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About This Report

Public Employees for Environmental Responsibility
(PEER) is an association of resource managers,
scientists and biologists, law enforcement officials and
other government professionals committed to
upholding the public trust through responsible
management of the nation’s environment and
natural resources.

PEER advocates sustainable management of pubiic
resources, promotes enforcement of environmentat
protection laws, and seeks to be a catalyst for
supporting professional integrity and promoting
environmental ethics in government agencies.

PEER provides public employees committed to
ecologically responsible management with a credible
voice for expressing their concerns.

PEER’s objectives are to:

1. Organize a strong base of support among
employees with local, state and federal resource
management agencies;

2. Monitor land management and environmental
protection agencies;

3. Inform policymakers and the public about substantive
issues of concern to PEER members; and;

4. Defend and strengthen the legal rights of public
employees who speak out about issues of
environmental management.

PEER recognizes the invaluable role that government
employees play as defenders of the environment and
stewards of our national resources. PEER supports
resource professionals who advocate environmental
protection in a responsible professional manner.

For more information PEER and other White Papers
that cover a variety of issues, contact:

Public Employees for
Environmental Responsibility (PEER)
2001 § Street, NW, Suite 570
Washington, DC 20009-1125
Phone: (202) 265-PEER
Fax: (202) 265-4192
Email:info@peer.crg
Web: www.peer.org
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Trading Thin Air

About This Report

This white paper was written by employees within
the U.S. Environmental Protection Agency (EPA). The
material comprising this report has been extracted
from the public record and official documents
through the Freedom of Information Act.

The plans of the Clinton-Gore Administration to allow
inter-sector or open market trading of air emission
credits have moved beyond the mere proposal stage
and been put into practice in several states well in
advance of finalization of the policies. In an attempt
to legitimize these outlaw operations, the
Administration is trying to rush out a retroactive policy
for national implementation. Trading Thin Air
describes the bureaucratic birth and evolution of this
corporately sponsored approach to environmental
compliance that relies on “market forces” rather than
traditional regulation.

This report traces how this new federal environmental
policy was forged, influenced and ultimately warped
in an effort to produce the proverbial “win-win”
pollution solution timed for maximum benefit — not
for public health but for election year hype.

In their eagerness to pursue this market based
solution, the Clinton-Gore Administration has
overridden EPA’s own Office of Inspector General
in order to paper over a host of technical, practical
and even conceptual problems plaguing the latest
plans for open market trading of air pollution
credits. Trading Thin Air details these problems and
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explains their consequences for public health and
the environment.

In December of 1999, after embarrassing leaks of
internal assessments regarding potential effects of the
Administration’s plans on poor and minority
communities, EPA’s Office of Civil Rights issued a “gag
order” warning employees of possible criminal
prosecution or disciplinary action for the disclosure
of “non-public information.” The authors of this white
paper hope to stimulate a public discussion of the
serious concerns about open market trading which
can no longer be ventilated internally.

The purpose of this report is to provide the public
with an insider view on how its environmental
agencies actually operate. As with previous employee-
authored PEER white papers, the authors remain
anonymous in order to avoid further retaliation and
to allow the information in this white paper to speak
for itself. Copies of all documents referenced in
Trading Thin Air are available from PEER. The authors
invite independent reviewers to examine the
assembled record and draw their own conclusions.

PEER is proud to assist conscientious public servants
who have dedicated their careers to protection of
natural resources and the faithful execution of
environmental laws.

Jeff Ruch
PEER Executive Director
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Trading Thin Air

I. Executive Summary

As part of its effort to “reinvent” government, the
Clinton-Gore Administration has embraced “market
based solutions” in the form of pollution trading
programs. “Emissions trading” allows facilities to buy
and sell the right to pollute. What is traded under
these policies is a “credit,” representing emission
reductions, which is used as an alternative means to
show environmental compliance.

A proposal the Administration advanced this fall goes
well beyond traditional air emissions trading concepts
in which trades are limited to one economic sector
and only one type of pollutant. The new plan would
allow inter-sector or open market trading (OMT).
Under this new plan, facilities can increase or maintain
their current levels of “smokestack” pollution by
removing mobile pollution sources such as old cars,
leaf blowers, lawn mowers, etc.

The Administration is now poised to begin approving
state implementation of OMT despite an array of
unresolved problems which, according to EPA
employees, could cripple enforcement of the Clean
Air Act against stationary sources of pollution.

Obsessed with the prospect of obtaining an election-
year “win-win” solution that promises to decrease
pollution while cutting back regulation, EPA managers
have ignored glaring technical deficiencies, glossed
over severe enforcement problems and muzzled
internal dissent. As a consequence, the Clinton-Gore
Administration has allowed its fixation on developing
market based solutions to distract it from its primary
responsibility of protecting public health.

