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Attached is our find report on the Environmenta Protection Agency’s (EPA’s) Open Market
Trading (OMT) Program. The objectives of our evauation were to determine (1) whether EPA’s
basis for proposing to approve seected air emissons OMT programs was adequate; (2) the extent
of use of EPA-approved emissions quantification protocols and whether accurate, reliable data
underlie OMT tradesin these programs; and (3) the extent of EPA and state compliance assurance,
enforcement, and oversght activitiesrelative to OMT trades.

This report contains findings that describe problems the Office of Inspector Genera (OIG) has
identified and the corrective actions the OIG recommends. This report represents the opinion of the
OIG and the findings contained in this report do not necessarily represent the find EPA position.
Final determinations on mattersin this report will be made by EPA managers in accordance with
established resolution procedures.

ACTION REQUIRED

In accordance with EPA Order 2750, as the action officia, you are required to provide this Office
with awritten response within 90 days of the find report date. The response should address dll
recommendations. For corrective actions planned but not completed by the response date, please
describe the actions that are ongoing and provide a timetable for completion. Where you disagree
with the recommendation, please provide dternative actions for addressing the findings reported.

We have no objection to the release of this report to the public. We appreciate the efforts of your
daff, and the gaff in the regions and states we visited, in working with us to devel op this report.
Should you or your staff have any questions, please contact Rick Beusse, Director for Program
Evauation - Air Quality Issues, at (919) 541-5747, or John Bishop, Project Manager, a



(919) 541-1028. Additional copies of this report may be obtained from us or our website,
www.epagov/oigearth.



Open Market Trading Program for
Air Emissions Needs Strengthening

Executive Summary

The Environmental Protection Agency’s (EPA’S) air emissions Open Market Trading
(OMT) program was creeted to provide sources with greater flexibility in meeting Clean
Air Act requirements. The OMT program alows sources to use emission credits
generated from past emission reduction efforts to meet other requirements. Credits can
be held for later use, sold, transferred to another company location, or permanently
retired. OMT programs are usudly voluntary, involve avariety of sources, and do not
have an expressy defined cap, or limit, on the amount of emissions available for trading.
EPA anticipates sgnificantly grester OMT program participation in the future.

Purpose

The Office of Ingpector Generd initiated this evauation as aresult of concernsraised by
two environmenta groups that EPA’s OMT program contained fundamenta problems.
Of the three States that have applied to EPA for approva to operate an OMT program,
we evaluated the two States — Michigan and New Jersey — with the mogt active
programs.! The objectives of our evauation were to determine:

. EPA’sbasisfor proposing to approve salected clean air OMT programs and
whether the basisis adequate.

. The extent of use of EPA-approved emissions quantification protocols? to calculate
tradesble emissions credits in salected states OMT programs, and whether
accurate, reliable data underlie OMT trades in these programs.

. The extent of EPA and state compliance assurance, enforcement, and oversight
activities relaive to OMT trades, and whether OMT programs affect the ability of
regulatory agencies to detect and/or deter noncompliance.

Results in Brief

Severd factors hindered the two OMT programs we reviewed from achieving ther
gods. Foremost among these factors were the lack of safeguards, use of data of
uncertain qudity, and limited regulatory agency oversight of trading activities. Many
sources have opted not to participate, and the problems in one State (New Jersey)
have become so Sgnificant that it has announced its intention to terminate the program.

*accordi ng to EPA, the other State — New Hampshire — had less than 10 emissions credit transactions as of
June 2001.

2Emissions quantification protocols detail the actions or activities that sources will undertake to reduce
emissions below previous (historical) levels, as well as the type and quality of the measurement method(s) that will
be employed.
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OMT Programs Lacked Safeguards

The Michigan and New Jersey OMT programs lacked key safeguards primarily because
EPA’sbasis for proposing approval of these programs was non-binding guidance
documents instead of regulations. Asaresult, the two EPA Regions did not require the
two States to implement al the safeguards that EPA’ s guidance documents indicate are
needed to minimize the risk of invaid and questionable credits. Examples of missing
safeguards follow.

. Opyportunity for public comment on proposed trades not provided. Although
the public is supposed to be able to not only see proposed trades in advance but
aso have the opportunity to participate in the decisonmaking process, neither the
Michigan nor New Jersey OMT programs provided the opportunity for public
comment on proposed trades.

. Shutdown credits allowed in one program. No credits are to be alowed for
facilities that shut down their operations in one State because of the difficulty of
ensuring that these activities are not reingtated in another State. Nonetheless,
shutdown credits comprised about 23 percent of Michigan’stotal OMT credits,
and about 80 percent of the Stat€' s volatile organic compound emissions credits.

EPA officids explained that EPA did not issue OMT regulations because, in response
to EPA’s only attempt at issuing regulations, State officias expressed concern that such
regulations would impede their flexibility in desgning OMT programs. In its response
to our draft report, EPA reiterated its support for use of non-binding guidance, but we
continue to believe that the safeguards in the Economic Incentive Program Guidance
need to be required through regulations.

Uncertain Data Quality Underlies OMT Trades

Accurate, reliable, and complete emissions data are essentid to the success of EPA’s
OMT program. However, we noted the following factors that contributed to uncertain
quality of the OMT data underlying trades we reviewed:

»  Approved guantification protocols not used. Our reviews of 84 randomly
selected trades in Michigan and New Jersey disclosed that no EPA- or State-
approved quantification protocols were used to caculate credits. Not using such
protocols increases the risk of credits being invalid and unrdiable.

* Many emissions measurement methods questionable for trading. Better
qudlity datais generaly needed to calculate OMT credits than to assure facility
compliance with emissions slandards. Compliance measurements only need to
ensure that emissons levels have not been exceeded, while OMT measurements
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need to be more precise to caculate the amount of extra emissions saved.

Continuous emissions monitors produce data sufficient for trading purposes, but
only 11 of the 56 credit generation and use transactions we reviewed used such
monitors to calculate OMT credlits; the other 45 used their compliance methods.

Minimal Compliance Assurance, Enforcement, and Oversight Activities
Contributed to Risks of Questionable Trades

EPA performed little compliance assurance, enforcement, or other oversight activities
of thetwo OMT programs, and yet — in the course of carrying out other, non-OMT
initiatives — questionable credits were identified by EPA and the OIG.

. Questionable credits identified by EPA. Although not targeted for its OMT
activities, a New Jersey utility — PSEG — was ingpected by EPA and alleged to
have violated clean air requirements by modifying two plants without obtaining
required permits that would have established lower compliance levels. With
lower levels, these plants' emission reduction credits would not have been as
great asinitidly clamed. EPA and PSEG reached a settlement in January 2002
wherein PSEG agreed to retire about 18,600 tons of pollutants it had generated.
The diminated credits— valued at over $16 million — represented about 90
percent of the credits available for trade in the New Jersey program.

. Invalid creditsidentified by OIG. Our andysis of selected New Jersey trades
identified another utility — Conectiv — that used cooler, off-season ozone credits
to meet the warmer, more polluted, ozone season requirements, a violation that
resulted in the firm paying a $140,000 fine. The inappropriate use of these
credits could have been detected if the State had reviewed the data.

Although EPA’s analysis of 10 early tradesin New Jersey identified concerns with the
vaidity of some credits, EPA has not targeted OMT activities for additiond oversight to
reduce the risk of invalid credits. In our opinion, arisk-based approach to targeting
OMT facilities could lessen the likelihood of tradesinvolving invaid emissions credits.

Michigan Oversight Detected Improper Credits Michigan examined the deta
underlying its tradesin order to reduce the risk of improper trades. Asaresult,
Michigan identified two invaid trades before their data were entered into the OMT
registry. New Jersey did not conduct such reviews of credits because their program
was designed to be sdlf operating, with no State reviews. Table 2.2 (in Chapter 2)
provides a detailed comparison of the approaches to oversight in the New Jersey and

Michigan OMT programs.
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Recommendations

We are making anumber of recommendations to the Assstant Adminigtrator for Air
and Radiation, including that EPA:

*  Develop and propose Federd regulations for OMT programs.
«  Ensurethat shutdown credits are not allowed to be traded in OMT programs.

* Requirethe use of EPA- or state-approved emissions quantification protocols
prior to allowing trades to occur.

* Deveop and require the use of arisk-based targeting gpproach for Federd and
state compliance assurance, enforcement, and oversight of OMT trades.

Agency and State Comments and OIG Evaluation

In his September 26, 2002, response to our draft report, the EPA Deputy Assistant
Adminigrator for Air and Radiation stated that this OIG evauation will help EPA
srengthen the OMT program. He aso noted that many of the issues pointed out in our
report are common to the broader air pollution control program and dedl with issues
that EPA has been struggling with for severd years. He aso suggested thet this report
provide additiond information on the extent that these issues occur in other parts of the
ar pollution control program. While we agree that these issues may be prevdent in
other parts of this program, the scope of our work did not include identifying the
existence or prevaence of these issues in the broader air pollution control program.

The Deputy Assgtant Adminigtrator aso provided specific comments and clarifications
which have been incorporated into the fina report, as gppropriate. The Deputy
Adminigtrator’ s complete response can be found in Appendix 1.

Michigan and New Jersey generdly agreed with the report and suggested technical
clarifications to the report which have been incorporated, as appropriate. Michigan's
full response can be found in Appendix 2; New Jersey’ s full response can befound in
Appendix 3.
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Chapter 1

Introduction

Purpose

The Office of Ingpector Generd (OIG) initiated this evaluation as aresult of concerns
raised by the Public Employees for Environmental Responsibility and the New Jersey
Chapter of the Sierra Club. In aFebruary 2001 letter to the OIG, these groups
expressed concerns that the Environmental

PrOt?Ction Agency’s (EPA’ S).Opet.ﬁ I\_/Iarkei Environmental groups have
Treding (OMT) program for air emissions raised concerns about the Open
contained fundamenta problems related to Market Trading Program.
quantifying emissons and enforcing Clean

Air Act requirements. Also, they questioned whether concernsraised in four prior OIG
audit reports, issued from 1996 to 1998, had been effectively addressed in EPA’s
OMT program.

The objectives of our evauation were to determine:

. EPA’s basisfor proposing to gpprove selected air emissons OMT programs and
whether the bass is adequate (given the gpplicable findings and recommendations
of the four OIG reports issued since 1996).

. The extent of use of EPA-approved emissions quantification protocols to
caculate tradeable emissions credits in selected states OMT programs, and
whether accurate, reliable data underlie OMT tradesin selected states OMT
programs.

. The extent of EPA and state compliance assurance, enforcement, and oversight
activitiesrelaive to OMT trades, and whether OMT programs affect the ability of
regulatory agenciesto detect and/or deter noncompliance.

Background

The 1990 Clean Air Act encourages the use of incentive-based approaches to
contralling air pollution due largely to the increasing cost of achieving emissons
reductions at some facilities. One approach, known as emissons trading, isto alow
facilities whose cogt of reducing emissonsis comparatively low to sdl emisson credits
to other facilities that have higher costs for reducing the same amount of pollution.
Properly implemented, according to EPA, this gpproach allows an areato mest its
emission reduction target while reducing the overal cost to industry.
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EPA’ s Economic Incentive Programs, which include programs for emissons trading,
have been increasingly promoted as a cost-effective means of achieving environmenta
gods. According to EPA, emissons trading offers regulated sources grester flexibility
in meeting Clean Air Act requirements by dlowing adternative and often more
economical means of achieving regulatory compliance. There are three main categories
of emission trading programs, as shown in Table 1.1

Table 1.1: Three Main Categories of Emission Trading Programs3

Cap-and-trade programs

An overall limit is defined for a specified group of participants who are mandated
to operate, collectively, within that limit, or cap. Participants may sell excess
emission credits gained through additional emission reductions actions, or
purchase such emission credits from participating sources.

Emissions offset programs

These are required for new and expanding sources in nonattainment areas.
These sources are required to purchase sufficient emission credits from other
sources to offset environmental impacts.

Open Market Trading

A more recent program, open market trading allows sources to use emission
credits generated through past emission reduction efforts to meet current or future
requirements. Facilities can purchase emission credits rather than install costly
emission control equipment. Credits can be held for later use, sold, transferred to
another company location, or permanently retired. In contrast to cap-and-trade
programs, OMT programs are usually voluntary, involve a variety of different
industries, and do not have an expressly defined cap, or limit, on the amount of
emissions available for trading.

Sincethe OMT program is a discretionary program, sources are not forced to
participate, but may do so if the State Implementation Plan under which they operate
has been approved by EPA. A State Implementation Plan represents the detailed
control strategies for bringing nonattainment areas into compliance or ensuring that
attainment areas maintain compliance. OMT programs are intended to provide an
Innovative gpproach to emissons reductions and provide flexibility in mesting
compliance requirements. For example, in lieu of strict compliance with Reasonably
Available Control Technology requirements and other permit limits, facilities may use
credits purchased under the OMT program to release more emissions than they would
otherwise have been dlowed to release. In theory, the purchased emissions credits
have been generated from extra emissions reductions activities that occurred earlier.

Although open market trading programs have not been widdly used to date, EPA
anticipates sgnificantly greater OMT program participation in the future. According to
agency officids, program participation will likely increase in coming years as the cogts of

3There are anumber of variations of emissions tradi ng programs related to these three categories.
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industry compliance rise due to states developing ever more stringent control strategies
to bring nonattainment areas into attainment.

OMT Applies to Five Principal Air Pollutants

Under the Clean Air Act, EPA establishes air quaity standards for selected pollutants to
protect public health and the environment. Known as Nationd Ambient Air Qudity
Standards (NAAQS), EPA has set such air qudity standards for six principa air
pollutants (also referred to as criteria pollutants). Under the 2001 Economic Incentive
Program guidance, only five of the Sx NAAQS criteria pollutants should be included in
OMT programs, as shown in Table 1.2:

Table 1.2: NAAQS Pollutants That May Be Traded in OMT Programs

Pollutant Description

Carbon Monoxide Colorless, odorless gas that at elevated levels is most serious for
those with cardiovascular disease. Most carbon monoxide results
from motor vehicle and non-road vehicle exhausts.

Nitrogen Dioxide Reddish-brown, highly reactive gas that at elevated levels affects the
respiratory system. A major source is high-temperature combustion
operations such as automobiles and power plants.

Ozone Ozone is formed when its precursor pollutants — nitrogen oxides and
volatile organic compounds — combine in the presence of sunlight.

At higher emissions levels, ozone contributes to respiratory problems.
Nitrogen oxides are emitted by motor vehicles and power plants;
volatile organic compounds by motor vehicles, chemical plants, and
other industrial sources. Ozone is the most wide-spread and
persistent air quality program in the United States.

Particulate Matter Coarse particulate matter is emitted directly into the atmosphere from
sources, such as dust from roads, or as a result of wood combustion.
Particulate matter is associated with aggravation of respiratory
conditions, such as asthma.

Sulfur Dioxide Sulfur Dioxide results mostly from fuel consumption at coal-fired
power plants. High concentration results in breathing impairment in
sensitive populations; longer exposure can cause respiratory illness.

EPA’ s Economic Incentive Program indicated that the sixth criteria pollutant — lead —
should not be traded becauise, according to EPA, it has many properties smilar to toxic
ar pollutants and was dso congdered an environmenta equity concern. Additionaly,
EPA’s January 2001 Economic Incentive Program guidance does not include trading of
alr toxics, except those toxics dready contained in volatile organic compounds. Such
volatile organic compounds that contain air toxics should only be traded under certain
limited circumstances and are subject to additiona risk reducing controls.

OMT Operating Principles
There are three fundamenta principles that apply to al EPA Economic Incentive

Programs, including air emissons OMT programs.
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. Integrity
. Equity
. Environmenta benefit

Table 1.3 presents those principles and additiond criteriathat OMT programs, by virtue
of being Economic Incentive Programs, must mest.

Table 1.3: Fundamental Principles for OMT Programs

Principle Key Criteria Definition

Integrity Surplus Traded emissions are not otherwise relied on to
meet State Implementation Plan or other state air
quality requirements

Quantifiable Traded emissions must use emissions measures
that are reliable and replicable

Enforceable Trading information must be independently
verifiable such that the liable party is identifiable
and accountable for violations

Permanent Source achieves extra emissions reductions over
a period of time and the state ensures that no
emission increases occurred over the same
period of time

Equity Equal No community or segment of the population
protection receives a disproportionate share of a program’s
benefits, nor do they receive disproportionate
adverse impacts from emissions shifts or
foregone emission reductions

Environmental Demonstrated OMT programs must result in emissions
Benefit Improvement reductions at least 10 percent lower than would
have been achieved if the source complied
directly with emissions standards

Source: “Improving Air Quality with Economic Incentive Programs,” EPA-452/R-01-001, Jan. 2001.

We concentrated our review on EPA and state agency implementation of two of the
fundamentd principles above — integrity and environmenta benefit. Evaduation of the
equity principle is being conducted in a separate OIG review. For the issues we found
related to the integrity and environmenta benefit principles, Chapter 2 contains a
discusson of key OMT program safeguards, including emission quantification protocols
(quantifiable) and shutdown credits (surplus, demonstrated improvement). Chapter 3
contains adiscussion of protocols, emission measurement methods, data qudity, emissons
verification, and OMT regidry review (surplus, quantifiabole). Chapter 4 containsa
discussion of compliance assurance and enforcement issues (enforcegble, permanent,
demondgtrated improvement).
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In addition to these fundamenta emission trading program principles, OMT programs must
aso specify the qudity of the data that will be needed to provide reasonable assurance that
program gods are met and that valid trading decisons are made.  Known as data quality
objectives and required by EPA Order 5360.1, to be useful such data needs to be defined
using five key atributes — precison, accuracy, completeness, representativeness, and
comparability. Chapter 3 provides more information on the data quality objectives
Process.

