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PAPER 1

EVALUATION OF THE MASSACHUSETTS ENVIRONMENTAL
RESULTS PROGRAM

Tim Greiner
Susan April

Kerr, Greiner, Anderson & April, Inc.

EXECUTIVE SUMMARY

The Massachusetts Department of Environmental Protection (DEP) has designed,
piloted, and now rolled out to several commercia sectors a first-in-the-nation regulatory
system called the Environmental Results Program (ERP). The promise of ERP is that it
will deliver superior environmental protection, increase flexibility for business, and
reduce costs to the taxpayers. In practice, it is an innovative compliance-assurance
system that uses annual self-certification requirements to shift the compliance assurance
burden onto facilities. For the first time ever, senior-level company officias certify
annually that they are—and will continue to be—in compliance with all applicable air,
water, and hazardous waste management performance standards throughout a facility.
DEP reviews the certifications with both random and targeted inspections, and
appropriate enforcement, when necessary.

This evaluation takes a close look at ERP. Has it made a difference? Did it live up to
its promise? How can it serve asamodel? We found that, as anywhere, the change
process can be difficult—even with committed staff and strong upper-management
support. We also found encouraging improvements in compliance and positive
environmental results. ERP has evolved over the four years since its inception. Today,
due in large part to the types of small business sectors rolled out, there is a strong focus
on compliance assistance delivery—jplain-language sector-specific workbooks that help
firms self-certify by explaining clearly their environmenta obligations. And thereisa
new innovation known as Environmental Business Practice Indicators, or EBPISs,
performance measures designed to benchmark and track program, sector, and facility-
specific environmental performance.

So what has ERP done? It has brought a number of relatively unregulated small
business sectors—dry cleaners, photo processors, and printers—to a much higher level of
compliance, assuring that compliance will be on-going, viathe EM S-like workbooks.
Both the annual certifications and the EBPI methodology give DEP a way to monitor
sector progress over time.

What has it not done? The bold vision of performance standards, a new metric that
fundamentally simplifies measuring environmental results, has not come through. ERP
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regulations devel oped for the three rolled-out sectors reflect their roots in traditional
requirements¥z and do not represent radical restructuring of rules and regulations. ERP's
innovation is in making those requirements accessible and understandable to all.
However with the exception of the printing sector, ERP has not retired a large number of
permits. Future ERP efforts are targeted towards greater permit-elimination, but thereis
considerable debate in the agency regarding the issue.

ERP did not deliver on al of its promises¥s but the program did deliver on many and
in the process was very innovative. This report attempts to capture its complexity, its
promise, and itsreality. We view ERP dynamicaly. DEP' s experiment with ERP tools
such as self-certification, permit elimination, workbooks, EBPIs, and universe
identification continues. More interesting results should come from that effort. EPA
should encourage and fund greater experimentation with ERP-type efforts. We strongly
support the concept of ERP and recommend to the Academy a number of ways to
continue the learning process. The following are our summary recommendations:

1. Support and expand self-certification experiments.

ERP is ill early in its evolution and many permutations of the program are possible.
EPA should encourage and/or fund quantitative evaluations of ERP components such as
the program’s environmental results, EBPI procedure, and costs and benefits. Similar
investments should be made in expanding the program to other sectors, including
medium-size industries. Many states are looking for means to ensure compliance among
small businesses rely less on resource intensive inspection and permitting programs.
ERP may be one such means.

2. Reducebarriersto federal flexibility.

DEP has pursued federa regulatory flexibility for the ERP dry-cleaning sector through
EPA’s XL program. That effort has been arduous, lengthy, and has produced few results.
Having received approval of the “umbrella’ XL agreement, Massachusetts has found that
specific requests for flexibility seem to go back to square one relative to approval, and the
same reinvention battles have to be re-fought. This calls into question whether the XL
program is avehicle for states to pursue reinvention efforts. States need other avenues to
seek flexibility or look to Congress to provide a better climate for innovative regulatory
policy initiatives.

3. Investigate mechanismsfor setting per formance standar ds and for
eliminating permit trials.

Efforts to promote performance standards in ERP have produced mixed
results. In the case of the small-business sectors in ERP, many firms preferred
technology standards to requirements to measure environmental performance.
Our research found that a thorough definition and analysis of performance
standards was lacking. Similarly lacking was detailed information on the
process of setting performance standards. Performance standards are a
valuable policy goal and should be encouraged where they are practical. EPA
and the states should look to their own programs to better understand where
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performance standards have worked and where they have failed.
Documenting those cases would move the debate beyond normative
statements that performance standards are “good” % and would provide
policymakers, permit writers, and regulatory development staff with tools to
encourage them.

DEP successfully eliminated permits in the printing industry, replacing them with a
performance standard and certification requirement: areplacement that resembles what
are known as permits-by-rule or general permits. However, attempts to push permit
elimination further ran into many barriers¥z including federal requirements, the need to
incorporate citing concerns in the process, and the tension between a performance
standard and the state’ s Best Available Control Technology) program. Despite those
barriers, there are opportunities. For example, confined animal feeding operations could
benefit from the ERP workbooks, annual certifications, combination of performance and
technology standards, rather than the traditional permitting approach that lacks education
and a regulatory feedback loop.

4. Explore environmental business performance indicators.

DEP s effort to measure a sector’ s performance using environmental business
performance indicators was one of ERP's significant policy innovations. Rather than the
traditional measures of compliance, EBPIs allow the department to look at compliance
more comprehensively. DEP' s EBPIs are still unproved, however, although a contractor
study on the EBPIs is forthcoming. EPA and the states should follow DEP' s efforts and
encourage similar attempts to measure more comprehensively industry environmental
performance.
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PAPER 2

1SO 14001 AND EPA REGION 1's STARTRACK
PROGRAM:
ASSESSING THEIR POTENTIAL AS TOOLSIN
ENVIRONMENTAL PROTECTION

Jennifer Nash
John Ehrenfeld

Technology, Business, and Environment Program
M assachusetts I nstitute of Technology

EXECUTIVE SUMMARY

This report is part of an evaluation of environmental innovation undertaken by the
National Academy of Public Administration. The goal of the Academy’s evaluation is to
“help Congress, the genera public, state governments, and EPA understand which
[innovations] are working well, which are not, and how to improve the initiatives and
environmental management more generally.” The environmental innovations of interest
to the Academy are defined broadly as regulatory "reinvention.”

The central idea of reinvention is today widely accepted—that EPA can and
should find more effective and efficient ways of protecting the environment by working
cooperatively with its stakeholders. The goals of the EPA Office of Reinvention are the
following:

use incentives and promote environmental management systems (EM Ss)
provide timely and accessible compliance-assistance

create flexible and streamlined permitting

help communities make sound environmental decisions

EPA reinvention activities comprise some 30 programs. This research explores two
recent initiatives related to those goals. 1SO 14001 and the EPA Region I's StarTrack
program. We studied 1SO 14001 through two approaches—a statistical analysis of the
characteristics of early adopters, and case studies at six chemical facilities, five of which
had adopted the standard. To study StarTrack, we interviewed managers at four of the
six facilities that have participated in the program since its inception, as well as EPA staff
members at the regional and national levels, state environmental officials, and
representatives of environmental advocacy groups.



