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Proposed Regulations


TITLE 9. ENVIRONMENT

STATE AIR POLLUTION CONTROL BOARD

Title of Regulation: 9 VAC 5-140. Regulation for Emissions Trading (Rev. H02) (amending 9 VAC 5-140-550).

Statutory Authority: §§ 10.1-1308 and 10.1-1322.3 of the Code of Virginia; §§ 108, 109, 110 and 302 of the Clean Air Act and 40 CFR Part 51.
Public Hearing Date: August 20, 2003 - 10 a.m.
Public comments may be submitted until 5 p.m. on September 12, 2003.

(See Calendar of Events section

for additional information)

Agency Contact: Mary E. Major, Environmental Program Manager, Department of Environmental Quality, P.O. Box 10009, Richmond, VA 23240, telephone (804) 698-4423, FAX (804) 698-4510, or e-mail memajor@deq.state.va.us.

Basis: Section 10.1-1308 of the Virginia Air Pollution Control Law authorizes the State Air Pollution Control Board to promulgate regulations abating, controlling and prohibiting air pollution in order to protect public health and welfare.

Purpose: The purpose of the regulation is to establish general provisions addressing applicability, permitting, allowance allocation, excess emissions, monitoring, and opt-in provisions to create a Virginia NOX Budget Trading Program as a means of mitigating the interstate transport of ozone and nitrogen oxides in order to protect public health and welfare. The purpose of the amendment being made is to correct an EPA identified deficiency in the banking provisions of the NOX Budget Trading Program regulation with regard to the start date for flow control. 

Substance: The amendment to 9 VAC 5-140-550 changes the flow control date from 2006 to 2005.

Issues: Public: The primary advantage to the public of implementing the proposed amendment is avoiding a formal finding of disapproval by the EPA of the Commonwealth's NOX SIP submittal.

The primary disadvantage of not implementing the proposed amendment is that a final disapproval of the NOX SIP submittal could result in federal sanctions including the loss of federal highway funding and sewage treatment plant funding.

Department: The advantages and disadvantages for the department are the same as for the public; however, in addition to federal funding sanctions, other possible sanctions include federal implementation of a significant portion of the Commonwealth's air quality program.

Localities Particularly Affected: There is no locality that will bear any identified disproportionate material air quality impact due to the proposed regulation that would not be experienced by other localities.

Public Participation: The department is seeking comment on the proposed regulation and the costs and benefits of the proposal. The department is also seeking comment on the impacts of the proposed regulation on farm and forest lands.

Fiscal Impact: Approximately 80 large NOX emissions units, both electric generating units and nonelectric generating units, are subject to the NOX SIP. However, only the sources that have banked any NOX allowances will be affected by flow control.

1. Costs to affected entities. Currently, the price of a ton of NOX, i.e., one NOX allowance, is worth approximately $4,000 (the value fluctuates daily much like stock prices). Sources that purchase allowances at that price could be subject to a flow control mandate in 2005 that could render the value of that NOX allowance to $2,000. If flow control were triggered, the source would need to surrender banked credits at a rate of 2:1. Since it is impossible to know how many sources have banked allowances or whether they would use them if flow control were instituted or if weather conditions will necessitate that flow control be triggered, it is impossible for the department to make any reasonable estimate as to these costs. EPA has stated, however, that it is unlikely that flow control will ever be implemented (63 FR 57473, Oct 27 and 65 FR 2718, January 18, 2000).

2. Costs to localities. The projected cost of the regulation to localities is not expected to be beyond that of other affected entities and is addressed in paragraph 1 above.

3. Costs to agency. EPA will determine if flow control is triggered and will be responsible for the implementation. It is not expected that the regulation will result in any cost to the department beyond that currently in the budget. The sources of department funds to carry out this regulation are the general fund and the federal trust (grant money provided by the U.S. Environmental Protection Agency under § 105 of the federal Clean Air Act or permit fees charged to affected entities under the permit program). The activities are budgeted under the following program (code)/subprogram (code): (i) Environmental and Resource Management (5120000)/Air Quality Stationary Source Permitting (5122000) and Air Quality Stationary Source Compliance Inspection (5122100) and (ii) Environmental Research and Planning (5130000)/Air Quality Research and Planning (5130700). The costs are expected to be ongoing.

4. Benefits. The date change will provide for an earlier implementation of flow control should conditions warrant it. This in turn will result in additional protection of public health if weather conditions necessitate the implementation of flow control.

Department of Planning and Budget's Economic Impact Analysis: The Department of Planning and Budget (DPB) has analyzed the economic impact of this proposed regulation in accordance with § 2.2-4007 H of the Administrative Process Act and Executive Order Number 21 (02). Section 2.2-4007 H requires that such economic impact analyses include, but need not be limited to, the projected number of businesses or other entities to whom the regulation would apply, the identity of any localities and types of businesses or other entities particularly affected, the projected number of persons and employment positions to be affected, the projected costs to affected businesses or entities to implement or comply with the regulation, and the impact on the use and value of private property. The analysis presented below represents DPB’s best estimate of these economic impacts.

