UNI TED STATES ENVI RONVENTAL PROTECTI ON AGENCY
Ofice of Air Quality Planning and Standards
Research Triangle Park, North Carolina 27711

MAR 31 1993

M. Bruce S Carhart

Executive D rector

Ozone Transport Commi ssion
444 North Capitol Street, N W
Suite 604

Washi ngton, D.C. 20001

Dear Bruce:

This is in response to your questions, raised in your Decenber
30, 1992 letter to nme, concerning the ozone Transport Comm ssion's
(Commi ssion) investigation of the possibility of a regi onwi de nitrogen
oxi de (NO) off sets trading program The priority the Conm ssion has
given this programreflects the concern of its constituent States and
industries in the ozone Transport Region (OIR) that em ssions
reducti ons be achieved while mnimzing the constraints on econonic
grow h. As you know, the Environnmental Protection Agency (EPA) shares
this concern and has been eval uati ng a nunber of market-based and
regional trading issues. O course, we also share the Conm ssion's
desire that any such trading prograns be both environnmentally and
| egal | y sound.

Your letter expressed interest in the EPA' s response to questions
regardi ng market - based emi ssions trading prograns raised in a July 29,
1992 letter from M chael Bradley of the Northeast States for
Coordi nated Air Use Managenent (NESCAUM to WIIiam Rosenberg, fornmer
Assi stant Administrator for Air and Radiation. The Agency is
continuing to study the issues raised in the NESCAUM | etter and
intends to respond to the questions raised there in the near future.

In addition, your letter requested the EPA s views regardi ng
specific el ements of an approach the Stationary/ Area Source Conmittee
of the Comm ssion has devel oped regarding an interstate offset system
Your letter identifies "the two main statutory requirenents for
of fsets" generally as follows: (1) offsets nust be obtained from an
area with an equal or higher nonattai nment classification as the area
in which the new source is |ocating, and (2) offsets nust have a
beneficial air quality inmpact on the area in which the new source is
| ocating. Under the Committee's approach, only the nonattai nnent
classification constraint need be satisfied on a case-by-case basis.
You reason that--because Congress created the OIR as a single and
uni que air quality planning region--offsets anywhere in the OIR
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arguably "by definition provide a beneficial air quality inpact."

Al so, under the Committee's approach, noderate, marginal, and

i nconpl ete/no data nonattai nment areas, as well as attai nnent areas
within the OTR, would all be considered noderate areas for purposes of
of fsets. You explain that these areas would thus constitute a "free
trade zone" in the OIR, which you assert is consistent with the C ean
Air Act's (Act's) treatnent of ozone transport regions. Finally, you
note that new sources in serious areas could obtain offsets from any
serious or severe area in the OIR and those |locating in severe areas
could obtain offsets fromany severe area in the OIR

The EPA's O fice of Air Quality Planning and Standards has
establi shed a work group to address issues raised by the Committee's
approach. The followi ng are our prelimnary concl usions.

Statutory Provisions

Section 173(c)(1) of the Act sets out the ternms under which
sources may trade offsets. Wiere the source reducing em ssions to
provide offsets is located in the sane nonattai nnent area as the new
source, no special conditions on trading apply. The sources may even
be located in different States. Wiere the source reducing enissions to
provide offsets is located in a different nonattainnment area than the
new source, two special conditions apply. Under section 173(c)(1)(A),
the area in which the source is reducing em ssions to provide offsets
nmust have an equal or higher nonattainnent classification as the area
where the new source is locating. Under section 173 (c) (1) (B) ,
em ssions fromthe area in which the source is reduci ng eni ssions mnust
contribute to a violation of the national anbient air quality
standards (NAAQS) in the area where the new source is |ocating.