Emission Quantification Protocol Pivotal to Effective OMT Programs

Emissions quantification protocols provide an in-depth description of the actions that a
facility plans to take to reduce emissons beyond ther required levels, aswdl asthe
measurement method that will be employed to accurately measure both their historica
emissons levels and their new emissons levels after the changes are made. Specificaly, if
afacility has achieved a reduced emission levd, the difference between that new level and
the required (or higtorical actud, whichever islower) emisson leve represents the amount
of OMT emissions credits generated, as shown in the following:

Illustration 1.1: Amount of credits generated from
reducing emissions below required levels

Required (or historical)

1] emissions level

Amount of Emissions Credits Gener at

i

= Reduced emissions
level

Process for Certifying OMT Credits

EPA guidance cdlsfor OMT participants to file three key certifications or notices with the
date involved:

. Certification of generation: To be submitted to the state by sources that generate
OMT credits. These cartifications should be submitted within certain time frames or
before certain actions are taken.
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. Notice of intent to use: To be filed with the state by a source wishing to use OMT
credits, at least 30 days before the start of the intended use. These notices are to be
made publicly available to alow citizens the opportunity to understand the impact of
OMT activities on their communities

. Certification of use: To befiled by dl OMT participants that have used OMT
credits, no later than 90 days after the end of the use period or 1 year after the Sart
of a source compliance period for which credits are used, whichever is sooner.
These certifications are dso to be made publicly available.

EPA guidance dso callsfor state OMT programs to incorporate a “tracking system” to
track the generation and use of emission reductions, help ensure compliance, target
enforcement resources, and conduct periodic OMT program performance audits. The
guidance cdlsfor sate OMT tracking system information to be readily available to the
public to dlow it to easily and accurately cdculate the emissions of each participating
source or source category.

Current Status

As of August 2002, only three states had applied to EPA to have OMT programs
approved, as shown in Table 1.4:

Table 1.4: Status of OMT Program Approvals (August 2002)

EPA Region Date EPA
State Evaluating Proposal Proposed Approval Current Status
Michigan Region 5 February 7, 2001 Under EPA review
New Hampshire* Region 1 February 7, 2001 Under EPA review
New Jersey Region 2 January 9, 2001 Under EPA review®

While other gates have emissons trading programs that fall under the categories of cap-
and-trade or emissions offset programs, only these three have developed OMT programs
that have been submitted to EPA for gpprova as State Implementation Plan revisions.
Once EPA evduates the state’ s submittal, the Agency may reject the application, work
with the state to improve the application, or publish anotice of intent to approve the

date' s gpplication for a State Implementation Plan change to dlow the new program. In
accordance with the notice-and-comment rulemaking process, EPA must evauate and
respond in the record to al comments recelved during the open public comment period

4A(:cording to EPA, New Hampshire had less than 10 OMT credit transactions as of June 2001; thus this
state was not included in our evaluation scope.

SNew Jersey has since proposed terminating its OMT program.
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on the envisoned changes. None of the three OMT programs had received fina
approva from EPA as of August 2002.

In response to EPA’ s June 2002 |etter concerning New Jersey’ s State Implementation
Pan revison related to its OMT program, in August 2002 New Jersey stated itsintent to
terminate its OMT program. EPA and New Jersey have continued to discuss the impact
of the termination of New Jersey’s OMT program and the approach to be used in
bringing sources that have been usng OMT credits into compliance with underlying
requirements. These letters, including EPA’ s most recent etter, are found in Appendices
10, 11, and 12.

Details on the Michigan and New Jersey OMT programs, including how they compare to
EPA’ s Economic Incentive Plan Guidance, are in Appendix 4.

Scope and Methodology

We conducted evauation fieldwork in the Michigan Department of Environmental
Quadlity, hereafter referred to as Michigan, and in the New Jersey Department of
Environmental Protection, heresfter referred to as New Jersey; in EPA Region 2
(responsible for overseeing New Jersey) and EPA Region 5 (responsible for overseeing
Michigan); EPA’s Headquarters Air and Enforcement offices; at sdlected environmental
groups and industry associations, and at four companies participating in the OMT
programs in Michigan and New Jersey. Michigan and New Jersey were selected for
review because (1) EPA staff indicated that these States had the most active OMT
programs, (2) both States had aready submitted State |mplementation Plan revison
requests to EPA that requested Federa approva of their OMT programs; and (3) EPA
had alowed these States to operate OMT programs for over 5 years under EPA’s
enforcement discretion policy, such that both States had years of implementation data and
experiences available for review.

We reviewed arandomly sdlected group of 42 tradesin Michigan and 42 tradesin New
Jersey (14 emissions credit generations, 14 transfers of credits, and 14 credit usesin each
State). These were selected from a universe of 792 trades (451 in Michigan and 341 in
New Jersey) and dratified into the above categories to ensure that we examined the
critical pointsin emissions trading transactions.

Since OMT program issues related to the fundamental principle of equity are being
addressed in a separate OIG evauation, OMT equity issues were not included in our
evauation scope. We conducted our evauation generdly in accordance with the
Government Auditing Standards issued by the Comptroller Genera of the United
States. There was a scope limitation related to full accessto New Jersey records of
OMT activities. Further details on our scope and methodol ogy, including the scope
limitation, are in Appendix 5. Details on our sampling methods and results are in
Appendix 6.
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Prior Audit Coverage

Four prior OIG reports addressed issues sdlient to the OMT program and were
congdered during our evauation:

“EPA’s Development of 1ts Proposed Open Market Trading Rule”

(Report No. EIKAB5-01-0126-6400046, dated March 28, 1996): This report
addressed the need for EPA to improve its OMT program and its control over
trades through strengthening the emission quantification protocol process, by
devel oping source specific protocol development guidance, actud protocals, or a
nationwide database of approved protocols for general access.

“Emission Factor Development” (Report No. 6100306, dated September 30,
1996): Thisreported that emission factors did not produce reliable emission
measurements for individud facilities, and that steps to improve the riability of the
emission factors were needed. This report noted, “the need for reliable emission
factorswill be critica to the success of open market trading programs.”

“The Effectiveness and Efficiency of EPA’s Air Program” (Report No.
E1K AE4-05-0246-8100057, dated February 27, 1998): This addressed the need
for additional resourcesto develop and improve emisson factors.

“Consolidated Report on OECA’s (Office of Enforcement and Compliance
Assurance’s) Oversight of Regional and State Air Enforcement Programs’
(Report No. EIGAE7-03-0045-8100244, dated September 25, 1998): This
pointed out inconsistent and/or inadequate State identification and reporting of
Clean Air Act violations and the need for adequate EPA oversight of state
identification and reporting of violations (inadequate identification and reporting of
violations could impact OMT compliance assurance and enforcement efforts).
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Chapter 2

OMT Program’s Success Hindered by
Lack of Regulations

The fact that EPA issued non-binding guidance for OMT programs instead of regulations
hindered the program’ s opportunity for success. Further, key provisions of the guidance
provided were not followed. Many sources have opted not to participate in the OMT
programs, and problems were S0 significant that one of the States that initiated the
program (New Jersey) has announced its intention to terminate its OMT program. EPA
did not issue OMT regulations because in 1996, in response to EPA’ s only attempt at
issuing OMT regulations, state officials had expressed concern that a Sngle set of
regulations for dl states would impede their flexibility. Asaresult of the lack of
regulations, safeguards intended to protect the public have not been consstently applied,
and therisk of invaid and questionable credits being traded was increased.

EPA Opted For Guidance In Lieu of Regulations

In 1995, EPA proposed an OMT Rule to provide amodd that states could use to
expedite gpprova of state programs for open market trading of emissons. Thiswas
designed to be avoluntary OMT program. However, during the comment phase on the
proposed rule, severa states contended that the modd was too restrictive and they would
not useit. They indicated that the rule did not provide states with enough flexihility to
meset their sometimes unique emissions trading needs.

Asareault, in lieu of the OMT Rule, EPA opted to develop its Economic Incentive
Program guidance, to be used not only for OMT programs but for other Economic
Incentive Programs as well. The guidance was findized in January 2001. It wasaso
EPA’sintent to use this guidance in assessng the programs for approva. The guidance
provides a framework for developing and gpproving flexible programs designed to
achieve environmenta benefits at less cog, including OMT programs. However, neither
the states nor EPA Regiond Offices are required to follow the guidance.

Guidance Lists Various Safeguards
Although EPA’s Economic Incentive Program guidance is non-binding, if correctly
followed and implemented, the guidance provides for many safeguards that could help

regulators achieve the gods of the OMT program and minimize therisk of invaid trades.
Key provisons of the guidance are shown in Table 2.1
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Table 2.1: Key Provisions of EPA’s Economic Incentive Program Guidance

Provision

Description

Approved Quantification
Protocols Needed for

EPA approval of OMT emission quantification protocols is
expected. These protocols provide the plan that describes

Public Participation
Key to Effective
OMT Programs

All Trades the technical procedures an emitting source uses to
calculate the amount of emissions/emission reductions
associated with OMT program credit transactions.

Meaningful Effective public participation is a basic tenet of the Clean Air

Act, and includes access to key information and the
opportunity to influence decisionmaking. The public is
supposed to be able to not only see proposed trades in
advance but should have the opportunity to participate in the
decisionmaking process “in a meaningful way.” v

Shutdown Credits Discouraged

The guidance states that OMT credits cannot be created
through shutdown of facilities. However, because the OMT
program is voluntary, states may include shutdown credits
in their programs. EPA was concerned that a facility may
shut down in one state, generate and sell credits, but then
relocate their operations to other states.

Limits Placed on
Types of Pollutants Traded

Under the guidance, only five of the NAAQS criteria
pollutants can be included in OMT programs: carbon
monoxide, nitrogen dioxide, ozone, particulate matter, and
sulfur dioxide. The sixth criteria pollutant — lead — is not to
be traded, according to the guidance.

Hazardous Air Pollutant
Trading Subject to Additional
Controls

The guidance recognizes the additional risk that
accompanies trading volatile organic compounds that may
contain hazardous air pollutants. The guidance calls for
state OMT programs to consider options for prevention/
mitigation of unacceptable impacts from volatile organic
compound transactions involving hazardous air pollutants.

Additional Monitoring, Record
Keeping, and Reporting
Procedures Urged

The guidance calls for state OMT programs to develop
monitoring, record keeping, and reporting procedures to help
ensure that credit participants are meeting OMT program
requirements. These procedures are needed to enable
states to determine OMT compliance and whether
enforcement actions are required. OMT programs should be
evaluated, at a minimum, every 3 years, with the results of
the evaluation provided to EPA.

1/ Economic Incentive Program Guidance stressed public participation for volatile organic compound

trades.

Guidance Not Basis for Approving Michigan, New Jersey OMT

Programs

While EPA intended the 2001 Economic Incentive Program Guidance to be the basis for
approval of OMT programs, this has not been the case for the New Jersey and Michigan
OMT programs. Thiswas because these States submitted their State Implementation
Plan revison requests prior to the findlization of the January 2001 guidance. Instead,
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EPA evauated these programs based on three documents existing before the January
2001 guidance was issued:

. The 1994 Economic Incentive Program Rule.
. The 1995 proposed Rule for OMT programs, which EPA never finalized.

. An Agency position presented in aMarch 10, 1998, |etter from the Office of Air
and Radiation to Congressman Thomas J. Bliley, discussing additiond OMT
program development policy. In thisletter, EPA stated it would work with the
dates to develop OMT programstailored to their individua circumstances, with the
1995 proposed OMT Rule used as overal guidance.

EPA Regions 2 and 5 did not ask New Jersey and Michigan, respectively, to revise their
State Implementation Plan submittals to reflect EPA’ s latest thinking regarding the
safeguards needed for OMT programs. Instead, these Regiona Offices determined it
would be better to gpprove the States existing programs and then work with the States
in future years to improve any areas of concern. Specificaly:

New Jersey: This State submitted a State Implementation Plan revison request to
EPA Region 2in 1998. EPA Region 2 officials said they used the three documents
discussed above to evaluate New Jersey’ s proposed revision, particularly the 1994
rule. Rather than require New Jersey to meet the find 2001 guidance to obtain
Federd gpprovd, EPA sad it would notify New Jersey of any deficienciesin the
OMT program 18 months &fter the final Economic Incentive Program Guidance
wasissued. However, EPA Region 2 staff acknowledged that it is generdly easer
to get Sates to make changes before rather than after a State Implementation Plan
is approved.

Michigan: This State originaly submitted a State Implementation Plan revison
request to EPA Region 5in 1996. Region 5 proposed gpprova of Michigan's
revison in 1997 based on the 1994 rule and 1995 proposed rule noted above.
Michigan revised its origind submission to address Region 5 concerns from 1997,
and resubmitted the request in 1999. EPA evauated the 1999 resubmission with
the same criteria as the 1996 submission, with the addition of the expanded Agency
policy noted in the March 10, 1998, |etter to Congressman Bliley. Similar to
Region 2, Region 5 personne said they believed they could have Michigan address
any deficienciesin their OMT program after their State Implementation Plan was
approved.
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Key Provisions of 2001 Guidance Not Followed
In Designing or Reviewing OMT Programs

We found that key provisons of the 2001 guidance were not followed in designing or
reviewing the two States OMT programs, specificaly regarding the use of protocols and
ensuring that the programs contained other key safeguards. A comparison of key
provisions caled for by EPA’s Economic Incentive Program guidance with the practices
in the New Jersey and Michigan OMT programs follows.

Table 2.2: Comparison of New Jersey and Michigan OMT Programs
with EPA’s Economic Incentive Program Guidance

EPA Economic Incentive
Program Guidance New Jersey Michigan
Program guidance calls for No protocol approval No protocol approval required.
EPA approval of quantification | required. Protocols included | State review includes
protocols. None issued to in third party verification. protocols.
date.
Program guidance calls for Credits not verified prior to State completeness review
emissions credit registry; entry in Registry; third party | conducted prior to credits
does not address when verification required prior to being entered onto Registry.
credits must be verified. use of credits.
Program guidance allows Credits have unlimited Credits have a 5-year lifetime.
unlimited lifetime for credits. lifetime.
Program guidance does not Shutdown credits not Shutdown credits allowed.
allow shutdown credits. allowed.
No EPA involvement in No State involvement in State performs
documentation or data review reviews or documentation documentation and data
except for proposed State except for proposed State reviews and maintains
Implementation Plan Implementation Plan documentation.
revisions. revisions.
Program guidance calls for Information on credit Information on credit
trading information to be generation available only generation available only after
available to the public. after credits entered in credits entered in Registry.
Registry. Contractor for Registry information available
State shut down Registry. on State web site.
State recently added limited
information to State website.
Guidance does not require No opportunity for public No opportunity for public
public comment on trades. comment on trades. comment on trades.
Guidance does not require Field inspectors have Field inspectors are
EPA compliance monitoring. minimal involvement in consulted as part of State
program. completeness review, if
necessary.
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EPA Economic Incentive
Program Guidance

New Jersey

Michigan

No EPA enforcement
oversight since no Federally
approved programs.

State enforcement oversight
non-existent unless situation
brought to their attention.

State enforcement oversight
minimal.

Program guidance calls for
program evaluation every
3 years.

No formal OMT program
evaluation or audit since
State program began in
1996.

Program evaluation
completed. Report in draft.

OMT Programs Did Not Use EPA-Approved Quantification Protocols

An EPA Office of Air Qudity Planning and Standards officid noted that it was not
anticipated that EPA Regiond Office staff would review emissions quantification
protocols, even though the 2001 Economic Incentive Program Guidance indicated that
this EPA review would be done. Contrary to that guidance, the requirement that emission
quantification protocols be approved by EPA isnot aprovison in the New Jersey OMT
program, despite concerns with the quality of quantification protocols being used in New
Jersey. For example, EPA Region 2 reviewed 10 quantification protocols submitted by
New Jersey as apart of its 1998 OMT State Implementation Plan revison request, and
found deficienciesin dl 10 of the protocols. In the opinion of New Jersey’s
Environmental Commissioner, the lack of such safeguards has contributed to the
implementation problems that the New Jersey program has experienced.

The Michigan program aso does not require EPA gpprova of emisson quantification
protocols prior to trading. However, in practice, the Michigan completeness review of
OMT credit transactions does include a State review of quantification protocols. Further
details on protocols are in Chapter 3.

Public Participation Process Ineffective

The public is supposed to have the opportunity to participate in the OMT program
decisonmaking process “in ameaningful way,” under the public participation
requirements of the Clean Air Act. From our random sample of 84 transactionsin New
Jersey and Michigan (from auniverse of 792 transactionsin both States), we found no
evidence of public participationin OMT program actions. The information that the public
could obtain from the New Jersey OMT program registry did not include the credit
generation strategy nor the emissions credit calculation procedures necessary for the

public to have meaningful input into the decisonmaking process.

Additiondly, during the course of our review, the limited information that had been
available viathe Internet was no longer available when New Jersey’ s registry contractor
ceased operations in September 2001. An dternative for providing information to the
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public regarding New Jersey trades provided only listings of credit transactions.
Additiond information on the New Jersey registry problems are in Chapter 3. Michigan's
OMT program aso does not include key public participation requirements, as mandated
by the Clean Air Act. While the Michigan registry does provide some information about
the emissons credit generation strategy, it does not address emissons credit calculation
procedures, insrumentation, or data quality.

Shutdown Credits Allowed In Michigan OMT Program

The New Jersey OMT program does not alow the generation of emission credits through
facility shutdown activities. However, Michigan does dlow the generation of credits
through facility shutdown activities, even though EPA’s 2001 Economic Incentive
Program Guidance for OMT programs specificaly prohibits shutdown credits. In our
sample of 42 transactions for Michigan, we found that 7 generation and use transactions
included shutdown credits (6 of the transactions involved credits generated and 1
involved credits used). Shutdown credits are problematic because, while afacility may
shut down in Michigan and generate credits, the facility may relocate operationsto a
nearby state where emissons may potentially increase, negating the effect of the reduced
emissionsin Michigaf. We did not attempt to determine whether firms that generated
shutdown credits reingtituted operationsin other states.

Due to the precedent-setting nature of using shutdown credits for OMT programs, we
sent amemorandum to the EPA Assistant Adminigtrator for Air and Radiation to
reconsider gpproving Michigan's use of shutdown credits (see Appendix 7). Michigan
was using shutdown credits because that State had developed its OMT program prior to
the 2001 Economic Incentive Program Guidance. Approximately 23 percent of the
generated credits listed in Michigan’'s OMT Registry, and 80 percent of the volatile
organic compound emission credits generated and listed in the Registry, have resulted
from shutdowns.

