of MSERCs, ASCs, and ERCs (ERC sharing) to create a stream credits.


Medium

· Effect on market is limited depending on amount of short-term credits generated.  

· May be more significant for individual source, especially those needing offsets on temporary basis.
· EPA policy needed regarding use of short-term credits for NSR.

· Credit stream may not cover useful life of equipment.

· Safety net needed for sources using short-term credits for Regulation XIII compliance.
Yes

Protocols for short-term credits may incentivize new clean technologies.
High Priority

· Continue to work with EPA and CARB regarding use of short-term credits.

· Pursue as part of protocols for short-term credits.

· Establish SIP Offset Budget at safeguard to ensure availability of offsets.

ERC Sharing

Allow ERC sharing by splitting a stream of ERCs such that a facility can use a portion of a stream for a finite time period, and remaining portion of the stream is unaffected.
Medium

· Can increase availability of ERCs that facilities are holding for future business growth.

· Does not reduce amount of ERCs used.
· EPA policy needed regarding ERC sharing.

· Portion of credit stream may not cover useful life of equipment.

· Defining length of shared portion of stream.
Maybe

May incentivize early reductions prior to intended ERC use.
High Priority

· Continue to work with EPA and CARB regarding ERC sharing.

· Pursue amendments to Regulation XIII to allow ERC sharing.

· Sharing for limited time period, apply discount to stream thereafter.

· See “Short-Term Credits”

Table EX-1
Summary of Options (High Priority Recommendations)
(Continued)

Concept
Effect on ERC Market
Key Issues
Incentivize
Clean Technology
Action Items

Extend Time to File ERC Application

Extend ERC application period from 90 days to 180 days.
Unknown

· Effect dependent on if additional facilities would apply for ERCs.
· ERCs potentially diverted from AQMD’s NSR Account
No

This would neither hinder nor advance new clean technologies.
High Priority

· Amend Rule1309 

Interpollutant Trading

Develop standardized methodologies to make interpollutant trading easier and more acceptable to use.
Low

· Impact on NSR market expected to be low, but effect for individual source may be significant. 
· Interpollutant trading is allowed, few trades have occurred.

· Continue to work with EPA and CARB to develop standardized methodologies for interpollutant trading.

· Ensure not shifting problems among pollutants.
Possibly

May incentivize NOx or SOx reductions for PM offset purposes.
High Priority

· Continue to work with EPA and CARB, and other air pollution control districts.

· Develop standardized methodologies for interpollutant trading.

Non-ERCs for Non NSR Purposes

If ERC supply is low, encourage use of other non-ERC credits for CEQA, variances, abatement orders, inter-transfers, Rule 2202.
Medium

· Use of ERCs for non-Regulation XIII compliance significant in 2001.

· Preserves ERCs for Regulation XIII compliance.
· Can encourage use of other types of credits such as MSERCs and ASCs.
No
High Priority

· Implement policy to encourage use of non-ERC credits for non-Regulation XIII compliance.

Table EX-1
Summary of Options (Low Priority Recommendations)

Concept
Effect on ERC Market
Key Issues
Incentivize
Clean Technology
Action Items

Expand Credit Generation Opportunities for Stationary Sources

· For credit generation purposes only, maintain current BACT level for a limited time period after new BACT level is established. 

· Allow retrofit sources whose emission rates are below BARCT compliance margins to receive credit for the difference
Low to Medium

BACT and BARCT emission levels are relatively low.
· Need assurance that this option will not jeopardize SIP approval of Regulation XIII.

· No net increase still applies.

· Equity for existing ERC holders.

· Requires two BACT levels:  Achieved in Practice and Credit Discounting Level.

· Appropriate definition of compliance margins for retrofit option.

· Credits would have a limited life because BARCT levels for many sources are continually being lowered
Yes

Provides incentive for sources to replace existing equipment with cleaner equipment sooner than otherwise required.


Low Priority

Continue to work with CARB and EPA on approval issues.

Flexibility for Reductions to Benefit Environment

Allow flexibility for external offset ratio > 1.0-to-1.0 (i.e. 20% benefit factor) by allowing:

· Interpollutant Trades

· MSERCs/ASCs

· New Technology (20% Below BACT)

· Specific Source Receptor Areas (with pre-approved projects)
Medium to High

· For large projects, the individual impact may be significant.


· Continue to work with EPA and CARB to ensure no approval issues.

· For specific source receptor areas, some may oppose geographic designations.
Yes

If 20% benefit met with new technologies that are 20% below BACT.
Low Priority

· Continue to work with EPA and CARB to ensure no approval issues.

· Pursue use of alternative offsetting mechanisms to demonstrate 20% benefit factor.

Table EX-1
Summary of Options (Do Not Pursue at This Time)

Concept
Effect on ERC Market
Key Issues
Incentivize
Clean Technology
Action Items

RTC Use in Regulation XIII

Allow RTCs to flow out of RECLAIM and be converted to ERCs.
Medium to High 

· Potential reductions in RECLAIM significant.

· Limited primarily to NOx.
· Short-term credits.
· Work with EPA and CARB to ensure approval of NSR and RECLAIM

· Use of short-term credits for NSR

· Equity between RECLAIM and non-RECLAIM NSR requirements

· Additional time needed to ensure stability of RECLAIM market
Yes

Provides incentive for sources to replace existing equipment with cleaner equipment sooner than otherwise required.
Do Not Pursue at this Time

· Monitor stability of RECLAIM market.

· If RECLAIM market becomes stable, can further assess option.



Higher Thresholds for AQMD’s NSR Account

Establish higher emission thresholds for accessing the AQMD’ NSR Account.
Low to Medium

· Depends on threshold. 

· Impact on NSR market expected to be low, but individual impact may be significant.
· May impact NSR equivalency demonstration.

· Can incorporate as emergency stop gap measure with a cap
No


Do Not Pursue at This Time



Lower Discounts for Process Changes and Over-controls

Apply lower discounts (<BACT) for ERCs generated from process changes and over-controls.
Low

· Not expected to provide a significant incentive. 


· Consider an NSR event requiring BACT.

· Need assurance that this option will not jeopardize SIP approval of Regulation XIII.


Yes

Provides incentive for sources to replace existing equipment with cleaner equipment sooner than otherwise required.
Do Not Pursue at This Time

· Continue to discuss option with EPA and CARB

Seasonal Discounts

Apply lower discounts for reductions that occur in specific seasons.
Low 

· Limited cyclical operations in the region. 


· Need assurance that will not jeopardize SIP approval of Regulation XIII.

· Requires significant tracking system revisions.

· May further fragment the trading system; ERCs will be less fungible.
No
Do Not Pursue at this Time

Table EX-1
Summary of Options (Do Not Pursue at This Time)
(Continued)

Concept
Effect on ERC Market
Key Issues
Incentivize
Clean Technology
Action Items

Additional Time to Surrender ERCs

Allow facilities to surrender ERCs at time of operation to allow additional time to secure ERCs.
Low

Delays securing offsets.

Low impact on NSR market, same amount of offsets needed.
· Securing ERCs after project is completed may present risks if ERCs unavailable.

· Safeguards needed to ensure credits would be available.

· Provides additional flexibility.
No
Do Not Pursue at This Time



Front loading Credit Generation

Allow generation of credits up front, with an extended credit life for use.
Low

· Impact to NSR market is short-term.
· EPA policy needed regarding use of front-loading of credit generation for extended credit.

· Emissions cap needs to be included in the SIP for accounting.
Possibly

Protocols for short-term credits may incentivize new clean technologies.
Do Not Pursue at This Time

· Continue to work with EPA and CARB regarding approval issues.

· Pursue as part of rulemaking for short-term credits.

Introduction

South Coast Air Quality Management District (AQMD) Regulation XIII – New Source Review, sets forth the federal and state mandated pre-construction review program for new, modified, or relocated sources in the AQMD jurisdiction.  New Source Review (NSR) is a critical component of the AQMD’s attainment strategy and ensures that all new and modified sources install Best Available Control Technology (BACT) and their emission increases are fully offset with creditable emission reductions.  Over the past few years, the increased demand for emission reduction credits (ERCs) for NSR compliance has resulted in low supplies of ERCs and high costs.  The availability of ERCs at reasonable costs is important to ensure that existing sources can modernize their facilities and that economic growth in the region is not negatively impacted.  

The AQMD’s Chairman’s Strategic Alliance Initiative #1 – Modernization of the Emission Reduction Credit System, seeks to develop options to stabilize ERC availability and cost in order to sustain healthy economic growth in the region while maintaining safeguards for public health.  Pursuant to the Work Plan approved by the AQMD Governing Board for Strategic Alliance Initiative #1, AQMD staff prepared this White Paper with input from the ERC Working Group and the public.  The White Paper implements Strategic Alliance Initiative #1 by assessing AQMD’s existing NSR program, including the current and future availability of ERCs, and analyzing options to optimize the use of and generate additional ERCs for NSR compliance.  Based on the analysis of these options, findings and recommendations are made that are designed to enhance the current ERC system within the basic guidelines set forth by the Governing Board.  AQMD staff is prepared to implement the second phase of Strategic Alliance Initiative #1, including rulemaking and policy development, based on the direction received from the Governing Board.

Chairman’s Strategic Alliance Initiatives

At the January 11, 2002, AQMD Governing Board meeting, Chairman Norma Glover introduced eight Strategic Alliance Initiatives intended to complement and facilitate the AQMD’s existing programs.  These initiatives are designed to pursue strategic alliances at local, state, and federal levels to improve several key program areas.  Strategic Alliance Initiative #1, which is the impetus for this White Paper, is designed to develop options to stabilize ERC availability and cost in order to sustain healthy economic growth in the region while maintaining safeguards for public health.  Other initiatives include a review of the United States Environmental Protection Agency’s (EPA) interpretation of certain federal Clean Air Act (CAA) requirements; a negotiated rulemaking pilot program; sharing information and pooling technical and political resources with other air pollution control agencies; a program review of environmental justice-related activities; and the creation of strategic alliances relative to natural gas vehicles, clean fuel vehicle funding, and advanced air pollution research.  Information regarding each of these initiatives can be found on the AQMD’s website at www.aqmd.gov.

Implementation of Strategic Alliance Initiative #1

The development and implementation of Initiative #1 follows a Work Plan approved by the AQMD’s Governing Board at the February 1, 2002, public meeting.  The Work Plan outlines general background information, the objectives of the initiative, the overall public process, and recommended schedule.  

Study Objectives and Guidelines

The objective of Strategic Alliance Initiative #1 is to ensure economic growth in the region is not restricted by low availability and high costs of ERCs, while also ensuring progress towards air quality goals.  To meet the objective, this White Paper sets forth proposals to help stabilize the ERC market (i.e., increase availability and decrease costs of ERCs) while incentivizing new clean technologies.  

Since the AQMD’s NSR program has been approved as part of the State Implementation Plan (SIP), it is important that options identified in this White Paper are consistent with the existing regulatory framework such that implementation will not jeopardize state and federal approval.  As such, Initiative #1 focuses on ERC issues; broader NSR reform is not considered as part of this effort
.  

The AQMD staff established four general criteria that were used to qualitatively evaluate initial proposals.  In summary, the proposals in this paper will be assessed according to the following criteria: 

1. Potential Impact on the ERC Market:  Qualitative initial assessment regarding how the proposal will impact either generation or use of offsets to either the overall market and/or to an individual user of offsets.

2. EPA and California Air Resources Board (CARB) Approval Issues:  Issues that EPA or CARB have identified relative to approval of a specific proposal.

3. Other Key Issues:  Other key issues such as environmental or socioeconomic issues, implementation issues, AQMD resource impacts, impacts on other programs, and equity.

4. Ability to Incentivize Clean Technologies:  Qualitative assessment regarding the ability of the proposal to incentivize the development or commercialization of new clean technologies. 

The White Paper seeks to facilitate the achievement of Initiative #1’s objectives by presenting the following information:

· Program Review (Chapter 2)

· Identification of Options for ERC System Improvement and Assessment of These Options

· ERC Generation-Side Management Options (Chapter 3)

· ERC Use-Side Management Options (Chapter 4)

· Findings and Recommendations  (Chapter 5)

Public Participation

This White Paper was developed through significant public participation and input.  At the direction of the AQMD Chairman, an ERC System Working Group was established that included representatives from the EPA, CARB, local governments, and business and environmental representatives (see Appendix A for a list of members).  The ERC System Working Group met four times during the development of the White Paper, and provided input regarding options and recommendations.  The Working Group meetings were open to the public.

In addition to Working Group meetings, two sets of regional public consultation meetings were held during the preparation of the White Paper.  These public consultation meetings were held in Los Angeles, Orange, and San Bernardino counties.  The first set of regional public meetings was held on March 26, and 27, 2002.  These kickoff meetings presented a general overview of the objective, scope, and background of Initiative #1, and also presented initial concepts and options.  A second set of regional public meetings was held on April 17, 18, and 22, 2002.  These meetings provided further details regarding the concepts and options for modernizing the ERC system.  Although these regional public meetings were lightly attended, greater public participation is expected if rulemaking is pursued.  Oral and written comments received from the public were considered during the development of the recommendations in this White Paper.  A summary of the comments and staff responses are included in Appendix B.
Schedule

The White Paper will be presented to the AQMD Governing Board at its May 3, 2002 Board meeting.  Any recommendations approved for further consideration will be pursued with a similar public process.  For most recommendations, rulemaking activities will be necessary.  Through the rulemaking process, the AQMD staff will be required to meet all state and federal requirements for public review and participation.  In addition, during the rulemaking process the appropriate environmental and socioeconomic impact assessments will be prepared.

Regulatory History

The following provides a general overview of federal and state NSR requirements and the key aspects of AQMD’s Regulation XIII as they relate to options discussed in this White Paper.  The regulatory history provides the framework for potential options presented in the White Paper. 

Federal and State NSR Requirements

Federal and state laws require NSR programs to ensure that emissions from the construction and operation of new, modified or relocated stationary sources in nonattainment areas do not interfere with progress towards attainment of National Ambient Air Quality Standards (NAAQS)
.  The three major requirements for NSR programs are: (1) implementation of lowest achievable emission rate; (2) the mitigation of emission increases through emission offsets; (3) prevention of the creation of new or exacerbation of existing violations of ambient air quality standards. 