Executive Summaries from the Research Reports 10

THE ROLE OF ISO 14001 IN ENVIRONMENTAL PROTECTION

SO 14001 is a private effort to standardize and promote the implementation of
environmental management systems. This research seeks to understand the extent to
which afacility’s adoption of 1SO 14001 may serve as a proxy for environmental
excellence, that is, environmental performance above anormal baseline. This
understanding could help to inform EPA decisions about the role of 1SO 14001 in
regulatory reinvention. We attempt to answer two questions about | SO 14001: Why do
managers choose to adopt that standard, and what changes does it bring about in the
organization, management, and ultimately environmental performance of facilities?

Facilities that adopted 1SO 14001 between 1996,when the standard was published,
and mid-1999, when we completed gathering data for this research, we call "early
adopters." We anayzed their characteristics—in terms of size, ownership, management
practices, and environmental performance—with a database we developed for that
purpose. Our analysis shows that early adopters tend to be large, foreign-owned facilities,
that had already adopted | SO 9000, the international quality-management standard. They
also tend to emit more toxic pollutants than their peers.

Managers of large facilities who have experience with 1SO 9000 are more capable
of adopting 1SO 14001 than managers of smaller, less-sophisticated plants, due both to
managerial experience and plant size. That does not, however, fully explain why some
managers have chosen early adoption. The relatively high level of toxic emissions of
early adopters suggests a possible motivation: a desire to improve environmental
performance, particularly compliance. Managers in the five 1SO 14001 facilities we
studied cited that desire as a reason for becoming registered. Those managers had
determined, for a variety of reasons, that strong environmental management is in their
interest. By adopting SO 14001 early they hoped to assume the designation of "leaders.”

How does SO 14001 change environmental management in early adopters? We
found that, in the case-study facilities, ISO 14001 led to some common practices. greater
attention to regulatory compliance, increased formalization of environmental practices,
and stronger integration of environmental objectives into operating routines. It had little
impact on managers' relationships with regulators and other external constituencies.

Managers told us that 1SO 14001's greatest contribution was in strengthening
regulatory compliance programs. Managers included regulatory compliance in the targets
they set in their ISO 14001-structured EMSs. They said that ISO 14001 helped to
“indoctrinate” employees so that the goal of compliance became unquestioned. But SO
14001 did not guarantee compliance, as demonstrated by a major accident that occurred
in one of the adopting facilities more than one year after registration. Less significant
incidents had occurred at each of the other 1SO 14001 plants, as well, but managers we
spoke with felt strongly that 1SO 14001 will help to reduce such incidents over time.

Within those common trends we found substantial variation. Each of the five ISO
14001 facilities we studied is using the standard in its own way, to achieve its own
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objectives. Many facilities are using 1SO 14001 to improve their performance beyond
what is required by regulation. The extent to which that happens depends entirely on the
decison of managers to include "beyond-compliance® goals in their 1SO-structured
EMSs. In most of the facilities we studied, beyond-compliance goals were pursued only
if they resulted in cost savings. In one facility, environmental objectives were pursued
for their own sake.

Those findings raise a question for EPA as it considers using 1SO 14001 as a tool
in environmental policy. Our research shows that early adopters are both capable (due to
their large size and experience with 1SO 9000) and motivated (as shown by their
expressed desire to become environmental leaders) to use 1SO 14001 to improve
environmental performance. Evidence suggests, therefore, that the improvements in
environmental management we observed in our case studies may be attributable to
characteristics aready established in those organizations: their resources, capabilities,
and commitments. What will happen as firms that lack those characteristics adopt SO
140017

During the study period, in September 1999, Ford Motor Company and General
Motors Corporation announced they will require their suppliers to adopt 1SO 14001.
Other manufacturers may soon follow suit, imposing 1SO 14001 as a requirement for
business. We anticipate that firms that adopt 1SO 14001 because it is required will
experience different outcomes than those that adopt at their own initiative. Later adopters
will not necessarily possess the resources, capabilities, and commitments to achieve the
results we observed in the early adopters. We have seen that the standard allows
managers to implement the standard in their own ways, and that even among early
adopters, environmental objectives vary substantially. As the characteristics of adopting
firms become more diverse, we expect that the impacts of adoption will aso be more
varied.

THE ROLE OF STARTRACK IN ENVIRONMENTAL PROTECTION

EPA's Region | office initiated StarTrack in 1996 as a pilot project. The goals of
StarTrack are to improve:

efficiency of public and private resource allocation
protection of the environment
public understanding of a company's environmental performance

The program’s initial goal was test the use of third parties to verify compliance.
The original name of the program was the “Third Party Certification Project,” and most
of the activities of the program appear to support that goal. The program provides
benefits to facilities that establish the goal of continuous improvement in environmental
performance, audit their compliance and environmental management systems, have
results verified by qualified third parties, correct any violations discovered through that
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process within 60 days, and disclose environmental performance to EPA and the public.
Currently 15 facilities participate.

Is StarTrack achieving its goals? StarTrack’s success is most apparent with
respect to the third goal, improving public understanding of a company’s environmental
performance. StarTrack overcomes a major deficiency in 1SO 14001, which contributes
little to public understanding of facility operations. Firms that participate in StarTrack
disclose information about their emissions, product performance, and use of resources.
At StarTrack facilities, compliance and EMS audits are public events, in which agencies
and environmental groups are invited to participate. Results from the audits are publicly
available.

Success with respect to the first and second goals is more ambiguous. At this
point, StarTrack appears not to be improving the efficiency of public and private resource
alocation. StarTrack is a pilot project, just finishing its second operational year. With
StarTrack, EPA is testing a system whereby third parties verify the sufficiency, and the
substantive results, of both compliance and EM S audits. Staff members from the regional
office and state environmental agencies routinely participate in the third party audits as
observers. Observation is necessary, agencies say, in order to verify that participating
firms are honoring their commitments and that third parties are identifying all significant
issues. Preparing for audits, participating in them, and assessing results require
substantial amounts of agency time.

StarTrack will result in improved efficiency as EPA and states find, through
careful testing of the program, that it is a reliable substitute for direct agency oversight.
StarTrack includes the necessary elements to serve that function. EPA’s confusion with
respect to the second goal, the role of StarTrack in improving environmental protection,
weakens the program, however.

Members of the EPA StarTrack team assert that, in addition to privatizing
compliance assurance for firms with strong environmental histories, StarTrack
strengthens the environmental performance of firms that participate, as well as firms that
may aspire to participate in the future. Our case studies suggest that environmental
performance is improving in StarTrack facilities, but not as a result of the program. To
be admitted, a facility must have a history of pollution prevention and an EMS that
includes environmental performance improvement as a goal. Firms that meet those
criteria are managed by people who have already invested in environmental performance
improvement, and are committed to continuing to do so. Our cases suggest that, at this
point, the factors that push StarTrack managers to develop beyond-compliance programs
have little to do with agencies.