Summary of the proposed regulation. This proposal makes a small but potentially significant change to the existing regulation, which establishes a capped allowance trading program for nitrogen oxide emissions from larger sources in Virginia. The underlying regulation is relatively simple to explain.

The U.S. Environmental Protection Agency (EPA), under its authority to implement the federal Clean Air Act established caps on the tonnage of nitrogen oxide (NOX) emissions from large stationary sources and from mobile sources during the summer. This rule is intended to reduce the formation of ground-level ozone during the summer months. With EPA’s approval, the states subject to this rule implemented their caps by allocating emission allowances (at one ton of NOX per allowance) to existing sources1. Sources may emit NOX up to the number of allowances owned. Sources choosing to emit fewer tons than allowances owned may sell the excess. Sources choosing to emit more tons of NOX than allowances owned may purchase additional allowances from those willing to sell. In addition, any allowances not used in the first year they are available may be banked for use in later ozone seasons. There are two key advantages of this type of arrangement. First, compared to the rate-based regulations that they replace, capped allowance trading systems provide significantly greater certainty of achieving the environmental quality limits established by the law. Second, by providing firms with much greater compliance flexibility, allowance trading programs result in lower costs of compliance. One potential problem with a trading program as described here is that emissions may become more concentrated either in one locality or in one period of time than would occur with the traditional rate-based standards.2 

To prevent this from happening, the regulation includes two backup protections. First, all existing air quality standards limiting ground-level ozone and other local standards remain in effect. So, a source is not allowed to violate local air quality by using allowances. Second, to prevent the concentration of emissions on particularly hot summer days when the demand for fossil fuel combustion is high, the use of banked allowances is limited by a mechanism known as ‘flow control.’ The flow control provision states that whenever the number of banked allowances reaches 10% or more of the total number of allowances in the budget for a given ozone season, then any banked allowances used during this period are only worth half a ton rather than a ton of NOX.

This represents a very rough way of limiting the size of the bank. Once the number of banked allowances gets close to the 10% level, the value of banking allowances falls, possibly by as much as half. This greatly reduces the incentive that firms have to bank further allowances.

In the original version of this regulation, Virginia chose to postpone the implementation of the flow control provisions until 2006, since 2007 is the first ozone season when the state must demonstrate full compliance with the new budget requirements. The EPA objected to the 2006 date since the allowance market begins in 2004, and there is a possibility that the number of allowances banked could exceed the 10% level in 2005. Virginia must change its rule to satisfy EPA requirements or the state would stand to loose substantial amounts of federal funds.

Estimated economic impact. Whether this change in the emission trading program will have any significant economic impact depends on whether flow control restrictions will likely be binding in the second year of the program. If it is not expected that 10% of the allowances will be banked in the first year of the program, then the expected impact of the change in the Virginia flow control date from 2006 to 2005 is essentially zero.

The story is much more complicated if flow control can be expected to be binding. First of all, if flow control is binding for 2005, that means that at least 10% of allowances were not used for compliance purposes in the 2004 ozone season. This would happen if, on average, firms held 10% of their allowances over from the 2004 season. Why might they do this? Suppose that demand for electricity and process heat is low in 2004 due to a slow economy, but everyone anticipates that things will pick up in the next year or two. Then, the demand for NOX allowances will increase with demand for fossil fuel combustion. This will increase the price of NOX allowances relative to this year’s price. Normally, this would encourage firms to hold allowances to profit from their higher value in later years.

However, each firm knows that, if their demand is slack due to a slack economy, then demand for fossil fuel combustion by others will also be low. Thus, each firm knows that there is a substantial likelihood that enough allowances will be held over to trigger flow control. The likelihood of having banked allowances subject to flow control reduces the value of holding allowances, giving firms increased incentive to sell their excess allowances. This reduces the current price and increases future prices. Thus, if there is any substantial likelihood that flow control will be triggered, most firms will probably choose to sell their allowances at a discount rather than hold them over.

Suppose, then, that Virginia could delay the advent of flow control provisions for a year. If flow control were to be triggered in that year and Virginia were the only state to delay implementing flow control language, then Virginia firms would benefit because they could sell their banked allowances as having much the same value as nonbanked allowances (at least for that one year). This is very unlikely to happen because, should EPA allow Virginia to use the 2006 year, then other states would certainly follow suit. Thus, we would likely see a situation where many or all of the states in the program would have a flow control free year. A year of flow control free banking would make banking relatively more attractive in that year alone. Unfortunately, it would also increase the likelihood of hitting the flow control trigger in the third year of the program.