Federal law requires the use of LAER and offsets for new, modified, and relocated major stationary sources.  The federal CAA requires a 1.5-to-1.0 external offset ratio and a 1.3-to-1.0 internal offset ratio for major stationary sources located in an extreme non-attainment area
.  An extreme ozone non-attainment area may qualify for a 1.2-to-1.0 offset ratio if it requires implementation of federal BACT
 (as defined in CAA § 169[3]) on all existing major sources (CAA § 182(e)[1]).  The AQMD program requires a 1.2-to-1.0 external offset ratio and a 1.0-to-1.0 internal offset ratio, but meets the federal 1.5-to-1.0 offset ratio for major sources through a tracking system to demonstrate overall program equivalency.

State law requires the use of BACT (similar to federal LAER) for new and modified sources (California Health and Safety Code § 40440(b)(1) and § 40920.5).  Regarding offsetting requirements, state law requires a "no net increase in emissions" from certain permitted new or modified sources based on their potential to emit (PTE) and the non-attainment classification of the area in which they are located.  

Based on their classification, the South Coast Air Basin (SOCAB or Basin) and Salton Sea Air Basin (SSAB) must comply with the requirements for extreme and severe non-attainment areas, respectively, for ozone precursors (i.e., volatile organic compounds (VOC) and oxides of nitrogen (NOx)).  Both the SOCAB and the SSAB must comply with the requirements for serious nonattainment areas for particulate matter smaller than or equal to 10 microns (PM10) and its precursors (i.e., VOC, NOx, and oxides of sulfur (SOx)).  For CO, the SOCAB must comply with the requirements for serious nonattainment areas; however, SSAB is considered attainment for carbon monoxide (CO).  Both SOCAB and SSAB are considered attainment for nitrogen dioxide (NO2), sulfur dioxide (SO2), and lead.  

AQMD Regulation XIII – New Source Review

The AQMD’s Governing Board adopted its NSR program (promulgated as Regulation XIII) in 1976.  Regulation XIII currently consists of nine rules which sets forth a pre-construction review program for new, modified, or relocated sources in the AQMD jurisdiction
 (see Table 1-1).  In reviewing the existing ERC system and evaluating potential options to enhance the existing ERC system, the rules that are most applicable are Rules 1303, 1306, 1309, and 1309.1.  The applicable requirements of these rules are discussed throughout the White Paper.  

Table 1-1
Summary of Regulation XIII Rules

Rule Number and Title
General Description of Rule

Rule 1301 – General
Applicability requirements.

Rule 1302 – Definitions
Definitions used in Regulation XIII.

Rule 1303 – Requirements
Requirements for BACT and for issuing a permit to construct that demonstrates no net emission increase (e.g., emission offsets, modeling, and sensitive zone requirements).

Rule 1304 – Exemptions
Modeling and offset exemptions.

Rule 1306 – Emissions Calculations
For calculating applicability to Regulation XIII and daily emission increases and decreases used for offset requirements and ERCs.

Rule 1309 – Emission Reduction Credits
The application, eligibility, registration, use and transfer of ERCs.

Rule 1309.1 – Priority Reserve
Eligibility requirements and participation in the Priority Reserve.

Rule 1310 – Analysis and Reporting
Analysis and public notice requirements for ERC applications and issuing ERCs.  Also includes AQMD’s annual equivalency reporting requirement.

Rule 1313 – Permit to Construct
Permit to construct requirements related to Regulation XIII.

The NSR program has evolved in response to federal and state requirements and the changing needs of the local environment and economy.  The notable past amendments to Regulation XIII are highlighted below:

· October 1979 – incorporate requirements of 1977 CAA amendments;

· September – December 1982 – lower emission offset threshold and establish emission banking;

· September 1986 – establish new emission calculation procedures;

· June 1990 – lower offset threshold to zero for all pollutants, establish sensitive zones, create the Community Bank and Priority Reserve, and develop an emissions tracking system; 

· December 1995 - replaced the Community Bank with an exemption from offsets for new or modified facilities whose potential to emit was less than or equal to four tons per year for VOC, NOx, SOx, and PM10 and 29 tons per year of CO and additional tracking for state and federal NSR equivalency demonstration; and 

· April and November 2001 – allow Electrical Generating Facilities (EGFs) access to the Priority Reserve to obtain PM10, CO, and SOx emission offsets
. 

Applicability of Regulation XIII

Regulation XIII applies to any new, modified, or relocated source that results in an emissions increase of a non-attainment air contaminant, including VOC, NOx, SOx, CO, or PM10.  A source that meets the applicability requirements of Rule 1303 must install BACT, which represents the cleanest and most stringent emissions controls (similar to federal LAER).  In general, any facility with a PTE
 greater than or equal to four tons per year of VOC, NOx SOx, or PM10 or 29 tons per year of CO must provide offsets for all increases of that pollutant.  

Although no sources are exempt from installing BACT, Rule 1304 does provide exemptions for providing offsets based on the emissions from a facility and specific sources.  Although these sources are exempt from providing offsets, the AQMD’s NSR Account is used to ensure that all emission increases from these exempt sources are fully offset, consistent with state and federal NSR requirements.  (Please refer to the section titled “AQMD’s NSR Account”).  Under Rule 1304, any facility with a potential to emit less than four tons per year of a criteria pollutant (29 tons per year for CO) is exempt from providing offsets for that pollutant.  In addition, equipment replacements and relocations are currently exempt from offsets, since the new equipment will be controlled to a BACT level and it is assumed that the new sources will be the same size and type, thus ensuring no net emissions increase.  Other source categories that are exempt from offsetting under Rule 1304 include electric steam boiler replacements, abrasive blasting equipment, emergency equipment, portable engines, portable equipment, air pollution controls for regulatory compliance (compliance with a source-specific rule).

Offsetting Requirements

A facility that is subject to offset requirements under Regulation XIII must surrender emissions offsets prior to the AQMD issuing a permit to construct (PC).  Emissions offsets are secured either through the open market or the Priority Reserve.  Pursuant to Rule 1309.1, the Priority Reserve is accessible to essential public services and other select industries and ensures that ERCs are available to these sources at no cost.  In April and November 2001, Rule 1309.1 was amended to allow Electric Generating Facilities (EGFs) to access the Priority Reserve up until December 31, 2003, for PM10, SOx, and CO credits.  EGFs electing to use the Priority Reserve must pay a Mitigation Fee of $25,000 per pound per day of PM10, $8,900 pounds per day of SOx, and $12,000 per pound per day of CO.  In addition, EGFs must meet the applicability requirements and specified criteria including a demonstration that they have made a good faith attempt to secure ERCs on the open market.

The open market includes those ERCs that are held privately by individuals, companies, organizations, or brokers.  Facilities with a PTE greater than or equal to four tons per year of VOC, NOx, SOx or PM10, or 29 tons per year of CO, or facilities that do not have access to the Priority Reserve must purchase ERCs from the open market or generate reductions internally.  As shown in Figure 1-1, a facility that needs ERCs from the open market must first determine the amount of ERCs needed as established under Rule 1306.  If the facility is using reductions generated within their facility (internal offsets), then a 1.0-to-1.0 offset ratio applies.  If the facility is purchasing ERCs generated from another facility (external offsets), then a 1.2-to-1.0 offset ratio applies.  In addition, if the facility is located in an inland zone, the facility can purchase ERCs that were generated from either an inland or coastal zone.  However, if the facility is located in a coastal zone, the facility can only purchase ERCs that were generated from a coastal zone.  ERCs must be surrendered prior to the AQMD issuing a permit to construct.

Figure 1-1
Offsetting Requirements
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Emission Reduction Credits

Historically, stationary source ERCs have been the primary source of offsets used for Regulation XIII compliance.  Rule 1309 requires that all ERCs be generated from real, quantifiable, surplus, permanent, and federally enforceable emission reductions that are not greater than the amount that the equipment would have achieved if operating with current BACT.  Under Rule 1309, stationary source emission reductions can be generated from a process change, addition of control equipment, or equipment or facility shutdown.  Reductions in emissions due to changes in hours of operation do not qualify for an ERC.  

Rule 1306 establishes the calculation methodology that must be used by a stationary source to generate an ERC.  ERCs are issued in units of pounds per day.  As shown in Figure 1-2, the source must provide the most recent previous two years of actual emissions data.  Annual emissions are converted to daily emissions.  Emissions are discounted as if the source were operating at a current BACT emissions level.  The BACT discount funds the AQMD’s NSR Account, and the remaining portion is issued as an ERC in pounds per day, in perpetuity.  Depending on the location in which the ERC was generated, the ERC is designated as either a coastal or an inland ERC (pursuant to Rule 1309 – Emission Reduction Credits).

Figure 1-2
Overview of ERC Calculation Methodology
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Other Offsetting Options

Rule 1309 identifies a series of offsetting options in addition to stationary source ERCs, including mobile source emission reduction credits (MSERCs) generated pursuant to Regulation XVI, inter-pollutant trading, and inter-Basin and inter-District transfers.  Historically, there have been very few MSERCs generated for use in Regulation XIII since there are currently no MSERCs protocols that have been approved by EPA for NSR compliance in the South Coast district.  Since the AQMD’s MSERC rules are not approved by EPA for NSR compliance, facilities electing to use MSERCs for NSR purposes may be subject to federal enforcement actions or citizens law suits.  Though there are currently no MSERC protocols approved for NSR use in the South Coast district, it should be noted that EPA has approved the concept of using MSERCs for NSR compliance in its approval of Regulation XIII.  Furthermore, EPA has approved use of MSERCs for NSR compliance in the San Diego air district.

Regarding federal approval of mobile and area source protocols, the AQMD Governing Board adopted six mobile and area source pilot credit generation rules in 2001.  Currently, NOx MSERCs and area source credits (ASCs) generated from these pilot credit generation rules can only be used in the AQMD’s RECLAIM program.  EPA approval of five of the mobile and area source pilot credit generation rules is effective March 11, 2002.  The sixth pilot credit generation rule is pending EPA approval.

AQMD’s NSR Account

The AQMD’s NSR Account is used to provide a source of offsets for the Priority Reserve and demonstrate equivalency with the state and federal NSR requirements.  Thus, emission reductions from the AQMD’s NSR account are used to offset emission increases from those sources that are exempt from offsetting requirements pursuant to AQMD Rule 1304, but are not exempt from federal or state NSR requirements.  The AQMD’s NSR Account is funded with emission reductions from the discount of pre-1990 ERCs to account for the post-1990 discounting of ERCs to BACT, orphan shutdowns, the portion of ERCs associated with the BACT discount, and the portion of ERCs associated with positive balance adjustments for facilities that have received offsets from AQMD’s NSR Account
.  

Pursuant to Rule 1310, the AQMD is required to provide annual reports to the Governing Board regarding the effectiveness of Regulation XIII in meeting the state and federal NSR requirements.  The AQMD’s NSR program is required to achieve, at a minimum, emission reductions equivalent to federal and state statutory NSR requirements.  The AQMD’s NSR program provides equivalent offsets to those required by federal and state NSR requirements and is equivalent to the federal and state requirements on an aggregate basis as demonstrated in the November 9, 2001, report to the Governing Board, Status Report on Regulation XIII – New Source Review.

Introduction
The AQMD staff assessed the existing supply and use of ERCs in the open market and the AQMD’s NSR Account.  The objective of this chapter is to establish the existing situation of ERCs in the open market and the AQMD’s NSR Account.  Based on a series of assumptions, projections estimating the availability of ERCs in the open market and AQMD’s NSR Account are made.  The following provides a program overview of findings from the assessment of the ERC system.  

Historical ERC Issuance in Open Market

Under Rule 1309 - Emission Reduction Credits, the supply of ERCs can occur from emission reductions from mobile and stationary sources.  For mobile sources, MSERCs must be generated pursuant to a mobile source credit generation rule under Regulation XVI – Mobile Source Offset Program.  For stationary sources, emission reductions can originate from a process change, addition of control equipment, or an equipment or facility shutdown.  Emission reductions due to changes in hours of operation do not qualify for an ERC under Rule 1309.  Regardless of the credit generation source, Rule 1309 requires that all emission reductions be real, quantifiable, surplus, permanent, federally enforceable, and not greater than what the equipment would have achieved if operating with BACT at the time the ERC is issued.  

Mobile Source Emission Reduction Credits

Historically, the amount of MSERCs that have been generated for Regulation XIII compliance has been small.  As of June 2001, 57 pounds per day of NOx MSERCs have been generated and converted to ERCs, of which 53 pounds were used for CEQA mitigation.  There are currently no Regulation XVI rules that have been federally approved that would allow generation of MSERCs for Regulation XIII compliance.  Thus, facilities electing to use these MSERCs that have not been federally approved, could potentially be subject to federal enforcement actions and citizen lawsuits.  In March 2002, five pilot mobile source credit generation rules were federally approved; however, these MSERCs can only be used under the RECLAIM program.

Stationary Source ERCs

Based on historical issuance of ERCs generated from stationary sources, equipment shutdowns represent approximately 65 percent of ERCs issued, and over controls, process changes, and equipment modifications represent approximately 35 percent of ERCs issued.  In 1990, Regulation XIII was amended requiring that all new ERCs be discounted to a BACT level.  To account for the BACT discount and provide equity between ERCs generated pre- and post-1990, the 1990 Regulation XIII amendments also required that existing shutdown ERCs be discounted by 80 percent and reissued.  Due to the 1990 amendments, a surge in the issuance of ERCs was experienced in the early 1990’s (Figure 2-1).  Since that time, the issuance of ERCs has experienced a downward trend and over the past five years the amount of ERCs issued for use in the open market has been relatively low.  This downward trend in the generation of new ERCs is due, in part, to a stronger economy in the late 1990’s (less equipment and facility shutdowns) and increasingly more stringent BACT emission levels (more significant discounts on ERCs generated).  
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Figure 2-1
Historical Issuance of ERCs in Open Market

RECLAIM

The RECLAIM program includes most NOx and SOx facilities with annual emissions greater than or equal to four tons per year.  Certain NOx and SOx facilities, such as some essential public services and public utilities, are excluded from the program, however, have the option of joining the RECLAIM program.  At the start of the RECLAIM program, facilities holding ERCs had the option of converting their NOx and/or SOx ERCs to NOx and/or SOx RECLAIM Trading Credits (RTCs), respectively.  Once ERCs are converted to RTCs, the RECLAIM program does not allow those RTCs to flow out of RECLAIM or to be converted back to ERCs.  Thus, RECLAIM facilities cannot generate ERCs for a RECLAIM pollutant (NOx or SOx) for use in the open market.  
Summary of ERC Demand – Open Market

ERCs can be used for compliance with Regulation XIII offsetting requirements and for non-Regulation XIII compliance.  Non-Regulation XIII compliance use of ERCs includes ERCs used for Rule 2202 – On-Road Vehicle Mitigation, variances, abatement orders, California Environmental Quality Act (CEQA) requirements to mitigate emission increases, inter-district transfers, or retired to benefit the environment.  Historically, use of ERCs has been primarily for Regulation XIII compliance.