StarTrack is impeded by a lack of specific program benefits. The benefits EPA
promises are partnerships, penalty mitigation, inspection relief, rapid processing of
permits, and recognition. StarTrack team staff members admit that participants are not
receiving all of those benefits. Some StarTrack firms are still inspected by agencies; their
permit applications are not handled any differently from the way they were before



Executive Summaries from the Research Reports 13

joining. The only benefit that is consistently delivered is public recognition. Currently,
StarTrack facilities recelve plaques and notice at a year-end conference. The EPA
Region 1 website mentions participating companies by name.

Research presented in this report suggests that recognition from agencies will not,
however, on its own, move facilities in the direction of excellence. Larger forces shape
the environmental practices of firms.

Like the early adopters of 1SO 14001, the facilities currently joining StarTrack are
both capable and motivated to strive toward excellence. Those characteristics,
established in the facilities prior to joining, are what move firms forward. When
adequately tested, StarTrack may prove to be an effective program for privatizing agency
oversight in those firms. It isaweak tool, however, for changing firm behavior. EPA
should therefore limit participation to firms with established records of strong
environmental performance.

RECOMMENDATIONS FOR STARTRACK

We recommend that EPA improve the specificity of StarTrack goals and the
enforceability of StarTrack agreements. One step toward achieving those improvements
would be to divide StarTrack into two programs. The first program, which should retain
the StarTrack name, would have as its goa improving the efficiency of agency
compliance assurance programs. It should focus on changing agency behavior. StarTrack
should work to reduce the level of direct agency oversight of facilities with strong
compliance performance, freeing inspectors to focus on average and poor performers.
Candidates for StarTrack should be limited to facilities with strong compliance histories
and established commitments to pollution prevention and environmental performance
improvement. Only firms with little to hide should be invited to join a program that
relies on facility managers to publicly disclose their environmental problems.

Many in the agency believe their roles as environmental stewards extend beyond
compliance assurance. They say that EPA's role should include helping firms do more
than what regulations require. Promoting beyond-compliance performance could be the
focus of a second EPA program. The goa of such a program would be to change the
behavior of companies. If EPA wants to promote beyond-compliance performance, it
need not focus on StarTrack facilities. StarTrack facilities have shown that they are
aready both capable and motivated to achieve that level of environmental performance.

In designing its beyond-compliance program, EPA should decide which inhibiting
factor it will address: lack of capability, or lack of motivation. An appropriate focus
might be to attempt to engage firms managed by people who are motivated to improve
but do not have the necessary skills, knowledge, or resources. EPA could help to move
such firms in the direction of environmental excellence by offering technical assistance.
It need not provide such assistance directly; many states have developed exemplary
programsin that area.
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Alternatively, EPA could attempt to engage firms managed by people who are not
yet motivated to strive beyond what is required by law. If it chooses that population of
firms, it should focus on developing incentives. Incentives that EPA has been using in
StarTrack may not be sufficient or appropriate. Regulatory flexibility could potentially
be a strong motivator because it can affect a firm's costs and competitiveness. Flexible
approaches, however, are often time-consuming to negotiate, and must be developed on
a case-by-case basis.

In summary, we recommend that efforts to change the behavior of agencies—
which is the appropriate focus for StarTrack—be separated from campaigns to change the
behavior of firms to embrace beyond-compliance goals. Combining those two
objectives, as EPA has done in its current design of StarTrack, has made it difficult to
evaluate the program, to plan for its expansion, and, ultimately, to achieve either goal.
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PAPER 3

THE POTENTIAL AND PITFALLS OF INNOVATIVE PERMITS:
L EARNING FROM NEW JERSEY’S FACILITY-WIDE
PERMITTING PROGRAM

Susan C. HAms
Allen L. White

Tdlus Institute

EXECUTIVE SUMMARY

The facility-wide permit (FWP) pilot project in New Jersey was the first permit
innovation program in the United States to issue binding multimedia permits. Asthe
FWP pilot nears completion, it is useful to reflect on what has been accomplished and
learned. This report evaluates the effectiveness of the FWP and derives lessons for future
permitting initiatives from the FWP pilot and other innovative permitting projects that
have evolved during the 1990s.

New Jersey’s Pollution Prevention Act of 1991 directed the Department of

Environmental Protection (DEP) to undertake a pilot FWP program, with the intent of
producing permits that would encourage pollution prevention (P2) while ssmplifying the
permitting process. At the time the act was passed, DEP had aready started a pre-pilot
with three facilities to test the concept. After the P2 Act came into effect, DEP conducted
afull pilot with 15 additional volunteer facilities.

FWPs are innovative in that they establish process-level caps, are multimedia,
relate closely to the P2 Plans that many facilities are required to develop in New Jersey,
and provide increased operational flexibility. Those flexible, smplified permits reflect
some of the general trends in environmental regulation in recent years.

To determine the effectiveness of the FWP program, we benchmark it against three
attributes of a successful environmental policy innovation, discussed in greater detail
below:
- ensuring that benefits outweigh costs

having sufficient commitment from all stakeholders to the policy’s success

achieving consistency with existing statutory requirements

The costs and benefits of the FWP pilot program have been very different from

expectations.
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While significant benefits for the environment are identifiable, most of those benefits
have resulted from the permit development process rather than from the permits
themselves. Correspondingly, there have been larger-than-expected costs in the permit
devel opment process.

The primary way in which New Jersey expected FWPs to improve the environment
was by promoting P2. Indeed, most of the FWP participants (10 of 12) have
implemented P2 practices since receiving their FWPs. However, when further
guestioned, most facility representatives revealed that they probably would have engaged
in P2 even in the absence of aFWP. Having FWPs does make it easier for companies to
identify and implement P2, but does not generally motivate them to practice P2. The real
impetus to implement P2 generally derives from sources unrelated to the FWP per se.

While the FWP staff within the Office of Pollution Prevention (P2 Office) have
been committed to making FWPs work, the inconsistency of commitment outside the
FWP program has been problematic. Single-medium program staff, fearful of losing
responsibilities to the program and skeptical of its advantages, sometimes failed to
cooperate, which made issuing the permits difficult for the FWP permit writers. The
FWP program has also seen a decrease in higher-level agency commitment over the
course of the project, which has affected both the practical ability of the P2 Office to
carry out the FWP program and the morale of the responsible staff.

Commitment on the part of participating companiesis aso critical because of the
FWP program’s voluntary nature. The level of commitment by participants has
frequently been problematic for the program because some companies, particularly those
with past compliance problems, have not been fully committed to the program. Because
the FWP program has no mechanism for penalizing companies that do not cooperate, that
lack of cooperation has resulted in significant delays and frustration in issuing the
permits.

The FWP program has achieved consistency with the state's standard permit
requirements, but has run into problems related to the permits’ equivalency with the new
operating permit requirement in Title V' of the Clean Air Act Amendments of 1990. For
severa facility representatives, the issue of whether EPA accepts the FWPs as Title V-
equivalent is central to their satisfaction with the program.

L essons from other permitting experiments

An examination of several other innovative permitting projects conducted through
EPA’s Project XL and Pollution Prevention in Permitting Program (P4) reveals outcomes
similar to the FWP analysis. Those innovative permits do generally provide
administrative advantages such as streamlining permit requirements and providing
flexibility, often through caps. However, those benefits do come at a cost. Most
programs, like the FWP, encountered high up-front costs in developing and implementing
the permits.