Section 184(b) of the Act provides that stationary sources that
exit or have the potential to exit 50 tons per year (tpy) of volatile
organi ¢ conpounds (VOC) shall be considered a najor stationary source
and subject to the requirements that would be applicable to it if the
area were classified as a noderate nonattai nment area. Under section
182(f), the plan provisions required for major VOC sources al so apply
to najor No. sources. Section 182(b)(5) specifies that the offset
ratio applicable to major sources in noderate areas is 1.15:1. New
maj or NO, sources (i.e., 100 tpy) in the attai nnent, inconplete/no
data, marginal and noderate areas of the OTR nust satisfy this offset
ratio.
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Nonat t ai nnent C assification for Ofsets Purposes

We do not believe that noderate, marginal, inconplete/no data
nonattai nment areas, as well as attainnent areas within the OIR, may
be consi dered noderate areas for purposes of securing offsets. W
recogni ze that sources in these areas are all subject to the
requi rements that woul d be applicable to then if the areas were
classified as noderate nonattai nment areas. Nonethel ess, section 173
(c)(1) by its terns provides that offsets nust be obtained from an
area of equal or higher nonattai nnent classification, and these areas
have designated cl assifications under section 107 that govern. W
believe that the general policy of section 173(c)(1)--to prevent
of fsets generated in |ess polluted areas from being used for new
growth in nore polluted areas even if contribution is denonstrated--
applies equally in the OTR W do not think em ssions reductions in an
attai nment area can offset new growmh in a designated nonattai nnent
area consistent with section 173(c)(1).

O fsets Trading in Nonattai nnent Areas of the OIR

Section 173 (c) (1) applies by its ternms to offsets trading
bet ween desi gnat ed nonattai nment areas. As noted above, offsets may be
obtai ned fromany |location within the sanme nonattai nnent area. If the
sources are not in the sane nonattai nment area, however, the
desi gnation and contribution conditions of section 173(c)(1)(A) and
(B) nust be satisfied . Under (A), the offsets nmust be obtained from
an area of equal or higher nonattainnment classification. Under (B),
contribution nust exist.

We believe that section 173 (c)(1)(B) authorizes the EPA to
establish a reasonabl e contribution test, and that the Agency has
broad discretion to deternine the applicable test, so long as it is
technically supportable. At this tinme, we do not believe it is
technically feasible to nodel the NO, em ssions contribution for ozone
for a single offset transaction. A nore general contribution test nust
t herefore be adopted. One possible test is that the new source night
demonstrate that the source that is reducing emssions is within 2
days transport upw nd of the new source location. Alternatively, the
source that is reducing em ssions mght be constrained to be within a
speci fied upwi nd di stance fromthe new source, such as a default val ue
of 200 kiloneters. In the forner case, the sources woul d bear the
burden of this denponstration as part of the approval process for the
trade.

W woul d wel come your conments on these possible contribution
tests, as well as any suggestions for other potential tests. O
course, the test adopted for the OIR could have inportant inplications
for the test applicable in other nonattai nment areas el sewhere in the
country.
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Ofsets Trading in Attainnent Areas O the OIR

The terns of section 173(c)(1l) refer to nonattai nnent areas and
contribution to a violation of the NAAQS, and therefore do not apply
literally to offsets trading between designated attai nment areas. The
EPA has discretion to fill this gap, consistent with the spirit of
section 173(c)(1),! the reasons new source review applies to sources in
the attai nnent areas of the OTR under section 184(b),? and the policies
reflected in the EPA's Em ssion offset Interpretive Ruling, 40 CFR
part 51, Appendix S.® In exercising this discretion, the EPA wants to
provide a flexible approach that is consistent with the overall goals
of the Commission, is environnentally sound, and | egally supportable.

Appl yi ng these considerations to the unique circunstances of
offsets trading in attai nment areas of the OTR, our policy preference
is to pernmit the States to allow offsets trading within those
attai nment areas without further limtations. The |egal support for
this approach rests on the purposes, structure, and technical
assunptions underlying section 184(b). Congress included attai nnent
areas in the OIR based on the presunption that they constitute a
source of em ssions that contributes to nonattainnent in the OIR
subject to renoval fromthe OTR under section 176A(a) (2) if the
Adm ni strator has reason to believe an area does not contri bute.
Contribution was not established in fact or degree for each attai nnment

1 The geographic restrictions of section 173(c)(1) appear to
reflect Congress's intent that the em ssions inpact due to new growth
be of fset by em ssions reductions that benefit the air quality where
t he new source is |ocating.

2 Congress presumably included in section 184(b) controls on
em ssions in attainnment areas within the OTR in order to address ozone
violations in the OIR s nonattai nnent areas.