In its response to the draft report, EPA pointed out that Michigan has taken actionsto
minimize the potential negeative impacts of the use of shutdown credits. EPA noted that
the mgority of shutdown credits generated under Michigan's program to date have
dready expired or been retired voluntarily. Thus, EPA bedievesthat it isunlikdly that
shutdown credit use in the State of Michigan will lead to air qudity problems.
Nonetheless, in its response to the draft report, EPA noted that if Michigan's program is
approved with the shutdown provision alowed, it intends to require the state to amend its
program within 3 years of find gpprova to disallow the further use of shutdown credits.

6According to EPA, shutdown credits do not belong in the OMT program because the concept of OMT is

to generate credits by overcontrolling emissions, not by shutdowns.
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Lead Credits Generated in Michigan OMT Program

Lead isnot alowed to beincluded in the credit transaction activities of the New Jersey
OMT program. However, Michigan's program alows lead to be a part of the OMT
program, athough the 2001 Economic Incentive Program Guidance specificaly states
lead should not be included in Economic Incentive Programs. Again, this occurred
because the Michigan OMT program was developed prior to the 2001 guidance. In
commenting on our draft report, EPA agreed that lead should not be traded in OMT
programs and stated that the Agency is prepared to ask Michigan to remove lead asa
tradeable commodity from their OMT program.

Trading Activities Limited by Lack of Federal Approval

State environmentad officidsin both New Jersey and Michigan noted that the lack of
Federd approva of their OMT programs for more than 3 years hindered operations of
the programs. New Jersey has been in EPA’ s review process since 1998 and Michigan
snce 1996. Additiondly, EPA pointed out that, in addition to the lack of Federa
approvd, other reasons have aso contributed to the limited use of OMT programsto
date. These other reasonsincluded low demand for short term emissions reductions,
such as those provided under OMT programs, and the limited list of allowable usesfor
emissions credits. Nonetheless, our work indicated thet the lack of Federal approva was
aggnificant contributing factor to the limited trading activities in the two States reviewed.

New Jersey: New Jersey officids said that the lack of Federa approval of the
OMT program made potential users of the program hesitant to participate.

New Jersey presented the following credit activity information (see Table 2.3)
concerning OMT program operations, from  its beginning in 1996 through
September 2001, the last month the registry was operational. Of the Sx NAAQS
criteria pollutants, New Jersey only included the two precursor pollutants for the
ozone criteria pollutant in its OMT trading program.

Table 2.3: New Jersey OMT Program Activity, 1996 to September 2001

Credits Generated Credits Used Credits Retired
Pollutant (in tons) (in tons) (in tons)

Nitrogen Oxide 35,000 1,560 855

210

980 330

Volatile Organic Compounds

The OMT numbers presented above came into question in the spring of 2002, after
a $337 million settlement with the largest generator of creditsin New Jersey was
sgned. Inearly 2002, EPA, the U.S. Department of Justice, and the State of New
Jersey entered into a settlement agreement with PSEG Fossil, LLC, aNew Jersey
utility that participated in the OMT program. Allegedly, PSEG had made
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modifications at two of its facilitieswhere OMT credits were generated, which
should have triggered facility permit revisons and additiond emissons controls that
would have resulted in lower emissonslimits. However, with lower emisson limits,
the number of OMT credits that could have been generated would have been
sgnificantly less. Asaresult of this settlement, PSEG agreed to retire 372,380
generated credits (about 18,600 tons), or more than 90 percent of the generated
credits that were available for use in the New Jersey OMT registry in January
2002. The diminated credits were vaued a over $16 million. Details of the PSEG
settlement are in Appendix 8.

Michigan: Michigan officids aso noted that the lack of Federa approva of the
Michigan OMT program affected the extent of participation in this program from
the beginning of the program in 1996 through July 2002, as shown in Table 2.4

Table 2.4: Michigan OMT Program Activity, 1996 to July 2002

Credits Generated Credits Used Credits Retired

Pollutant (in tons) (in tons) (in tons)
Nitrogen Oxide 55,057 1,710 33,039
Volatile Organic Compounds 6,976 209 3,253
Carbon Monoxide 3,287 74 342
Sulfur Dioxide 12,476 0 1,671
Particulate Matter 443 0 76
Lead 0.3 0 0

The Michigan credit retirement accounts include the 10 percent of credits retired
(“for the benefit of the environment”) when the generated credits were entered into
the Michigan OMT registry, as well as generated credits that had passed the 5-year
time limit without use. Michigan obtains and retires 10 percent of the emissons
credits at time of entry into the registry to help ensure that the environmentd
benefits of trading hgppen. According to Michigan officids, its OMT program
experience to date indicates substantia emission reductions have been redized due
largely to the 5-year life of generated creditsinits OMT program. Almost 50
percent of dl credits generated in Michigan have been retired because of the
expiration of the 5-year life of the credits.

However, as previoudy noted, the credits in the Michigan registry include credits
generated from facility shutdowns, contrary to EPA’s 2001 guidance. Although
EPA indicated it will be evauating this agpect of Michigan's program, since
Michigan shutdown credits may be generated for 5 years after the shutdown of the
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emitting source, dong with the 5-year credit life, some of the shutdown credits
would be available for use for 10 years after the source ceased operations’.

Conclusions

The regulatory flexibility that industry seeks, and the environmenta benefits that the public
demands from aternative approaches to strict adherence to Clean Air Act requirements,
will likely not be redlized without a Federa rulemaking establishing minimum OMT
safeguards. EPA’s January 2001 Economic Incentive Program Guidance provides a
framework for OMT programs and suggests some pragmetic safeguards. However,
dtates are not required to follow this guidance in designing their OMT programs, and EPA
Regiond Offices have incongstently applied this guidance in evauating proposed OMT
programs to date.

Both the Michigan and New Jersey OMT programs have strengths and limitations that, in
the absence of arulemaking, may or may not appear in other OMT programs. However,
itis clear that the lack of safeguards has contributed to problemsin the OMT programs
we reviewed. Implementation problems have been so Significant in the New Jersey
program that the Commissioner recently concluded that “the program has failled” and that
the State should terminate its OMT program.

Using EPA guidance sdlectively rather than having regulatory requirements to establish
and approve state OMT programs has hindered the ability of OMT programs to become
widdy used and accepted. EPA officids have noted that they believe forthcoming
revisons to the ozone standard will increase the need for Economic Incentive Programs,
including OMT programs. We bdlieve that the future anticipated need for sate OMT
programs substantiadly heightens the need for EPA’s OMT program to be addressed in a
regulatory manner. This should provide for ample opportunity — through the notice-and-
comment rulemaking process — for public input into the nature and substance of the
safeguards to be required, to ensure that dl trades satisfy the OMT principles of integrity
and environmental benefit.

Recommendations
We recommend that the Assstant Administrator for Air and Radiation:

2-1. Develop and propose Federa rules and regulationsfor OMT programs, including
requirements for safeguards consistent with the principles of integrity, equity, and
environmenta benefit presented in the Agency’ s Economic Incentive Program
guidance, as well as gppropriate public notice and comment.

See O1G’s Memorandum regarding this subject to the Assistant Administrator for Air and Radiation dated
April 5, 2002, in Appendix 7 of thisreport.
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2-2. Indeveloping the Federa rules and regulationsfor OMT programs,
ensure that facility shutdown credits are not allowed to be traded in OMT
programs.

Agency and State Comments and OIG Evaluation

In his September 26, 2002, response to our draft report, the EPA Deputy Assistant
Adminigrator for Air and Radiation asked for clarification regarding our recommendation
that EPA issue Federa regulationsfor OMT programs. As opposed to recommending
that EPA should have issued the OMT Mode Rule as a Federd regulation, our report
and recommendation focus on the need for EPA to issue a Federd regulation requiring
gppropriate safeguards for assuring that OMT program gods are achieved. We continue
to bdlieve that non-binding guidance is not gppropriate for this program.

EPA officids dso noted that they used the non-binding guidance avalable at the time to
review the two state OMT programs for approva, and that it was ther intention to work
with the states to add additional safeguards to these programsin the years after approva.
We continue to believe that gppropriate safeguards necessary to assure that program
goals are met should have been gpplied to these programs prior to find gpprova.

Michigan and New Jersey dso suggested technica clarifications to the report which have
been incorporated as gppropriate in this Chapter. The full responses from EPA,
Michigan, and New Jersey arein Appendices 1, 2, and 3, respectively.
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Chapter 3

Uncertain Data Accuracy, Reliability, and
Completeness Detracted from OMT Program

Three factors generdly contributed to the uncertainty of OMT data, including (1) the
lack of gpproved emissons quantification protocols, (2) heavy reliance on compliance
measurements as being adequate for calculating emissons for trading purposes, and

(3) the inconsstent use of data quality objectives. Asdiscussed in Chapter 2, no EPA-
gpproved quantification protocols were used during the caculation of credits to explain
the method used for the caculation, which increased therisk of credits being invalid.
Also, one of the States reviewed (New Jersey) did not conduct any reviews of the data
to ensureit had accurate, reliable, and complete dataon its OMT program trades.
Without sufficient data or regulatory reviews to ensure accuracy, ingppropriate
transactions can occur. For example, a New Jersey uitility (Conectiv) used
inappropriate credits that could have been detected during State reviews of the data;
however, the OIG gaff detected the problem in the course of their evauation, notified
appropriate New Jersey officids of their finding, and the firm was assessed and
subsequently agreed to pay a $140,000 fine. New Jersey officids explained that they
specificdly designed their program to be saf implementing, with no State reviews, due
to limited resources.

Different Approaches Used to Evaluate OMT Data

New Jersey and Michigan took different gpproaches to evaluating OMT data
underlying trades. New Jersey relied on athird party contractor to operate its Registry
and third-party verifiers to do such evauations, while Michigan operated it own
Registry and relied on State regulators to evaluate OMT data underlying trades.

New Jersey: IndesgningitsOMT program, New Jersey intended for the
program to be sdf-implementing. Their program dlows credit usersto rely on
third-party verification. Under their program, if verified credits are eventudly
found to beinvaid, the credit user is not liable for theinvaid credits nor is the user
subject to pendty; however, the user is expected to replace invalid credits with
vdid credits. New Jersey officids sad they relied on third party verifiers because
important OMT functions, such as credit verification, can be time and labor
intensve, and they did not want the program to become a burden for the State.
Additionaly, they were directed by State statute to “ consider therole of athird
party in the banking, verification, vaidation of use, enforcement, and program
audits associated with emission reduction credits, and to the maximum extent
possible, create and preserve opportunities for private sector participation in any
emissionstrading program. ...” Therefore, they designed the OMT program to

operate with minima State oversght.
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Michigan: This State systematically reviewed the reasonableness of emissions
data underlying the OMT trades, which gpproached the level of adequacy
recommended by the OIG and suggested by EPA’ s Economic Incentive

Program guidance. We noted that Michigan detected and invalidated the
emissions data from two companies attempting to trade invaid emissions under the
OMT program prior to entering their datain the regisiry. Details on the Michigan
gpproach are in the accompanying box.

Michigan Uses Two-Tiered Review Process

The Michigan Department of Environmenta Qudity performs a* completeness
review” of emissons credit transaction information before any credit transactions
are entered into the Michigan Emissions Trading regisiry, as required by
Department policy. While the policy states that the completeness review does not
condtitute gpproval, the review process in effect represents an gpprova process
because credits cannot be entered into the registry before the review is compl eted.
The Michigan completeness review is structured into two phases, or tiers. All
transactions receive the lower “Tier 17 review, and if pre-established emisson
tonnage thresholds are exceeded, a more comprehensive “Tier 2" review is done.

EPA-Approved Protocols Not Used

Our reviews of arandom sample of 84 OMT credit transactions (from atotal universe of
792 credit transactions in both States) disclosed that no EPA-approved quantification
protocols were used during the calculation of credits. A protocol isadocument that
describes, on atechnica level, the method used to calculate the amount of emissons
associated with an OMT credit transaction. Review and approval of protocolsis
important in ensuring the accuracy and rdiability of OMT emission credits. The lack of
EPA-gpproved emission quantification protocols for usein OMT program credit
caculations increases the risk of credits being invalid.

EPA’s January 2001 Economic Incentive Program Guidance specified that protocols be
used, and that states provide protocolsto EPA for gpproval. This guidance contains
generd quantification protocol criteria and requires EPA approva for al quantification
protocols. The guidance aso notes that if EPA does not respond within 45 days of
receipt of the protocol, the protocol may be used without EPA approval.

EPA aso issued, in June 2001, “Preliminary Open Market Trading Emission
Quantification Stationary Source Technicd Guidance” This provides minimum
quantification criteria, generic emissons quantification protocol outlines, and
completeness checkligts. The guidance includes information about the use of the data
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quality objective process in quantification protocol design. This guidance, which
concentrates on the emissions of the ozone precursor pollutants nitrogen oxides and
volatile organic compounds, aso discusses established methods currently used for
measuring those types of emissons and various emisson quantification techniques that
can be used to estimate emission rates and activity levels.

According to akey EPA ar program officid, emisson quantification protocol reviews
are time-consuming and EPA staff resources are not available to carry out that function.
Further, the officid noted that, sSince protocol gpprova by the EPA Regionsisonly
discussed in Agency guidance and is not required, the officia doubted that the EPA
Regions would implement the protocol approva process.

Neither New Jersey nor Michigan provided EPA with protocols for approval, except
that New Jersey did provide EPA Region 2 with 10 protocols (devel oped by industry)
as part of an early OMT demondration project. However, EPA Region 2 found the
protocols to be deficient with regard to meeting both the EPA and New Jersey OMT
program requirements.

Emission Measurement Methods May Not Always Be Adequate

In the credit transactions we reviewed, the emission measurement methods used to
cadculate OMT credits were the same as compliance measurement methods. As such,
these methods may not have been sufficiently precise for emissions trading purposes.

For compliance measurement purposes, the measurement only needsto indicate that a
certain emissions level has not been exceeded. However, the measurement to determine
the exact amount of OMT credits available or needed should generaly be more precise.

Asshown in lllugtration 3.1, in order to trade emissions, more precise data may be
needed on the amount of emissons than is usudly obtained for compliance purposes
because compliance measurements are only concerned as to whether the source
maintains its emissons below specified limits— precisdy how much below, or how much
vaiability there is about ameasure (aslong asit is still below the limit) are not a concern
in a compliance measurement.

lllustration 3.1: lllustration of the differences in data needs for
purpose of ensuring compliance versus emissions trading

Figure A Figure B
Compliance Measurements Emissions Trading Measurements
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Compliance measures are only concerned with staying below the shaded areaiin
Figure A. However, in emissons trading, the preciseness of the datainside the two
shaded areasin Figure B isimportant. Compliance measurements are only concerned
with kegping emissons below the facility’ s permit limit (Figure A). For compliance
purposes, regulators only need to determine that a permit limit has not been exceeded.

However, in order to trade emissions, EPA enforcement officials asserted that precise
measurements are needed because the difference between the numbers obtained —
factoring out any uncertainty about the two data points — is consdered the amount of
emissons avallable for trading (Figure B). Variability in messurements is important
because the generating source is now going to sl the difference between two emission
levds (1) the actud historicd leve of emissons, and (2) the new actud leve of
emissons.

When a continuous emission monitoring system (CEMS) isrequired in afacility for
compliance emissions measurement and is therefore also used to calculate OMT credit,
the amount should be sufficiently precisefor OMT credit purposes. Thisis because
actuad emissons are measured with a CEMS. However, for the 56 emissions credit
generation and use transactions in our sample for which measurements were needed, we
determined the continuous method was only required and used for 11 of the 56
transactions (10 out of 28 for New Jersey and 1 out of 28 for Michigan). In the other
instances, |ess rdliable compliance measurement methods, such as the use of

meass balance or emisson factors, were the basis for credit generation caculation. These
methods are basad on less rdiable estimation techniques; additiondly, no data quality
objectives had been established for OMT programs’ use of these methods for
caculating emissons. While use of a CEMS may not be gppropriate or feagblein many
cases, more precise methods of measuring should be considered than those used, or
additional oversight should be provided.

Data Quality Objectives Not Consistently Used

Data qudity objectives are explicit statements that describe the type, amount, and qudity
of data needed to support environmenta regulatory decisons. EPA’s concept of data
qudity stresses the importance of collecting dataiin relation to the decison to be made.
As noted above, in order to trade emissions, more precise datamay be needed on
OMT credit generation and use than is often obtained for compliance purposes.

According to EPA’s data quality objectives order (Order 5360.1), five attributes of data
should be known before the data is used for regulatory decisons. Theseinclude
quantitative measures of precision, accuracy, and completeness, and qualitative
satements regarding data representativeness and comparability. However, data quaity
objectives were not congstently used to minimize the risk of invaid tradesin the 84
trades we reviewed in New Jersey and Michigan. In our opinion, using the data quality
objectives process to establish the minimum qudity of the data underlying tradesin OMT
programs would reduce therisk of invaid trades. Appendix 9 presents more
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information on each of the attributes essentia to knowing the qudity of the data
underlying OMT trades.

Emissions Verification Approach in New Jersey a Concern

New Jersey’s OMT program included a third party verification process to review the
vaidity of creditsprior to use. The process required either a professiona engineer or an
accountant to verify that the credits generated were redl, surplus, quantifiable, and met
other OMT regulations. A key safeguard was the stipulation that the verifier could not
be an employee of the credit generator. However, an employee of the credit user was
not prohibited from verifying OMT credits for use by higher employer. We bdlieve this
is adesign weakness that presented the possibility of a potentia conflict of interest Snce
the credit user —the person’s employer — may have needed the credits to avoid
emissons violaions.

Registry Data Not Always Reviewed

Both New Jersey and Michigan used registries to record and manage OMT credit
transactions and to provide information to the public. However, we found problems
with the New Jersey registry regarding reviews for accuracy, reliability, and
completeness. While the Michigan regisiry generdly functioned well, we noted that
some improvements in documentation could be made. Nether State had performed a
vulnerability assessment over their computer data systems to provide reasonable
assurance of their computer outputs, as described in the Generd Accounting Office's
guides on information systems. In the case of New Jersey, copies of these guides® were
supplied to the State to asss in their development of anew registry after thelr
contractor-operated registry failed.