Environmental outcomes also have been similar to those seen with the FWPs. In
most cases, environmental improvements have occurred under the permits, but those
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improvements have not necessarily resulted from the permits. While the permits often
have facilitated P2 or been used as a bargaining chip in alarger project that included P2
requirements, they do not inherently encourage P2. Only in the few rare cases, such as
the Merck XL project, in which lifetime caps on emissions were set, and Geon’s FWP, in
which permit limits decrease with increases in production, does the permit itself
explicitly encourage P2 practices.

Conclusions and recommendations

The findings of that analysis regarding costs and benefits of the FWP program are
as follows:

A mix of conditions, many unforeseeable and beyond the control of the FWP
program, have driven costs for developing the permits far beyond
expectations. Those conditions included uncooperativeness of firms and the lack
of support internally from DEP.

A major cost and a major benefit have arisen from correcting flawsin the
traditional permits. Such improvementsin permit accuracy are achievable
without an innovative permit program.

The extensive P2 opportunitiesthat DEP anticipated have not been realized.
While there were some instances of the permit process promoting P2, the permits
per se did not encourage P2 as anticipated.

Similarly, significant benefits from the multimedia nature of the permit have
not materialized. Most of the difference between FWPs and traditional permits
has been in the area of air permits, which was where there was the most room for
improvement. In those FWPs that had water and waste segments, those parts were
relatively unchanged from earlier permits. That is not, however, necessarily a
failing of the program. Because of the difficulty of creating multimedia caps, a
multimedia permit may not be the best way to achieve a multimedia perspective at
this time.

FWP caps are more reflective of actual emissionsthan traditional per mit
limits. In some cases, permit writers were able to set tighter FWP permit caps that
reflected actual hours of operation rather than 24-hour-a-day operation, upon
which most permit limits are based.

Personal attention leadsto high-quality P2 Plans. Because of the FWP writers
high level of involvement in writing them, FWP facilities P2 Plans are generally
of a higher quality than other facilities'.

Key factorsin high facility costs of participation are lack of preparedness and
unreasonable expectations on the part of facilities. Companies that expected
the program to be a shortcut around the permit requirements, or who did not have
the necessary data for the application, were disappointed with the program.
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Process-level air caps (as opposed to source-level) lead to flexibility and
reduced costs. Process-level caps allow facility managers to make changes
within processes without notifying DEP as long as total emissions for each process
do not increase. That feature of the FWPs directly addresses a need expressed by
industry in the pre-pilot phase.

Because the FWP design mimics the plant design, plant engineers under stand
the permit more clearly. Having the permit organized by processes makes it
easier for plant managers and environmental managers to understand.

A single point of contact isa key benefit for facilities. Most facility managers
that we spoke to cited having their FWP writer as a contact at the agency as a
major benefit.

We encountered some impressive models of permitting innovations that reveal the
real potential of permit reform. Those permits are the exception rather than the rule, but
the vision they embody is promising. The most inventive features of those permits
include:

Lifetimelimits. In addition to saving facility and agency staff time by avoiding
the renewal process every five years, lifetime limits guarantee that emissions at a
facility will never exceed that cap. If the company wants to expand the facility’s
production levels, it must reduce emissions per unit of product.

Monitoring and reporting requirements that increase as emissions increase.
That aspect of the Merck permit serves as an incentive to keep emissions well
below the cap, while eliminating the collection of unnecessarily detailed
information when there islittle danger of an exceedance.

Facility-wide caps. Those can provide significant flexibility to facility managers
while till limiting overall emissions. However, they must be set carefully to avoid
granting companies the freedom to increase emissions beyond current levels.

Capsthat decrease emissions per unit of production as facility grows. That
kind of cap, utilized in the Geon FWP, essentialy forces facility staff to find new
P2 or emissions reduction opportunities every time they want to increase
production.

Reducing the negative effects of the existing system’s perver seincentives. For
example, firms currently tend to keep older equipment running, rather than
purchasing newer, less pollution equipment, because the old equipment is
grandfathered. Also, companies tend to buy equipment that emits close to
allowable levels to ensure that those levels will not be decreased. Facility-wide
caps can eliminate those perverse incentives.
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We have three major recommendations for EPA and states:

1. EPA or Congressshould construct atiered air permit initiative with
compelling incentives for P2. That permitting program, which would be
voluntary, would offer increasing permit flexibility as companies made increasing
commitments to pollution prevention. We expect that such a program would
attract participation due to the competitive advantage offered by the permits.
Following is a sample tiered program, based on the lessons learned from the FWP
and Project XL permits:

Lowest Tier: Reward companiesfor accepting tighter emissionslimits. That
tier would involve the use of a standardized baseline consolidated permit, to avoid
the cost of customized permits. The permits would incorporate as many single-
medium permits as possible, emissions caps would be set near or below actual
current emissions levels, and monitoring requirements would be fewer the further
emissions are from caps. Facilities would a so be offered a single point of contact
within the agency.

Middle Tier: Reward companiesfor using materials accounting. Materials
accounting and process-flow diagrams are the keys to increasing resource
efficiency and identifying P2 opportunities. The agency could reward companies
that use those tools by ingtituting process-level caps under which facility operators
can make certain changes without notification.

Top Tier: Reward companiesfor accepting further P2 challenges and
emissionsrestrictions. The agency could offer even more substantive permit
incentives to companies that enter into binding agreements to adopt P2 measures
or lower emissions caps over time. The incentives could include a ten-year (rather
than five-year) permit, facility-level caps, or changing the notification requirement
for certain changes from 7 days before to 120 days after.

Other features of the permit:
- The permits should incorporate air permits only. Multimedia permits have
little value-added given their incompatibility with single-medium laws and
infrastructure.

If EPA wishes to explore that approach before implementing it full-scale,
we recommend piloting it within one sector. We would recommend the
pharmaceutical industry or any other sector that uses batch processes or
otherwise places high value on flexibility.

We are recommending implementation at the federal level because a
federal program would reach a wider audience than a state initiative, be
consistent across states, and achieve economies of scale.

2. Statesshould incorporate key lessons into existing per mit programs. A
number of the benefits of the FWP approach would not require the full FWP



Executive Summaries from the Research Reports 20

approach to achieve, but rather could be integrated into more traditional permit
programs. It may be more efficient in those cases to update and enhance existing
programs than to create a new program. We recommend that states:

Require high-quality P2 Plans. FWP facilities P2 plans tended to be of a higher
caliber than other New Jersey facilities' because of the agency scrutiny they
underwent during the permitting process. Over 20 states currently have P2
planning requirements; they can take that one step further by requiring plansto
conform to standards and be subject to review. Guidance documents such as the
one provided in New Jersey can also help agencies ensure strong plans.

Leveragethe Title V program to enhance compliance. All states with air
permitting authority are in the process of implementing Title V. Rather than
develop other permit programs, states can use the opportunity provided by Title V
to bring major facilities into compliance, for example by using increased scrutiny
or providing incentives for self-reporting violations.

Experiment with process-level caps. Depending on their laws and agreements
with EPA, some states have the authority to use process-level or facility-wide caps
into standard air permits or Title V permits. They can use those as incentives for
good facility performance.