As shown in Figure 2-2, use of ERCs from 1998 to 2000 has been relatively stable.  The use of ERCs depicted in Figure 2-2 includes the offsets used to demonstrate a “no net emissions increase” and the portion of ERCs that are used to demonstrate the 20 percent environmental benefit associated with the external offset ratio of 1.2-to-1.0.  Historically, VOC ERCs are used at a much higher rate than use of ERCs for the other four criteria pollutants.  Between 1998 and 2000, use of NOx, SOx, CO, and PM10 ERCs were generally by petroleum refineries and related facilities, metal industry, and essential public services.  Although an essential public service can access the Priority Reserve under Rule 1309.1, use of ERCs from the open market can occur if the amount that the essential public service needs exceeds the amount in the Priority Reserve or if the facility was currently holding ERCs from the open market, since these ERCs must be used for the project before accessing the Priority Reserve.  Between 1998 and 2000, use of VOC ERCs were primarily from petroleum refineries and related facilities, furniture manufacturing facilities, and aerospace facilities.
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Figure 2-2
ERC Use 1998 - 2001

2001 Increased ERC Demand on Open Market

The open market experienced a sharp increase in use of ERCs for all five criteria pollutants between 2000 and 2001 (Figure 2-2). The increased use of ERCs for certain pollutants in 2001 was orders of magnitude higher than use of ERCs in 2000 and previous years.  The increased use was dramatic for NOx, SOx, PM10 and CO, with 2001 ERC use over 30 times the amount used in 2000.  For VOC, 2001 ERC use was approximately five times the amount used in 2000.  The increased use of ERCs in 2001 was due primarily to EGFs, but also from use of ERCs in areas other than Regulation XIII compliance.

In 2000, no EGFs had used ERCs.  Use of ERCs by EGFs increased significantly in 2001 with the effects of the energy crisis strating in 2000 and the construction of new and expansion of existing EGFs.  As shown in Figure 2-3, EGFs represented approximately 70 percent (1,100 pounds per day) of NOx ERCs used, 99 percent (800 pounds per day) of SOx ERCs used, 85 percent (2,300 pounds per day) of CO ERCs used, and 95 percent (1,500 pounds per day) of PM10 ERCs used.  Approximately 600 pounds per day of SOx ERCs were used by EGFs as an interpollutant trade to PM10.  In addition, the 1,100 pounds per day of NOx ERCs used by three EGFs are state credits that will expire November 2003.  Two of the facilities will be in RECLAIM, and the other facility which has an application pending AQMD approval to opt-in to RECLAIM, have secured NOx ERCs that can be converted to RTCs.  
Figure 2-3
2001 EGF and Non-EGF Use of NOx, SOx, CO, and PM10 ERCs
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The increase in the use of VOC ERCs in 2001 was due in part to the demand from EGFs, compliance with Rule 1303 requirements for retiring VOC ERCs issued for delisted compounds (acetone, 1,1,1-trichloroethane, and percholoroethylene), and Regulation XIII compliance.  As shown in Figure 2-4, EGFs represented approximately 50 percent of VOC ERCs used in 2001, with 85 percent of these ERCs used by an EGF in another district (inter-district transfer) and converted to NOx ERCs.  Compliance with Rule 1303 retiring the delisted VOC ERCs is a one-time event, and represented nearly 25 percent of the VOC ERCs retired in 2001.  The amount of ERCs used for Regulation XIII compliance by non-EGFs represented approximately 15 percent of ERCs used in 2001, and were primarily used by refineries.  
Figure 2-4
Distribution of VOC ERC Use in 2001


2001 ERC Use for Non-Regulation XIII Compliance

In addition to ERCs used for Regulation XIII compliance, ERC use in 2001 was compounded by use of ERCs for non-Regulation XIII compliance.  Regulation XIII compliance includes offsetting requirements and requirements to retire ERCs such as the additional 20 percent associated with the 1.2-to-1.0 external offset ratio and retiring delisted VOC ERCs (Rule 1303).  Non-Regulation XIII compliance includes use of ERCs for purposes other than compliance with the AQMD’s Regulation XIII rules such as Rule 2202, variances, abatement orders, CEQA mitigation and inter district transfers.  In 2001, all PM10 and SOx ERCs were used for Regulation XIII compliance.  As shown in Figure 2-5, for VOC, NOx, and CO, use of ERCs for non-Regulation XIII compliance represented 10 to 40 percent of ERCs used in the open market in 2001, depending on the pollutant. 
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Comparison of 2001 ERC Use for Regulation XIII and Non-Regulation XIII Compliance

ERC Costs
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Under Rule 1309 - Emission Reduction Credits, when the transfer of the whole or any portion of an interest in a registered ERC occurs, the sale price of the ERC in dollars per pound must be reported to the Executive Officer.  The AQMD staff tracks and maintains the price of ERCs that are reported to the AQMD pursuant to Rule 1309.  Figure 2-6 shows the average annual costs of ERCs from 1997 to the beginning of 2002.  Increased costs in 2001 reflect increased use and decreased net supply of ERCs in 2001. 

Figure 2-6
ERC Costs from 1997 to Beginning of 2002

It should be noted that the prices of ERCs reflected in Figure 2-6 includes the costs of all ERCs that were transferred from one entity to another.  Thus, an ERC may be sold to a broker who in turn sells the ERC to a permitted facility.  In this case, the ERC cost will be reported twice.  In addition, Rule 1309 only requires that the “sale price of each ERC” be reported which may for some facilities include or not include any additional transaction and legal costs incurred associated with the ERC transfer.

Net Supply of ERCs in Open market
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The annual net supply of ERCs is the instantaneous supply of ERCs for a specified year based on the balance of ERCs for the previous year and accounting for new ERCs generated and existing ERCs used.  As shown in Figure 2-7, the net supply of ERCs has been decreasing over the past five years with a sharp decrease in 2001, reflecting the high use experienced in 2001.  From 1998 to 2000, the demand for ERCs each year has exceeded the generation of new ERCs, thus the net activity in the open market has been a steady decrease of ERCs. 

Figure 2-7
Net Supply of ERCs From 1998 to 2001 (Pounds Per Day)

Current ERC Holdings

Current ERC holdings represent the amount of ERCs that are currently held by a company, emissions credit broker, organization, or individual.  Table 2-1 shows the current ERC holdings as of March 2002.  The largest supply of ERCs is for VOC however, as discussed under “Summary of ERC Demand – Open Market,” the rate of use of VOC ERCs is historically higher than ERC use for the other four criteria pollutants.  Relative to VOC, the current ERC holdings for NOx, SOx, CO, and PM10 are much lower.

When an ERC is generated, it is designated as either a coastal or inland ERC based on the location in which the ERC was generated.  Under Rule 1303, a facility located in a coastal zone (zone 1) may obtain ERCs for offsetting that were generated only from the coastal zone (zone 1).  In addition, a facility located in an inland zone (zone 2A) may obtain ERCs for offsetting that were generated from either the coastal or inland zone (zone 1 or zone 2A).  This provision implements the State Sensitive Zone requirement (Health and Safety Code § 40410.5) and is designed to further protect inland zones from potential emission increases that may occur from upwind coastal zones.  For all of the criteria pollutants, there are more coastal ERCs than inland ERCs.  As shown in Table 2-1, for NOx ERCs there are approximately two times more coastal ERCs than inland ERCs.  For VOC, SOx, CO, and PM10 there are approximately four to five times more coastal ERCs than inland ERCs. 

Table 2-1
Current ERC Holdings as of March 2002

(Rounded to nearest 10 lbs/day)

ERC Holdings
VOC
NOx
SOx
CO
PM10

Coastal ERCs
15,850
770
670
3,040
840

Inland ERCs
3,670
370
140
560
160

Total ERC
19,520
1,140
810
3,600
1,000

ERCs Least Likely to be Traded

It is the AQMD staff’s understanding that some companies will hold on to their ERCs for future business growth and/or to modernize their facility.  Thus, the total ERC holdings are not necessarily representative of the total ERCs available for sale and there is a portion of the ERCs currently held that are “least likely to be traded.”  The AQMD staff has made a series of assumptions to estimate the amount of ERCs that are least likely to be traded (LLT) based the length of time a permitted facility has held on to an ERC or the type of facility.  

Facilities that have been identified as those that are LLT ERCS are as follows:

· permitted facility that has been holding an ERC for five years or longer;

· electric generating facilities;

· refineries and related facilities; and

· essential public services.

It is assumed that a permitted facility that has been holding on to an ERC for five years or longer will continue to hold on to their ERC for future business expansion or modifications, similarly for EGFs, and refineries and related facilities.  There are a number of essential public services that are currently holding ERCs.  Since, however, the amount of ERCs placed in the Priority Reserve is limited each quarter, an essential public service may need to secure ERCs from the open market depending on the project size and the amount of reductions available in the Priority Reserve.  The AQMD staff assumed that essential public services will take a more conservative business approach and will likely hold on to their ERCs since they may need ERCs from the open market and most essential public services are generally not for profit, public service oriented organizations. 

In assessing the net supply of ERCs, one has to account for these least LLT ERCs.  Table 2-2 and Figure 2-8 show the available coastal ERC holdings after the LLT ERCs are extracted.  The focus is on coastal ERCs since coastal facilities are restricted to use only coastal ERCs, as opposed to inland facilities which can use either coastal or inland ERCs.

Table 2-2
Current Coastal ERC Holdings Accounting for LLT ERCs as of March 2002 

(Rounded to Nearest 10 lbs/day)

ERC Holdings
VOC
NOx
SOx
CO
PM10

Total Coastal ERCs
15,850
770
670
3,040
840

Coastal ERCs LLT
6,040
550
580
1,560
670
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Available Coastal ERCs (Total ERCs Minus LLT ERCs)
9,810
220
100
1,480
170
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Figure 2-8
Available and LLT Coastal VOC, NOx, SOx, CO, and PM10 ERCs

The available coastal ERCs after LLT ERCs are extracted from the total are the lowest for NOx, SOx, and PM10.  In addition to low totals of “available” ERCs, the amount of individual holdings is relatively small.  For example, of the available coastal PM10 ERCs, there are approximately eight facilities holding between 10 to 20 pounds of PM10 ERCs.  The remaining available coastal PM10 ERCs are less than 10 pounds per day.  Thus, a source needing a large amount of PM10 ERCs will likely need to go to multiple ERC holders, increasing transaction costs.

ERC Projections in the Open Market

Based on average credit use and supply of ERCs, the availability of coastal ERCs in the open market was projected.  The projections are designed to provide a general timeframe for when the availability of ERCs becomes critical.  In general, the basic methodology for estimating the supply of ERCs is based on current coastal ERC holdings, minus the LLT ERCs.  Each year the amount of ERCs is adjusted to reflect the estimated amount of ERCs assumed to be used and generated each year.  

Assumptions

The projections are based on a series of assumptions that account for typical generation and use of ERCs.  Annual average credit use is based on annual average ERCs used from 1998 to 2001, excluding ERC demand from the following source categories or scenarios:

· Electric Generating Facilities;

· Essential Public Services;

· VOC ERCs issued for acetone, 1,1,1-trichloroethane, and percholoroethylene that were retired for compliance with Rule 1303;

· Variances;

· Abatement Orders; and

· CEQA Mitigation.

Annual average credit generation is based on annual average ERCs issued from 1998 to 2002, excluding those ERCs that are re-issued as part of the 80 percent discount from the 1990 amendments to Regulation XIII.

Table 2-3
Assumptions for Projecting Coastal ERC Holdings 

(Rounded to Nearest 10 lbs/day)

Assumptions for Projections
VOC
NOx
SOx
CO
PM10

Available Coastal ERCs (Total ERCs Minus LLT ERCs)
9,810
220
100
1,480
170

Annual Average Used ERCs1
1,480
30
20
310
110

Annual Average New ERCs2
100
10
0
20
30

1
Based on annual average use from 1998 to 2001 excluding historic ERC use from EGFs, essential public services, VOC removal, variances, abatement orders and CEQA mitigation.

2
Based on annual average generation of new ERCs from 1998 to 2001, excluding ERCs reissued for 1990 balance adjustment.

Projected ERC Supply in Open Market

Based on the methodology and assumptions, projections were made to estimate when the amount of coastal ERCs will, in aggregate, reach a critical level.  This type of projection does not account for the individual needs of facilities to secure ERCs.  Thus, although it is estimated that coastal PM10 ERCs are expected to be of concern in the near-term (five years or less), current ERC costs and individual ERC holdings indicate that PM10 ERCs have already reached a critical level.  

As shown in Figure 2-9, projected coastal SOx and CO ERCs are expected to be of concern in the mid-term (five to 10 years).  Projected coastal VOC and NOx are expected to be of concern in the longer-term (eight years or longer).  Although the supply of VOC appears to be quite abundant relative to the other criteria pollutant, the rate of use of VOC ERCs is the highest as shown in Table 2-3.  Although the supply of coastal NOx ERCs is low, the rate of use is also low, making the availability of NOx ERCs a longer-term concern.