New Jersey Approach Emphasized Self-Implementing Philosophy

New Jersey designed its OMT program to be sdlf-implementing, and decided to
privatize important aspects of the program, including alowing athird party (an
independent contractor) to operate the officid registry of dl OMT trades. Thisregisiry
was accessible by the generd public viaa public Internet web ste, which included
information on credit generation, transfer, and use. This contractor dso maintained the
officid (hard copy) documentation. This contractor recelved compensation from fees
charged to OMT credit participants rather than State funds, so the continued operation
of the registry depended on an active OMT program.

8GAO/AIMD-00-21.3.1 provides standards for, among other things, Physical Control Over Vulnerable
Assets and Control Activities Specific For Information Systems; GAO-01-1008G, "Internal Control Management and
Evaluation Tool," is aguide that also addresses information systems.
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Due at least in part to the salf-implementing approach used by New Jersey, as discussed
earlier, State regulations required OMT participants to provide notices to the registry
operator on credit transactions they wished to initiate. However, the credit data in the
notices were not reviewed for accuracy,

reliability, or completeness by the registry OMT credits tqtaling 1,376 tgns
operator or the State. In the course of not in the Registry for one firm.
negotiating a settlement with PSEG, EPA Region

2 noted that 1,376 tons of OMT credits used for one firm from 1996 through 2001
were not entered into the registry. Further, the registry’ s contractor ceased operations
in September 2001, and the registry was no longer available. Nonetheless, the registry
represented the officia record of tradesin New Jersey.

Two Enforcement Cases Impact New Jersey Registry

In one instance, we noted that a New Jersey eectric utility company — Conectiv — used
ingppropriate credits that could have been detected if State reviews for data adegquacy
had been conducted. This company obtained non-ozone season credits but used them
during ozone seasons from 1996 through 2000, a violation of the New Jersey OMT
program. The OIG informed New Jersey of this inappropriate use, and the State
initiated an enforcement action againg the firm. The firm agreed to pay the State a
$140,000 fine, which it paid on June 8, 2002.

Another incident had a significant impact on New Jersey’s OMT registry. A New
Jarsey dectric utility — PSEG —ingtaled additiond controls at two of its plants and
clamed to have reduced emissions below the leve required to maintain compliance with
the Clean Air Act. However, EPA dleged that the two plants had not obtained a New
Source Review permit as required and that they had overstated the amount of their
OMT credits generated. In 2002, PSEG agreed to retire 372,380 generated credits
(about 18,600 tons of pallutants). This amounted to more than 90 percent of the
generated credits available for usein the New Jersey OMT registry and it Significantly
impacted on the availability of creditsfor use by other New Jersey industries. Thiswas
a contributing factor to New Jersey proposing termination of its OMT program (see
Appendices 10 and 11). Details on the PSEG case arein Appendix 8.

Michigan Reviews Reduced Risk of Invalid Trades

Michigan's Tier 1 and Tier 2 completeness reviews significantly reduced the risk of
invalid credit information being entered onto the registry. The State entered the
information and managed the web ste that was available to the public. Based on our
request for randomly selected files, Michigan' s ability to produce those filesin atimely
and relatively complete manner, and our review of data and supporting documentation
related to those files, we believe this registry was generdly managed well. However, we
noted that supporting documentation for 5 of the 42 transactions could not be located,
even though information on the trades could be located on the registry. Thesefive
transactions dl involved credit trandfers.
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Conclusions

Accurate, rdiable, and complete data are essentid to the successful implementation of
an OMT program. Using EPA-approved quantification protocols, in combination with
data quality objectives and appropriate emissions measures, is one way that the risks of
questionable OMT credit data can be reduced. The OMT verification processis
presently dependent on the integrity of the credit generators to meet dl other regulations
that could impact the credit generation and use processes. The New Jersey approach to
OMT program implementation and operation, asillugtrated by its salf-implementing
program features, versus an up-front involvement with a functioning review program like
that in Michigan, demongrates that adequate regulatory involvement and review of credit
transactions can reduce the risk of invalid credits.

Recommendations
We recommend that the Assstant Administrator for Air and Radiation:

3-1. Requirethe use of EPA- or Sate- approved emissions quantification protocols
prior to trades occurring, including the use of data quality objectives for the data
underlying trades, and ensure that appropriate compliance measures are used.

3-2. Requirethe OMT programsto perform vulnerability assessments over their
computer data systems to provide reasonable assurance of the accuracy of
computer records, data, and outputs in accordance with the General Accounting
Office s guides on assessing the vulnerability of information systems.

Agency and State Comments and OIG Evaluation

In his response to our draft report, the EPA Deputy Assstant Adminigtrator for Air and
Radiation noted that dternatives to EPA-gpproved emission quantification protocols
existed prior to the gpprova requirement in the 2001 Guidance but that the 2001
Guidance now requires EPA approval of dl protocols. His response acknowledged that
the fundamenta standard for State Implementation Plan approva of OMT programs has
clearly changed. He aso suggested some clarifications in other areas, which were
incorporated into the find report, as appropriate.

Michigan and New Jersey aso suggested technicd clarifications to the report, which
have been incorporated as gppropriate in this Chapter. The full responses from EPA,
Michigan, and New Jersey arein Appendices 1, 2, and 3, respectively.
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Chapter 4
Minimal Compliance Assurance, Enforcement,
and Oversight Activities Contributed to Risks of
Invalid and Questionable Trades

EPA performed little compliance assurance, enforcement, or other oversight activities of
the New Jersey or Michigan OMT programs. EPA officids said that, snce the State
programs had not been Federdly approved, there was no requirement for EPA
oversght of the States OMT activities. Regarding the States' oversight of their own
programs, we found that New Jersey designed its OMT program to be sdif-
implementing and saif-regulaing, and did not regularly monitor OMT program activities.
Michigan performed a preliminary completeness review of al emissions credit trading
transactions that provided greater assurance of compliance and lessened the risk of
invaid and questionable credits.

Compliance Assurance Monitoring Strengthens OMT

As discussed in Chapter 3, Michigan performs a completeness review of dl State OMT
credit transactions before any credit information is entered into the State-run OMT
registry and before any credit transactions can occur. This State review provides
greater compliance assurance over credit transactions before they occur. The number of
emission credits involved in the credit transaction determines the leve of review. Credit
transactionsinvolving the higher leved of review involve additiond examination by
Michigan Department of Environmental Quality fild ingpectors, who consult facility
ingpection reports and other detailed fidld office information on the facilities reviewed.

New Jersey used a*“hands off” gpproach in monitoring and overseeing OMT credit
transactions and used an outsde contractor to operate its OMT registry. Besides
working to get their OMT State Implementation Plan revision request gpproved by
EPA, New Jersey essentialy was not involved in monitoring or overseeing itsOMT
program operations.

EPA did not implement compliance assurance activities related to OMT credit
transactions in ether State. EPA Regions 2 and 5 generdly obtained information from
the State OMT regigtries concerning OMT credit transactions in New Jersey and
Michigan, respectively, in connection with the State Implementation Plan reviews for
those two States. However, EPA did not monitor specific OMT activities or
transactions from a compliance assurance perspective, such as emisson credit
generation, transfer, or use, unless the Regions received a question on a specific OMT
activity reated to the State Implementation Plan revison gpproval and comment
Process.
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EPA noted that they performed more oversight duties with pending OMT State
Implementation Plan revisons than they usudly do for other pending State
Implementation Plan revisons. Specificaly asit rdates to the New Jersey OMT
program, EPA pointed out that it participanted in a stakeholder workgroup from 1995
to 2000, reviewed ten credit generation strategies used in the New Jersey program, and
was involved in the PSEG settlement negotiations. However, in our opinion, these
activitiesindicated concerns with the OMT program in New Jersey and should have
resulted in closer scrutiny of the New Jersey OMT program.

Enforcement Discretion Basis for Limited
EPA Enforcement Actions at OMT Sources

Some

EPA officidsinvolved inthe OMT program stated that Federd oversight of the program
was unnecessary given the absence of Federa gpprova of any state OMT programs.
However, facilities participating in both States have used OMT emission credits to meet
Clean Air Act requirements. EPA has the option of exercisng “enforcement discretion”
in cases where EPA s reviewing a State Implementation Plan revision proposd that is
expected to be approved by the Agency. Under “enforcement discretion,” EPA
enforcement staff may decide whether or not to take an enforcement action againgt a
facility that is not meeting Federd regulaions if the gpplicable Sate program has not yet
been Federaly approved but isin the EPA approva process.

EPA Regions 2 and 5 have worked with New Jersey and Michigan, respectively, in the
submission of State Implementation Plan revison requests that would dlow the sate
programs to be gpproved by EPA. Regiond officids were familiar with the design of the
States OMT programsin connection with dealing with the State Implementation Plan
revison requests submitted to EPA. However, no compliance assurance or oversight of
the State OMT programs themsealves had been conducted by EPA taff, dthough
sourcesin both States used the OMT programs to meet Federa Clean Air Act
regulations. In commenting on our draft report, EPA officids noted that now that they
have decided to withdraw the proposal to approve the New Jersey program, they are
working with New Jersey officials to bring sources that had been usng OMT creditsinto
compliance with underlying Clean Air Act requirements.

Enforcement Actions Involved OMT Programs

Although no OMT sources were specificaly targeted for OMT compliance assurance or
enforcement activities by EPA, in the norma course of businessafew OMT sources
were identified by EPA as having compliance problems and, in turn, to have generated
or used questionable or invalid emissions credits. The most notable case involved
PSEG, a utility in New Jersey. Details on this $337 million enforcement case arein
Appendix 8. In summary, EPA dleged that PSEG modified two plants without proper
permits and without sufficient reductions in emisson levelsto meet dean air
requirements. Following settlement discussions, PSEG agreed to retire 372,380 OMT
credits (about 18,600 tons of pollutants), representing about 90 percent of the generated
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credits listed on the New Jersey registry as available for use as of January 2002. The
retired credits had an estimated market value of over $16 million. PSEG'sOMT credits
not retired as aresult of the negotiations mentioned above were considered valid by
EPA Region 2. PSEG retained 75,440 credits of those for their own use; the other
credits had been transferred to other OMT program credit users earlier. Those other
users had ether dready used the credits or continued to hold them for future use.

The 2001 EPA Economic Incentive Program guidance and New Jersey OMT
regulations hold credit users responsible for purchasing vdid credits for usein OMT
transactions. Specifically, the OMT program gpproach to credit vaidity responsbility is
generdly a“buyer beware’ policy. Therefore, if the PSEG credits transferred to other
users and credits aready used had been found to be invalid, enforcement actions against
multiple credit users would be necessary at the Federal and State levels, most likely at a
cons derable expenditure of enforcement resources.

The OIG review of selected New Jersey OMT files dso identified a credit violation for
Conectiv, an dectric utility company. Conectiv was required by its aternate emission
limit State permit to obtain OMT credits for the difference between emissions alowed
under Reasonably Available Control Technology requirements and its permitted
dternate emission limit. Asaresult, Conectiv obtained non-ozone credits and then used
those credits during high ozone seasons from 1996 through 2000, in violation of New
Jersey OMT regulations. New Jersey requires companies that rely on emission credits
during the high ozone season, which are the warmer months of the year, to purchase and
use crediits that are based on pollution reductions achieved during smilar high ozone
periods. The OIG informed New Jersey of this discrepancy, and the State included
these violations in ongoing settlement discussions with Conectiv. The resulting consent
decree included a $140,000 fine related to the improperly used OMT credits. Conectiv
paid thefine to New Jersey in June 2002.

Unlimited Credit Life May Cause Enforcement Difficulties

We ds0 noted that the unlimited credit life of OMT credits may cause enforcement
difficulties. Trading information must be independently verifiable such that the lidble
party isidentifiable and accountable for any violations. Since EPA enforcement activities
arelimited by the 5-year gtatute of limitations in the Clean Air Act, the concept of
unlimited lifetime of OMT credits, as alowed in EPA’s 2001 Economic Incentive
Program guidance, may negatively impact EPA’s ability to pursue enforcement actions
successfully.

Although untested by case law, EPA enforcement officials indicated that the generation
of emisson credits could, in some cases, be considered discrete actions that occurred
beyond the 5-year statute of limitations. Therefore, in those cases, enforcement actions
againg the source that generated invaid credits would not be alowed, even if the use of
the invaid credits was more recent than 5 years. While the Michigan OMT program
limited the life of creditsto 5 years, the New Jersey OMT program has no limits on the
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life of emissons credits. Also, as noted in Chapter 2, the Michigan OMT program
alows credits generated from facility shutdowns. Since Michigan shutdown credits may
be generated for 5 years after the shutdown of the emitting source, ong with the 5-year
credit life, some of the shutdown credits would be available for use for up to 10 years
after the source ceased operations®. EPA has proposed approva of Michigan's
program, including use of shutdown credits, but is considering whether to proceed with
find gpprova. EPA noted that no decision has been made on thisissue. Inits
comments on the draft report, EPA stated that, if they proceed with find approvd, they
would require the Michigan program to fix the shutdown credit issue within three years.

Regulatory Agency Oversight Varies Significantly

Neither EPA nor the two States reviewed had performed an overdl review of OMT
programs to assess the operation of their programs and identify strengths and
weaknesses. Michigan had begun an evauation of its OMT program, and review of the
preliminary draft report on the eval uation indicated that the evauation focused on OMT
program activity and Michigan Department of Environmental Quality’ s processes related
to that program.

New Jersey Department of Environmenta Protection staff asserted that a State review
of their OMT program was not required until the program was Federdlly gpproved.
However, State regulations required atriennia review of New Jersey’ s program, which
had been in existence snce 1996. Since New Jersey did not review OMT credit
transaction data or notices of individua trades, the need for areview of the overdl OMT
program was particularly pertinent. The lack of regular periodic oversght or monitoring
of the OMT program by New Jersey may have contributed to the State being less
prepared for the OMT program problems that arose.

Conclusions

Michigan’'s OMT-related compliance assurance process provided greater assurance that
trades were redl, surplus, and quantifiable, and reduced therisk of invaid or
Ingppropriate credit transactions being entered into its OMT registry. Dueto the
effectiveness of Michigan’s up-front completeness reviews, Michigan significantly
reduced the risk of emissions-related enforcement activities. In contrast, New Jersey
adopted a sdlf-implementing, sdf-directed OMT program that had minimal New Jersey
oversght involvement. Asaresult, questionable credit transactions occurred that
resulted in enforcement actions related to those transactions. According to EPA and
State officids, these enforcement actions required considerable agency resourcesto
develop the cases and settle the violations.

We bdieve that emisson-related enforcement difficulties are more likely to occur when
regulatory agency oversght of OMT programs has been inadequate. Up-front

9See OIG’s Memorandum to the Assistant Administrator for Air and Radiation, dated April 5, 2002,
regarding this subject, in Appendix 7 of this report.
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involvement in OMT program compliance assurance activities by the applicable
regulatory agencies can sgnificantly reduce the risk of occurrence of invaid credit
transactions and the resultant need for expensive, time-consuming enforcement actions
later when trades are dleged to be invalid or questionable. Additiondly, the unlimited
life of emissions credits, such asin the New Jersey program, is believed to affect the
ability of regulatory agenciesto deter noncompliance, Snce some credits may be
generated beyond the 5-year satute of limitations.

Recommendations

To obtain reasonable assurance that the OMT principles will be achieved, we
recommend that the Assstant Adminigtrator for Air and Radiation:

4-1. Develop and require the use of arisk-based gpproach for Federal and State
oversght of OMT trades, including revisng EPA’s Compliance Monitoring
Strategy, to require states with OMT programs to use the risk-based approach.

4-2. Indeveloping the risk-based approach for Federad and state oversight of OMT
trades, at a minimum, the risk-based approach should require enhanced

regulatory agency scrutiny of:

* dl precedent-setting trades.

 dl large volume trades.

* dl high-risk trades, such as those involving voldile organic compound-
containing air toxics.

* trades with significant public comments or concerns.

* trades employing less religble emissons cd culation techniques, such asthose
involving mass balance ca culaions and/or emissons factors.

* tradesin industries with poor compliance records.

* tradesby facilitieswith poor compliance records.

* trades with the potentid for environmenta equity impacts.

4-3. Edablish alimit onthelife of OMT credits congstent with the Clean Air Act
datute of limitations period, presently 5 years.

Agency and State Comments and OIG Evaluation

The EPA Deputy Assstant Adminidrator for Air and Radiation noted that the need for
more oversight of the New Jersey and Michigan OMT programs is premature because
these programs have not been approved by EPA. However, as stated in our report, we
continue to believe that, snce the OMT participants have used OMT emission credits to
meet Clean Air Act requirements, EPA has an obligation to adequately oversee OMT
activities.
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EPA aso noted that the PSEG case should not be portrayed as afailure of the OMT
credit vaidation process but as a successful outcome under the norma course of
enforcing. While we recognize EPA’ s successful enforcement action, we believe that a
risk based approach to targeting selected OMT participants for closer scrutiny would
identify questionable credits earlier and minimize the risk of large volume invalid trading
activity.

EPA aso noted that the recommendation for a risk-based approach to oversight of
OMT program activities was unclear, and thet oversght of OMT activities has the
potentid for much higher regulatory agency resource commitments.  Our
recommendation recognizes the resource commitments necessary to ensure that the
OMT program goals are met, and as such, tries to provide EPA with a pragmatic
approach to baancing limited resources againg the need to minimize risk in trading
activity. A risk-based gpproach would adlow EPA to focus its oversight activities on
higher risk sources, such as large volume participants, new credit generators and users,
and sources with recent violations.

Michigan and New Jersey aso suggested technicd clarifications to the report, which
have been incorporated as gppropriate in this Chapter. The full responses from EPA,
Michigan, and New Jersey arein Appendices 1, 2, and 3, respectively.
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Appendix 1
EPA Office of Air and Radiation Response

MEMORANDUM

SUBJECT: Open Market Trading Program for Air Emissions Needs Strengthening Report
No. 2001-0001067

FROM: Robert D. Brenner
Deputy Assistant Administrator
TO: Kwai-Cheung Chan

Assgtant Inspector Generd for Program Evaluation

Thank you for the opportunity to comment on your draft evaluation report: “Open
Market Trading Program for Air Emissions Needs Stirengthening.” We appreciate the efforts of
your gtaff to provide an independent review of open market trading (OMT) programs and the
experience that New Jersey and Michigan have had with these programs to date.