Establish a program to identify and avoid cross-media shifts. Certain types of
equipment are likely candidates for causing cross-media shifts of pollution. A
state agency can delegate a person or office to look out for those “usual suspects,”
and require facility environmental managers to document how such shifts are being
avoided.

3. If stateswant innovative programs, they should follow the tiered system
outlined for EPA and Congress. Even if EPA does not establish atiered
program, states that wish to do so can develop similar programs. Because
Innovative permits can be resource-intensive, they should be considered areward
for good performance. Any agency undertaking such an initiative should screen
potential participants to identify cooperative and environmentally progressive
companies with sufficient resources to carry out the demands of the program. The
agency should also expect participating facilities to invest their share of sweat
equity. Such a program would use a series of graduated rewards similar to what
we recommended for EPA, but within the scope of the state’ s authority.

In the meantime, as a short-term measure, we recommend that EPA accept the existing
FWPs as Title V permits. In addition to incurring goodwill in New Jersey, such a move
would be a simple way of showing EPA’s commitment to permitting innovation.

There is much to learn from the New Jersey FWP and other permitting innovations we
document in this study. Thetime s ripe for transforming permitting from a regulatory
burden to a driver of environmenta improvement and business competitiveness.



Executive Summaries from the Research Reports 21

PAPER 4

GREEN PERMITS AND COOPERATIVE ENVIRONMENTAL

AGREEMENTS:

A Report on Oregon’sand Wisconsin’s
Regulatory Innovation Programs

Jerry Speir

Tulane Institute for Environmental Law and Policy
Tulane Law School

EXECUTIVE SUMMARY
Introduction

Oregon and Wisconsin are each in the early stages of implementing pilot projects
for aternative regulatory programs for environmental protection. The programs are
constructed around “performance tiers’ and provide varying levels of incentives for
achievement of those tiers, attempting to trade greater freedom (in the way an entity
meets the regulatory mandate) for improved performance and greater accountability.
That enhanced accountability is typically manifest by additional information
regquirements and/or by increased “stakeholder involvement.” The implementation of
environmental management systems (EMSs) is aso central to both programs¥s and to
performance-tier programs generally. Wisconsin's program includes one such
performance- or “green-tier” above the existing regulatory tier; Oregon’s features three
performance tiers, with progressively higher levels of flexibility offered for higher levels
of performance. Oregon callsits program “Green Permits’; Wisconsin's program is
styled “Environmental Cooperation Agreements.” They are the first state programs to
make serious efforts to devel op and test performance tiers as part of a regulatory scheme.

Other states are at various stages of similar efforts, and the EPA has announced its
own plan to “develop a‘ performance track’ to motivate and reward top environmental
performance.”* While this report was in process, New Jersey announced a “Silver and
Gold Track Program for Environmental Performance” that envisions a Silver Track,
Silver Track Il and Gold Track, to be developed over the next two to three years. The
program developed from a project with the state' s batch chemical industry in 1996, which
was a collaborative effort with EPA.? Core aspects of the program areto be: the
electronic submission of data; the development of “ operations and environmental
compliance plans’ (essentially modified EM Ss); and the creation of “community
outreach plans.”

Michigan is home to the Clean Corporate Citizen (C3) Program, which is
restricted to its Air Quality and Storage Tank Programs. Benefit to participants include:
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“faster reviews of air emission source and storage tank permit applications, and expanded
waivers for construction and operation of air emission sources during permit review, and
plant-wide applicability limits (PALSs) for air emissions.”® Michigan's program has
EMSs at its core and had 15 “designees’ as of November 1999. Among the requirements
for participation are: a certified EMS, an “effective” pollution prevention program, an
attestation of compliance, no criminal violations within the preceding 10 years, and “an
effective public communication process.” The program includes no requirement for
“superior environmental performance.”*

Among other state programs, Minnesota has regulatory innovations legislatior’
designed to test state XL permits, and EPA and Minnesota embarked on a new attempt to
work collaboratively on innovation in September 1999.° Louisiana has legislation
providing for an innovations program, adopted in 1997, but at present the state is till
writing rules for the program.” Illinois has a non-statute-based environmental
management systems pilot project offering its participants: “assistance from lllinois EPA
staff in completing data collection protocols, technical assistance in pollution prevention
and public involvement, access to independent research on SO 14001, and Illinois EPA
recognition/publicity.”® And there are several others. Presently, no guide to those state
programs exists. A subcommittee of the American Bar Association is in the process of
developing a website designed in part to bring together that information. ®

A comprehensive study of those programs is beyond the scope of this report.
Instead, we focus on Oregon and Wisconsin because they are the most developed and
ambitious. Oregon’s Green Permits program has been in development since 1994.
Wisconsin's got its start in 1997. The two have taken somewhat different tacks. Oregon,
after considerable work with focus groups, and feasibility studies, and the creation of
numerous reports and guidance documents, passed a brief, enabling statute, which was
introduced (in somewhat different form) by industrial trade associations. After passage
of the statute, an extensive multi-stakeholder development process ensued, which has
resulted in alengthy set of state rules. Wisconsin, on the other hand, developed a more
comprehensive statute within its environmental agency. The statute passed the legislature
virtually unchanged, and the state has seen no need for further rule-making. Both
programs are now at similar stages--accepting their first applications, and negotiating
with EPA over the details of the program’s impact on the state-federal relationship.

Those state-federal negotiations have occupied considerable time and, because of
their importance, have been a principal concern of this research. But we have also
attempted to understand the concerns of the various stakeholders about those
experimental programs.

Stakeholder Concerns

For the public-interest community, the basic issue is accountability. How can
new programs be designed to ensure that the actual performance of the participantsis
superior and worthy of special treatment? What will be the nature of that special
treatment? Environmentalists tend to be skeptical of innovation, noting that
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“compliance’ with existing law is hardly universal, and worrying that a new scheme may
over-tax limited staff and resources within the regulatory agencies.

The regulated community, on the other hand, is concerned about the possibility
for creating an even more complicated¥z and expensive¥s regulatory system than the
existing one, of ssimply adding a new layer of requirements atop the old. Companies
worry about the costs, and they are anxious about proposals that suggest they should open
their corporate decisionmaking processes to public scrutiny.

State regulatory agencies¥s and innovation programs like those in Oregon and
Wisconsin¥z are driven by at least two things. Thelr state legislatures drive them to be
more efficient, to do more with less, and to be less intrusive into business operations,
while still protecting public health and the environment. Also, progressive administrators
and staff members within the agencies foresee opportunities for a performance-based,
information-rich approach to regulation that could be both more efficient and more
effective than the present system, and they push their agencies to experiment. Some also
fear that if they do not find ways to respond to their legidatures' concerns that they will
have programs or restrictions imposed upon them by those legidatures that may
ultimately be more burdensome to the agency¥z or less protective of the environment.

