South Coast
Air Quality Management District

i 218065 E. Copley Drive, Diamond Bar, CA 91765-4182
(909) 396-2000 - http://www.agmd.gov

July 25,2007

To: Interested Parties
Subject: Fourth Working Group Meeting to Support Evaluation and Review of RECLAIM’s
Compliance and Enforcement Aspects and Reassessment of the Program

The South Coast Air Quality Management District (AQMD) Governing Board found that the
average annual price of compliance year 2010 NOx RECLAIM Trading Credits (RTCs) traded in
calendar year 2006 exceeded $15,000 per ton. Therefore, consistent with Rule 2015(b)(6), the
Governing Board directed staff to conduct an evaluation and review of the compliance and
enforcement aspects of the RECLAIM program, and to assess the existing methodology for
determining average annual RTC prices and develop a new methodology for determining average
prices for infinite-year blocks of RTCs. In addition, the Governing Board also directed staff to
reassess to RECLAIM pursuant to Health & Safety Code §39616(f) and recommend any
necessary amendments to the program. A Working Group was formed to participate in the
execution of these items and Working Group meetings were held on April 17,2007, May 17, and
June 29, 2007 at AQMD’s Diamond Bar headquarters.

You are invited to the fourth and final scheduled Working Group meeting to be held on
Thursday, August 2, 2007 at 1:30 pm at AQMD’s Diamond Bar headquarters, Conference Room
CC6. We look forward to your participation in this Working Group meeting. The purpose of the
meeting will be to discuss the recommendations to be included in the report we are preparing as a
result of the Working Group process and any implementation issues. Further details are available
on AQMD’s RECLAIM website (http://www.agmd.gov/reclaim/reclaim_meetings.htm).

Feel free to contact Mitch Haimov (909/396-3129, mhaimov@aqmd.gov) if you have any
questions regarding the Working Group meeting or the program review.

ior Enforcement Manager
Compliance Assessment
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EVALUATION AND REVIEW OF THE RECLAIM PROGRAM
AND ASSESSMENT OF RTC PRICE REPORTING

BACKGROUND

e RECLAIM’s backstop provisions require review of the program’s compliance and
enforcement aspects if the average annual price of RTCs exceeds $15,000 per ton.

e Average annual price of compliance year 2010 NOx RTCs traded in 2006 was $15,698 per
ton.

e The high price of 2010 NOx RTCs traded in 2006 was to a large extent due to the manner in
which prices of “infinite-year block” (IYB) trades were reported & averaged.

e Governing Board members have inquired about the impact on the RTC market of investor
participation.

e The practice of arbitrary price reporting for “swap” trades of RTCs may adversely impact
market data.

e Governing Board directed staff to conduct review pursuant to Rule 2015(b)(6) and Health
and Safety Code Section 39616(f).

TIMELINE

e Price of 2010 NOx RTCs found to exceed $15,000 per ton March 2007
e Governing Board directed staff to review compliance and enforcement March 2007

aspects of RECLAIM and price reporting for [YB trades

e Surveys sent to all RECLAIM facilities April 2007
o Working Group Meeting I April 2007
e Working Group Meeting II May 2007
e Working Group Meeting III June 2007
e Stationary Source Committee July 2007
e Working Group Meeting [V August 2007
e Public Hearing September 2007




REPORT CONTENT

TOPIC DESCRIPTION
Compliance and Enforcement

Aspects of RECLAIM

Rule 2015(b)(6) requirement: | Analysis:

Assessment of allocation
compliance rates.

NOx allocation compliance continues to be high (see Figures 1
and 2).

Assessment of monitoring,
reporting, and recordkeeping
(MRR) compliance rates.

Compliance with RECLAIM’s MRR requirements remains high
(see Table 1).

Assessment of AQMD’s
ability to obtain appropriate
penalties.

Statutory maximums:

e $10,000 per day for non-emissions violations.
$25,000 per day for negligent emissions violations.
$40,000 per day for knowing emissions violations.
$75,000 per day for willful & intentional emissions
violations.

Assessment of whether
RECLAIM provides
appropriate incentives to
compliance.

Review of penalties actually collected indicates current statutory
penalty structure adequate to deter violations.

Recommendation regarding
need to make Rule 2004(d)(1)
through (d)(4) more stringent.

Incentives to Comply and Deterrent Effect of Rule 2004(d)(1)

through (d)(4):

e Rule 2004(d)(1) through (d)(4) specify that each day of
excess emissions may be a separate violation count plus 1
count per 1,000 Ib excess emission (500 1b if average annual
price over $8,000/ton).

e Compliance rates remain high.

e Maximum available penalties have not limited penalty
assessments sought by AQMD.




TOPIC DESCRIPTION

California Health and | e Review RECLAIM program if RTC prices exceed a predetermined
Safety Code Section level.

39616(f) e Governing Board set price levels when it adopted RECLAIM in

1993:

»  $25,000 per ton of NOx in 1994 dollars.

»  $18,000 per ton of SOx in 1994 dollars.

» Adjusted annually for changes in CPL

The predetermined level for NOx RTC price was not exceeded.
High prices for 2010 RTCs were biased by I'YB trades.

New reporting methodology will prevent further bias.