As explained in Trading Thin Air, there are three major
defects with the OMT plan:

» First is the absence of “quantification protocols,”
i.e., the technical procedures for creating a common,
verifiable currency for trading. Quantification
protocols ensure that a trade is an “apples-to-apples”
exchange. The EPA’s own Inspector General (IG) has
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raised this failing in several reviews, yet EPA
management has overridden the 1G’s findings of a
“material weakness” to proceed with its proposal.

> Second, the plan is utterly dependent upon an
enforcement role which EPA cannot fulfill. EPA’s
enforcement programs already have serious
limitations and are in no condition to support new,
more complex responsibilities.

» Third, EPA's concentration on OMT has indefinitely
delayed submission of air poliution control plans for
all federally designated urban “nonattainment areas”
— areas disproportionately comprised of poor and
minority populations who are bearing the primary
health consequences of excessive air poliution.

Under OMT, cost reduction for industry would replace
public health as the driving force behind compliance
strategies since markets, not EPA, set the standard
for quality. The consequences for air quality would
be direct yet uncontrollable as state after state would
be able to opt out of known and certain compliance
and attainment strategies and opt into new market-
based regimes where everything would be negotiable
but little would be verifiable.

While EPA struggles to finalize these policies, it has
turned a blind eye on several states which have
already proceeded with open rmarket trading. As the
number of states and sources evading their Clean Air
Act responsibilities by way of this “don’t ask don‘t
tell” policy has grown, EPA has found itself in a frantic
rush to “grandfather” the past noncompliance.

The effects of this noncompliance may have serious
public health consequences. Since the OMT plan
allows “cross-pollutant” trading, a company may
increase its emissions of a highly toxic chemical (such
as benzene) if another company decreases its
emissions of a relatively non-toxic chemical (such as
nitrogen oxide or NOx). Thus, more deadly pollutants
could remain unabated in return for reductions of
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chemicals with little direct results for public health.
When several industrial facilities purchase pollution
credits in one geographic area, concentrations of
poilutants could create toxic hot spots.

Heavy polluting industries that would most benefit
from open market trading operate in low income
urban areas, a factor which would exacerbate the
environmental inequality inflicted upon the less
affluent neighborhoods and the people who reside
in them. Unfortunately, the Adrministration fails to
credibly address the “environmental justice” effects
of its own proposal.

Driven by the desire to unveil a “re-invention”
regulatory success story during a presidential election
year, EPA managers have deliberately turned a blind
eye to problems:

» invoking powers to override negative |G findings
and warning employees about the legal and
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professional consequences of disclosing internal
documents;

» tolerating a web of incestuous interconnections
between top agency policymakers and the
corporate creators of OMT; and

» encouraging “demonstration” trades of essentiaily
worthless emission credits (in lieu of meaningful
pollution reductions or fines) in a tortured effort
to show that a pollution marketplace can work.

In the end, EPA was simply trading thin air.

This reports concludes with the recommendations of
concerned employees on how to back out of this ill-
conceived drive for premature approval for open
market pollution credit trading and tackle the
underlying problems that need to be addressed
before any market-based compliance schemes can
be relied upon to protect public health and air quality.
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Trading Thin Air

II. The New Paradigm

“...the open market system in effect
deputizes the buyer’s
commercial interest to assure the

environmernt is protected.”

— Richard Ayres in “Protection of the Public
Interest: Enforceability”

pen market trading was christened as the new

paradigm for environmental requlation in a
1994 paper written by Richard Ayres of the law firm
of O'Melveny and Myers. “Developing a Market in
Emission Credits incrementally: an ‘Open Market’
Paradigm for Market-Based Pollution Control” was
published in the Bureau of National Affairs
Environment Report on December 2, 1994, This paper
was deeply influential in the newly formed Clinton/
Gore Administration.

The “new paradigm” promise of “easy” reductions
powered by market incentives was extremely
tempting to politicians who were advancing the
argument that economic progress and environmental
improvements were not only compatible but were
also inextricably linked.

During the first weeks of January of 1995, the
Administration made two signa! environmental
policy decisions affecting its air program. One
decision inaugurated “open market trading” as the
“new paradigm for market based pollution control.”
This was publicized in a letter from Assistant
Administrator for Air and Radiation Mary Nichols to
state air pollution control directors dated January
23, 1995 specifically citing the Ayres paper as the
inspiration for the proposed approach. Building on
this decision, in an announcement by President
Clinton and Vice President Gore on March 16, 1995
of their plans for “Reinvention of Environmental
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Regulation,” open market trading was listed as the
top priority.