While your analysis appears even-handed overdl, we do have severd questions and
commentsto offer for consderation before you issue your find report. Our comments are divided
into two sections: genera observations, which areincluded in this letter, and more detailed
commentsin the atachment.

General observations

1) Mideading language: We found severd placesin the report where the language used
could easly be misconstrued by those not familiar with the details of open market
trading, or with how the States of New Jersey and Michigan put this concept into place.
For example, the executive summary includes the phrase, “ Opportunity for public
comment not provided.” Aswritten, thisimplies that the public has not had the
opportunity to comment on the issue of the guidance for open market trading, on specific
State rules, or on individua trades.

In our attached detailed comments, we cite numerous opportunities for comment on the
2001 Economic Incentive Program (EIP) guidance issued by the Office of Air and
Radiation (OAR) and on the New Jersey and Michigan rules. In fact, the 2001 EIP
Guidance document provides information to help the public participate in the
development of these programs. We hope your find report will darify the meaning of this
and other comments.
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Guidance or rule? In your draft report, you raise the question of whether the OMT
guidance and by inference the 2001 EIP Guidance should have been issued asarule
rather than guidance. We will carefully consder your advice as we move ahead to our
next update of the 2001 EIP Guidance. However, we fed it isimportant that this report
include our reasons for choosing to update theinitid 2001 EIP Guidance as a guidance
document.

Asyou know, we proposed an OMT Rulein 1995. We later decided to fold thisinto the
broader 2001 EIP Guidance. We did consider issuing the 2001 EIP Guidance asarule,
but we decided against that approach so that we would not hinder the broad range of local
cregtivity and innovation needed to reduce emissons in different areas of the country with
differing air quality problems. No single rule would be able to anticipate the breadth of
options States may need to use to reduce emissons in a cost-effective and environmentaly
responsible manner. With that in mind, we developed the guidance document to help
States design EIP sthat are appropriate for their aress.

Another mgjor point discussed throughout your draft report isthat key provisions of the
Environmenta Protection Agency’s (EPA) 2001 EIP Guidance were not followed in the
design and review of the Michigan and New Jersey OMT Programs. This Satement is
mideading snce EPA gated in its proposed approva rulemakings that the basis for
proposing approva of the Michigan and New Jersey OMT Programs was the guidance
avalable at the time these programs were developed and submitted (i.e., before 1999),
which did not include the 2001 EIP Guidance. In the proposed SIP actions, EPA outlined
aprocess for revisng the State programs in the future to be cons stent with the 2001 EIP
Guidance. Thisis mentioned briefly in the Report in Chapter 2, but this statement should
be clarified in the Executive Summary.

Also, with respect to New Jersey-s OMT Program, the Report should describe the
ongoing dialogue between EPA and New Jersey for the past severa years regarding State
implementation program (SIP) approval of the Program. The recent correspondence
(letters dated June 24, 2002, August 13, 2002 and September 10, 2002) between EPA
and the State of New Jersey demongtrates the continuous nature of these discussions. A
more detailed discussion of this correspondence in the Report will help provide amore
accurate status of New Jersey-s OMT Program and EPA:=s rulemaking process.

Our fina generd point highlights a common problem associated with OMT or dmost any
smaller program associated with abroad program area. Many of the issues pointed out in
your report are common to the broader air pollution control program. For example, the
issues of SIP processing times and enforcement discretion arise in implementing many
parts of the Clean Air Act. Mentioning the issues here without mentioning the larger
context gppears to say that the trading program independently raises these issueswhich is
incorrect.
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Many of the issues you highlight in the draft report are issues with which OAR and EPA’s
Regiond Offices have been struggling for severd years, and | gppreciate your thoughtful review
and comments. Y our evauation, combined with our experience with the New Jersey and Michigan
programs, will help EPA strengthen the OMT guidance — and in turn, help States develop effective
EIP sthat will help the Nation meet itsair quaity goals.

Should you have any questions concerning these comments, please do not hesitate to call
me or contact Ron Evans (919-54-5488) who is my technica coordinator for developing these
comments.

Attachment

OAQPS.AQSSD:ISEG:REVANS:§ournigan:MC C339-01:919 541-5488:9/25/02
Control No. OAR-0200766 Due Date: 9/24/02
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ATTACHMENT: Detailed comments on draft OlG Evauation Report on Open Market Trading
(OMT)

EXECUTIVE SUMMARY

1* Invalid credits detected by Michigan”— The Stat€' s routine notice review procedures
detected the invalid credits before they were posted to the registry. Thiswas described as aflaw
in the program. In fact, the State's detection of invalid credits through the process could more
fairly be described as a successful use of routine program procedures to prevent the registration of
invaid credits.

2. Opportunity for public comment not provided. Thiscomment isunclear. Doesit refer to a
lack of comment during the rulemaking process or for each trade? If it isreferring to therule
making processit isin error. For New Jersey and Michigan there was extensive public
participation during design, implementation and decision making during the rulemaking processes
a Federd and State levels. Thisincluded numerous public meetings and monthly stakeholder
work roups. Thiswas aso true during the development of the 2001 EIP Guidance document
issued in January 2001.

If this refersto public input for each trade, the comment is understandable. The EPA does not
require public input for each trade, although in the 2001 EIP Guidance it does require public notice
of each trade and meaningful public input during the rule development process. This dlows more
locd choices and tradeoffs regarding how and when public comment is solicited and received.
Each State rule will describe how much public input will be solicited for each trade. Please dlarify
which public comment this * Opportunity for Public Comment not provided” isreferring to.

3. Approved protocols not used. Thismay not be completely accurate. Many sources use the
same method for estimating the amount of credits as they use to determineif they arein
compliance with their permit limits. For example, many of the creditsinitialy generated for the
New Jersey program were caculated usng CEM measurements, one of the most accurate air
pollution measurement methods. s there some reason to believe the methods used by sources are
inaccurate or wrong? Or are they just not EPA gpproved? Clarification of this meaning would be
ussful.

4. The draft report makes some important distinctions between Michigan's rule and New Jersey's
rule, including differences in notice review procedures and registry operation. 1t would be useful to
highlight these distinctions in the executive summary.

CHAPTER 1

1. Table1.1 trading program classification. The separation of the trading universeinto these 3
categories does not provide a good description of the genre of trading programs. The breakdown
used in the 2001 EIP Guidance covers much more of the possible types of trading. See Section
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7.1 of Improving Air Quality with Economic Incentive Programs. In generd, the 2001 EIP
Guidance does not gpply to NSR trading. The NSR trading is not really in the same category as
the other types of trading programs-it isa Clean Air Act mandated program that uses some of the
other programs to quantify and record transactions. This need to be made clear and the table 1.1
didn't make thisclear.

2. All correspondence between EPA and New Jersey should be discussed under the section
ACurrent Statusil on page 6. Specificdly, it should be noted New Jersey=s August 13, 2002, |etter
was in response to EPA:s June 24, 2002, letter. Also, on September 10, 2002, EPA Region 2
tranamitted aletter to New Jersey Commissioner Campbel responding to his August 13, 2002,
letter. Granted this letter was sent immediately before circulation of the OlG=s Draft Evauation
Report, but the Finad Report should incorporate and discuss Region 2's latest |etter. The EPA
believes this most recent letter and the positions within it have a direct impact on some of the
sections of the Report.  Also, the discussions regarding EPA:s Aenforcement discretioni should be
revised to point out that EPA Region 2 has decided to withdraw the proposa and will work with
New Jersey to bring sources that have been using creditsinto compliance with underlying
requirements. This also gpesks to compliance assurance and oversight activities that will be
undertaken in the near future by Region 2 and New Jersey. Also, by withdrawing its proposd,
EPA ensures any future rulemaking for any future New Jersey OMT Program will be based on
EPA:-s 2001 EIP guidance.

CHAPTER 2:

1. The main recommendation of your Evauation Report is that EPA should develop and propose
Federd regulations for OMT Programs, and not rely on non-binding guidance. Thisissueis
confusing. Isthis suggesting the proposed open market trading mode rule should have been
finalized or isthis saying the open market trading guidance should have been arule? If you mean
the former, the reasons in the report accurately explain why the modd rule was never findized.
However, if this means the open market trading guidance should have become arule, the reasons
are different. The EPA decided to issue the open market trading policy as a guidance because it
was to be included in the bigger guidance on economic incentive programs. The EPA choseto
include it as part of the bigger guidance to:

A) make it clear that open market trading programs were just one of severa types of
trading programs and only one type of economic incentive program. Open market trading
isnot apanaceafor dl ar qudity control programs. It is appropriate in some Stuations
and not in others.

B) make sure dl policy decisons were made consdering the effect on dl trading programs
and dl economic incentive programs. Answering issues relaing to open market trading in
the 2001 EIP Guidance without considering the effects on other programs would result in
far reaching, sometimes unwanted effects.
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The next logica question iswhy has EPA not promulgated a revised economic incentive program
likethe 1994 EIP rule. Thiscan be explained asfollows.

A) The 1994 EIP was only arule for mandatory EIP snot discretionary EIP s. The Clean
Air Act requires rules for mandatory EIP s but only requires a guidance for discretionary
EIP s. All proposed State programs have been discretionary. With the creation of new air
pollution gods for ozone and particulate matter in 1997, it will be many years before a State
could be required to develop a mandatory EIP. The EPA redlizes that the new 2001 EIP
Guidance may need to become arule by the time States may be developing mandatory
EIPs.

B) States were developing EIP s as we were writing the 2001 EIP Guidance. The faster
we got the guidance out, the faster States would have guidance on many difficult issues.
Thisincreases the chances that States develop programs that would receive EPA approva.
This was the problem for New Jersey and Michigan where we had no firm guidance as they
were in the rule development process and in some instances they chose differently than

EPA eventudly settled on. We wanted to avoid future problems like this by getting out a
policy as soon as possible.

2. The Report states that lacking regulation, EPA Regiond Offices did not require the two States
to implement dl the safeguards indicated in EPA’s 2001 EIP Guidance. The implication isthat
EPA misgpplied its own guidance because it was non-binding guidance instead of regulation. This
isnot true; in fact, the status of this EIP Guidance document is irrdlevant to how we conducted the
review of the Michigan and New Jersey programs. The EPA applied the relevant guidance
available at the time the Programs were devel oped, adopted and proposed for SIP approval.

In the proposed SIP actions for the two OMT Programs, EPA outlined a process for
revisng the State programs in the future to be consastent with the find 2001 EIP Guidance. With
respect to New Jersey, Region 2 fully intended to address the 2001 EIP Guidance after final action
on the SIP; however, events during the SIP process has lead both Region 2 and New Jersey to
determine the program hasfaled. A mgor finding discussed throughout the Evaluation Report is
that key provisons of EPA’s 2001 EIP Guidance were not followed in the design and review of the
Michigan and New Jersey OMT Programs. While thisis atrue statement, it is mideading snce
EPA acknowledged the 2001 EIP Guidance would not serve as the basis for gpprova in the
proposed rulemakings for the Michigan and New Jersey OMT Programs. The EPA clearly sated
in its proposds the basis for proposing action was the guidance available a that time these
programs were developed and submitted (i.e., before 1999), which did not include the 2001 EIP
Guidance. Thisis mentioned briefly in the Report in Chapter 2, but not included in the Executive
Summary. The EPA believes the Report underdtates the chronology of events in the development
of these two OMT Programs versus the process for finalization of the 2001 EIP Guidance. When
these States devel oped and adopted their OMT Programs and when EPA was reviewing and
processing the SIP revisons for these Programs, the 2001 EIP Guidance was not available as the
standard by which to evauate these Programs. Redlizing the process was underway to reconsider
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the policies regarding economic incentive programs, but without any specific dete for issuing a
revison to the 2001 EIP Guidance, EPA outlined a process for revising the State programsin the
future to be congstent with the final 2001 EIP Guidance, if and when it was issued.

The Report misrepresents the facts when it states EPA did not require the two States to
implement dl the safeguards indicated in EPA’s 2001 EIP Guidance when EPA did, in fact, require
the States to implement al the safeguards available in EPA EIP Guidance at the time the Programs
were developed, adopted and proposed for SIP approval. In the case of New Jersey, requiring
the State to implement al of the safeguards available resulted in a proposed conditiona approval,
instead of a proposed gpprova. Regardless, EPA valuesthe OIG' swork in reviewing the two
OMT Programs againgt the 2001 EIP Guidance; the comparison in the Report of New Jersey and
Michigan OMT Programs with EPA’s 2001 EIP Guidance will be hdpful with any future
consideration of these Programs.

3. On Page 9 of the draft report, it says "However, neither the States nor EPA regiond offices are
required to follow the guidance." Section 1.9 of the 2001 EIP Guidance says the guidance contains
elements that EPA feds would assure the program meets gpplicable CAA provisons. Programs
that do not contain these dements would need some additiona scrutiny to ensure that the program
meets those provisions.

4. Last sentence of first paragraph—it isn't clear how “lack of regulations’ has resulted in the
trading of “invalid and questionable credits.” If thisrefersto the PSEG situation, it's hard to see
how Federd OMT regulations would have prevented this problem.

5. Prohibiting Shutdowns. The issue of dlowing or prohibiting shutdowns to generate reductions
for an open market trading program was hotly debated within EPA and at public forums. The 2001
EIP Guidance gives EPA’s answer-that shutdowns do not belong in an open market trading
program. Our reasons for this do not match the ones you represent as our reasons. Our reasons
are

A) An OMT program isto generate credits by over control not by shutdowns.

B) The equation for generating credits is based on a change in emission rates not activity
levels so shutdowns do not generate reductions.

C) Emission increases caused by activity level increases do not need to get mitigating
reductionsin most areas of the country o it does not make sense that emission reductions resulting
from activity level decreases should generate emisson reductions.

D) If aState wishesto alow shutdowns to generate tradable emission reductions, there are
severa other types of emission trading programs they can implemen.

“Shutdown Credits Allowed in Michigan OMT Program”: The |G report is correct in
asserting that Michigan's program differs from the 2001 EIP Guidance with respect to shutdown
credits. However, it might be useful to note some factors that minimize concerns about the
potential use of these credits, prompting the Region and OAR to decide that thisissue does not
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justify SIP disgpproval. Mogt importantly, Michigan’s program redtricts the use of shutdown
creditsto: 1) NSR offsets, used in compliance with NSR requirements (as is dlowable under the
2001 EIP Guidance); and 2) compliance with applicable requirements in areas that neither have
nor need an attainment demongtration or maintenance plan (in other words, in attainment areas that
are not maintenance areas). As aresult, compliance uses of shutdown credits will be limited to
areas that meet the nationd ambient air quaity standards and have done so for along time.
Moreover, amgority of the shutdown credits generated under Michigan's program have dready
expired or been retired voluntarily. For VOCs, data provided by Michigan indicate that as of
April 2002, only 1,438 tons of credit will be available for use as aresult of shutdownsthat have
been regigtered to date. Therefore, it isunlikely that shutdown credit use will lead to any air
qudity problems. Nonetheless, if EPA proceeds with approval of Michigan's program, we expect
that find action will include a statement that EPA expects Michigan to revise its program within 3
years of fina approval to become congstent with 2001 EIP Guidance policies related to shutdown
credits.

6. Pages 14 to 16 date that the lack of Federa approval is the reason that these open market
trading programs were not very popular. While this could be one of the reasons, there are
certainly others. Another reason that will continue even after EPA gpprova of the programsisthe
low demand for short term reductions. Most needs for emission reductions are long term.
Sources needing long term reductions much prefer long term emission reductions rather than
discrete emission reductionsin open market trading. The EPA intends to encourage the use of
innovative and nontraditiond control srategies as Sates are developing their origind atainment
plans for the 8 hour ozone and PM fine standards. In addition, while the delay in Federa approva
may have made sources reluctant to participate in the trading programs, the link between this fact
and the recommendations made on page 17 (Federd regulations for OMT programs, imination
of shutdown credits) is not clear.

The Report discusses that officias from Michigan and New Jersey noted the lack of
Federa approvd of their OMT Programs hindered operation of the program. The Report should
indicate other reasons why sources haven't participated. Based on Region 2's discussons with
New Jersey and industry over the years, many sources did not participate in the program because
of the limited list of alowable usesfor credit.

7. “Conclusons’: “EPA Regiond Offices have inconsstently applied [the 2001 EIP Guidance] . .

. in evauating proposed OMT programsto date.” It isn't clear that aregulation is needed to make
EPA actions more cong stent— to the extent that EPA may have treated OMT program
submissions inconsstently, this inconsstency occurred in relation to programs submitted prior to
the findlization of the 2001 EIP Guidance when the status of EPA guidance related to OMT
programswas unclear. The OMT programs submitted in the future will be judged againgt the

2001 EIP Guidance and, therefore, will not face this ambiguous Situation, even in the absence of
regulation.

8. “Concdlusons’: “ Selective use of EPA guidance “ rather than having regulatory
requirements to establish and approve OMT programs has hindered the ability of OMT
programs to become widely used and accepted.” Itisvalid to sate that uncertainty about what
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is gpprovable and about what the policy is has helped discouraged some States from devel oping
OMT programs and has contributed delays in action on the programs that have been submitted.
However, it isn't clear that a highly prescriptive federd regulation will encourage widespread
adoption of OMT. Some of the IG's recommendations, such as requiring opportunities for public
participation in every trade, would likely discourage States from adopting OMT.

9. “Public participation process ineffective’: The EPA and the States took severd stepsto
include interested partiesin the design, implementation and oversght of the 2001 EIP Guidance
and State programs. While flaws have been uncovered in these programs, this does not
necessarily imply that the public participation process was ineffective. The EPA and the State will
continue to seek comment and input from interested parties as the State programs are further
developed and the 2001 EIP Guidance is updated and revised.

10. Pollutant incluson in new 2001 EIP Guidance. During the public comment period on the draft
2001 EIP Guidance, a public interest group pointed out that including Lead raised issues about
trading toxic compounds which the 2001 EIP Guidance had not fully explored. In addition, Lead
could be excluded because thereislittle need for reductionsin Leed in the future from acriteria
pollutant perspective. These two circumstances caused EPA to remove Lead from the pollutants
covered by the 2001 EIP Guidance. The EPA is prepared to ask Michigan to remove Lead from
their OMT program.