Price Reporting and
Averaging for [IYB
Trades

Current price reporting and averaging
= Parties to I'YB trades arbitrarily divide total value of I'YB trades
over as many or as few years as they wish (1 to 26 years have
been used).
=  AQMD averages IYB price data with discrete price data as
reported.
» Resulting average price data of limited usefulness.
In consultation with Working Group participants, staff evaluated
four candidate reporting methods to replace the one currently used:
= Reporting Candidate I:
o Separate Registrations for discrete trade and I'YB trades; no
mixed trades allowed.
o Price for I'YB trades reported in dollars per pound, not
dollars per pound per year.
o Governing Board to establish §39616(f) review threshold
(in dollars per ton) for I'YB trades.
o Rule 2015(b)(6) threshold not applicable to I'YB trades.
» Reporting Candidate II:
o Report I'YB trades as 15 discrete years and infinite block
commencing in 16™ year.
o Distribution of price between discrete years and I'YB
determined by parties to trade.
o Goveming Board to establish §39616(f) review threshold
(in dollars per ton) for IYB trades.
o Rule 2015(b)(6) threshold not applicable to infinite portion
of trades.




TOPIC

DESCRIPTION

Price Reporting and
Averaging for I'YB Trades
(continued)

= Reporting Candidate III:

o No change to current reporting requirements for I[YB
trades.

o Price amortized over 15 years at 4 % real interest.

o Use existing review thresholds.

= Reporting Candidate I'V:

o No IYB trades allowed.

o No trades involving RTCs for years beyond 15" counting
from current compliance year at time registration
submitted allowed.

o Use existing review thresholds.

Refer to Table II for evaluation of Candidate Reporting
Methods.

Investor Participation in
RTC Market

Provide needed capital for control equipment.

No compliance obligations.

Most RTCs (e.g., 89 % of NOx I'YB RTC sold during
compliance years 2003 through 2005) sold by shut down
facilities were purchased by investors.

Investors hold 382 tons of 2011 and beyond NOx RTCs (3.9 %
of total 2011 NOx RTCs) as of June 2007.

Typically there is approximately an overall 20 % NOx RTC
surplus at end of each compliance year since 2002.

Facilities generally hold back approximately 10 % of their NOx
allocations each year as compliance margin.

If NOx emissions remain constant at 2005 level, 2011 surplus
will be 1.2%.

Substantial emission reductions need to occur prior to 2011
to prevent a seller’s market.

Investors were involved in the vast majority of NOx I'YB trades
during 2006 (92 % by pounds traded and 95 % by cost; refer to
Figure 3)

There were fourteen NOx [YB trades during the first half of
2007, one of which (from a RECLAIM facility to another
RECLAIM facility) accounted for 31 % of total IYB pounds
traded and 87 % of total price. Investors were involved in all of
the remaining thirteen [YB trades during the first half of 2007
(refer to Figures 4 and 5).




Impact of Swap Trades on | e Current reporting: both parties agree on an assigned price

the RTC Market (typically within range of current prices at the time, but can be
arbitrarily high or low).

e Reporting current average price skews average annual price by
assigning additional weight to average price at the time of the
swap.

e Arbitrary reporting provides opportunity for price manipulation.

Recommendations e Staff implement Reporting Candidate 1.

¢ Governing Board set new predetermined Health and Safety
Code Section 39616(f) review thresholds applicable to IYB
trades in amounts equal to fifteen times the existing discrete
trade thresholds of $25,000 per ton of NOx RTCs and $18,000
per ton of SOx RTCs (1994 dollars) set by the Governing Board
when it adopted the program, with annual consumer price index
adjustments'. This recommendation will be a topic of
discussion at the next Working Group meeting.

e Staff hold one additional Working Group meeting in early
August to discuss implementation issues for the new reporting
approach.

e Staff continue to monitor impact of investor involvement in
RTC market.

o Staff discontinue including reported prices of swap trades in
calculation of average annual RTC prices.

' $25,000 per ton of NOx RTCs and $18,000 per ton of SOx RTCs in 1994 dollars translate to $34,008.10
per ton of NOx RTCs and $24,485.83 per ton of SOx RTCs in 2006 dollars.
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Figure 1
NOx Allocation Compliance
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Figure 2
NOx Allocation Exceedances
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Table 1

MRR NCs and NOVs

Total
MRR Record- Count of
Count | Monitoring | keeping | Reporting | Facilities**
Calendar Year NC 84 7 18 59 o3
2004 NOV | 63 14 2 47
Calendar Year NC 57 4 10 43 86
2005 NOV | 52 7 0 45
Calendar Year NC 51 6 1 34 55
2006 Nov | 33 7 1 25
Calendar Year NC 18 2 1 15 18
2007* NOV | 3 1 0 2

*  Violations issued as of June 30, 2007
** The count of facilities with violations in a single year is less than the count of
violations in that year because individual facilities can receive multiple citations.

Table

11

Staff Evaluation of Candidate
Reporting Methods

. ; Reporting Reporting Reporting Reporting

Evaluation Criterion | cahdidate! | Candidate Il | Candidate Il | Candidate IV
Is the Candidate Method | Highly Not reflective of | Not reflective of | Not reflective of
reflective of market reflective of RTC market RTC market RTC market
behavior? RTC market

How much potential for Excellent at Not effective at | Excellent at Not effective at
price manipulation does preventing preventing preventing preventing
the Candidate Method price price price price
pose? manipulation manipulation manipulation manipulation
How acceptable is the Most Low Second most Unacceptable
Candidate Method to acceptable to | acceptability to | acceptable to | to market
market participants? market market market participants

participants participants participants

How much administrative | Moderate Minimal Moderate Minimal
burden does the administrative | administrative | administrative | administrative
Candidate Method burden burden burden burden

impose on AQMD?




Figure 3
IYB NOx RTCs Traded in 2006
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Figure 4
IYB NOx RTCs Traded in First
Half of 2007
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Figure 5

IYB NOx RTCs Traded in First

_Half of 2007

Excludes a single 101 thousand pound, $9.6 million
non-investor trade out of fourteen total NOx IYB trades
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