EPA, meanwhile, runs its own innovation programs and has its own innovation
strategies. (See “Aiming for Excellence: Actions to Encourage Stewardship and
Accelerate Environmental Progress. Report of the EPA Innovations Task Force,” July
1999). When it interacts with states over their innovation ideas, EPA is primarily
concerned about maintaining federally mandated procedures (for “notice and comment,”
for example) and about ensuring the enforceability of the essential requirements of
programs that have been delegated to the states. The agency is also concerned about
possible connections between innovation programs and “audit privilege.”

Though a Joint EPA/State Agreement to Pursue Regulatory Innovation (the so-
caled “ECOS Agreement”)*® now exists and some EPA commentators believe that it
indicates EPA’s interest in working with the states on innovation, many at the state level
view it differently. They recall EPA’s “embarrassing about-face,” asit was termed by the
New York Times,** in which EPA recalled an earlier draft of that agreement, and a
follow-up letter to that earlier draft in which EPA’s Deputy Administrator, Fred Hansen,
noted that EPA “had in mind the development of a process by which states could raise to
EPA minor, and | stress minor, changes to interpretations, clarifications and issues of
consistency in programs we jointly administer.” ** Thus, from the states' perspective,
pointing to the ECOS Agreement as an indication of EPA’s willingness to work with the
states is a bit of revisionist history. Some, at the state level, would assert that the ECOS
Agreement ultimately came into being because “EPA had agun to its head.” At a
minimum, those kinds of lingering disagreements and irritations argue for improving
communications between the significant state and federal actors.

From the perspective of some within EPA, on the other hand, states sometimes
lose sight of the fact that they are running delegated, federa programs with mandatory
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elements. State laws like those creating Oregon’s Green Permits Program or Wisconsin's
Cooperative Environmental Agreements Program come to EPA as accomplished facts.
When EPA then finds in those state laws authorizations for *exemptions or waivers from
regulatory requirements as considered necessary” (Oregon’s statute, Section 1) or
“variance(s) from a requirement that would otherwise apply” (Wisconsin's statute,
Subpart (4)(a)), EPA sees only empty vessels, which don’t provide much information
about the kinds of waivers, variances, or flexibility contemplated. Considerable time and
effort is then necessary to understand those state laws and their inter-relationship to the
federa role.

Those differing EPA and state positions highlight a need for clarification of
EPA'’ s basic intent concerning innovation. State regulators profess that they are not sure
whether EPA redlly prefers and intends to develop its own reinvention models and export
them to the states, or to foster innovation at the state level. They aso strongly support a
national “strategy for cooperation,” the creation of some process by which EPA would
get systematic input from the states on innovation. Presently, they argue, there is no such
process.

Program Comparisons

Boththe Wisconsin and Oregon programs are small. Each operates with less than
three full-time-equivalent employees and with little or no budget beyond what is pieced
together from existing programs. Those limitations of staffing and funding have been
key reasons for the slow development of the programs. Each has three pilot companies
actively pursuing a permit (or agreement), and each is talking with several others about
possible participation. Each expects itsfirst permit (or agreement) under the program to
be finalized sometime in 2000. Because the programs are still in their devel opmental
stages, this research concerned itself primarily with the decisional process that has moved
the programs from concept to reality, and that has shaped their early development. From
that phase, we can learn much that will be instructive and influential in other states
innovation¥s and in the evolving state-federal relationships on innovation.

Both programs operate from the assumption that many of the entities that state
environmental protection agencies regulate perform considerably below their potential.
The existing regulatory system has focused its attention on compliance, a standard that
neither challenges nor rewards that potential.

Both programs place considerable weight on the implementation of environmental
management systems, on enhanced stakeholder involvement, and on qualitatively
superior public information as central to the superior environmental performance that
warrants the change in the regulatory relationship. “The challenge,” as one state
regulator put it, “isto frame a process that alows performance to happen but that still
provides assurance that it’s not a race-to-the-bottom.”

Findings
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In this early phase, a critical issue has been sorting out the relationship between
the states and EPA over the impact of the state initiatives on delegated federal programs.
Wisconsin, in particular, has taken the lead on the issue, and those efforts have resulted in
a Memorandum of Agreement now being modeled in Oregon. That MOA establishes a
process and timeline for considering issues as they arise in the course of these pilot
programs.

One of the questions in that state/EPA relationship is the degree to which states
may possess a measure of inherent flexibility to modify the details of permits without
direct EPA oversight. Definition of the parameters of such state flexibility might
significantly expedite considerations of many of the requests for regulatory changes that
are surfacing in the pilots¥a though caution would also be appropriate in that exercise, so
asto avoid creating new barriers to innovation.

The kinds of requests for change¥: at least those that have materialized to this
point¥s are qualitatively different from the sweeping changes that have been the focus of
Project XL and that are often the focus of theoretical environmental policy discussions.
A theme of the state pilots (although it may be too early in the process for the assessment
to hold) is that most of the requests concern permit consolidation and changesin
reporting and monitoring requirements. And facilities are willing to make commitments
to performance improvements in exchange for these kinds of benefits. Assuming that
adequate performance measures or indicators can be developed to demonstrate the
efficacy of such changes, considerable overall environmental benefits might be realized
from such simplifications or rationalizations of the system that do not involve radical
change.

The assumption about adequate performance indicatorsis not trivial. Theissueis
not the development of the indicators themselves (a project underway at the Global
Reporting Initiative and elsewhere) but development of the criteriafor the “trade”
between regulatory flexibility and performance. In essence, the notion of “superior
environmenta performance” lacks critical definition.

Ultimately, that judgment is necessarily one to be resolved in a social context
rather than a scientific one, and such judgments are expected, in substantial part, to be the
province of the stakeholder involvement processes envisioned in both the Oregon and
Wisconsin programs.

And stakeholder involvement is another complex issue for innovation efforts.
The statutes in both Oregon and Wisconsin contemplate some level of stakeholder input
into corporate decision-making¥a as part of the accountability and transparency intended
to foster trust in these experiments. That is quditatively different from the public
involvement in public decisions that has gone before. Even if the “input” is interpreted to
be advisory, rather than decisional, the prospect still raises anxiety among the corporate
pilots. And representatives of non-governmental organizations are themselves wary of
being drawn into an exhausting series of meetings with no clear idea of the NGOs
opportunities to influence outcomes. New models (different from, or supplementary to,
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the traditional, periodic face-to-face meeting of stakeholder representatives) may be
necessary.

Recommendations
With those ideas in mind, we offer the following recommendations.
To EPA:

1. Provideleadership targeted to the reasonable facilitation of state programs.
When the subject is state innovation programs, the states need clear, consistent, oft-
repeated leadership from the highest levels of EPA concerning the agency’ s perspective
on the interrelationship between its enforcement function, its programmatic function, and
“reinvention.”. Presently, states hear mixed messages. Within the context of alimited
number of pilot projects, some priority to the reinvention process (without forsaking the
programmatic or enforcement function) appears reasonable. Essentially, a*“policy on
innovation” specific to the state/EPA relationship, could be productive.

2. Develop a processfor receiving systematic input from the states on innovation.
That process might be anything from a formal advisory committee to periodic, informal
roundtable discussions.

3. ldentify states’ “inherent flexibility” within current law. States need clear,
consistent guidance on the degree to which they may innovate within the context of
delegated programs, without perpetual oversight from EPA.