Figure 2-9
Projected Availability of Coastal NOx, CO, SOx, and PM10 ERCs
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Caveats and Key Issues

There are a series of caveats and key issues associated with the ERC projections.  The projections are intended to provide a general idea of the availability of ERCs.  Depending on the types and amounts of new permitting projects, pollutants that were projected to be of concern in the “longer term” can be upgraded to a “mid-term” or “near-term” concern.  The following highlights some additional caveats and key issues associated with the projections.

· Projections based on “typical” scenarios:  Since the projections are based on “typical” use scenarios and do not incorporate high use scenarios (such as EGF demand due to the energy crisis), the projections may underestimate when a pollutant will reach a critical level.  

· Delayed demand for ERCs:  The open market may experience delayed demand for ERCs when the supply and price of ERCs in the open market are more stable.  

· Projections are based on ERCs in aggregate and do not account for the small increments that are currently held, making acquisition more difficult.

Open Market Findings

Offset options under the open market are primarily limited to use of ERCs, since there are no federally approved mobile source protocols for use in the South Coast district
.  Based on AQMD staffs’ analysis of ERCs in open market, additional mechanisms are needed to stabilize the availability and cost of ERCs in the open market, particularly for NOx, SOx, CO, and PM10 ERCs.  Based on staffs’ analysis, the availability of coastal PM10 ERCs is of greatest concern.  Although coastal PM10 ERCs are expected to reach critical levels in the near-term, costs and the availability of only small segmented portions of ERCs indicate that the availability of PM10 ERCs may have already reached critical levels.  In 2001, the demand for PM10 ERCs and associated cost was the most dramatic of the five criteria pollutants.  The short supply of PM10 ERCs is most evident by those EGFs opting to use the Priority Reserve to purchase PM10 emission reductions at a cost of $25,000 per pound per day. 

Of next concern is NOx, SOx, and CO.  Although the availability of NOx and SOx ERCs is small, the rate of use is also small, thus the projected availability of available coastal ERCs are expected to reach critical levels in the longer-term for NOx and the mid-term for SOx.  Provided there is not a large demand for NOx and SOx ERCs, the market should be relatively stable.  If, however, there is a need for a large amount of NOx and/or SOx ERCs for a facility that will be exempt from RECLAIM or for use as interpollutant trades, the availability of NOx and/or SOx ERCs will reach critical levels very quickly since the current supplies are relatively low.  

Although the AQMD staff expects the availability of coastal CO ERCs to reach critical levels in the mid-term, the data shows the rate of use of coastal CO ERCs is moderate to high.  Excluding EGFs the annual average use of coastal CO ERCs is approximately 300 pounds per day.  In addition, the average price of coastal CO ERCs has increased from $700 per pound per day in 2000 to $6,000 per pound per day in 2001 indicating that CO levels may be reaching critical levels.  In addition, the individual holdings of CO ERCs are small, making it difficult and costly to secure a portion of ERCs that may be needed for a medium to large project.

Although the availability of VOC ERCs is currently stable, and is expected to reach critical levels in the longer term, the availability of VOC ERCs should be closely monitored.  Although the supply of VOC ERCs is relatively stable, the rate of use of VOC ERCs (excluding EGF demand) is approximately 1,500 pounds per day which is significantly higher than the other five criteria pollutants.  In addition, VOC ERCs have been increasing in price with an average cost of $700 per pound of VOC in 1999 to an average cost of $1,500 per pound of VOC in 2001.

AQMD’s NSR Account

As discussed in Chapter 1, the AQMD maintains an account of emission reductions that are used to provide offsets for the Priority Reserve and to demonstrate that Regulation XIII is equivalent to state and federal NSR requirements.  The AQMD staff assessed current and projected emission reductions in the AQMD’s NSR Account.  Since the state NSR requirements apply to all sources and federal NSR requirements apply only to major sources, the state accounting for the AQMD’s NSR Account is more stringent.  Thus, for the purposes of this analysis, the AQMD’s NSR Account is based on credits and debits associated with demonstrating equivalency with state requirements.  

The most recent equivalency demonstration was presented to the Governing Board at the November 9, 2001, public meeting and covered the reporting period from August 1999 to July 2000.  The remaining balance of emission reductions in the AQMD’s NSR Account is as follows:  VOC is 46.6 tons per day; NOx is 4.3 tons per day; SOx is 18.8 tons per day; CO is 26.4 tons per day, and PM10 is 46.03 tons per day.  NOx emission reductions in the AQMD’s NSR Account are substantially lower than the other criteria pollutants.

Each year as part of the equivalency demonstration, the AQMD staff assesses the annual net activity of the AQMD’s NSR Account.  The annual net activity represents the net balance of emission reductions coming in and being used from the AQMD’s NSR Account.  As discussed in Chapter 1, the amount of emission reductions coming in the AQMD’s NSR Account include emission reductions from discounts of pre-1990 ERCs, orphan shutdowns, BACT discount, and positive balance adjustments.  The amount of emission reductions being used from the AQMD’s NSR Account include facilities using reductions from the Priority Reserve and sources exempt from offsetting pursuant to Rule 1304, including sources with a potential to emit less than four tons per year.

Table 2-4 summarizes the annual average net activity.  The annual average net activity for VOC, NOx, SOx, and CO are based on the net activity that occurred in 1999 and 2000.  Although the annual equivalency report for the 2001 has not been completed, 2001 data has been complied for PM10 to capture the use of PM10 reductions used by EGFs as they began accessing the Priority Reserve as allowed under Rule 1309.1.  Thus, the annual average net activity for PM10 is based on the net activity that occurred in 1999, 2000, and 2001.  The annual average net activity for PM10 in 1999 and 2000 resulted in a net increase in the AQMD’s NSR Account of approximately 840 pounds per day.  In 2001, the annual net activity resulted in a net decrease in the AQMD’s NSR Account of approximately 1,260 pounds per day, where 340 pounds per day can be attributed to EGFs accessing the Priority Reserve.  Averaged over the three years, the net activity is a net decrease in the AQMD’s NSR Account as indicated in Table 2-4.
Table 2-4
AQMD’s NSR Account Balance and Annual Average Net Activity 
(Tons per Day)


VOC1
NOx1
SOx1
CO1
PM102

AQMD’s NSR Account as of July 20003
46.6
4.3
18.8
26.4
46.03

Annual Average Net Activity
-3.47
-0.30
-0.09
-1.35
-0.07

1
Based on annual net activity from August 1998 to July 1999, and August 1999 to July 2000 as reported in the 1999 and 2000 Status Reports on Regulation XIII – New Source Review.

2
Based on annual net activity from August 1998 to July 1999, August 1999 to July 2000 as reported in the 1999 and 2000 Status Reports on Regulation XIII – New Source Review, and AQMD data for net activity occurring between August 2000 to July 2001.  

3
Source:  Status Report on Regulation XIII, November 9, 2001.

Historically, the net activity has been negative indicating more emission reductions are being used than generated for the AQMD’s NSR Account.  As a result, the net balance of emission reductions in the AQMD’s NSR Account has been decreasing.  For PM10, however, the net activity historically has been positive.  As EGFs began accessing the Priority Reserve in 2001, the net annual activity has been negative. 

Emission Reduction Projections in the AQMD’s NSR Account
The AQMD staff projected emission reductions in the AQMD’s NSR Account.  Projections are based on the current balance of emission reductions in the AQMD’s NSR Account and the annual average net activity presented in Table 2-4.  As shown in Figure 2-10, the projected supply of emission reductions in the AQMD’s NSR Account is relatively stable.  Although the supply of VOC emission reductions is relatively high, the rate of reduction is also the highest.  The supply of NOx emission reductions in the AQMD’s NSR Account is relatively low, but the rate of reduction is also relatively low.  
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Figure 2-10
Projected Supply of Emission Reductions in AQMD’s NSR Account
AQMD’s NSR Account Findings

The AQMD’s NSR Account is and will remain as a key element in the equivalency demonstration for Regulation XIII and state and federal NSR requirements.  Since the level of emission reductions are relatively stable, the AQMD staff is recommending that no mechanisms are needed at this time to stabilize the availability of emission reductions in the AQMD’s NSR Account.  It is important, however, to continue monitoring the balance of emission reductions in the AQMD’s NSR Account, particularly for NOx as the current levels are less than five tons per day.  If a future annual Regulation XIII status report indicates that the levels of a particular pollutant are reaching critical levels, the AQMD staff can further assess potential options to to stabilize the supply of emission reductions in the AQMD’s NSR Account. 

Other Air District’s NSR Programs

Similar to the AQMD, other air district’s in California have experienced increased demand and costs for NSR offsets in 2001, primarily due to new and the expansion of existing EGFs.  NOx and PM10 offsets have experienced the greatest demand, and accordingly have experienced the most significant cost increases.  

To address the increased demand for NOx and PM10 offsets, other air districts are evaluating alternative credit generation mechanisms for mobile and area sources.  Credit generation sources that are currently being evaluated include, but are not limited to diesel internal combustion engines, marine vessels, heavy-duty on- and off-road mobile sources, agricultural pumps, open burning and unpaved roads.  In addition to credit generation mechanisms, air districts are evaluating the concept of credit leasing.  Variations on the concept of credit leasing include the term of the lease, for example three or thirty years, and who the offsets can be leased to, the air district or a private party.  Under all of the credit leasing options, the full value of the offset is retained at the end of the lease.

Introduction

ERC generation-side management options are based on mechanisms that will help increase the supply of ERCs to the open market.  Based upon collaboration among AQMD staff, the ERC System Working Group, and the general public, three categories for enhanced ERC generation-side management have been identified: (1) New Credit Generation Mechanisms; (2) SIP Offset Budget; and (3) Modifications to Regulation XIII ERC Discount Procedures.  Options for enhanced ERC generation management within each of these categories were also identified.  To determine the viability of the identified options, they have been qualitatively assessed relative to general criteria, including the potential impact on the ERC market, EPA and CARB approval issues, other key issues, ease of implementation, and the ability to incentivize new clean technologies.  If the Governing Board directs staff to proceed with rulemaking to implement recommendations, AQMD staff will continue to work with stakeholders to further assess and resolve key issues.  The rulemaking process will provide for additional public participation and comment opportunities.  In addition, staff will prepare environmental and socioeconomic impact assessments as appropriate.

The subsections below discuss the options identified for each of the three enhanced ERC generation-side management categories.  The chapter concludes with a discussion of options initially considered but not being pursued at this time.  

New Credit Generation Mechanisms

Potential sources of new ERC generation include mobile, area, and stationary sources.

Mobile and Area Source Credit Generation Rules

None of the current SIP approved (i.e., federally approved) AQMD Regulation XVI rules (i.e., mobile and area source credit rules) provide for the generation of credits that can be used to comply with Regulation XIII.  The SIP approved mobile and area source credit rules specify that credits generated under these protocols may only be used as RTCs for Regulation XX.
  

A potential mechanism for increasing the supply of ERCs to the open market would be to amend the existing SIP-approved mobile and area source credit protocols to allow the generation of ERCs for Regulation XIII compliance or specify in Regulation XIII that they may be used.  This would require the ability to use short-term credits for NSR purposes.  The concept of using short-term credits for NSR compliance is discussed in Chapter 4 - ERC Use-Side Management.

In addition to amending existing Regulation XVI rules, new protocols for generating credits for mobile and area sources could be developed.  Potential sources of credits include non-permitted equipment (see AQMD Rule 219 - Equipment Not Requiring a Written Permit Pursuant to Regulation II), ground support equipment, locomotives, off-road equipment, agricultural pumps, etc.

Assessment of Mobile and Area Source Credit Generation Rules

This option would be expected to have a “medium” effect on the ERC market.  While the potential for PM10 and NOx emission reductions from mobile and area sources is considerable, the credits generated from such sources are discrete (i.e., short-term).  The difficulty AQMD has experienced in developing state and federally approved mobile and area source credit generating rules has been identifying sources from which emission reductions are surplus to the SIP.  This issue will be exacerbated as additional state and federal rules are adopted which require lower emissions from mobile and area sources.  Another key issue is the use of short-term credits for NSR purposes.  NSR requires stationary sources to offset emission increases with ERCs that represent an infinite stream of emission reductions.  Since by definition short-term credits expire after a specified time, their use by stationary sources presents a risk that the required long-term stream of credits may not be secured.  See Chapter 4 for a discussion of using short-term credits for NSR compliance.

This potential ERC generation option would require amendments to existing Regulation XVI rules and adoption of new protocols.  The time frame to develop new protocols limits the near-term effectiveness of this option.  Implementation would also require modification of EPA policy regarding the use of non-stationary source credits for NSR compliance.

This option could provide an incentive for specific mobile and area sources to develop lower emitting equipment sooner than required (i.e., increase the penetration rate of new cleaner technology).

Retrofits Beyond BARCT

Currently, existing equipment must comply with BARCT limits set forth in AQMD’s source-specific regulations (i.e., Regulation XI – Source Specific Standards).  BARCT emission limits are typically not as stringent as the BACT limits required for new or modified equipment.  A potential credit generation concept would allow retrofit sources whose emission rates are below BARCT compliance margins to receive credit for the difference.  The credits generated from this mechanism would have a limited life because the BARCT levels for many sources are continually being lowered as rules are adopted to reflect improvements in technology.

Assessment of Retrofits Beyond BARCT

This option’s impact on the ERC market would depend on the source categories included, but would be expected to be “low to medium” as existing BARCT levels are relatively low.  A key issue for this option is whether reductions beyond BARCT are considered surplus (and thus creditable) by EPA and CARB.  Associated with this issue is the appropriate definition of compliance margins.  Additionally, as stated above, credits generated from this mechanism must have a limited life because the BARCT levels for many sources are continually being lowered.  The issue of using short-term credits for NSR compliance is discussed in Chapter 4.

This option would provide existing sources an incentive to go beyond BARCT, thus advancing clean technologies.

Extend Time to File Application for ERC Generation

AQMD Rule 1309(b) currently requires an application to generate an ERC to be submitted to the AQMD no more than 90 days after the emission reduction occurs.  If an application is not submitted within 90 days, the emission reductions are captured and credited to the AQMD NSR Account as orphan shutdown.  The reductions are in turn used to offset emission increases from small emitters (less than four tons per year), facilities accessing the Priority Reserve, or other exempt sources.  An alternative would be to allow sources 180 days to submit an application for ERC generation.  This would potentially direct more ERCs to the open market rather than to the AQMD’s NSR Account.