Although the new 2001 EIP Guidance didn’t include PM fine, EPA isnow developing a
separate document that provides guidance on using innovetive drategies for reducing PM fine
concentrations. The EPA will then revise the 2001 EIP Guidance to include PM fine. The EPA is
aso fine tuning its guidance for the 8-hour ozone standard to reflect the unique needs for
controlling a longer-averaging time ozone standard.

11. New Jersey’sOMT SIP revision request was submitted in 1998, not 1996.

CHAPTER 3

1. The Report discusses the fact that no EPA-approved quantification protocols were used to
cdculate credit. Again, the requirement at the time in which these Programs were developed and
adopted is different than the current requirement of EPA’s 2001 EIP Guidance. The EPA’SOMT
guidance at the time wasthat if an EPA-approved protocol existed, it had to be used, unless
sources seeking an dternative received EPA approva. Otherwise sources can develop their own
protocols based on protocol development criteria contained in regulation. The EPA’s 2001 EIP
Guidance now requires EPA gpprova of dl protocols. The stlandard for SIP gpprova has clearly
changed and EPA planned for this fundamenta change in the larger context of making these
Programs congstent with the 2001 EIP Guidance in the future.

2. Emissons measurement methods may not be accurate: The report states that mass baanceisa
less reliable emissions quantification technique than CEMs “ since they were only based on
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edimates” CEMSs provide estimates as well—it’'s just that these estimates are consdered highly
reliable (for some sources). A mass baance and CEM data are equdly based on estimates, and
EPA believes that each can have arole in quantifying emissons reductions used to generate credits
in OMT programs.

3. “Dataqudity objectives not conastently used:” It isn’t clear that the data qudity objectives
meant for evauating the usefulness of data for making regulatory decisions ought to be binding on
sources that report emissions data under an OMT program, any more than on sources that report
emissions data under other programs.

CHAPTER 4

1. The need for more oversight. Reports from severd areas have highlighted the potentid for
much higher resource commitments for oversight and enforcement in areas that implement
emissions trading programs. However, for New Jersey and Michigan, thisissue is premature as
these trading programs are not approved in the SIP yet.

2. Thedraft report correctly states that the enforcement settlement with PSEG removed a
maority of the credits from the New Jersey OMT bank. The draft report discusses how EPA
identified questionable credits by PSEG under its New Source Review enforcement initiative. It
must be emphasized that the question regarding the gppropriate emission limit for PSEG’ s power
generaing facilities originated purely as aNew Source Review issue and not asan OMT credit
vdidation issue. Thisisimportant because the New Source Review enforcement initiative affected
other programsin which PSEG's units were subject, not just OMT, including RACT, Acid Rain
and NOx Budget. This particular issue should not be portrayed as afailure of the OMT credit
vaidation process, but as a successful outcome under the norma course of enforcing. Thiscaseis
no different from any other situation in which the ingpection or review of a source s compliance
datus determines the source' s emisson rate isin violation of applicable requirements. The
difference here isthe effect the remedy had on the underlying programs. The PSEG settlement
had little effect in the Acid Rain and NOx Budget Programs because those programs include many
other sources generating credit. Conversaly, PSEG happened to be the largest generator of credit
in New Jersey’sOMT Program. Therefore, the agreement to retire most of PSEG' s credit had a
huge effect on the OMT Program.

3. Region 2 should be given credit when it questioned the relationship between the PSEG New
Source Review enforcement initiative and PSEG'’ s participation in the OMT and NOx Budget
Program more than 1 year prior to the start of the OIG evauation. In March 2000, when the
Region issued a Section 114 letter to PSEG, the Region 2 air program office and enforcement
office began sharing information on PSEG ' sfacilities. Also, in the course of negotiating a
settlement with PSEG, Region 2 requested PSEG and New Jersey to provide information on any
credit use by PSEG. The PSEG provided Region 2 with credit use information that was not listed
in the New Jersey OMT registry. Region 2 forwarded this information to the OIG, bringing
atention to the fact that New Jersey’ s registry failed to enter 1,376 tons of credits used by PSEG
from 1996 through 2001.
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4. We gpplaud the OIG in identifying the ingppropriate use of credit by Conectiv. Region 2
agreesthis clear violation of New Jersey’s OMT regulation could have been detected by New
Jersey had the State reviewed data being entered into the registry. However, Region 2
emphaszes this Stuation was a falure of implementing the program and not a specific deficiency in
the regulation.

5. Credit Life. The comment is made to limit credit life to the 5-year Satute of limitations on
enforcement actions. The EPA recognizesthisissue. The EPA bdievesin some areasin some
gtuaions along credit life may be a better program. However, to rectify the issue mentioned here
the new 2001 EIP Guidance requires specia provisons for areas that wish for creditsto last
longer than 5 years. Every generator who wishes for their creditsto last more that 5 years must
make an enforceable statement that they will not use the statute of limitations as a defense in any
enforcement action.

6. On page 28 the top paragraph says EPA plans to approve the Michigan program asis, with the
use of shutdown credits allowed, ". . . and with the recommendation (emphasis added) that
Region 5 require Michigan's OMT program meet 2001 EIP Guidance regarding shutdown credits
within 3 years." The EPA has proposed gpprova of Michigan's program, but is consdering
whether to proceed with fina approval. This decison has not been made yet. If EPA does
proceed with fina gpprova, we expect to more than recommend a change in the shutdown credit
provisons, we would expect to require the M1 program to fix the shutdown credit issue within 3
years.

7. Therisk based gpproach isunclear. We can't evduate its vaidity without some additiona
support. Maybe this section should be strengthened to make it clearer what is meant.  In addition,
itisn't clear what in the report indicates the need for a risk-based approach--the supporting
information for it ismissing.

8. We bdieve the report isincorrect in stating that EPA performed little compliance assurance,
enforcement, or other oversight activities of the New Jersey OMT programs. Though Region 2
may not have targeted its limited resources for OMT-related enforcement initiatives snce the State
programs had not been federdly approved, Region 2 did conduct severa oversight efforts to
understand the implementation of the Programs while reviewing and processing the OMT SIPs. In
fact, Region 2 performed more oversght duties with these pending OMT SIP revisons than it
usualy does for other pending SIP revisions. In the case of New Jersey thisincluded: (1)
participation in New Jersey’ s stakeholder work group from 1995 to 2000, (2) reviewing the ten
credit generation Strategies from reductions occurring prior to adoption of New Jersey’'sOMT
Program, and (3) involvement in the PSEG New Source Review settlement negotiations. Rarely
does Region 2 provide such oversight of the implementation of a State-adopted program that is
pending SIP rulemaking.

With respect to the ten credit generation strategies mentioned in the Report, Region 2 believes the
Report is mideading by suggesting the Region failed to follow through on the deficiencies of these
ten strategies. Region 2 specificaly discussed in the proposed action on New Jersey’sOMT
Program that the results of the review were provided to New Jersey for the State to work with
43 Report No. 2002-P-00019



Open Market Trading Program for
Air Emissions Needs Strengthening

industry in addressing Region 2's comments. Region 2 sated in the proposd it would follow up on
these dtrategies when the OMT Program is federdly enforcegble. 1t should be emphasized that
these are credit generation sources and not credit users. While EPA could decide to enforce
underlying requirements upon credit users, EPA has no authority to enforce againgt credit
generators, or determine the credit invaid, until the OMT Program is federdly enforcesble. Also,
Region 2'sreview of the ten credit generation strategies provides evidence that EPA Regiond
Officeswill implement the 2001 EIP Guidance s protocol gpprova process, contrary to
gatements in the Report.

One other point of clarification regarding the ten credit generation strategies: New Jersey did not
“grandfather” credits from the NESCAUM/MARAMA Demonstration Project. New Jersey
provided alimited period of time within its regulation for any source to submit early reduction
credits for emission reductions which occurred prior to rule adoption. Ten sources submitted early
reduction credit generation strategies, some of which participated in the Demo Project.
Independent of the OMT regulation, New Jersey conducted a public notice and comment
rulemaking process in approving the 1992 and 1993 PSEG credits under the Demo Project.

9. The Report isonly telling part of the story in stating EPA has not targeted OMT activities for
enforcement. In the case of New Jersey, Region 2 has twice offered to work with the State to
address compliance issues with sources that currently hold credits or that have been using credits
to comply with SIP approved regulations (June 24, 2002 and September 10, 2002 |etters).
Region 2 intends to work with New Jersey to address this compliance issue and will be sengtive to
the fact that these sources used credits in agood faith effort to comply with State and Federa
regulations.
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September 26, 2002

Mr. John M. Bishop, Project Manager

Office of Inspector General (N238-01)

U.S. Environmental Protection Agency Mailroom
Research Triangle Park, NC 27711

Dear Mr. Bishop:

The Michigan Department of Environmental Quality (MDEQ), Air Quality Division (AQD),
appreciates the offer to comment on the draft report on Open Market Trading (OMT).
Understanding the time limits imposed upon the Office of Inspector General (OIG), the AQD
has kept comments to a minimum. In general, the report is well written and easy to
understand.

Comments
General:
On page 1 of appendix 6, under the paragraph for “completeness” the word “decision
makers” is misspelled.

Chapter 2:

The draft report contains the following statement: “As the result of the lack of
regulations, safeguards intended to protect the public have not been consistently
applied and invalid and questionable credits have been traded in some instances.”
The AQD is uncertain whether this statement is applicable to Michigan or is regarding
the United States Environmental Protection Agency’s (EPA’s) role in the issuance of
regulations for trading programs. Clarification is necessary before AQD can properly
respond.

Table 2.1 includes the following statement: "EPA was concerned that a facility may
shut down in one state, generate and sell credits, but then relocate their operations to
other states.” The AQD shared this same concern. The AQD does not allow load
shifting per Rule 1207(5). Rule 1207(5), promulgated pursuant to Part 55, Air Pollution
Control, of the Natural Resources and Environmental Protection Act, 1994 PA 451, as
amended, requires a statement of compliance as part of the notice submittal. In
addition, as part of the review procedures for processing generations, the AQD
requests information regarding load shifting from the companies involved in the
program. As detailed below:

Rule 1207(5) states “Any baseline calculated under subrule (2) of this rule shall be
adjusted by subtracting from the baseline any emission increases from another source,

COMETITUTION HALL = 325 WEST ALLEGAM STREET » PO, BOW 30260 » LAMSING, MICHIGAN 489087750
wirat iching nocons « [R17) 373-7095
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process, or process equipment in the same source category and under common
ownership or control resulting from a shutdown or curtailment of the source, process, or
process equipment making the emission reductions.”

Submittal and review procedures state:

“If the emission reduction strategy is a permanent or temporary shutdown or a
curtailment of operations, then it is necessary that one of the following be included in the
submittal to ensure

that all emission reductions being claimed are “real” (in that an actual reduction in air
emissions has occurred):

(i) A demonstration that the baseline emission level has been adjusted to account for
any “load shifting” as required pursuant to Rule 1207(5), or

(i) An explanation of why there was no “load shifting” as a result of the shutdown or
curtailment of operations, including a statement that this did not occur.”

The draft report contains the following statement: “As the result of the lack or
regulations, safeguards intended to protect the public have not been consistently applied
and invalid and questionable credits have been trading in some instances.” The AQD
cannot respond without OIG defining what they consider an “invalid” emission credit.
The AQD does not allow any emission reduction credits (ERCs) that are not real,
surplus, enforceable, permanent and quantifiable. The AQD would also like to note that
we have not allowed any invalid or questionable credit transactions. The statement
suggests that Michigan may have had problems in this area, which is without any
evidence provided by OIG. The AQD recommends that OIG delete or revise the
statement.

Chapter 3:

In the draft report, OIG “... noted that supporting documentations for 5 of the 42
transactions could not be located even though information on the trades could be
located on the registry.” The AQD is currently reviewing the filing procedures for the
trading program to insure that files are not misplaced or lost. In addition, electronic back
up copies of all letters and staff analyses are maintained.

Chapter 4:

In the paragraph with heading of “Some Enforcement Actions involved OMT programs,”
a general statement is made regarding enforcement activities and that “some OMT
sources may have generated or used questionable or invalid emission credits.” As
stated above, the AQD cannot respond without OIG defining what they consider an
“invalid” emission credit.

In Appendix 3, OIG states: “We found that all the generation and use sample
transactions were entered into the Michigan OMNT Registry on the Internet. We could
not find any transfer transactions on the Registry.” The AQD has been working with our
computer assistance group under the Michigan Department of Information Technology
to correct this problem. At this time, it appears to be a software glitch that occurs when
the database is updated. It should be noted that the information is in the database and
AQD staff were able to pull this information for the auditors to review.

Michigan's OMT program has been functioning since 1996. Although not used extensively
because of Michigan's attainment of all criteria standards, the program has provided a very
workable option for companies seeking a more cost effective means of complying with various
air standards. Itis a sound program that came about through many hours of discussions
among experts in the field of emissions trading, MDEQ staff, and various stakeholders. As with
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any new program, there are tweaks that are needed to improve its functioning and to address
scenarios that were not originally anticipated. The MDEQ will continue to pursue these as
needed.

The AQD would like to reiterate that our OMT program is a voluntary statewide program, which
includes volatile organic compounds and all criteria pollutants except ozone. Any person,
stationary, area or mobile source may participate in the program, at their option. In order to be
considered creditable under the program, all emission reductions must be:

1. Surplus, reductions made below an established source baseline and not required by any
applicable requirement;
Real, in that all emission reductions have actually occurred prior to use;

Quantifiable, in that all reductions can be measured and are replicable;
Enforceable, in that they can be enforced by both MDEQ and the EPA;

Permanent, in that the reductions continued throughout the time the ERCs were generated.

arLON

All sources wishing to participate in the program must have been included in the most recent
emission inventory and emission reductions must have occurred after March 16, 1996. To
ensure that the emission trading program is used in a manner consistent with attainment and
maintenance of NAAQS and state and federal requirements, ERCs and Emission Averaging
Plans cannot be used to avoid or comply with the following requirements:

New Source Performance Standards (NSPS)
National Emission Standards for Hazardous Air Pollutants (NESHAPS)

Maximum Achievable Control Technology (MACT)
Best Available Control Technology for Toxic Air Contaminants (TBACT)

OO OO

ERCs can be used to comply with Best Available Control Technology (BACT)/Lowest
Achievable Emission Rate only when the required control equipment has been properly
installed, operated and maintained.

Thank you for the opportunity to comment on the draft report before it is finalized. If you have
any questions concerning our comments, please contact Ms. Theresa Walker, AQD, at
517-335-2247, or you may contact me.

Sincerely,

Dennis M. Drake, Chief
Air Quality Division
517-373-7069

cc: Mr. Russell J. Harding, Director, MDEQ

Mr. Arthur R. Nash Jr., Deputy Director, MDEQ
Ms. Theresa Walker, MDEQ
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Appendix 3
New Jersey Department of Environmental Protection
Response

September 26, 2002

Mr. John M. Bishop

Project Manager

Office of the Inspector General
USEPA

Room 113

EPA Administration Building
79TW Alexander Drive

Research Triangle Park, N.C. 27711

Re: Comments of New Jersey Department of Environmental
Protection on Open Market Trading Inspector General
Draft Report
Dear Mr. Bishop:

Enclosed please find the comments of the New Jersey Department of

Environmental Protection on the Draft Report of the USEPA Inspector General regarding

Open Market Trading programs. We thank you for the opportunity to review the

document and provide comments to the Office of the Inspector General. As| will be out
of the office for the next four business days, | ask that you contact Lisa Jackson, Assistant

Commissioner of Compliance and Enforcement, if you have questions about the
document or require assistance. Assistant Commissioner Jackson will coordinate
whatever assistance you need. She can be reached at (609)777-0122.

Thank you.
Sincerely,
Catherine A. Tormey
Counselor to Commissioner
(o} Lisa Jackson, Assistant Commissioner

Samuel Wolfe, Assistant Commissioner
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General Comments

The report points out a number of incond stencies between the New Jersey OMET program and
the EPA's 2001 Economic Incentive Program (EIP) Guidance. The EIP Guidance was not issued
until severa years after New Jersey promulgated its OMET program.

The report also refers to New Jersey’ s failure to require the use of EPA-approved quantification
protocols. EPA has not approved open market trading quantification protocols, and has not
offered the service of approving protocols developed by market participants or states (although
severd EPA gaff did informally provide hdpful information pertaining to acceptable quantification
in specific cases). New Jersey’ s rules do require that any quantification protocol used "conform
with al applicable guidance issued by the EPA."  New Jersey’ srules dso include detailed
requirements governing how quantification must be performed.

The report inaccurately describes the state's program as "buyer beware." The program alows
credit usersto rely on athird-party verification - if verified credits are eventudly found to be
invaid, the user is not on the hook for pendty liability, but Smply has to replace the bad credits
with vaid ones. Thisisthe oppodte of "buyer beware' - which would leave the user ligble for
pendties for invaid credits, regardless of whether the user had relied on a third-party verification
or even if the user had conducted its own thorough due diligence. Thereis no requirement that
"credit purchasers would ensure the vaidity of emissions credits prior to their purchase and use.”

Chapter 1

Current Status:

Footnote 2 referenced in Table 1.4 indicates that New Jersey was "requesting termination” of its
OMT program in an August 2002 letter. No such request was made to EPA.

Chapter 2

Key Provisons of 2001 Guidance Not Followed In Designing or Reviewing OMT Programs
In the row of Table 2.2 pertaining to quantification protocols, it should be noted that the New
Jersey program requires that any protocol used "conform with al gpplicable guidance issued by
the EPA."

Chapter 3

Different Approaches Used to Evauate OMT Data

1 In the second sentence the draft Sates that New Jersey relied on both third party
contractors and verifiers to evaluste OMT data. In fact the New Jersay program relies on third
party verifierswho must be either aP.E. or C.P.A. licensed in New Jersey. The words

"contractors and” should be deleted from the sentence, because no other "contractors’ can verify
credits.
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2. The paragraph entitled "New Jersey™ needs revision.