Delay in Attainment Plans

The second policy directive, announced internally to
Agency staff in mid-January and memorialized in a
letter to EPA Regional Administrators on March 2,
1995, announced the deferral for at least two years
of the required submission of attainment plans for
ozone, These plans had been due on November 15,
1994. Nichols’ letter cited “unforseen difficulties in
gathering the necessary data” and that “the large
amount of reductions likely to be needed...has
resulted in unavoidable delays.”

As the two Nichols memoranda show, trading
moved ahead of attainment planning as a priority.
The net effect of these announcements was to signal
to the regulated community that the priority would
henceforth be on market based solutions and cost
reductions. This is in marked contrast to the Clean
Air Act, in which the top priotity is attainment of
the primary health based standards, with economic
incentive programs simply one of many tools to be
employed in meeting that priority. With these
events, previous attempts at balancing traditional
and market based approaches were at an end, and
the era of supremacy of the marketplace became
deeply entrenched.

The signal was not missed by the regulated
community, or by state regulators, some of whom
had their feet cut out from under them by this policy
shift. Since that time, the emphasis in many states
has become development of trading programs
instead of plans for progress toward attainment of
air quality goals.

One of the best examples of this is lllinois, which has
devoted substantial resources to development of its
Emission Reduction Market System (ERMS), while
neglecting to submit any semblance of the attainment

7 Y



U.S. Environmental Protection Agency

plan which was due five years ago for the Chicago
area. Chicago is officially designated as a “severe”
non-attainment area for ozone;
like most urban areas, it has a
high rate of asthma, and a rate
of respiratory-related hospital
admissions which spikes
immediately after ozone levels
peak. Similarly, most of the three
dozen or so other ozone non-
attainment areas are now five
years overdue with their 1994
ozone attainment plans, and
nationai average ozone levels for
the most recent year reported (1998) increased 5%
over the previous year.

Is Trading Inherently Bad?

As an activist with whom Mary Nichols used to work
when she was an environmentalist stated, “it’s not
that I'm against all trading programs, it’s just that
I've never seen a good one yet.” In theory, economic
incentive programs and emissiocns trading make
sense. Their promise is to stimulate clean-up actions
that would not have occurred otherwise, putting the
creative power of the market place to work finding
new ways to reduce pollution. 50 what is the
problem? The flaw comes from the assumption that
credited reductions will be from actions that would
riot have occurred otherwise,

All too often trading s what regulators are doing
instead of getting the pollution reductions already
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required and promised to the public under existing
federal law. Problems arise when emissions trading
is used to delay, rather than
accelerate, compliance with the
Clean Air Act’s requirements. To
the extent the program resulted
in reductions which were not
going to happen anyway, by
converting those reductions to
credits and allowing them to be
used in place of compliance with
federal requirements, any
possible environmentai benefits
from those reductions were
eliminated and an opportunity was wasted.

So, how can one distinguish a good trading program
from a bad one? A good program proceeds from a
clearly defined starting point, or baseline, which first
of all guarantees whatever clean-up is already required
under federal law. That basic progress line must lead
to a well defined end point clearly linked to the
environmental goal — in this case, a health based air
quality standard. Only then can trading be integrated
with the core program. This integration demands
safeguards, enforceable by both the federal
government and the public, and guarantees that
these alternative approaches preduce even greater
reductions and faster attainment of the ultimate goal
of protecting public health.

These are the standards by which the Administration’s
OMT plan should be judged.
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ITI. Romance of the Market

“Mary Nichols and | remain committed
to developing a model rule
which minimizes the Federal govern-
ment’s involvement...”

-— John Seitz, Director, U.S. EPA Office of Air
Quality Planning
and Standards, responding to the Inspector
General.

S ince the mid-90’s, open market proponents have
been unable to settle once and for all the issue of
whether emission credits should be certified, as in
previous trading policies, before use or, in the “new
paradigm” of open market trading, after use. Thatis,
whether quality control should be built-in up front
or on the back end of the process.

EPA has never found a "middle ground” and has
instead settled on a back end, or liability-based
approach. Sometimes called “buyer beware,” this
essentially relies on “the market” and the presured
fear, by credit users, of being unable to demonstrate
compliance and therefore subject to enforcement
actions. This approach is described rather elegantly
in the 1995 “open market trading” (OMT) proposa!
in language generally attributed to Rob Brenner, then
head of the Office of Planning Analysis and Review
(OPAR) who had just returned from a six month detail
to the White House where he worked on the
President’s Reinvention task force:

“Open market trading programs can begin
operating without waiting for agreement
on...pre-established emissions measurement
methodologies...The open market system
would shift review and approval...from the
front end...to the time of use as a compliance
determination and enforcement
matter...harnessing private sector
resources to assist government in assuring
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quality control. Responsibility for compliance
would motivate arms-length users to inspect
carefully and choose wisely among the
(credits) offered on the market, and to protect
themselves...In order to minimize risk, buyers
would look for quality and favor (credits) that
present low risks of placing users in non-
compliance...The EPA believes that the
principie of buyer liability will work the best
to assure (credit) quality.”