Assessment of Extending Time to File Application for ERC Generation

This option’s effect on the ERC market would depend on how many additional facilities would apply for ERCs if the application submittal date were extended.  If additional facilities applied for credits, those ERCs that would have otherwise been claimed by the AQMD through the orphan shutdown process would instead be available to the open market.  The effect on the AQMD’s NSR account would depend on how many additional facilities would apply for emission reductions.  The AQMD would continue to monitor the availability of emission reductions (particularly NOx emission reductions levels) in the AQMD’s NSR Account and take appropriate actions in the event this option adversely impacts the AQMD’s NSR Account.

No key issues have been identified for extending the time to file for ERCs.  Implementation of this option would require amendments to existing Rule 1309.  This option would neither hinder nor accelerate the advancement of new clean technologies.

SIP Offset Budget

The CAA (§110(a)[1]) requires each State to adopt and submit to the EPA a plan that provides for implementation, maintenance, and enforcement of federal ambient air quality standards in each air quality control region within the State.  Every three years, AQMD prepares an overall plan for the air quality improvement in its area of jurisdiction (i.e., the air quality management plan (AQMP)).  Each iteration of the AQMP is an update of the previous plan.  Upon adoption by the AQMD Governing Board, the AQMP is submitted to the CARB for inclusion in the SIP.  Thus, the emission reduction strategy set forth in the AQMP is the basis for the AQMD’s SIP commitment.  

The AQMP is a comprehensive emission reduction strategy that accounts for the emission reductions necessary to demonstrate compliance with state and federal ambient air quality standards.  The emission reductions necessary to demonstrate attainment are derived from the emissions inventory for sources within the AQMD’s jurisdiction, including sources controlled by the state and federal governments.  
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The concept of the SIP Offset Budget is to create a set-aside of emissions in the SIP that can be used for compliance with Regulation XIII.  The SIP Offset Budget would provide a safety net for facilities by ensuring the availability of ERCs.  In addition, the SIP Offset Budget would be a critical component to the potential use of short-term credits since it would ensure the availability of ERCs to a facility using short-term credits in the event that the facility cannot secure a stream of credits once the short-term credit stream expires.  

Sources that elect to use ERCs from the SIP Offset Budget would be required to pay an access fee.  The fee would be used to replenish emission reductions in the SIP Offset Budget through SIP-approved credit generation projects.  Emission reductions would also be replenished through any excess emission reductions obtained from implementation of SIP measures beyond those necessary to demonstrate attainment.  The integrity of ERCs used for NSR would be maintained by using only federally approved protocols or rules for generating credits for the SIP Offset Budget.

To ensure emission reductions are adequately replenished, the SIP Offset Budget would also feature some mechanism for backstop reductions.  AQMD staff initially identified the potential of using emission reductions from functionally identical replacements.  This concept arises from the fact that Rule 1304(a)(1) currently exempts functionally identical replacements from the offset requirement of Rule 1303(b)(2) if the replacements operate as if current BACT were applied
.  Currently, no credit is given to the source or claimed by the AQMD if the new emission levels are below existing levels.  This option considers generating ERCs from functionally identical replacements by minor stationary sources
 by accounting for the emission reductions between BARCT and BACT emission levels.  However, EPA staff has indicated that diverting the emission reductions associated with this source may jeopardize federal approval of Regulation XIII since the federal CAA requires LAER for like-equipment replacement at a major source in extreme non-attainment areas and Regulation XIII makes no difference between major and minor sources.  Thus, AQMD staff will continue to work with EPA and CARB to identify creditable emission reductions that can be used as backstop reductions for the SIP Offset Budget.  

As an alternative implementation approach to the concept of a SIP Offset Budget, the AQMD staff is exploring the option of replenishing emissions in the SIP Offset Budget programmatically through implementation of all SIP measures.  Though replenishing reductions programmatically as opposed to through individual projects and control measures is the preferred approach, EPA has raised issues with this concept.  The AQMD staff will continue to explore this approach, as it alleviates the need to manage individual emission reduction projects.  Furthermore, it is anticipated that the SIP can be designed in such a way that it would include sufficient emission reductions to programmatically mitigate emissions from NSR sources that elect to use emissions from a SIP Offset Budget.

Assessment of SIP Offset Budget

It is assumed that this option would have “high” effect on the ERC market since it would remove pressure on certain NSR sources to obtain all their required ERCs from the open market (or by internal offsets).  

There are certain requirements of the federal CAA and the California Clean Air Act (CCAA) that constrain the structure of the SIP Offset Budget.  The federal CAA requires the AQMP to “provide for the implementation of all reasonably available control measures as expeditiously as practicable . . .” (CAA § 172[c]).  Similarly, the CCAA requires the AQMP to “contain deadlines and schedules to achieve the state ambient air quality standards by the earliest date achievable...” (California Health and Safety Code § 40462[a]).  In addition, the CCAA requires that the AQMP reduce non-attainment pollutants at a rate of five percent per year, or include all feasible measures and an expeditious adoption schedule.  Thus, EPA and CARB have indicated that implementation of a SIP Offset Budget must be predicated on having an AQMP that demonstrates attainment irrespective of the SIP Offset Budget.  This requirement assumes that the emission reductions that make up and replenish the SIP Offset Budget would be SIP measures beyond those necessary to demonstrate attainment.  Since CARB currently faces a shortage of VOC reductions for SIP attainment demonstration purposes, the proposed AQMD SIP Offset Budget would not include VOC credits.  

The concept of a SIP Offset Budget also faces a number of key design issues.  Such issues include the size of the offset budget, criteria for participation, the appropriate access fee, the need or ability to pre-fund the budget with creditable emission reductions, and the length of the program (i.e., open ended with a review or short-term with a review).  Additionally, a backstop mechanism would be necessary to ensure reductions are available in the event that the SIP Offset Budget is not sufficiently replenished from the emission reduction projects funded by the access fee.  As discussed above, EPA expressed reservations regarding staff’s initial concept of using reductions from functionally identical replacements.  AQMD staff will continue exploring options for a backstop mechanism with EPA and CARB.

As discussed above, AQMD staff will also continue discussions with EPA and CARB regarding the concept of programmatically mitigating emissions from NSR sources that elect to use emissions from a SIP Offset Budget.

Implementation of the option would require amendments to Regulation XIII, modifications to the AQMP and NSR tracking system, and the selection, funding, and execution of projects to generate creditable emission reductions.  The monies collected through the SIP Offset Budget concept would be expected to advance innovative clean technologies.

Modifications to ERC Discount Procedures

The following subsections evaluate three potential modifications to ERC discount procedures.

Fix BACT Discount Level for ERC Generation

Under Regulation XIII, emission decreases from sources which are modified or removed from service are calculated as the actual emissions reduced to the amount which would be actual if current BACT were applied.  An alternative option considers, for the purposes of credit generation only, to maintain the BACT discount level for a limited time period beyond the effective date of new BACT for voluntary reductions.  For example, BACT for a hypothetical boiler is currently nine parts per million (ppm).  If a new technology is developed which achieves a six ppm level, then the first facility installing the new equipment may be able to generate ERCs for the difference between nine ppm (i.e., current BACT) and the lower limit.  Thereafter, however, any users of the new technology would be unable to generate credits since the six ppm limit has now been “achieved in practice” and, by definition, is considered BACT.  Under the potential option considered here, facilities that voluntarily install the six ppm boiler within a certain period of time (e.g., three years) could generate ERCs that would be discounted to the nine ppm level rather than the six ppm level. 

Assessment of Fixing BACT Discount Level for ERC Generation

EPA has indicated to AQMD staff that the concept of fixing the BACT discount level for credit generation may be difficult to approve.  According to EPA, the installation of new equipment is an NSR event that, pursuant to AQMD Regulation XIII, requires BACT, yielding no surplus reductions.  Furthermore, since EPA considers the BACT discount for credit generation as part of the AQMD’s federally approved NSR program, lowering the discount level may jeopardize federal approval of Regulation XIII.

Another key issue is the substantive modifications that would be required to the AQMD’s credit tracking system since it would require the tracking of two BACT levels – the achieved in practice level and the temporary discount level.  An additional issue involves equity between sources generating credits pre- and post-rule modification.  

It is assumed that this option would have a “low to medium” effect on the ERC market since current BACT emission levels are relatively low.  However, this option may provide an incentive for sources to replace existing equipment with cleaner equipment sooner than they otherwise would.

Issue ERCs in Annual Units

AQMD Rule 1306 – Emission Calculations, sets forth the procedure for calculating daily emission increases and decreases used for Regulation XIII offset requirements and ERC generation.  Since ERCs represent a stream of daily emissions, the Rule 1306 emission calculation procedure includes a usage factor to account for the number of actual operating days throughout the year.  The usage factor accounts for the creation of ERCs that could be used 365 days per year when the source generating the credits operates less than 365 days.  

For example, daily emissions from a source that operates 200 days per year and emits 200 pounds of a pollutant per year is one pound per day.  If this source reduced these emissions and was given credit, the resulting ERC would equal one pound per day or 365 pounds per year.
  To avoid the discrepancy between daily and annual emissions when calculating ERCs, Rule 1306(c)(3) includes the following usage factors:

1.0 when operated 180 days or more;

0.5 when operated 30 to 179 days; and

0.0 when operated less than 30 days.

To remove a layer of complication and inaccuracy when converting to daily units, an alternative would be to issue new ERCs in annual units.  Permit conditions restricting monthly or daily emissions on a 30-day average basis would still apply.  Issuing new ERCs in pounds per year would more accurately reflect actual emissions, remove need for the usage factor, and eliminate the over discounting of ERCs.  The South Coast AQMD is one of the only air pollution agencies that issue ERCs in units of pounds per day.

Assessment of Issuing ERCs in Annual Units

It is assumed that this option’s effect on the ERC market would be “low to medium” on the overall market, but could be “high” for individual projects.  No apparent EPA or CARB approvability issues have been identified.  As with all options considered herein, however, the rule amendments that would be required to implement this option would be scrutinized to assure that it would not jeopardize SIP approval of Regulation XIII.  Other key issues include equity between sources generating credits pre- and post-rule modification, resource impacts on AQMD staff, and the significant revisions that would be required of the AQMD ERC tracking system.  (Note: staff resource impacts would be quite substantial if the AQMD staff were to re-issue existing ERCs in annual units).  Issuing ERCs in annual units would neither hinder the penetration of new clean technologies nor accelerate it.

Economic Incentives Program Discount

An Economic Incentive Program (EIP) is a regulatory program that achieves an air quality objective by providing market-based incentives or information to emission sources.  EIPs include a variety of measures designed to increase flexibility and efficiency, while maintaining accountability and enforceability of traditional air quality management programs.  EIPs may either achieve emission reductions beyond those included in the SIP, provide compliance flexibility to sources for greater cost-effectiveness, or both.  The four general types of EIPs are 1) emission trading programs, 2) financial mechanism programs, 3) clean air investment funds, and 4) public information programs.  

The EPA has interpreted what a discretionary EIP
 should contain in order to meet the requirements of the CAA.  Key principles that must be incorporated into EIPs in order to receive EPA approval include:

· emission reductions must be quantifiable, enforceable, permanent, and surplus;

· each program must seek to protect all segments of the population equally from health and welfare damage caused by emissions; and

· each program must achieve an environmental benefit relative to the traditional regulatory program.

The environmental benefit demonstration can show faster attainment, more rapid emission reductions, or more emission reductions (of toxic or criteria air pollutants) than would have happened without the EIP.  Though the environmental benefit requirement varies depending on the type of EIP, the attainment status of the air basin, and other variables, a general requirement is that emission reductions be at least 10 percent lower than would have otherwise occurred.  For those programs subject to the 10 percent environmental benefit, however, EPA provides some flexibility depending upon the type of environmental benefit.

For example, the EPA has approved certain voluntary AQMD mobile and area source credit generation rules that discount NOx credits upon issuance by less than 10 percent.  EPA allowed this flexibility since in addition to NOx there would be concurrent emission reductions of other pollutants (i.e., PM10) that are not otherwise accounted for.  

Expanding on the flexibility inherent in EIPs, an ERC generation-side management concept is to lower the 10 percent environmental benefit for mobile and area source projections that reduce diesel particulate.  Diesel particulate emissions are a source of PM10 and has been identified as a toxic air contaminant based on its potential to cause cancer and other adverse health effects.  Further, AQMD’s MATES - II Final Report (March 2000) found that diesel PM10 (principally from mobile sources) constitutes approximately 70 percent of basin-wide toxic risk.  Thus, the reduction of diesel particulate emissions would help in achieving the attainment of the PM10 NAAQS while concurrently reducing overall toxic risk.  Since BACT for new equipment would preclude the use of diesel fuel, there is currently a mechanism in place to ensure that any credits generated under this concept would not lead back to diesel particulate emissions.

Assessment of Lowering EIP Discount for Diesel Reductions

It is assumed that this option’s effect on the ERC market would be “low” to “medium” since it would not be expected to provide a significant incentive for applicable sources to voluntarily modify equipment.  This option may provide an incentive to reduce diesel particulate emissions, however, thereby helping to achieve the NAAQS for PM10 while at the same time lowering exposure to a toxic air contaminant.

Implementation of this option would require concurrence from EPA that it meets with their interpretation of EIP or if the environmental discount in EIP does not apply to ERCs for NSR purposes.

Concepts considered but not pursuED

The following identifies additional credit generation-side management options initially considered.  The AQMD staff has conducted a preliminary assessment of these options, and with input from the ERC System Working Group, has decided not to pursue these options at this time.  

Use of RECLAIM Credits

The initial examination of potential new credit generating mechanisms considered RECLAIM facilities since they are large sources with high emission reduction potential.  Further analysis concluded, however, that RECLAIM facilities are not a viable source of ERC generation (i.e., emission reductions for uses other than RECLAIM compliance) at this time.  

The Governing Board amended the RECLAIM program (AQMD Regulation XX – Regional Clean Air Incentives Market) in May 2001 in response to the negative effect that the energy crises had on the price and availability of RTCs.  The amendments separated EGFs from the remainder of the RECLAIM market in an attempt to remove their influence from the price of and demand for RTCs.  The amendments require an evaluation to be made prior to July 2003 to determine whether EGFs will remain separate from the remaining RTC market.  