4. Develop a meansto report, in a comprehensive, programmatic way, on the
lessons lear ned from existing “ experiments’ of all sorts, at both the state and federal
levels. Many observers believe that such a compilation is critical to developing the
strategy for operationalizing the gains of existing programs, and for developing the next
steps. Such a compilation could also be of great value to the states as they proceed with
their own innovations.

5. Assist the statesin developing facility-specific performance indicators. Such
assistance might include convening national forafor discussion, and providing grants for
indicator-devel opment projects.

6. Assist the statesin developing meaningful stakeholder involvement processes.
Compiling lessons learned in both state and federal programs around the country could
also be helpful on the issue.

To Congress:

1. Authorize alimited number of genuine, perfor mance-based experiments,
experiments in which verifiable performanceistheissue, not attention to the detail
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of every existing regulation and EPA policy. Provide for adequate funding and for
comprehensive, independent monitoring.

2. Authorize¥s and encourage¥s EPA to delegate the running of those experimentsto
states. More generally, encourage cooperation with the states.

3. Encourage the development of facility-specific performance indicators or
benchmarking to assist in the evaluation of the experiments.

That proposal for national legidlation recognizes that a significant impediment to
the progress for innovative state-based programs has been EPA’ s lack of authority to
deviate from specific statutory requirements. Absent such authority, EPA and the states
have been engaged¥s and are still engaged¥4 in protracted discussions about the details of
fitting these innovation programs within existing rules. The point is not to give states
free reign, but to create alimited number of rea experiments with adequate funding and
independent review. The experiments will need funding to be practical, and they will
need external oversight to be credible.

We believe that the performance-tier approach to regulation has substantial merit
and deserves thorough and careful testing. The two programs we examined now have
years invested in laying the groundwork, and are the appropriate places for the test.
Support for the effort outlined above, and further elaborated upon in our report, would
facilitate completion of the experiment and answer important questions about the efficacy
and replicability of such programs.
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PAPER 5

ANALYSISOF VOLATILE-ORGANIC-COMPOUND AIR
POLLUTION TRADING SYSTEMS

Michael Hix
Eric Ruder

Industrial Economics, Inc.

EXECUTIVE SUMMARY

Emissions trading has become an increasingly popular tool in combating air
quality problems at lower cost than traditional command-and-control regulatory
programs. This popularity stems largely from the success of the cap-and-trade system for
sulfur dioxide (SO,) under the federal acid rain program, which has surpassed emissions
reduction targets at lower cost than expected. This paper presents the results of a study
designed to evaluate the effectiveness of nascent trading programs that utilize a different
structure than the SO, program, and that target ground-level ozone rather than acid rain.
Specifically, we evaluated offset and open-market volatile organic compound (VOC)
trading programs in four of the twelve states that have adopted those programs: offset
programs in Louisiana, New Y ork, and Texas, and open-market programs in Michigan
and Texas. Overal we found that those programs can achieve substantial economic
results and modest environmental benefits. We also identified a number of design and
implementation features that constrain the ability of those programs to achieve even
greater results.

Cap-and-trade programs differ from offset and open-market systems in several
important ways that provide context for the findings and recommendations presented
below. Cap-and-trade programs create a regulatory system unto themselves by
establishing atargeted level of allowable emissions from a universe of sources. After an
initial emissions allocation or auction, participating sources may sell allowances if their
initial allocation exceeds their emissions, or may purchase additional allowances to cover
emissions that exceed the allocation. In contrast, offset and open-market programs are
grafted onto existing command-and-control regulatory structures and do not specify a
targeted ambient air quality goal. Offset trading programs allow for the modification or
construction of major air pollution sources in areas that fail to meet federal air quality
guidelines (i.e., nonattainment areas). Through those programs, sources "offset"
emissions from new or modified major sources with the purchase of emissions reductions
from other facilities. A portion of the emissions reductions purchased are permanently
retired to achieve an environmental benefit. Open-market programs alow emissions
sources to purchase emissions reductions from other facilities to meet certain federal and
state air quality requirements at lower cost than would be incurred through traditional
pollution control strategies. As with offset programs, sources must retire a portion of all
credits generated to achieve an environmental benefit. Unlike offset programs, open-
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market trading is not limited to nonattainment areas.

Below we present our principal findings regarding the level of trading activity that
has occurred under those programs, the factors that affect the degree to which trading
occurs, and the actual and potential outcomes of trading. We also present
recommendations to the U.S. Congress and the U.S. Environmental Protection Agency
(EPA) as those institutions consider options for improving the effectiveness of emissions
trading as an environmental policy instrument.

PRINCIPAL FINDINGS

Program Design and I mplementation

VOC trading creates uncertainty, complexity, and risk concerns not associated with
trading other pollutants, such as sulfur dioxide.

VOCs are an entire class of heterogeneous compounds, some of which present known
cancer and non-cancer health effects. Their heterogeneity makes continuous emission
monitoring, such as that employed under the SO, program, prohibitively expensive.
Instead, programs rely on various emission quantification methods that utilize
engineering estimates. The quantification methods employed by trading programs have
led to controversy between states and EPA over the most appropriate measurement
techniques. With respect to health effects of VOCs, the programs we evaluated utilize
health risk screening to ensure that trading does not create unacceptable health risks in
localized areas. Despite those protections, the environmenta justice (EJ) community has
criticized VOC trading, claiming that programs can redistribute risk in ways that
disproportionately burden disadvantaged and/or minority communities. The use of
engineering estimates to measure emissions, and questions over the health implications of
trading, have reduced public confidence in VOC trading and delayed EPA's approval of
state programs.

Offset and open-market programs are grafted onto existing command-and-control
regulatory structures and lack sufficient motivation for sourcesto trade.

The programs we evaluated do not replace traditional regulatory mechanisms. Instead,
they layer the ability to generate and use credits onto existing regulatory programs.
Sources that already comply with existing regulations have little incentive to trade. For
functioning trading programs to emerge, sources need some incentive (i.e., emissions
reduction requirements) to participate. Absent this motivation, the disincentives to
trading often outweigh the benefits. Those disincentives include the regulatory scrutiny
associated with generating and using credits, transaction costs, and market uncertainty.
Those factors combine to stifle trading, particularly when sources already maintain
compliance with regulatory requirements.

EPA and states disagree on fundamental program design and implementation issues.
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States would like for EPA to formally approve their programs as revisions to State
Implementation Plans, yet none of the programs we studied have received EPA approval.
States want flexibility to implement programs and procedures that best meet their needs,
and have suggested that EPA has instead forced a "one-size-fits-all" approach. On the
other hand, EPA wants to ensure that programs meet minimum requirements before it
offers approval. EPA’slatest draft Economic Incentive Program (EIP) Guidance, issued
for public comment in September 1999, appears to provide states with flexibility in
meeting federal requirements for program approval. Despite this added flexibility,
several nagging issues remain. Those include identifying suitable emissions
guantification protocols, developing afinal framework for preventing adverse health
effects, and determining how the new guidance affects existing programs. EPA staff
indicate that internal disagreements within the agency still exist on the emission protocol
issue, and were unable to predict when internal agreement might occur. States do not
want EPA's indecision and internal disagreements to stand in the way of program
approval.