At a public hearing on an open market trading {OMT)
proposal, Ben Henneke, president of Clean Air Action
Corporation, provided the rationale behind his belief
that “the market” would naturally tend towards high
standards of quantification:

“EPA should not attempt to develop protocols
or comprehensive protocol ‘guidance’ at this
eatly point...Measurement issues can be
resolved by market decisions and by
discounting at enforcement.”

The banner of market driven credit quality was indeed
picked up by states hoping to leap ahead with open
market trading. As expressed by Michigan’s Air
Quality Division Chief Dennis Drake in a October 18,
1995 letter to EPA:

“The AQD believes that the market wilt address
uncertainty and provide the driving force for
improving the accuracy and replicability of
guantification protocols...Less reliable credits
will have a lower market value and may never
be purchased for use.”

These nearly poetic paeans to the miracle of the
market are dependent on two assumptions:

1. the existence of standards by which to judge the
quality of credits, standards of sufficient
determinacy to support development of good
protocols. Lacking such standards, users of suspect
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credits could claim lack of “fair notice”, and
defend their use of shoddy credits by invoking
such vague shibboleths as “due diligence,” “good
faith” and “good engineering practices.”

2. a credible threat of inspection, audit and
enforcement actions based on failure to comply
with the standards and consequent penalties
adequate to deter gaming the system.

The 1995 Open Market

Trading Rule (OMTR) Proposal

The 1995 OMTR proposal proclaimed itself as a radical
departure from previous trading policies, such as the
1986 Emissions Trading Statement and the 1994
Economic Incentives Program policy. These earlier
regimes are now seen as overly slow, needlessly
burdensome, cautious and, above all, hindering the
ability of the business community to respond to the
rapid pace of change in an increasingly competitive
international marketplace. The policy hailed itself in
its very first introductory sentence as “the number
one initiative” in President Clinton’s and Vice
President Gore's March 16, 1995 announcement on
“Reinventing Environmental Reguiation.” Among the
more salient features of the program relevant to the
issue of credit creation —

» No waiting. “(P)rograms can begin operating
without waiting for agreement on...pre-
established emissions measurement
methodologies...These features would reduce
front-end costs.” “The open market system would
shift review and approval...from the front end as
a SIP [State Implementation Plan] revision or
permit change, to the time of use as a compliance
determination.”

> Markets, not EPA, set the standard for quality.
The policies are described as “harnessing private
sector resources to assist government in assuring
quality control. Responsibility for compliance
would motivate arms-length users to inspect
carefully and choose wisely among the
(reductions) offered on the market.”
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» Buyer beware, “The EPA believes that the
principle of buyer liability will work best to
assure (credit) quality”. This is the primary
mechanism by which EPA hoped the
marketplace participants would be motivated
to be self-policing for high quality credits. This
feature was touted in the proposal as coming
from the “original program developers” and
reflects their core assumption about the wisdom
of “easy credits.”

The contrast of the 1995 OMTR proposal with the
quantification approach as it had evolved in the 1994
Economic Incentive Program (EIP) is sharp and
intentional. The OMTR acknowledges that the 1994
EIP approach is more likely to produce “a common
yardstick with which to gauge the validity of (credits)
and the greatest certainty of outcomes.”
Nevertheless, EPA, citing resource demands,
concluded the previous approach was no longer
workable and that it "would significantly dampen
development of the open market system.”

Almaost as if to underline her distaste for a “common
yardstick,” on July 10, 1995 Nichols delegated to the
Regional Offices the ability to take independent
actions on trading and other programs in their own
Regions. This action was in sharp contrast to previous
procedures which required Headquarters involvement
and buy-off on such rule-makings.

Until this fundamental shift in EPA’s approach to
enforcement of emission reduction requirements,
compliance techniques had to be included in the
federally approved plans, in federal code, and as such
were federally enforceable and subject to citizen suits.
The OMT shift allows compliance techniques to stay
“off the books,” at least the federal books, and to be
revised at will to meet the needs of specific states,
localities and industries.

The Missing “Middle Ground”
The 1995 OMT proposal admitted there was an
unresolved tension between the advantages and
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