While it is acknowledged that RECLAIM facilities are a potential source of significant NOx emission reductions, the recent volatility of the RTC market precludes opening it to the ERC market at this time.  Staff recommends that the potential for conversion of RTCs to ERCs be evaluated as part of the RECLAIM market analysis that will determine whether EGFs will reenter the remaining RTC market.  

Lower Discount for ERCs Generated from Process Changes or Overcontrols

One option initially considered was to apply discounts less than BACT for ERCs generated from process changes or overcontrols.  Currently, AQMD considers process changes and overcontrols, other than retrofits, as NSR events requiring installation of BACT regardless of whether there is an emission increase.  Thus, implementation of this concept might jeopardize EPA’s approval of AQMD’s Regulation XIII.  Furthermore, this concept would not be expected to provide a significant source of ERCs. 

Lower Discount for ERCs Generated in Certain Season

A second discount procedure modification option that was initially considered involved basing the discount on the seasonality of the reduction.  Since the relative concern regarding criteria pollutant emissions differs between summer and winter seasons, a concept initially identified was the application of lesser discounts for specified pollutant reductions occurring in certain seasons.  This concept will not be pursued at this time since it may further fragment the trading system and thereby render credits less fungible.  Additionally, this concept may generate only a minor amount of ERCs and would require significant ERC tracking system modifications.

Introduction

Use-side management options are based on mechanisms that will either help to sustain the existing supply of ERCs or reduce the amount of ERCs used, thus increasing the availability and liquidity of ERCs in the open market.  Based upon collaboration among AQMD staff, the ERC System Working Group, and the general public, two categories for enhanced ERC use-side management have been identified: (1) Credit Use Flexibility; and (2) Optimizing Credit Use.  Options for enhanced ERC use management within these categories were also identified.  As with the ERC generation-side management options discussed in Chapter 3, the use-side management options have been qualitatively assessed relative to general criteria, including the potential impact on the ERC market, EPA and CARB approval issues, other key issues, ease of implementation, and the ability to incentivize new clean technologies.  If the Governing Board directs staff to proceed with rulemaking to implement recommendations, AQMD staff will continue to work with stakeholders to further assess and resolve key issues.  The rulemaking process will provide for additional public participation and comment opportunities.  In addition, staff will prepare environmental and socioeconomic impact assessments as appropriate.

The subsections below discuss the options identified for each of the enhanced ERC use-side management categories.  The chapter concludes with a discussion of options initially considered but that will not be pursued at this time.  

Credit Use Flexibility

The consideration of potential options for ERC system enhancement included mechanisms to reduce the amount of credits needed by NSR sources.  

Short-Term Credits

NSR requires applicable stationary sources to offset emission increases with creditable ERCs that represent an infinite stream of credits in units of pounds per day.  Although Regulation XIII allows for the use of MSERCs, there are no federally approved protocols for NSR offsetting.  As discussed previously, though there are currently no MSERC protocols approved for NSR use in the South Coast district, EPA has previously approved the concept of using MSERCs for NSR compliance in its approval of Regulation XIII.  Furthermore, EPA has approved an MSERC protocol for NSR compliance in the San Diego air district.  Therefore, as a means to increase credit use flexibility, AQMD staff is proposing to work with EPA and CARB to obtain federal approval of short-term credit generation protocols for use in NSR.  Regulation XIII would be amended to specify that only federally approved protocols could be used to generate short-term credits for use as NSR offsets.  AQMD staff is proposing to further increase credit use flexibility by creating other short-term credit generation mechanism to help facilitate a source’s ability to create a credit “stream” comprised of short-term credits.  These additional mechanisms would include federally approved area source credit generating protocols and shared ERCs streams (ERC sharing is discussed in the subsection that follows).  Under this concept, a source could combine MSERCs, ASCs, shared ERCs, and a traditional stream of ERCs to create an infinite stream of credits (Figure 4-1).  

Creating a credit “stream” comprised of short-term credits could potentially pose a risk to a permitted facility if credits are not available or the price of credits is too high at the end of a stream of short-term credits.  The proposed SIP Offset Budget (see Chapter 3) would provide a safety net for facilities to minimize the risk that a facility may face in securing credits once the short-term credit stream expires.  While a facility will always have the option of purchasing credits on the open market, the facility would have the option (depending on the criteria for participation) of using reductions from the SIP Offset Budget. 
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Short-Term Credit Concept

Assessment of Short-Term Credits

It is assumed that this option’s effect on the ERC market in the long-term would be “medium,” since the amount of credits that may be generated is limited by the short-term nature of the reductions.  Although the impact on the overall ERC market may be medium, the impact to an individual source may be more significant, particularly for a source with a unique permitting situation where offsets are needed on a temporary basis such as oil dredging.  In addition, encouraging the use of the protocols for short-term credit generation projects is expected to incentivize the advancement of clean technologies.

As discussed in Chapter 3, protocols for short-term credit generation for NSR compliance require EPA and CARB approval.  The concept of ERC sharing also requires EPA and CARB approval.  Key issues for the credit use flexibility options discussed above include developing mechanisms to ensure all short-term credits which make up a stream are available as specified during permit processing, the short-term credit stream covers the useful life of stationary equipment, and the credits represent contemporaneous emission reductions.  If approved by EPA and CARB, the concept of ERC sharing would require amendments to Regulation XIII and the AQMD’s NSR tracking system.  

ERC Sharing

An ancillary concept to the short-term credit concept described above is ERC sharing.  In this concept, an ERC stream held by a source who is not currently using it may allow another source to use the credits for a finite period.  Thus, the shared portion of the stream becomes a short-term credit.  In the example in Figure 4-2 below, “Facility A” holds ERCs of 100 pounds per day but is not currently using those credits.  “Facility A” sells to “Facility B” 100 pounds for the years 2002 through 2006, after which time “Facility B” holds no credits, while “Facility A” retains 100 pounds per day of credits beginning in 2007 and on.

This concept currently considers allowing ERC sharing of a particular credit stream for a finite amount of time (e.g. five years).  During that finite time period, the ERC stream can be split as many times that a facility elects to.  However, if after that finite time period the facility elects to continue splitting the stream to create short-term shared ERCs, the AQMD staff is proposing that the stream be discounted.  Discounting the stream after a certain time period is needed to ensure that emission reductions from implementation of Regulation XIII continue
. 
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ERC Sharing Concept

During the deliberations of the Working Group and at a Public Consultation meeting, a similar concept to ERC sharing was suggested.  The concept involves the sharing of ERCs that have been surrendered for a PC, but that have not yet been used since the project has not commenced operation.  For example, a project that has a multi-year construction period must provide ERCs to receive a PC, even though the project’s operation (and thus emissions) will not occur for years.  The suggested option is that ERCs that have been surrendered at the PC stage but have not yet been used for the project should be available for use for a different project on a short-term basis.  The ERCs could be held in a specific account, and operation of the project for which they were originally submitted could not begin until the ERCs were re-secured.  

Assessment of ERC Sharing

While ERC sharing would not generate additional credits, it may increase the amount of ERCs available to the market.  Currently, many facilities that have future expansion goals hold on to any ERCs they own and are not presently using since they assume ERCs will be more expensive or unavailable in the future.  ERC sharing is expected to increase the availability of least likely to be traded ERCs, thereby increasing the liquidity of ERCs in the open market.  

As discussed above, the use of short-term credits for NSR compliance requires EPA and CARB approval.  Key issues include determining the time period during which an ERC could be shared, potential discount requirements for shared ERCs, and the significant additional ERC tracking requirements to implement this concept.  

If approved by U.S EPA and CARB, ERC sharing will require amendments to Regulation XIII and significant enhancements to the AQMD’s NSR tracking system.  Since ERC sharing is based on splitting an existing stream of ERCs, this concept is not expected to further incentivize the development of new clean technologies, but may incentivize early reductions prior to intended ERC use.

Interpollutant Trading

Rule 1309 – Emission Reduction Credits, allows interpollutant offsetting (e.g., “X” pounds of SOx for “Y” pounds of PM10) on a case-by-case basis, except that PM10 emissions are not allowed to offset NOx or VOC emissions in ozone nonattainment areas.  The two main requirements for interpollutant offsets are that: (1) the trade results in an equivalent or greater offset of the new, modified, or relocated source's nonattainment pollutants; and (2) the applicant demonstrates that the emissions from the new or modified source will not cause or significantly contribute to the violation of an ambient air quality standard (as specified in Rule 1303, Table A-2).

Though interpollutant trading is currently allowed, the methodologies and protocols for determining appropriate ratios are very project specific and not fully developed.  As a result, only a few trades have occurred.  This option considers standardizing the protocols and calculation methodologies that allow for interpollutant trades.  Providing standardized mechanisms where more abundant types of pollutants can be used in lieu of less abundant credit types may make the use of ERCs more cost-effective for particular sources.

Assessment of Interpollutant Trading

It is assumed that standardizing interpollutant trading protocols would have a marginal effect on the ERC market as a whole, but it may have a “high” effect for a particular source.  A working group consisting of EPA, CARB, local air districts, and other stakeholders is currently working to develop standardized methodologies and protocols for interpollutant trading.  A key issue for local air pollution control agencies is to ensure that increased use of interpollutant trading does not negatively affect attainment efforts for any particular pollutant.

The working group should continue to develop standardized methodologies and protocols for interpollutant trading.  Increased use of interpollutant trading may incentivize new clean technologies for NOx or SOx reductions to be used for PM10 offsetting purposes.

Optimizing Credit Use

The consideration of potential options for ERC system enhancement includes mechanism to reduce the amount of credits needed by NSR sources.  

ERC Use for Purposes Other than NSR

As discussed in Chapter 2, ERCs have been used for compliance with AQMD Rule 2202, variances, abatement orders, CEQA mitigation, and inter-district transfers.  Other types of emission reduction credits such as MSERCs and ASCs can be used for Rule 2202 compliance or to mitigate emission increases from variances, abatement orders or CEQA projects.  Use of non-SIP approved credits are a viable option for these programs since these programs do not require use of federally approved emission credits.  

As an example of ERCs use for non-Regulation XIII purposes, approximately 20 pounds per day of CO and 3,500 pounds per day of VOC ERCs were transferred out of the district in 2001 for use by a facility in another air district.  The AQMD staff recognizes that other neighboring air districts are experiencing similar ERC shortages, and sources in those air districts have and will likely continue to look to the South Coast Air Quality Management District for ERCs.  The AQMD staff evaluates inter-district transfers on an individual basis to ensure that transferring ERCs to another air district does not further deplete already low supplies of ERCs in the district.  Rule 1309 currently requires that the AQMD’s Governing Board approve any inter-district transfers through an adopting resolution. 

Considering the low availability and high costs of ERCs necessary for NSR compliance, a means of optimizing credit use would be to establish policies that discourage the use of ERCs for non-Regulation XIII compliance.  Although the AQMD cannot preclude a source from using an ERC for non-Regulation XIII compliance, mechanisms can be incorporated to encourage the use of other types of emission reduction credits that will be less detrimental to the existing ERC system.

Assessment of ERC Use for Purposes Other Than NSR

It is assumed that a policy to discourage the use of ERCs for non-Regulation XIII purposes would have a “low to medium” effect on the ERC market in the long-term, although the use of ERCs for non-NSR purposes was relatively high in the year 2001.  It is acknowledged that the already low supplies and the high prices of ERCs for NOx, SOx, CO, and PM10 may likely direct sources to look at alternatives to ERCs for non-NSR purposes.  

Based on an initial assessment of this option, no apparent approval or other key issues have been identified.  Implementation of this option is based on establishing policies to encourage the use of other non-ERC type credits for Rule 2202, variances, abatement orders, and CEQA mitigation.  Regarding inter-district transfers, the AQMD staff will continue to work with individual sources on a case-by-case basis.  This option has no impact on the advancement of clean technologies.

20 Percent Environmental Benefit Offset Factor

As discussed in Chapter1, the external ERC offset ratio for NSR is 1.2-to-1.0.  That is, an applicable source must provide ERCs that offset an emission increase by 120 percent.  The additional 20 percent (i.e., over the 1.0 to 1.0 offset) is a mandatory environmental benefit factor.  

This option allows flexibility for the type of emission reductions used for the external offset ratio greater then 1.0-to-1.0 (i.e., the 20 percent environmental benefit factor).  Under this option, sources would still be required to fully offset emissions as well as provide the 20 percent environmental benefit, but the additional 20 percent would be achieved with more flexibility.  Flexibility could include the use of inter-pollutant offsets or MSERCs/ASCs for the additional 20 percent offset requirement.  The use of MSERCs/ASC under this option would be enhanced by extending the life of short-term credits (see the subsection “Extending the Credit Use of Short-Term Credits”, below).  Another flexibility concept considers providing an incentive to install cleaner equipment in those source receptor areas (SRAs) with the worst air quality by reducing the additional 20 percent offset requirement based on air quality in the SRA
.  A third flexibility concept is removing the additional 20 percent offset requirement for those projects with emission rates at least 20 percent below current BACT emission rates.

Assessment of 20 Percent Environmental Benefit Factor

EPA staff has expressed reservations regarding this concept since the CAA specifically sets forth offset ratios and does not provide for exemptions to those ratios.  Thus, they interpret the CAA to not allow flexibility in the offset ratio regardless of the fact that the 20 percent portion of the ratio is not required to show no net increase in emissions, but is solely to benefit the environment.

It is assumed that this options’ effect on the ERC market would be “medium to high” since the 20 percent environmental benefit portion of the offset ratio can be substantial for large projects.  Thus, the impact could be expected to be more significant on an individual basis rather than on the overall open market.  

As with all options considered herein, further assessment of this concept is needed to assure that implementation will not jeopardize SIP approval of Regulation XIII.  Additional issues include equity between sources, potential opposition to highlighting geographic air quality designations, and complications for ERC tracking.