New Jersey: Indesgning its OMT program, New Jersey decided to privatize important aspects
of the program, including the evauation of OMT data underlying trades. Rather than having state
regulators analyze the data underlying the generation or use of credits, New Jersey relied on third-
party verifiersto do thiswork. New Jersey officias said that they relied on third-party verifiers
because the data analysis was resource-intensive, and no state monies were budgeted for state
regulators to perform thiswork. In addition, the statute authorizing the states OMT program
required the state to "congder the role of athird party in the banking, verification, vaidation of use,
enforcement, and program audits associated with emissons reduction credits, and to the maximum
extent possible, create and preserve opportunities for private sector participation in any emissons
trading program. . .” The decision to rely upon third-party verifiers was therefore consstent with
the direction set by state statute and with the direction set by state budgets.

EPA-Approved Protocols Not Used

1 The firgt sentence refers to arandom sample of 84 OMT credit transactions and states that
none of these transactions employed EPA-gpproved quantification protocols. 1t would be more
accurate to say, "We reviewed arandom sample of 84 OMT credit transactions. Since no
applicable EPA-approved quantification protocols were available at the time of those transactions,
none of them relied on such protocols.”

Emission Measurement Methods May Not Always Be Adequate

1) The points being made in this section diverge from the position of EPA's January 2001
Economic Incentive Program Guidance which reads.

" Asagenerd principle, when quantifying the amount of emission reductions generated or needed
for compliance, a source must use measurement techniques no less accurate than those required
for the source to demonstrate compliance. Sources are not required to use measurement
techniques more accurate than those required for the source to demonstrate compliance.”

New Jersey Approach Emphasized "Buyer Beware" Philosophy

1) The above heading is not only inaccurate; it aso seems unrelated to the subject of the
section. Something like "New Jersey Approach to Registry Operation” seems more to the point.

2) Please replace the first sentence with the following: "In designing its OMT program, New
Jersey decided to privatize important aspects of the program, including the operation of aregistry
of al credit transactions.”

3) The second paragraph in this begins "Due &t least in part to the 'Buyer Beware' approach
used by New Jersey...” The rdevance of this opening clause to the substance of the paragraph is
unclear. The paragraph discusses how New Jersey required that trades be documented, and
certain program failuresin that regard. None of this has anything to do with Buyer Beware.
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Appendix 1
New Jersey - Open Market Emissions Trading

1) To make it more accurate, | recommend modifying the third sentence in the first paragraph
asfollows. The New Jersey Department of Environmental Protection's rules created a 90 day
window-of-opportunity for companies with "early” reductions (i.e., reductions made on or after
May 1, 1992, but before August 2, 1996, when the OMET rules became effective), including
[grandfathered the] Demonstration Project participanty, protocols, and] to generate OMET
credits[into its OMET program] based on these reductions, but only if the generation satisfied the
gpplicable requirementsin the rule, including those for quantification protocols.

2) The fourth sentence in the first paragraph uses the phrase "mode project”; for consistency
of terminology, this should probably be revised to "Demongtration Project.”

Appendix 2

Objectives, Scope and Methodology

Evauation Process

In the last paragraph, the Inspector Genera states. "However, due to the State of New Jersey's
refusa to grant us accessto certain OMT-related documents in their possession which they
withhed daiming (1) attorney-client priviledge, and (2) enforcement sendtive priviledge, our
evauation scope was limited.”  We would prefer that the sentence read that NJDEP "declined to
provide access to alimited number of documents that the Department asserted were priviledged
based upon advice of counsdl.” In addition, we believeit is appropriate to acknowledge in that
sentence or paragraph that the State maintained and provided to the Inspector Generd reviewers
aPriviledge Log of the limited number of documents not provided for review because of priviledge
assertions.
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Appendix 4
Overview of New Jersey and Michigan
OMT Programs

New Jersey - Open Market Emissions Trading **

The New Jersey Open Market Emissions Trading program became operationd in August 1996.
Prior to establishing its OMT program, New Jersey participated in the 1992-1996 Emission
Reduction Credit Demonstration Project conducted by the Northeast States Coordinated Air Use
Management and Mid-Atlantic Regiond Air Management Association. After a public notice - and
- comment rule making process, the New Jersey Department of Environmenta Protection dlowed
the Demonstration Project participants, protocols, and creditsto be included initsOMT program.
The Demondtration Project participants generated the mgority of credits traded and used within
the OMT program during the Demongtration Project. In the New Jersey OMT program, credits
have an unlimited life; thet is, the credits are available for use for an unlimited timeframe. The
program restricts trading to nitrogen oxides and volétile organic compounds. New Jerssy OMT
regulations specificdly forbid the generation of credits by the closing of facilities or product lines
(shutdown credits). Credits generated during the non-ozone season (winter) cannot be used
during the ozone season (summe).

To ensure compliance, the New Jersey OMT regulations rely heavily on credit participants self
certification and credit verification by third parties. New Jersey follows a*buyer beware’
philasophy, which places the burden of verification on users of credits. In New Jersey, the OMT
participants may not use credits until verified by an engineer or certified public accountant who is
not employed by the credit generator. The OMT credit verification processis intended to ensure
that the credits are redl, surplus, and properly quantified. The user must also purchase and retire
an additiona 10 percent of the tota credits used for the benefit of the environment.

Participants earn credits based on emission quantification protocols, which define the process for
generating and measuring emission reductions. OMT regulations do not require these protocols to
be approved by the state or EPA, though an existing EPA-gpproved protocol that meets OMT
regulations must be used, if gpplicable. Otherwise, the protocols must meet criteriain the Sate
OMT regulations.

Personnel from the New Jersey Department of Environmenta Protection did not administer or
monitor the OMT program directly. New Jersey contracted with a third-party to create and
maintain the eectronic OMT database (Registry) and its supporting documentation. By ng
the Regidiry, the public and government offices could track the generation, verification, trandfer,

10 The Michigan OMT program is based on Emission Reduction Credits where 1 credit equals 1 ton of
emissions. The New Jersey OMT program is based on Discrete Emission Reductions Credits where 1 credit equals
100 pounds of emissions. For this appendix, we used the generic term “credit” for both.

1 The New Jersey OMT regulations also address the trading of credits under the Greenhouse Gas
program. The EPA Economic Incentive Program guidance does not include greenhouse gases (such as carbon
dioxide and methane); therefore, we did not include this Greenhouse Gas program in our evaluation of OMT
programs.
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use, and retirement of credits. The Registry contract did not involve State funds. The OMT
regulations required participants to submit al notices to the contractor for processing and data
entry into the Registry. The fees paid to the contractor by the participants congtituted the contract
revenue. While the information in the Registry and documentation that supported it belonged to
the State, the software driving the Registry belonged to the contractor. The Registry operator
ensured that required data was provided, but did not otherwise review the data and information
provided for accuracy or reliability.

Michigan - Emission Averaging and Emission Reduction Credit Trading

Michigan implemented its OMT program in 1996. The Michigan program alows credit
generdion, trading, and use for six pollutants: nitrogen oxide, volatile organic compounds, carbon
monoxide, sulfur dioxide, particulate matter, and lead (dthough lead is not dlowed by EPA’s
Economic Incentive Program Guidance). Environmental benefit is obtained by retiring 10 percent
of the credits when they are entered into the Registry and by limiting credit lifeto 5 years. Credits
generated during the non-ozone season cannot be used during the ozone season.

The Michigan OMT program alows the generation of shutdown credits, which is specificaly
prohibited by the 2001 Economic Incentive Program Guidance. Michigan's OMT regulations
define shutdown as, “the permanent cessation of operation of a source, process, or process
equipment for any purpose. . ..” The participant can generate credits every year for a period of
5 years after the shutdown.

If a Federdly approved protocol exists, the Michigan program requires that the approved protocol
be used. Otherwise, EPA gpprova of quantification protocolsis not required by the Michigan
program. However, State completeness reviews do include a review of quantification protocols.

The Michigan OMT program is administered in-house by Michigan’s Department of
Environmental Qudity. The State maintains the on-line Registry and documentation, and performs
any necessary reviews. The State performs a standardized review of al notices (generation, trade,
use, and retirement), caled aTier 1 review. If the amount of credits are more significant,
Michigan' s regul ations require a second, more detailed, Tier 2 review (generation and use only).
The review process must be completed before the credits are entered into the public Regidry.

12 We did not include emission averaging in the scope of this evaluation.
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Appendix 5
Details on Scope and Methodology

EPA OIG conducted evauation fieldwork in the States of Michigan and New Jersey; EPA
Regions 2 and 5; and a EPA’s Headquarters Air and Enforcement Offices. These EPA offices
include the Office of Policy Andysis and Review, the Office of Air Qudity Planning and
Standards, and the Office of Enforcement and Compliance Assurance.

New Jersey and Michigan were selected as the State OMT programs for review because

(1) EPA Office of Air Quality Planning and Standards staff indicated that these States had the
mogt active OMT programs, (2) both States had already submitted State Implementation Plan
revison requests to EPA which requested Federa approva of their OMT programs, and (3) EPA
had alowed Michigan and New Jersey to operate OMT programs for over 5 years under EPA’s
enforcement discretion policy. The policy described in the last item alows certain clean air-related
activities to take place without incurring a Federd enforcement action, aslong as the activities are
envisoned to be gpproved in the future through EPA approva of a State Implementation Plan
revison, or other smilar Federa approva mechanisms. As of August 2002, neither State
program had been Federaly approved.

Within the States of New Jersey and Michigan, and within EPA Regions 2 and 5, respectively, we
discussed OMT issues with policy, program, oversight, inspection, compliance, and enforcement
managers and staff, and we obtained and reviewed related files and correspondence on key OMT
implementation issues dating back to the inception of the programsin both States.

We dso sought any studies or evauations demongtrating the effectiveness of OMT programs, in
particular cost-benefit studies or evaluations of the assertion that OMT programs achieve more
environmental benefits at less cog.

Within EPA, we interviewed program steff at the national and regiond levelsto gain an
understanding of EPA’s palicies and guidance concerning open market trading. We closdly
examined EPA’ s Economic Incentive Program Guidance, which we accepted as the primary
criteriato assess the gtate programs.

We contacted industry associations and environmental groups for information and input on OMT
issues, aswdl as key state and local agency associaions. We aso obtained information and input
on OMT issues from selected participants in the two State OMT programs we reviewed. In
Michigan, we met with amgor automotive manufacturer and amanufacturer of automobile
mirrors. Both companies participated in the State OMT program, one as a credit generator and
one asacredit user. In New Jersay, we met with two eectric utility companies — one utility both
generated and used OMT credits, while the other used OMT credits.

The evauation was generadly performed in accordance with the Government Auditing Standards
issued by the Compitroller Generd of the United States as they relate to economy, efficiency, and
program results audits. However, due to the State of New Jersey’ s decision to not grant us
access to certain OMT-related documentsin their possession based on advice of counsdl, our
evauation scope was limited. As part of this evauation, we assessed compliance with gpplicable

54 Report No. 2002-P-00019



laws and regulations. Because of severe problems within the New Jersey program, we did not
perform areview of internal controls. Except as noted in this report, we did not identify instances
of noncompliance with the Clean Air Act.

Sample Selection

To evaluate the OMT program according to the objectives listed above, we reviewed a randomly
selected sample group of (1) 42 trades from atotal universe of 451 trades in Michigan, and

(2) 42 trades from atota universe of 341 tradesin New Jersey. We reviewed three mgjor types
of OMT transactions. credit generation, credit transfers, and credit uses. We obtained the
electronic OMT databases from each State. We did not independently assess the quality of the
database output as awhole. After we reformatted both databases, we used Windows Integrated
Data Extraction and Analysis software to extract three sample sets of credits (Generation,
Transfer, and Use) for each State. A discussion of the sampling methodology for each State
follows. Additiond discusson of the sampling approach, methodology, and resultsis contained in
Appendix 6.
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Appendix 6

OMT Sampling Procedures and Results

We reviewed arandomly sdlected group of trades in the Michigan and New Jersey OMT
programs. This was done to determine, on a sample bas's, the extent of (1) use of EPA-approved
emissions quantification protocols to calculate tradeable emissions creditsin selected sates OMT
programs, and whether accurate, reliable data underlie OMT trades in these programs; and (2)
EPA and state compliance assurance, enforcement, and oversight activities relativeto OMT
trades, and whether OMT programs affect the ability of regulatory agenciesto detect and/or deter
noncompliance.

New Jersey and Michigan provided eectronic copies of both States OMT program activity
database. We did not independently assess the databases for quality, accepting the information as
provided for use in sample selection.

Three mgjor types of credit transactionsin the OMT trading programs were sampled — credit
generdtion, credit transfers, and credit use. We used Windows Integrated Data Extraction and
Analyss software to randomly select trades for review. A total of 14 sample items were selected
for each of the 3 types of OMT transactionsto be reviewed, for atotal of 42 sample items
sdlected. The samples sdlected were based on a 90 percent confidence level, which was deemed
appropriate for the questions posed and the fact that we would be generalizing our findings only to
these OMT programs at the State levels for the respective States, and not to other states or other
regions.

For the Michigan OMT program, which had atota universe of 451 trades, atota of 42 sample
items were selected, 14 in each of the three OMT transactions areas to be reviewed, as noted.
The State of New Jersey had experienced problemswith its OMT Registry and its contractor
during the OIG evduation. The contractor who operated the New Jersey OMT Registry and
provided maintenance of the OMT records ceased operationsin September 2001. New Jersey
was not able to obtain the dectronic databases and hard copy files for gpproximately 4 months.
Since we were unsure of the completeness of the OMT files obtained, we sdlected atota of 60
sample items from atota universe of 341 trades for the New Jersey OMT program, 20 for each
of the 3 transaction areas.  The sample sdlections were numbered consecutively. In the event that
asample sdection item hard copy file was not available, we moved to the next consecutively
numbered sample item as a substitute until such time as 14 sample files were obtained for each
OMT transaction reviewed. We were ableto find 14 sampleitems for each OMT transaction
reviewed for the State of New Jersey.

The New Jersey database for credit generation was adjusted to remove one credit magjor
generation source. During the course of our evauation, PSEG, the company which generated the
mgority of emisson creditsin the New Jersey OMT program, entered a settlement agreement
with EPA, the U.S. Department of Justice, and the State of New Jersey, to remove over 372,380
emissions credits from the New Jersey OMT program (about 18,600 tons of emissions). As such,
this company and its OMT emissions credit trading activities were not included in our credit
generation sample but were separately reviewed. 1n the Michigan database, the credit use
database file included both use and retirement transactions. Since we were reviewing the credit
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use function only, the retirement transactions were removed from the data used to select the credit
use sample for Michigan.

New Jersey

The New Jersey OMT Registry contractor ceased operation of the Internet Registry sitein
September 2001. The Registry contractor also maintained the OMT records. New Jersey had
problems obtaining the OMT Registry database, as well asthe OMT records. New Jersey had
aso informed us that they had not systematicaly reviewed the OMT database or the records since
the OMT program began operationsin 1996. Based on this information, we decided that our
sampling program for New Jersey should provide for substitute sample sdections in case some
OMT fileswere not available. Therefore, 3 sets of 20 samples were sdlected from which 14 in
each set would be used. We ingtructed the State to produce the files supporting the first 14
samples. If thefile for asample could not be found, the State was advised to take the next sample
from the subject sample set until they had 14 documented samples for each of the 3 transactions;
credit generation, credit transfer, and credit use. A tota of 42 OMT transactions were reviewed
in New Jersey.

For New Jarsey’s OMT generation sample set, PSEG and its OMT trading activities were
separately reviewed because, as discussed above, PSEG entered into a settlement agreement with
EPA and the U.S. Department of Justice to remove over 18,600 tons of emissions credits from the
New Jersey OMT program.

The New Jersey OMT program included credits related to the Stat€’ s greenhouse gas program.
Since the greenhouse gas program was outside the scope of our evauation, we did not include
these credits in the universe from which we extracted our sample sets.

Using the subgtitution formula discussed previoudy, we were able to locate the officid files on 42
sampleitems, 14 in each of 3 OMT transaction areas to be reviewed. The New Jersey OMT
program requiresthat OMT participants provide notice of the OMT transactions that they plan to
complete. We checked each sampled file to ensure that the correct notices were provided. One
of the 42 sample items, a use transaction, did not include a copy of the notice of use. We did not
find that any of the emissions quantification protocols required for generation and use transactions
had been approved by EPA, contrary to the 2001 Economic Incentive Program Guidance. New
Jersey OMT regulations require that OMT emission credits be verified as red and surplus prior to
use. Wefound that al of the credits had been verified as required prior to use. There was adso
verification of the creditsinvolved in the sampled transfer transaction files, aswdl asin 7 of the 14
sampled generation files, athough verification was not required for generation and transfer
transactions. When emission credits are used during an 0zone season, the credits used must have
a 50 been generated during an ozone season. Generated credits must be identified according the
Season when generated, ozone or non-ozone. All of the generation files identified the season when
credits were generated, as did the trandfer files. We did find that three of the use transactions
incorrectly used non-ozone season credits during the ozone season.

We dso checked to seeif the sampled transaction files had corresponding data entriesin the OMT
Regidtry, the Internet database that provided information about OMT activities to the public, New
Jersey Department of Environmenta Protection, and EPA. We found that 10 of the transfer
activities and 8 of the use activities had not been recorded in the OMT Regidtry.
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The following table summarizes the sample findings for New Jersey.

New Jersey OMT Sample Results

Notices of EPA Verification Listed In
OMT Approved by Third Ozone vs. OMT
Activity Protocol Party Non-Ozone Registry
Generation 14 0 7 14 14
Transfer 14 N/A 14 14 4
Use 13 0 14 11 6

Michigan

Thefull title of the Michigan program is Emisson Averaging and Emisson Reduction Credit
Trading. Since our evauation was limited to open market trading, we did not examine any items
related to Emisson Averaging. Michigan maintained both credit use and credit retirementsin the
same database file. We removed the credit retirement transactions from the database in order to
review credit usesonly. The random sample for credit uses was sdected from the database after
the remova of credit retirement transactions. We randomly sdlected 14 transactions for each
OMT ectivity we reviewed — credit generation, credit transfer, and credit use. A totd of

42 sample transactions were reviewed in Michigan.