3 The Offset Ruling was devel oped prior to the 1990 Amendnents,
and thus prior to the extension of the new source review offsets
requirements to attainment areas, to the specification of offset
ratios, and to the specific geographic linmtations of section
173(c)(1). The offset Ruling does, however, indicate that offsets
shoul d be obtained "Wthin the broad vicinity of the proposed new
source,"” and that offsets would be "acceptable if obtained from other
areas that may be contributing to the ozone problem at the proposed
new source |ocation." The O fset Ruling further notes that "it is
desirable to obtain offsets fromsources |ocated as close to the
proposed new source as possible." This policy is consistent with the
apparent intent of section 173 (c¢) (1) to ensure that the enissions
reductions offsets counteract the em ssions inpact that the new source
will cause.
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area included. Arguably, the sane general approach could carry over
when em ssions are rearranged and reduced overall in the attai nment
areas through application of the offsets program As overall
contribution fromattai nment areas was sufficient to include then in
the OTR w thout consideration of specific |location, overall reductions
in em ssions fromattai nment areas should |ikew se be sufficient

wi t hout consideration of specific |location. In a sense, these

areas mght be viewed as constituting a single area for offsets

pur poses under this approach. Thus, ensuring-that em ssions

reducti ons of fsets counteract the em ssions inpact that the new
source will cause in the OIR overall would also satisfy the

policies of section 173(c)(1) and the offset ruling as applied to
attainnent area controls in the OTR Further, it foll ows that

any attai nnent area could obtain enissions offsets from any

nonattai nment area in the OTR without further limtations.

The EPA' s policy preference is based, in part, on our recognition
that the density of nmjor NO; sources is greatest in the western and
sout hwestern areas of the OTR--areas generally upw nd of nost
desi gnat ed ozone nonattai nment areas in the OTR W expect that
em ssions reductions at existing facilities, to offset new growh in
the OTR, woul d nost often cone fromthese upwi nd areas and thus, |ess
frequently from downw nd or too far upw nd | ocations. The benefits of
such trades are clearest when offsets come from nearby upw nd sources.
However, even when offsets cone from downw nd sources or sources that

are very far upwi nd, the em ssions reductions still benefit the
overall OIR, even if they may not substantially affect the ozone
nonattai nment areas that the new source wll inpact.

There is, however, an alternative viewthat for offsets trading
bet ween designated attai nnent areas within the OIR, em ssions fromthe
area where the offsets are generated nust contribute to a violation of
the NAAQS in a nonattainment area that the new source will inpact.*
This alternative view incorporates both the inplicit purpose of
section 184(b) to protect downw nd nonattainnment areas as well as the
provi sion of section 173(c)(1) that the local inpacts of new growh be
connected to offsetting em ssions reductions. Under this approach,
em ssions reductions from downw nd sources or from sources too far
upwi nd could not be used as offsets. Such an alternative view could
presumabl y be based on the sane kind of contribution test as that
applicable for trading in nonattai nment

4 Simlarly, if offsets are generated in a nonattainnent area f
or a new source locating in an attai nnent area, the nonattai nment
area's em ssions nust contribute to a violation of the NAAQS in
anot her nonattai nment area that the new source will inpact.
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areas. W woul d appreciate further analysis and conments from
the Commission or its constituent States regarding these two
approaches concerning the relative costs of applying the
contribution test, the relative environmental benefits, and the
| egal analysis. W are also receptive to considering any other
approaches that you devel op

In any case, please note that sources locating in either ozone or
nitrogen di oxi de attai nnent areas of the OIR al so nust conply with the
requi rements of the prevention of significant deterioration (PSD)
program In certain limted cases where sources nust limt ambient
i mpacts on Class | areas or increnents, if offsets secured in other
areas do not sufficiently inpact the area where the new source is
| ocating, the new source nay need to secure other reductions to
satisfy these PSD concerns.

Beyond the policy issues discussed above, it is inportant to note
that there are enforceability issues related to any interarea and/or
interstate trading prograns which will need to be satisfactorily
resol ved. As your program devel opment progresses, we will be happy to
work with you to identify and address these enforcenent issues.

Pl ease contact nme if you have any questions or comments
about these issues. After you have had an opportunity to study
t hese conclusions with the Stationary/ Area Source Comm ttee and
the Commi ssion, we |look forward to working closely with you to
devel op a specific programand to resol ve any outstandi ng i ssues.

Si ncerely,

John S. Seitz
Di rector
Ofice of Air Quality Planning and Standards