Implementation of this potential option would require amendments to Regulation XIII.  In addition, revisions to the AQMD’s ERC tracking system would be needed to incorporate geographic designations.  This concept may advance pollution control technologies if the 20 percent benefit factor was met using MSERCs/ASCs or new technologies with emission rates at least 20 percent below current BACT.  If these short-term credits are used, may need to extend the credit use to over the life of the NSR project.

Concepts considered but not pursuED

The following identifies additional credit-use management options initially considered.  The AQMD staff has conducted a preliminary assessment of these options, and with input from the ERC System Working Group, has decided not to pursue these options at this time.  

Higher Thresholds for Accessing the AQMD’s NSR Account

As discussed in Chapter 1, facilities with a PTE less than four tons per year and other select sources (including essential public services) have access to the AQMD emission offset account.  An option initially considered was to allow access to facilities with a PTE greater than four tons per year.  Considering the potential adverse affect this would have on AQMD’s equivalency demonstration (see Chapter 1), this option was rejected from further consideration at this time.

Additional Time to Surrender ERCs

Another concept considered is to allow additional time for a permit applicant to provide ERCs.  Currently, a source is required to provide ERCs prior to issuance of the permit to construct.  An alternative is to provide some flexibility to sources in their efforts to secure offsets by allowing them to provide the offsets at the time of operation.  This option has been rejected for further consideration for a couple of reasons.  Though it would provide some flexibility to sources in their efforts to secure offsets, it would not reduce the amount of ERCs needed.  More importantly, there is a risk that ERCs would not be available for projects that have already been constructed.  This would present serious problems for both permit applicants and regulators, especially for large projects that have invested large sums of money for project construction. 

Extending the Credit Use of Short-Term Credits

Another concept considered is extending the time period by which short-term credits are used for credits that are generated up front.  Currently, short-term credits must be used within a certain time frame that depends upon, among other factors, the useful life of the equipment and the length of time the reductions are considered surplus.  If a short-term credit project generated 100 pounds of credits with a useful life of two years in 2002, all 100 pounds would have to be used by 2004.  Since credit reductions today are generally considered more beneficial to public health than future reductions, an alternative is to allow additional time to use the credits if they are generated up front.  Using the example above, the alternative concept would allow a source to split up the credits and use, for example, 20 pounds per year for five years.  However, initial comments from EPA raised concerns regarding this approach since reductions and use may not be contemporaneous and this approach introduces credit tracking issues, and it was rejected from further consideration at this time.

Introduction

As discussed in Chapter 1, the objective of Strategic Alliance Initiative #1 is to ensure economic growth in the region is not restricted by low availability and high costs of ERCs, while also ensuring progress towards air quality goals.  To meet the objective, this White Paper sets forth proposals to help stabilize the ERC market (i.e., increase availability and decrease costs of ERCs) while incentivizing new clean technologies.  Since the AQMD’s NSR program has been approved as part of the SIP, any recommended options must be consistent with the existing regulatory framework such that their implementation will not jeopardize state and federal approval.  As such, Strategic Alliance Initiative #1 focuses on ERC issues only; broader NSR reform is not considered part of this effort.  

The AQMD staff recommendations to modernize the ERC system focus on mechanisms that increase the availability and stabilize the price of ERCs in the open market.  Based on the initial analysis of the current and projected availability of credits in the AQMD bank, no enhancements to the AQMD bank are recommended at this time.  Through the annual NSR equivalency demonstrations, the AQMD staff will continue to monitor the balance of credits in the AQMD bank. 

The AQMD staff established four general criteria that were used to qualitatively evaluate the initial proposals.  The potential options considered for recommendation were evaluated relative to the following criteria: 

5. Potential Impact on the ERC Market:  Qualitative initial assessment regarding how the proposal will impact either generation or use of offsets to either the overall market and/or to an individual user of offsets.

6. EPA and CARB Approval Issues:  Issues that EPA or CARB have identified relative to approval of a specific proposal.

7. Other Key Issues:  Other key issues such as environmental or socioeconomic issues, implementation issues, AQMD resource impacts, impacts on other programs, and equity.

8. Ability to Incentivize Clean Technologies:  Qualitative assessment regarding the ability of the proposal to incentivize the development or commercialization of new clean technologies. 

Implementation of most of the recommendations presented herein will require rulemaking.  Although the initial concepts were evaluated relative to the criteria listed above, it is through the rulemaking process that the details of each recommendation would be fully addressed.  The rulemaking process would also provide further opportunity for the AQMD staff to work with EPA, CARB and other stakeholders to resolve approval and other key issues.  

Summary Of Findings

Chapter 2 assessed the current and projected supply and demand in the open market and AQMD’s NSR Account.  Based on AQMD staff’s assessment of the current and projected supplies of ERCs in the open market, the primary concern is availability and cost of PM10 ERCs, and of next concern is the availability and cost of NOx, SOx, and CO ERCs.  At this time, the availability of emission reductions in the AQMD’s NSR Account is stable.  Details of the findings from the assessment of the open market and AQMD’s NSR Account are summarized below.

Summary of Open Market Findings

The AQMD staff’s assessment of the ERC system in the open market resulted in the following findings:

· A sharp increase in the cost of ERCs in the open market occurred in 2001.

· The 2001 ERC demand was most heavily influenced by EGFs, though it was also influenced by use of ERCs for non-NSR purposes.

· The increase in cost was directly related to the high demand/low supply of ERCs.

· The availability of PM10 ERCs is the greatest concern.  PM10 experienced the sharpest increase in demand and cost from the years 2000 to 2002.

· The availability of NOx, SOx and CO is the next greatest concern.  

· The availability of VOC ERCs is not a primary concern, however, due to high use rates, interdistrict/interpollutant trades, and increasing costs, the availability of VOC ERCs should be monitored.

· It is estimated that significant amounts of ERCs are being held by facilities for future use and are thus unavailable to the market.

Summary of AQMD’s NSR Account Findings

The AQMD staff’s assessment of the ERC system resulted in the following findings relative to the AQMD’s NSR Account:

· The AQMD’s NSR Account is relatively stable for all pollutants (NOX ERC supplies are relatively low, but demand is also low).

· The integrity of the AQMD’s NSR Account is an important component for AQMD’s equivalency demonstration and state and federal approval of Regulation XIII.

reCoMmendations

Based on the analysis conducted for the preparation of this White Paper, which includes input from the ERC System Working Group and the public, the following are AQMD staff’s recommendations to modernize the ERC system.  The recommendations are divided into high priority and low priority recommendations.  Those concepts initially considered but not being pursued at this time are also identified. Comprehensive discussions of all the concepts are included in Chapters 3 and 4.  

High priority recommendations are those items that the AQMD staff would recommend to the Governing Board to proceed with rulemaking this year.  Low priority recommendations are those items that the AQMD staff would recommend rulemaking at a later time, if needed.  Those items not being pursued will be reviewed at a later date.

High Priority Recommendations

As shown in Figure 5-1, under the existing NSR regulatory program, facilities required to purchase offsets primarily have only one offsetting option which is the use of ERCs that are issued in a stream of credits in pounds per day in perpetuity.  As discussed in Chapter 1, although the concept of using MSERCs as offsets under Regulation XIII has been approved by EPA, MSERCs are generally not used since there are no federally approved protocols for use the South Coast AQMD for Regulation XIII and a facility that uses MSERCs may be subject to federal enforcement actions or citizen lawsuits.  

Consequently, staff recommends expanding the options available to facilities subject to the NSR offsetting requirement.  As shown in Figure 5-1, in addition to the ability to use traditional ERCs, which are issued in a continuous stream of credits, the additional options are: (1) the creation of additional short-term credit generation opportunities through the development of federally approved emissions quantification protocols, which includes splitting a stream of ERCs into short-term ERC shares, and (2) establishing a SIP Offset Budget for Regulation XIII compliance.
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Figure 5-1
Current and Proposed Offset Options

High priority recommendations presented below are categorized into two major groups:  (1) recommendations to modernize the ERC system; and (2) recommendations for additional enhancements. 

Recommendations to Modernize the ERC System

Modernization of the ERC system includes three main elements:  (1) expanding use of short-term credits; (2) allowing ERC sharing; and (3) creation of a SIP Offset Budget.  Rulemaking is needed to implement each of these elements.  In addition, although the AQMD staff has been working with EPA and CARB, additional discussions are needed to ensure that these options can meet federal and state approval requirements.  These individual elements and an overview of the enhanced ERC system are discussed below

Expanding Use of Short-Term Credits

This element will facilitate the use of short-term credits for use as NSR offsets by providing a mechanism for facilities to combine short-term credits to make a longer-term credit stream.  This concept envisions combining MSERCs, ASCs, shared ERCs, or traditional ERCs to create a stream of credits suitable for NSR compliance. 

To implement this element, additional mobile and area source credit generation protocols that meet federal and state requirements are needed.  This recommendation will expand the generation of short-term credits for use as NSR offset by expanding the applicability of the AQMD’s mobile and area source pilot credit generation rules to include Regulation XIII, and developing new mobile and area source credit generation protocols.  This recommendation will provide an additional supply of credits to the NSR open market.

Allow ERC Sharing

ERC sharing will allow facilities to share ERCs by splitting ERC streams, thus creating a short-term credit stream.  This recommendation will create greater liquidity of existing ERCs, particularly those being held by facilities for future business growth and expansion.  In addition, this recommendation complements the concept set forth for expanding the use of short-term credits in the NSR open market.

Create SIP Offset Budget

The most significant enhancement to the existing ERC system is the recommendation to establish an emissions offset budget in the SIP.  Under this concept, facilities could purchase ERCs from the SIP Offset Budget for Regulation XIII compliance.  Thus, the SIP Offset Budget will act as a safety net for facilities unable to cost-effectively purchase or generate a sufficient quantity of credits, including those who have created a stream of short-term credits.  As discussed in Chapter 3, it is the AQMD staff’s preferred approach to replenish reductions programmatically through implementation of the SIP.  Although EPA has raised issues with this concept, AQMD staff would like to continue to pursue this approach, as it alleviates the need to manage individual emission reduction projects.  Furthermore, it is assumed that the SIP includes sufficient emission reductions to programmatically mitigate emissions from NSR sources that elect to use emissions from a SIP Offset Budget.
Overview of Modernization of the ERC System

Modernization of the ERC system includes the existing offsetting option of a traditional stream of ERCs that are issued in perpetuity in addition to the three elements to enhance the ERC system.  As shown in Figure 5-2, the main option is and will continue to be ERCs.  Under the proposed system, facilities can either use the ERC in a continuous stream, or split a portion of the stream and save the unused portion for future offsetting needs.  Under the proposed system, sources have the option of using short-term credits such as ERC shares, MSERCs or ASCs to meet offsetting requirements.  At the end of using a stream of short-term credits, the source may either use ERCs or the SIP Offset Budget.  The SIP Offset Budget provides the overall safety net for the NSR offsetting program ensuring that reductions are available if needed.  As shown in Figure 5-2 emission reductions will be replenished in the SIP Offset Budget through excess SIP reductions and emission reductions generated by projects funded by the access fee.  If reductions [image: image24.wmf]SIP Offset
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Figure 5-2
Overview of ERC System Modernization

Recommendations for Additional Enhancements

A series of options were identified in Chapters 3 and 4 that are expected to optimize the generation and use of ERCs in the open market.  There are five additional enhancements that are grouped as high priority recommendations:  (1) issue ERCs in pounds per year; (2) extend the ERC application filing period; (3) lower EIP discount for diesel particulate reductions; (4) standardize the methodologies for interpollutant trading, and (5) encourage use of non-ERC credits for non-Regulation XIII compliance.  Rulemaking is needed to implement the first three recommendations.  The last two recommendations for standardizing interpollutant methodologies and encouraging use of non-ERC credits for non-Regulation XIII compliance can be implemented through AQMD policies.  Regardless of the implementation approach, each of these recommended additional enhancements would require EPA and CARB approval.  Based on initial conversations with these two agencies, no significant issues were identified.

Issue ERCs in Pounds per Year

Issuing ERCs in pounds per year will more accurately reflect actual emissions, remove the need for the usage factor which is currently applied to convert annual average emissions into daily emissions, and eliminate the over discounting of ERCs.  Permit conditions restricting monthly or daily emissions will still apply to ensure that an ERC issued in units of pounds per year will not be used in one day.  

Extend Time to File ERC Generation Application

This recommendation will allow sources 180 days (rather than 90 days) to submit an application for ERC generation.  This will potentially direct more ERCs to the open market rather than to the AQMD’s bank.

Lower Economic Incentives Program Discount for Diesel Particulate Reductions

The AQMD staff would pursue expanding the flexibility inherent in EIPs by lowering the 10 percent environmental benefit discount for PM10 for projections that reduced diesel particulate.  This recommendation will provide an additional supply of credits to the NSR open market.

Standard Methodologies for Interpollutant Trading

Though interpollutant trading is currently allowed for compliance with Regulation XIII, the methodologies and protocols for determining appropriate ratios are not fully developed and few trades have occurred.  It is recommended that the protocols and calculation methodologies that allow for interpollutant trades be standardized to ease implementation and streamline interpollutant trades.  Providing standardized mechanisms where more abundant types of pollutants can be used in lieu of less abundant credit types may make the use of ERCs more cost-effective for particular sources.

A Working Group comprised of EPA, CARB, and other local air districts is currently working on standardizing the protocols for interpollutant trading.  Notwithstanding the requirements specified under Regulation XIII for interpollutant trading, it is recommended that the development of standardized protocols be expedited for use for the AQMD’s Regulation XIII program and by other air districts.

Discourage Use of ERC Credits for Non-Regulation XIII Compliance

This option will optimize credit use by establishing policies that discourage the use of ERCs for non-Regulation XIII compliance.  Although the AQMD cannot preclude a source from using an ERC for non-Regulation XIII compliance, mechanisms can be incorporated to encourage the use of other types of emission reduction credits that will be less detrimental to the existing ERC system.

Low Priority Recommendations

There are two options that would be expected to meet the objectives of Strategic Alliance Initiative # 1, but have key approval constraints and other implementation issues that relegate them to a lower priority.  The first option pertains to expanding the credit generation opportunities for stationary sources and the second option pertains to flexibility for the external offset ratio.