The Michigan OMT regulations require that OMT participants provide notice of OMT
transactions that they planto complete. We checked the sample files for the generation, transfer,
and use transactions to ensure that the required notices were provided. We could not find four
notices related to the trandfer transactions. The Michigan Department of Environmental Qudity
performs a completeness review for dl OMT transactions, issuing a completeness letter when the
State review of the OMT activity finds the documentation of the OMT activity is adequate. Tier 2
reviews are performed for dl transactions; Tier 2 reviews, which are more in depth, are triggered
a identified levels of emissons for generation and use transactions.

We found that one sample file in the generation transactions, one sample file in the use
transactions, and five of the transfer transactions lacked evidence of the Tier 1 review. We found
evidence of the Tier 2 review for dl of the sample files where required. Copies of the
completeness |etter were missing from four of the generation transactions samplefiles, five of the
trandfer samplefiles, and two of the use samplefiles. However, we did not find that any of the
quantification protocols for generation and use transactions had been gpproved by EPA, though
the Tier UTier 2 reviews by Michigan did include areview of the quantification protocol.
Michigan dlows the generation and use of credits generated by shutdown of facilities or
curtailment of facility operations, which is not alowed by the 2001 Economic Incentive Program
Guidance. Six of the sampled generation transactions showed that the emission credits were
generated by shutdown activities. One of the transfer filesinvolved transfer of shutdown crediits.
One of the use transactions used shutdown credits. We found that dl of the generation and use
sample transactions were entered into the Michigan OMT Registry on the Internet. We could not
find any transfer transactions on the Registry. In its response to our report, Michigan officids
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indicated that a software problem occurs when the database is updated, but that the transfer
information has been made available on the Regigtry. The following table summarizes the sample
findings for Michigan.

Michigan OMT Sampling Results

Tier 1 Complete-
Notices Review/ ness EPA Ozone Shut- Listed In
of OMT Tier 2 Review Approved | vs. Non- down OMT
Activity (If Req.) Letter Protocol Ozone Credits | Registry
Generation 14 13/10 10 0 14 6 14
Transfer 9 10/NA 10 N/A 14 1 0
Use 14 13/7 12 0 14 1 14
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Appendix 7
OIG Memorandum Regarding Michigan Shutdown Credits

ST UNITED STATES ENVIRONMENTAL PROTECTION AGENCY
d %
s W7 & OFFICE OF INSPECTOR GENERAL
%M N 1200 Pennsylvania Avenue, NW

g S Room 3301 NE Mall

: Washington, DC 20460
April 5, 2002

MEMORANDUM

SUBJECT:  Observations on the Use of Shutdown Creditsin
Michigan’s Air Emissions Open Market Trading Program

FROM: J. Rick Beusse /d¢/
Director for Program Evauation, Air Quality Issues

TO: Jeffrey R. Holmstead
Assistant Administrator for Air and Radiation

In connection with our in-process evaluation of EPA’s Air Emissions Open Market Trading
(OMT) Program, we recently conducted fieldwork at Michigan’s Department of Environmental
Quality. Below are observations we wish to bring to your immediate attention.

Use of Shutdown Credits May Be Contrary to EPA Guidance

Michigan’s Emission Reduction Credit Trading program (hereafter referred to asits OMT
program) alows the use of “shutdown” credits in attainment areas. (In essence, shutdown credits
result when permitted sources reduce emissions by closing facility operations or product lines). In
March 2002, EPA indicated that it intends to approve Michigan’s OMT program, as revised in
1999, including the use of shutdown credits. The basis for approving OMT programs since
January 2001 has been EPA’ s “Improving Air Quality With Economic Incentive Programs’
guidance document, EPA-452/R-01-001, January 2001 (hereafter referred to as EIP guidance),
which does not characterize emissions reductions from shutdowns as “surplus.” According to the
EIP guidance, before emissions credits are eligible for inclusion in an emissions trading program,
they must not only be surplus but must aso meet three other fundamental integrity elements
(quantifiability, enforceability, and permanence). In apparent contradiction with the EIP
guidance, EPA considers Michigan’s shutdown reductions as eligible for inclusion as creditsin the
State’sOMT program.
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While in Michigan, we observed that approximately 23 percent of the State’ s total open market
emission credits generated - - and 80 percent of its volatile organic compound (VOC) emission
credits generated - - have resulted from shutdowns. Further, we noted that shutdown credits have
been used in Michigan’s program. Under the Michigan OMT program, closed facilities are
allowed to generate emission credits for 5 years from the year in which the facility closes. Since
OMT credits under Michigan’s program are valid for 5 years after the year in which they are
generated, closed facilities can generate credits - - and credit buyers can use those credits - - over
aperiod of almost 11 years after the facility’ s operations are closed.

Additionally, under Michigan OMT rules, when permitted sources close facility operationsin
Michigan and receive emissions credits for shutdowns, these same or similar facility operations
may be restarted in other states (if allowed by the applicable state(s)). In this scenario, sources
could be, in effect, shifting their air emissions elsewhere while generating shutdown creditsin
Michigan, which then may aso be sold to other companiesin Michigan. EPA has acknowledged
that, under this scenario, overall emissions may increase and that “ ... thisis clearly a detriment to
the environment.”

Key Eventsin EPA’s Consideration of Michigan’s Proposed OMT Program

We recently discussed the above matters with key officials from the Air Programs Branch, Air and
Radiation Division, EPA Region 5, and the Office of Air Quality Planning and Standards. We
learned that Region 5 initially opposed the inclusion of shutdown credits in Michigan’s 1996
OMT program proposal. However, in 1997, the Office of Air and Radiation took the position
that the use of shutdown credits could be alowed under EPA policy if Michigan met certain
conditions. Based on this position from EPA Headquarters, Region 5 has offered Michigan three
options: (1) prohibit shutdown credits; (2) allow shutdown credits but prohibit their use in non-
attainment or maintenance areas; or (3) demonstrate that the use of shutdown credits would not
be contrary to their attainment or maintenance plans. Michigan chose option 2 - - to alow the
statewide generation of shutdown credits while prohibiting their use in non-attainment or
maintenance areas. However, option 2 appears to be contrary to the final EIP guidance issued in
January 2001.

Since EPA tentatively accepted Michigan’'s shutdown credit proposal prior to the issuance of
EPA’s January 2001 EIP guidance, Region 5 chose not to require Michigan to modify its proposal
based on this subsequent EPA guidance at that time. We understand that Region 5 anticipates
giving final approval to the existing Michigan proposal in the near future with the possibility of
revisiting the issue of shutdown credits in future revisions of Michigan's OMT program.

Given the precedent-setting nature of approving open market trading programs, the magnitude
and longevity of shutdown credits in the Michigan program to date, and the difficulty of
withdrawing federal approval of State Implementation Plan revisions once made, we believe that

The maximum period would be 10 years and 11 months.
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EPA’sfina approval of Michigan’'s OMT program should include a careful consideration of the
shutdown credit issue at the EPA headquarters level. Once the shutdown credits are “ grand-
fathered” into a state' s program, they may be more difficult to eliminate later. Additionally, once
a precedent is established that alows the generation and use of shutdown credits in open market
trading programs, other states may wish to adopt similar policies.

If you or your staff have any questions, please call me at (919) 541-5747, or John Bishop, RTP
Audit Manager, at (919) 541-1028.

cc: John Seitz, Director, OAQPS
Thomas V. Skinner, Regional Administrator, EPA Region 5
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Appendix 8
Details of PSEG Settlement

On January 24, 2002, the U.S. Department of Justice, EPA, and State of New Jersey announced
amgor Clean Air Act sattlement agreement, in the form of a $337 million Consent Decree, with
PSEG Foss| LLC, alarge New Jersey eectric power generation company. The find Consent
Decree was approved and entered by the U.S. Digtrict Court for the Digtrict of New Jersey on
July 30, 2002.

In the Consent Decree, Department of Justice, EPA and New Jersey aleged that PSEG violated
the Clean Air Act’s Prevention of Significant Deterioration and Nonattainment New Source
Review Requirements and New Jersey’s State Implementation Plan. Specificaly, Department of
Justice, EPA, and New Jersey dleged that PSEG made mgor modifications at its Hudson and
Mercer cod-fired power generation facilities without ingtaling necessary pollution controls and
without obtaining proper permits that would have resulted in lower emisson limits and reduced
emissons. The Hudson and Mercer facilities were the same coal-fired facilities that PSEG had
used to clam emissions credits for reducing emissions beyond the required levels.

Settlement negotiations in 2001 and 2002 between EPA, the U.S. Department of Justice, and the
State of New Jersey with PSEG concerning the alleged New Source Review violations did not
origindly address the issue of questionable PSEG-generated OMT credits. In discussonswith
EPA Region 2 enforcement officials during our fieldwork a EPA Region 2 offices, the OIG raised
issues concerning the validity of PSEG's credits, their possible disposition, and the impact on
EPA’s ability to enforce againg violators in future cases involving the OMT credits generated by
PSEG. Since PSEG had generated OMT credits at both facilities, OIG questioned the validity of
the credits because reduced emission levels indicated that few, if any, credits could have been
generated if the plants were, indeed, subject to New Source Review. EPA Region 2 officids
agreed to look into theissue of OMT credits for this source. Consequently, in the settlement
reached in January 2002, PSEG agreed to retire 372,380 OMT credits (about 18,600 tons of
pollutants) of the 647,504 it had generated under the OMT program. The creditsto be retired
represented 90 percent of the generated credits listed on the registry as available for use as of
January 2002 and had an estimated market vaue of over $16 million.

PSEG s OMT credits not retired as aresult of the negotiations mentioned above were considered
vaid by EPA Region 2. PSEG retained 75,440 credits of those for their own use; the other
credits had been transferred to other OMT program credit users earlier. Those other users had
either dready used the credits or continued to hold them for future use.
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Appendix 9

Five Attributes of Environmental Data Quality

According to EPA’s data qudity objectives order (Order 5360.1), five attributes of data should
be known before the data is used for regulatory decisons. These are described below.

Attribute Definition

Precision Precision is the average amount of variability experienced in measuring
emissions; it is sometimes expressed as a relative standard deviation, such as
plus or minus 15 percent. The lower the percentage, the more precise the data.

Accuracy Accuracy refers to the amount of bias that a measurement may have. For
example, an improperly calibrated piece of testing equipment may bias a reading.

Completeness Completeness refers to the number of readings that must be taken before a
confident judgment can be made. For example, if 4 of 5 readings yield the same
information, decision makers may say that a reliable profile of the facility’s
emissions exists.

Representativeness Representativeness involves a qualitative assessment as to whether a reading
fairly represents the emissions from a facility. Factors that could affect
representativeness include the methods used and weather conditions at the time
the readings were taken.

Comparability Comparability is the ability to fairly compare emissions results from the same
facility at different times. Using different sampling and testing equipment, or
different methodologies, could result in an inability to make such comparisons.
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APPENDIX 10
EPA Region 2 Letter To New Jersey

June 24, 2002

Commissioner Bradley M. Campbell

New Jersey Department of Environmental Protection
401 E. State Street, 7" Floor

P.O. Box 402

Trenton, NJ 08625-0402

Dear Commissioner Campbell:

Thisisto follow up on our recent discussion with respect to the current and future
direction of the State of New Jersey’s Open Market Emissions Trading (OMET) program.

Asyou know, over ayear ago EPA proposed to approve New Jersey’s OMET program as
a State Implementation Plan (SIP) revision. | believe we both agree that since then a number of
problems have surfaced that must be addressed before the OMET program could be approved
into New Jersey’s SIP.

In September 2001, the company contracted by New Jersey to operate the OMET registry
shut down the Internet-accessible registry and telephone hotline. Since public availability and
accountability are fundamental to proper implementation and oversight of the OMET program,
the lack of the registry impedes New Jersey’s and EPA’ s oversight and enforcement of the
program.

In addition, in February 2002 the U.S. Department of Justice on behalf of EPA, together
with the New Jersey Department of Law on behalf of New Jersey Department of Environmental
Protection, lodged a consent decree with PSEG Fossil, LLC (PSEG), regarding alleged violations
of New Source Review requirements as part of EPA's coal-fired power plant enforcement
initiative. During the course of resolving this matter, serious questions were raised about the
effectiveness of the OMET program’s credit validation process and about its impact on potential
enforcement actions. In addition to highlighting these problems, the PSEG agreement resulted in
asgnificant reduction of available OMET credits.
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Another concern is that sources that have relied on credits from the New Jersey OMET
program to comply with the New Jersey SIP are currently out of compliance with the SIP until
and unless the proposed SIP approval of the OMET program isfinalized. Even if the program
were approvable, it is questionable whether the credits they purchased are still valid. These
sources, many of which relied on the program in good faith, have to be in compliance with the
existing SIP requirements.

It isimportant that we meet quickly to decide how to address these issues, including our
approach to those sources that have relied on the program for compliance purposes.

We remain committed to working with you to resolve these problems and develop an open
market trading program that provides the flexibility that permittees need while protecting air
quality. 1 will call you soon so that we can arrange a meeting.

Sincerely,
/s

William J. Muszynski, P.E.
Deputy Regional Administrator
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Appendix 11
New Jersey Response to EPA Letter

August 13, 2002

Jane M. Kenny, Regional Administrator

United States Environmental Protection Agency
Region 2

290 Broadway

New York, New Y ork 10007-1866

Re: New Jersey Open Market Emissions Trading Program
Dear Administrator Kenny:

| am writing to respond to Deputy Regional Administrator Muszynski’s June 24, 2002
letter, regarding the current and future direction of New Jersey’s Open Market Emissions
Trading (OMET) Program.

Our review of the OMET program at the outset of the McGreevey Administration has led
me to conclude that the program has failed. Severa aspects of the program’s original
design and implementation contributed to that failure:

The program's ostensible clean air benefits were limited by the failure to include
safeguards to ensure that the program would in fact reduce emissions.

The prior Administration had privatized the development and operation of the
program’ s registry of credit transactions and tel ephone hotline; as Mr. Muszynski
pointed out, the company that the State had selected for these tasks shut down both
the registry and the hotline last fall.

The prior Administration had also chosen to privatize the work of verifying the validity
of credits under the program. A recent enforcement investigation raised questions
about whether that work had been performed correctly and effectively.

Another enforcement investigation revealed that some facilities may have built a
portion of their compliance strategy entirely on the prospect of using emission credits,
even though there has never been a guarantee that they would find awilling seller of
the credits needed for compliance.

The program allowed credits to be based on emission reductions that occurred years
before the credits are actually used. That long time lapse undermined the credibility of
the program.
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These problems with the OMET program, some of which go beyond what the EPA
identified in its January 9, 2001 proposed approval of the State Implementation Plan (SIP)
revision for the program, have led me to conclude that New Jersey should terminate the
OMET program, while protecting the expectations of those regulated parties that
currently hold credits or that have been using credits. Our next step will be to publish a
notice in the New Jersey Register, outlining our plans for the program and calling a public
meeting to discuss that direction.

Your letter states that the users of credits under the OMET program are vulnerable to
enforcement action because the SIP revision for the program has not received EPA
approval. When OMET market participants have fully complied with the State regulations
that established the OMET program, there is no violation of State law and no basis for
State enforcement action.

However, | understand that the EPA may be contemplating its own enforcement actions
against credit users. We would like to work with you to make such actions unnecessary
when the credit users have fully complied with the State rules. This could be achieved by
EPA’sissuance of alimited approva of the pending SIP revision, which would merely
protect those regulated parties that have used or may use credits before the program is
terminated through rulemaking.

To ensure that all market participants learn of these plans at about the same time, | am
forwarding copies of this letter to them. | would be pleased to meet with you and your
staff to discuss this further.
Sincerely,
/s

Bradley M. Campbell
Commissioner

C. OMET Market Participants
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Appendix 12
Region 2 Response Letter to New Jersey

9-10-02

Commissioner Bradley M. Campbell

New Jersey Department of Environmental Protection
401 E. State Street, 7" Floor

P.O. Box 402

Trenton, NJ 08625-0402

Dear Commissioner Campbell:

Thisisin response to your August 13, 2002 letter in which you reviewed the problemsin
New Jersey’s Open Market Emissions Trading (OMET) Program and concluded that the State
should terminate the program as currently designed. Y ou also suggested that a limited approval
by EPA could be a means of addressing non-compliance of sources that have used or are using
OMET credits until such time as the State terminates the OMET Program.

A limited approval of the pending revision to the State Implementation Plan (SIP) isnot a
viable option under 40 Code of Federal Regulations, Part 51. EPA reserves the limited approval
approach to those instances where the problems in the regulation or program are discreet and
separable and don't affect the outcome of the program, which is not the nature of the problems
identified here. It is clear from your response that you do not want EPA to proceed with the fina
SIP rulemaking on New Jersey’s OMET Program asit is currently designed and we will publish a
notice in the Federal Register withdrawing EPA’s proposed conditional approval of the OMET

Program in the near future.
EPA stands ready to work with New Jersey to craft a program that achieves air quality

benefits earlier and at alower cost than more conventional approaches. | know that our staff are

scheduled to discuss ways to address compliance issues with sources that currently hold credits or
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that have been using credits to comply with SIP approved regulations. Aswe discussed, in any
such efforts we would be sensitive to the fact that these sources used such creditsin a good faith

effort to comply with state and federal regulations.

| look forward to working closely with you to resolve any remaining issues and in planning

New Jersey’s future use of innovative approaches to pollution control.

Sincerely,
/s

William J. Muszynski, P.E.
Deputy Regional Administrator
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Appendix 13

Distribution

EPA Headquarters

Assistant Administrator for Air and Radiation (6101A)

Assistant Administrator for Enforcement and Compliance Assurance (2201A)

Comptroller (2731A)

Agency Follow-up Official (2710A)

Agency Follow-up Coordinator (2724A)

Audit Follow-up Coordinator, Office of Air and Radiation (6102A)

Audit Follow-up Coordinator, Office of Enforcement and Compliance Assurance
(2201A)

Associate Administrator for Congressional and Intergovernmental Relations

(1301A)
Director, Office of Regional Operations (1108A)

Associate Administrator for Communications, Education, and Media Relations
(1101A)

EPA Regions
Regional Administrators
Regional Air Program Directors
Regional Audit Follow-up Coordinators
Regional Public Affairs Offices

State Air Pollution Control Agencies

Air Program Directors - New Jersey and Michigan

EPA Office of Inspector General

Inspector General (2410)
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