Demand for credits has been low due to limited regulatory drivers and a lack
of eligible credit uses.

A number of factors constrain participation in trading programs. Low demand
for credits stands as the greatest constraint to more widespread trading. This
results from alack of regulatory drivers and limitations the Clean Air Act
places on the eligible uses of credits. In addition, participation in offset and
open-market programs is voluntary. Additional barriers to more widespread
trading include the lack of formal program approval by EPA, which creates
concern about the legal consequences of trading in non-approved programs,
and the transaction costs associated with generating and using credits, which
reduce the economic benefits of trading.

Sates can leverage the private sector to perform program functions.

State agencies have not devoted adequate resources to promoting and
administering their trading programs. We found that states can shift at least a
portion of their administrative burden to the private sector. Trading has
created an incentive for credit brokers to perform a variety of services,
including promoting trading, that can reduce the costs agencies incur in
administering programs. Brokers benefit financially from trades and will
devote resources to increasing awareness of trading as a compliance option.
In addition to promoting trading, brokers can reduce transaction costs and
market uncertainty, identify potential credit generators and users, and assist
trading participants in navigating the procedural aspects of credit generation
and use. Relying on the private sector to promote trading seems appropriate
since most trading programs were developed in response to industry requests
for greater compliance flexibility and emphasize economic benefits for
participants over targeted improvements in ambient air quality.
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Environmental justice concerns may pose a barrier to widespread VOC
trading.

The health implications of exposure to certain VOCs pose a legitimate barrier
to the development of mature trading markets. The need to conduct health
risk screening when using credits can increase transaction costs for sources
purchasing credits, thereby reducing the cost-effectiveness of trading. In
addition, the EJ community appears generally opposed to trading on the
grounds that it could result in the redistribution of emissions into
disadvantaged areas and deprive those areas of the benefits of air quality
regulations. Until programs can demonstrate that this will not occur, the EJ
community will oppose trading of hazardous air pollutants on the grounds that
trading can create or exacerbate unacceptable health risks. In addition, EJ and
other advocacy groups have become increasingly critical of state permitting
and planning programs that do not provide adequate public health protections
for al citizens.

Trading Outcomes

Programs can lead to substantial economic benefits and modest environmental gains
beyond those achieved through traditional regulatory structures.

We found that trading can achieve improved economic outcomes by allowing
construction of new major sources or modifications to existing major sources (offset
trading) and by offering compliance and operational flexibility (open-market trading). In
addition, offset and open-market programs will yield emissions reductions from the
universe of participating facilities. Given the limited number of firms that engage in
trading, however, those programs will likely lead to only modest overall emissions
reductions.

Cap-and-trade programs hold more promise than offset and open-market systemsin
maintaining and/or improving air quality.

In nonattainment areas, comprehensive cap-and-trade systems hold the greatest promise
in combating major air quality problems. Starting from a desired environmental outcome
provides the regulatory driver that offset and open-market systems lack. Sources
participate in cap-and-trade programs because they must reduce their emissions and can
do so most cost-effectively through trading. Alternatively, offset and open-market
systems involve only a subset of VOC-emitting sources, and achieve environmental
benefits only when sources choose to generate credits. Depending on an area's overall air
quality needs, this may or may not be sufficient to meet environmental goals. For areas
that do not meet air quality standards, cap-and-trade programs targeted at a desired
environmental outcome hold greater promise than offset and open-market programs.

RECOMMENDATIONS

We offer two primary suggestions to Congress and EPA as they consider steps
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to improve the use of emissions trading as an environmental policy
instrument. Our first recommendation:

Work with state agencies to overcome design and implementation challenges that hinder
the success of trading programs.

Our specific recommendations for overcoming existing challenges are:
Improving federal oversight of state trading programs.

EPA and the states need to create a more effective framework for developing
and approving programs. States want the flexibility to develop programs that
meet their needs and want to know what it will take to obtain federal approval,
while EPA needs to ensure that programs provide adequate safeguards against
abuse and public health risks. To date, EPA has not provided programs with
clear guidance on necessary program components. Absent clear guidance,
states will waste time devel oping programs that EPA will not approve. EPA's
new EIP guidance will help reduce uncertainty and demonstrates that EPA
recognizes states need for flexibility. EPA can further promote flexibility by
focusing on desired outcomes rather than specific program elements. EPA
could also improve its oversight by identifying the EPA staff responsible for
approving state programs and encouraging direct contact between them and
state agency staff during the program devel opment process.

Developing and providing the public with reliable information on baseline
health risks and emissions levels, and on the extent to which trading affects
those baselines.

Perhaps the greatest information needs associated with VOC trading relate
to reliable data on ambient emissions and health risks. Most health risk
analyses performed for individual trades are site-specific and do not
incorporate baseline health risks. EPA's new EIP guidance may require
programs to identify zones where citizens face unacceptable health risks
and restrict or prohibit trading in those areas. Doing so requires measuring
ambient air quality conditions and estimating existing health risks.
Gathering those data and providing them to the public would help the
public determine whether trading programs lead to acceptable outcomes.
Assembling and distributing those data poses a substantial technical
challenge. EPA might consider assisting states in developing improved
methods for gathering, interpreting, and distributing emissions and health
risk data.

Encouraging the adoption of emissions monitoring tools that provide
greater certainty than existing methods, and that provoke |ess controversy.

The use of quantification protocols for measuring VOC emissions leads to
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uncertainty regarding the accuracy of quantified reductions. In addition,
disagreement between states and EPA and within EPA's Office of Air and
Radiation over appropriate quantification protocols has delayed approval of
state trading programs. Developing affordable continuous emission
monitors for VOCs would increase the certainty of emissions reductions
and would eliminate the need for emission reduction protocols. In addition,
continuous emissions monitoring might also boost public confidence in
VOC trading by allowing the public to know exactly how much pollution
each facility emits. If that provestechnically or economically infeasible,
regulators should focus trading program on more easily-measured
pollutants until affordable continuous emissions monitors become
available.

Expanding the allowable means of credit generation and use.

Programs experience limited use due, in part, to restrictions on eligible
means of credit generation and use. Limitations on use hinder trading to a
greater degree than those on generation. Most of those restrictions stem
from the Clean Air Act. EPA should work with Congress to determine
whether the Clean Air Act should be amended to lift restrictions that
unnecessarily constrain functioning trading markets. Allowing sources to
employ credits for awider range of uses that do not adversely affect public
health or compromise other Agency priorities will increase the use of
trading and its success in achieving improved environmental and economic
outcomes.

Making programs more "market-like"

EPA and Congress should consider steps to reduce the regulatory
oversight associated with offset and open-market trading. That might
include establishing zones within which certain trades could occur without
conducting health risk screening based on baseline emissions and health
risk levels. An additional opportunity for increasing the efficiency of
trading would involve shifting administrative functions to the private
sector. That might include utilizing state-licensed third parties to conduct
health-risk screening and/or evaluate notices of intent to generate and use
credits. The private sector would likely perform those functions more
efficiently than state agencies. Further, rather than relying on taxpayers to
finance programs that primarily benefit industry, the private entities
performing administrative functions would likely shift those costs to the
p