Expand Credit Generation Opportunities for Stationary Sources

Two options were discussed in Chapter 3 that would allow credit generation from permitted stationary sources.  The first option would reduce the discount applied to sources that reduce emissions below the current BACT level.  Under this option, sources would voluntarily install controls to generate ERCs.  However, ERCs generated would be discounted to the previous BACT level and that previous BACT level would be held, for discounting purposes, for several years.  

The second option would allow retrofit sources whose emission rates are below BARCT compliance margins to receive credit for the difference.  The credits generated from this mechanism would have a limited life because BARCT levels for many sources are continually being lowered.  

Both of these options were placed on a lower priority implementation schedule, due to potential approvability issues raised by EPA and the likelihood that installing controls will trigger NSR requirements.  In addition, the amount of additional credits generated from these options is expected to have a “low“ to possibly “medium” impact to overall NSR open market.  Thus, it is recommended that these be placed on a lower priority implementation schedule.

Flexibility for External Offset Ratio

NSR requires applicable sources to provide ERCs that offset an emission increase by 120 percent.  The additional 20 percent (i.e., over the 1.0-to-1.0 offset) is a mandatory environmental benefit factor.  This option would help optimize credit use by allowing flexibility for the type of emission reductions used for the external offset ratio greater then 1.0-to-1.0 (i.e., the 20 percent environmental benefit factor).  This option was placed on a lower priority implementation due to approvability issues raised by EPA regarding the types of emission reductions that are eligible for use for the additional 20 percent demonstration.

Concepts Not Being Pursued at this Time

The following lists that the concepts not being pursued at this.  These concepts are discussed in greater detail in Chapters 3 and 4.

· Use of RTCs

· Lower ERC Discount based on Seasonality of Reductions

· Lower ERC Discount for Process Changes and Overcontrols

· Higher Threshold for Access to AQMD Bank

· Surrender ERCs at Time of Operation

· Extend Life of Front Loaded Credits

impacts assessment

The objective of Strategic Alliance Initiative #1 is to ensure economic growth in the region is not restricted by low availability and high costs of ERCs, while also ensuring progress towards air quality goals.  The recommendations presented in this White Paper provide a balanced approach to meeting these objectives.  

The recommendations presented herein provide mechanisms for increasing the amount of credits in the system, greater liquidity of existing ERCs, and more optimal use of ERCs.  The SIP Offset Budget would provide an overall safety net for the program.  These recommendations should ensure ERC costs and availability do not limit economic growth in the district.  Regarding staff resource impacts, potential resource impacts on permitting and information management will be carefully considered and balanced.

As discussed throughout this document, the recommended actions would require EPA and CARB approval to ensure their implementation would not jeopardize approval of the AQMD’s NSR program.  The approval will be based on whether the recommendations meet state and federal requirements for NSR programs, including whether emission reductions used for NSR compliance are creditable.  Creditable emission reductions are those that are real, quantifiable, permanent, and enforceable.  Based on these and other regulatory requirements for ERC generation and use, the recommendations presented herein are expected to ensure progress towards air quality goals.  During the rulemaking process, the AQMD staff will conduct a more detailed assessment of the potential options and will prepare appropriate environmental and socioeconomic impact analyses.

conclusion

Over the past few years, a number of factors have led to the increased demand for ERCs for NSR compliance, resulting in low supplies of ERCs and higher costs.  This White Paper assessed the current state of the ERC system, and sets forth findings and recommendations for modernization of the open market ERC system.  The recommendations are based on the efforts of the ERC Working Group, the general public, and AQMD staff, following the basic guidelines set forth by the AQMD Governing Board.  As noted above, since the AQMD’s NSR program has been approved as part of the SIP, the recommended options are intended to be consistent with existing regulatory framework such that their implementation, though requiring changes to the ERC tracking system, would not jeopardize state and federal approval.  

Under Regulation XIII, all new, modified, and relocated sources must install BACT.  This ensures that as facilities expand and modernize, and new facilities come into the district, they are installing technologically advanced pollution control equipment.  Unlike market incentive programs where credits are used as an alternative to directly complying with a specific rule requirement, Regulation XIII requires that offsets be provided to ensure that there is no net emission increase even after BACT is installed.  Thus the use of offsets under Regulation XIII is not a compliance flexibility tool.  

It is important that the availability and costs of ERCs within the open market allows facilities to modernize.  As facilities modernize their processes and equipment and trigger NSR requirements, sources will be upgraded from a BARCT to a BACT emissions level.  Thus, the availability of offsets is important for economic growth and the continued modernization of existing facilities to BACT, the most stringent pollution control technology available.

Based on the analysis presented in this White Paper, it is recommended that the AQMD staff proceed with rulemaking to implement high priority recommendations to modernize the ERC system and implement additional enhancements as discussed.  In addition, it is also recommended that AQMD staff monitor the availability and cost of ERCs in the open market and provide updates to the Governing Board.  Likewise, it is also recommended that the AQMD staff continue to provide annual status reports to the Governing Board regarding the AQMD’s NSR Account, which includes monitoring the availability of emission reductions in the Account.
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Two sets of public consultation meetings were held during the preparation of the White Paper.  These regional public consultation meetings were held in Los Angeles, Orange, and San Bernardino counties.  The first set of regional public meetings was held on March 26 and 27, 2002.  These kickoff meetings presented a general overview of the objective, scope, and background of Initiative #1, and also presented initial concepts and options.  A second set of regional public meetings was held on April 17, 18 and 22, 2002.  These meetings provided further detail regarding the concepts and options for modernizing the ERC system.

The following summarizes the comments received on or before April 26, 2002 and responses to those comments.  

1.
Comment:
One of the guiding principals under which a municipal electric utility operates is that it has the obligation to have sufficient capacity to provide its customers with a reliable supply of power and account for future growth.  Thus, municipal electric generating facilities should have access to the Priority Reserve beyond the window of time presently set forth in Rule 1309.1.  


Response:
The recent amendments to Rule 1309.1 that provided access to the Priority Reserve for EGFs were in response to the energy crises and helped facilitate the construction of additional generating capacity.  It is anticipated that the current effort to modernize the ERC system will stabilize the ERC market and allow future growth to ensue unimpeded.  Furthermore, one of the recommendations included in this White Paper is to monitor ERC supply and price in order to have advanced warning of potential ERC issues.  AQMD staff will continually evaluate ERC market issues and will proactively propose remedial actions as necessary.  

2.
Comment:
The AQMD staff should investigate the merits of allowing coastal facilities to procure inland or coastal credits.


Response:
California Health and Safety Code § 40410.5 establishes the sensitive zones requirements relative to emissions offsets.  As set forth by the Governing Board Chairman, the basic guidelines for Initiative #1 include maintaining federal and state approval of Regulation XIII and ensuring progress towards clean air.  Modification to the sensitive zone requirement relative to emission offsets would not meet these guidelines.

3.
Comment:
AQMD should conduct studies, and make publicly available, a determination of whether the use of inter-pollutant trading is appropriate and, if so, what the appropriate ratios should be.  Given the abundance of VOC ERCs being privately held, this is a logical but technically challenging area requiring more focus.

Response:
As discussed in Chapter 4, EPA, CARB, and air pollution control districts are collectively working on standardizing the methodologies and protocols (including trading ratios) for interpollutant trading.  This White Paper recognizes the importance of this task and recommends continued and expedited efforts for its completion.

4.
Comment:
Innovative programs that reduce energy use and improve air quality, such as large-scale tree planting programs, should be considered as alternative mechanisms to generate ERCs.


Response:
The AQMD staff has worked diligently with EPA, CARB, and other stakeholders to overcome the complex issues in developing protocols for credit generation.  These challenging efforts have resulted in the adoption and federal approval of protocols for equipment whose emission rates, useful life, and other pertinent factors were relatively straightforward to determine.  While there is some promise for ERC generation from alternative mechanisms such as large-scale tree planting, the uncertainty in emission reduction quantification and ensuring the credits are real, permanent, surplus, etc., relegates such concepts to low priority for AQMD’s limited staff resources.

5.
Comment:
If the AQMD staff proceeds with the concept of a SIP Offset Budget, the amount of emission reductions available should be posted on the AQMD’s website.


Response:
Posting of the available SIP Offset Budget emissions on AQMD’s website is a useful suggestion, and will be considered as part of the rulemaking process if the Governing Board approves recommendation to establish a SIP Offset Budget proposal.

6.
Comment:
The amount of ERCs available should be posted on the AQMD’s website.  In addition, the amount of MSERCs and ASCs should also be posted on the AQMD’s website.


Response:
The AQMD staff is initiating steps to post the availability of ERCs on the AQMD’s website.  The information is expected to include the name of the ERC holder, the pollutant, the amount, and the certificate number.  As SIP approved mobile and area source protocols are developed, and SIP-approved MSERCs and ASCs are generated, these credits can also be posted on the AQMD’s website.

7.
Comment:
A project that has a multi-year construction period must provide ERCs to receive a PC, even though the project’s operation (and thus emissions) will not occur for years.  ERCs that have been surrendered at the PC stage but have not yet been used for a project should be available for use for a different project on a short-term basis.  The ERCs could be held in a specific account, and operation of the project for which they were originally submitted could not begin until the ERCs were re-secured.


Response:
As discussed in Chapter 4, the AQMD staff considered the concept of allowing facilities to provide ERCs at time of operation rather than at the PC stage.  That option was rejected for further consideration for a couple of reasons.  Though it would provide some flexibility to sources in their efforts to secure offsets, it would not reduce the amount ERCs needed.  More importantly, there is a risk that ERCs would not be available for projects that have already been constructed.  This would present serious problems for both permit applicants and regulators, especially for large projects that have invested substantial sums of money for project construction.  The concept presented in Comment #7, however, does hold some merit and will be further explored during any applicable rulemaking (see ERC Sharing subsection in Chapter 4).

8.
Comment:
A suggested means of stabilizing the availability and cost of ERCs and incentivizing new clean technologies is to allow a source that exceeds BACT a window of opportunity (e.g., two years) during which time there would be some opportunity to recoup R&D investment.  Since each iteration of BACT is achieving only small incremental reductions, there is not a lot of emissions at stake.  It is conceivable that in the long run, more innovative technology would be developed if there were this kind of protection offered to a technology developer. 


Response:
The White Paper considered the option of maintaining the BACT discount level for a limited time period beyond the effective date of new BACT for voluntary reductions (see Chapter 3).  EPA has indicated to AQMD staff that the concept of fixing the BACT discount level for credit generation may be difficult to approve.  According to EPA, the installation of new equipment is an NSR event that, pursuant to AQMD Regulation XIII, requires BACT, yielding no surplus reductions.  Furthermore, since EPA considers the BACT discount for credit generation as part of the AQMD’s federally approved NSR program, lowering the discount level may jeopardize federal approval of Regulation XIII.  Another key issue is the substantive modifications that would be required to the AQMD’s credit tracking system.  Due to the issues associated with this concept, the AQMD staff recommends that this be considered a low priority item for future assessment. 
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� NSR reform is an ongoing effort for many stakeholders.  The federal government is reviewing NSR for possible reform, and NSR issues are being reviewed locally by the AQMD Home Rule Advisory Group’s (HRAG) NSR subcommittee.  


�	The federal and state Clean Air Acts each set forth air quality standards for criteria pollutants and specific deadlines for attainment.


�	The South Coast Air Basin is the only extreme ozone non-attainment area in the nation.


� 	Federal BACT is similar to state Best Available Retrofit Control Technology (BARCT) as defined in California Health and Safety Code 40406.


�	Rule 2005 – New Source Review for RECLAIM, sets forth the pre-construction review requirements for RECLAIM sources.


�	Amendments that clarify the applicability of EGFs access to the Priority Reserve are scheduled to be considered by the AQMD Governing Board at the May 3, 2002, public meeting.


�	Pursuant to Rule 1302 – Definitions, PTE is based on permit conditions that limit emissions or throughput.  If there are no such permit conditions, PTE is based on (1) the maximum rated capacity, (2) the maximum daily hours of operation; and (3) the physical characteristics of the materials processed.  The PTE includes fugitive emissions associated with the source.


�	AQMD Rule 1306(e) specifies that offsets originally obtained from AQMD’s accounts be subtracted from an emission reduction after the BACT discount is applied and before ERCs are issued.


� Though there are currently no MSERC protocols approved for NSR use in the South Coast district, it should be noted that EPA has previously approved the concept of using MSERCs for NSR compliance in its approval of Regulation XIII.  Furthermore, EPA has approved use of MSERCs for NSR compliance in the San Diego air district.


�	Historically, credits generated pursuant to Regulation XVI rules have generally not been used for Regulation XIII compliance since: (1) they are short-term credits, and (2) they are not SIP approved, so their use is subject to potential federal enforcement actions and citizen lawsuits.  Though there are currently no MSERC protocols approved for NSR use in the South Coast district, it should be noted that EPA has previously approved the concept of using MSERCs for NSR compliance in its approval of Regulation XIII.  Furthermore, EPA has approved an MSERC protocol for NSR compliance in the San Diego air district.


� 	A source is exempt from the offset requirement provided that: (1) the source is replacing a functionally identical source or is a functionally identical modification to a source, (2) there is no increase in maximum rating, and (3) the potential to emit of any air contaminant will not be greater from the new source than from the replaced source when the replaced source was operated at the same conditions and as if current BACT were applied.


� 	This concept would not apply to reductions of NOx or SOx at RECLAIM facilities.


�	This simplified example does not account for BACT discounting (see AQMD Rule 1306(c)[2]).


�	Discretionary EIP means any EIP submitted to the EPA as an implementation plan revision for purposes other than to comply with the statutory requirements of sections 182(g)(3), 182(g)(5), v, 187(d)(3), 187(g) of the CAA (i.e., not a mandatory EIP).


� Regulation XIII is structured such that the value of ERCs is reduced over time.  Once an ERC is used (i.e., used in a permit as an emission offset), any ERC that is subsequently generated from the permit unit is discounted based on two years actual emissions and current BACT.  Thus, ERCs that are used to permit an emission source do not come back into the system with the same value.


� The AQMD monitors air quality at 38 SRAs.  Air quality in each of these SRAs varies based on the localized emission sources and meteorology as well as geological and other variables.
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