All of the complications of the previous paragraphs make it very difficult to work out the economic impact on Virginia of EPA’s requirement that the state use the 2005 date for implementing flow control. What we do know is that, in a smoothly functioning market for allowances, banking is generally not going to be a particularly good investment. In slow economic times, one might expect a capital gain from holding allowances for better economic times when the demand for allowances is higher. However, this investment is made very risky by the flow control provisions. Firms will usually be better off, selling their excess in one year and buying any extras they need in later years. A doubling of prices would be needed to make flow controlled allowances a good investment for the next year. But the prospect of large increases in allowance prices would also induce a large amount of over-control by firms with some flexibility to reduce emissions during the ozone season. This, in turn, would prevent prices from rising enough to make lots of banking worthwhile.3
Given the preceding discussion, it is unlikely that the implementation of flow control in 2005 rather than 2006 will make a significant difference for Virginia’s economy.

Businesses and entities affected. Approximately 80 large sources of NOX emissions are affected by this regulation.

Localities particularly affected. This regulation does not have a disproportionate impact on any particular localities.

Projected impact on employment. The change in the year of application for progressive flow control is not expected to have any significant impact on employment.

Effects on the use and value of private property. The circumstances under which this regulation might affect the use and value of private property are rather unlikely. Thus no significant impact is expected.

Agency's Response to the Department of Planning and Budget's Economic Impact Analysis: The department has reviewed the economic impact analysis prepared by the Department of Planning and Budget and has no comment.

Summary:

The proposed amendment changes the flow control date in 9 VAC 5-140-550 (banking provisions) from 2006 to 2005.

9 VAC 5-140-550.  Banking.

A. NOX allowances may be banked for future use or transfer in a compliance account, an overdraft account, or a general account, as follows:

1. Any NOX allowance that is held in a compliance account, an overdraft account, or a general account will remain in such account unless and until the NOX allowance is deducted or transferred under 9 VAC 5-140-310, 9 VAC 5-140-540, 9 VAC 5-140-560, Article 7 (9 VAC 5-140-600 et seq.) of this part, or Article 9 (9 VAC 5-140-800 et seq.) of this part.

2. The administrator will designate, as a "banked" NOX allowance, any NOx allowance that remains in a compliance account, an overdraft account, or a general account after the administrator has made all deductions for a given control period from the compliance account or overdraft account pursuant to 9 VAC 5-140-540 (except deductions pursuant to 9 VAC 5-140-540 D 2), and that was allocated for that control period or a control period in a prior year.

B. Each year starting in 2006 2005, after the administrator has completed the designation of banked NOX allowances under subdivision A 2 of this section and before May 1 of the year, the administrator will determine the extent to which banked NOX allowances may be used for compliance in the control period for the current year, as follows: 

1. The administrator will determine the total number of banked NOX allowances held in compliance accounts, overdraft accounts, or general accounts.

2. If the total number of banked NOX allowances determined, under subdivision 1 of this subsection, to be held in compliance accounts, overdraft accounts, or general accounts is less than or equal to 10% of the sum of the state trading program budgets for the control period for the states in which NOX Budget units are located, any banked NOX allowance may be deducted for compliance in accordance with 9 VAC 5-140-540.

3. If the total number of banked NOX allowances determined, under subdivision 1 of this subsection, to be held in compliance accounts, overdraft accounts, or general accounts exceeds 10% of the sum of the state trading program budgets for the control period for the states in which NOX Budget units are located, any banked allowance may be deducted for compliance in accordance with 9 VAC 5-140-540, except as follows:

a. The administrator will determine the following ratio: 0.10 multiplied by the sum of the state trading program budgets for the control period for the states in which NOX Budget units are located and divided by the total number of banked NOX allowances determined, under subdivision 1 of this subsection, to be held in compliance accounts, overdraft accounts, or general accounts.

b. The administrator will multiply the number of banked NOX allowances in each compliance account or overdraft account by the ratio determined in subdivision 3 a of this subsection. The resulting product is the number of banked NOX allowances in the account that may be deducted for compliance in accordance with 9 VAC 5-140-540. Any banked NOX allowances in excess of the resulting product may be deducted for compliance in accordance with 9 VAC 5-140-540, except that, if such NOX allowances are used to make a deduction, two such NOX allowances shall be deducted for each deduction of one NOX allowance required under 9 VAC 5-140-540.

VA.R. Doc. No. R03-102; Filed June 24, 2003, 11:46 a.m.

1  With a few allowances reserved for new sources in the electrical generation sector.


2  It is important to point out that the opposite may also be true.  It may easily be the case, depending on a number of technical and economic factors, that rate-based regulations could result in greater concentrations than market-based regulations.


3  Some very significant banking of allowances has occurred in the Ozone Transport Commission NOX market.  This banking is due to the phased-in nature of the emission reductions.  The price increase from Phase 2 ($1,000) to Phase 3 ($4,000-$5,000) justified banking even under progressive flow control.  No such phased reductions are included under this regulation.
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