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The U.S. EPA’'s New Clean Air Rules

Impact on Market Participants

In the last 18 months, the U.S. Environmental Protection
Agency (EPA) proposed and finalized a suite of rules
designed to improve air quality in the United States.
Collectively called the Clean Air Rules of 2004, two of
these rules—the Clean Air Interstate Rule (CAIR)' and
the Clean Air Mercury Rule (CAMR)—address the trans-
port of emissions across state boundaries from electric
generating units. The Ozone and Fine Particles Rules des-
ignate areas as being in “attainment” or “nonattainment”
for federal standards for ozone and fine particles, respec-
tively. The designations will be used by state, tribal, and
local governments to establish control programs to reduce
emissions. EPA expects CAIR to bring most areas into
compliance for ozone and fine particles.

Economic modeling, air quality analyses, and benefits
assessments have been conducted during the past three
years. ICF Consulting has performed much of the eco-
nomic modeling and analyses using its Integrated
Planning Model (IPM®), including work for EPA, the
Clean Energy Group or CEG (a coalition of private utili-
ties), the Clean Air Task Force, and several utilities and
generating companies.

Finalized on March 10, 2005, CAIR is designed to reduce
emissions of sulfur dioxide (SO,) and nitrogen oxides
(NO,), contributors to the formation of fine particulates
(PM2.5) and ground level ozone. This rule targets SO,
and NOy emissions from 28 eastern states and the District
of Columbia (DC). The final CAIR requires annual SO,
and NOy reductions in 23 states and DC, while requiring
25 states and DC to reduce NO, in the ozone season. The
rule establishes emissions budgets for affected states begin-
ning in 2009 for NOy of 1.5 million tons and beginning
in 2010 for SO, of 3.7 million tons. EPA estimates these
budgets are 45 percent and 50 percent reductions below
what would occur in the CAIR region absent the rule.?

Further reductions of approximately 0.3 million tons of
NO, and 1.1 million tons of SO, are required by 2015.
The rule allows emissions banking, so actual emissions
could differ from these levels.

Under CAIR, the states can achieve their required emis-
sion reductions either by having affected power plants in
their states participate in an EPA-administered, interstate
cap-and-trade system, or by implementing their own
measures, including those that may target other sectors.

CAIR has an interesting feature in that it is integrated
with the existing national SO, allowance trading program
implemented under Title IV of the Clean Air Act. Permit
holders under Title IV who also are affected by CAIR
must surrender their Title IV allowances in a greater than
1:1 ratio after 2010. In other words, for each ton emitted
from a CAIR-affected unit after 2010, a greater number of
SO, allowances must be surrendered. In the period 2010
through 2014, the ratio is 2:1, while in the period 2015
and beyond, the ratio is 2.86:1. This has the effect of cre-
ating different SO, markets for each vintage of allowances.

In addition to issuing the CAIR rule in 2005, EPA final-
ized the Clean Air Mercury Rule (CAMR) on March 15,
2005, implementing a cap-and-trade program for mercury
(Hg) emissions from utility power plants. Unlike the
CAIR rule, the mercury rule is national in scope, setting a
nationwide emissions cap applicable to all coal-fired boil-
ers with a capacity exceeding 25 megawatts.

When fully implemented in 2018, CAMR—along with
the impacts of CAIR—will limit Hg emissions to 15 tons a
year. EPA estimates this is a reduction of about 70 percent
from historic levels of 48 tons. Under CAMR, EPA has
assigned each state and two tribes an emissions budget for
mercury under the cap. As under CAIR, each state may
choose how to implement the rule, including participating
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in a federal trading program, implementing an in-state
trading program, or instituting facility-by-facility limits.

EPA estimates that the first phase cap of 38 tons by 2010
will be achieved as a co-benefit of reducing SO, and NOy
under CAIR. The second phase cap will require some
power plants to implement technology specifically to con-
trol mercury emissions. This may include additional
scrubbers and NOy control technologies, but also may
include activated carbon injection (ACI) technologies on a
number of units by the final phase of the rule.

These recent regulatory actions have not yet brought cer-
tainty to the electric power sector in planning for future
air compliance. The EPA mercury rule is not without con-
troversy. Several stakeholders object to the degree and tim-
ing of required reductions, as well as the trading aspect of
the program, favoring a command-and-control approach
that would limit emissions on a unit-by-unit basis, com-
monly known as the Maximum Available Control
Technology (MACT) limit. Several states have filed law-

suits to have implementation of the rule blocked.

In addition, the Bush Administration has stated its con-
tinued commitment to the Clear Skies legislation, origi-
nally proposed by President

Bush in 2002, citing a

desire to achieve greater

market certainty and

nationwide emissions

reductions. However, there

is opposition to the legisla-

tion on many fronts,

including from those that

object to its modifications

to current Clean Air Act requirements, to the mercury
trading provisions, and to the absence of mandatory car-
bon emissions reductions. Earlier this year, an impasse
within the Senate Environment and Public Works
Committee prevented the bill from being moved to the
Senate floor.

Finally, despite the Bush Administration’s stance on the
Kyoto Protocol, the recognition of the need to address
carbon emissions is gaining traction with U.S. corpora-
tions. A number of utilities have made commitments
to reduce their greenhouse gas emissions or the
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carbon-intensity of their operations. Just recently, the
CEO of Duke Energy called for a carbon tax. Moreover,
the potential for state-by-state patchwork of regulations—
both on criteria pollutants, mercury, and carbon—has
many stakeholders concerned. Given the significant capi-
tal investments required, and the potential that different
regulatory outcomes could influence the development of a
robust compliance plan, generating companies seek to
clarify the future outlook for air regulations.

For more information on ICF Consulting’s emissions
reduction capabilities, please visit www.icfconsulting.com/
cleanair. ms——-o

' CAIR was previously known as the Interstate Air Quality Rule when it was
proposed in January 2004.

2 See Technical Support Document for the Clean Air Interstate Rule, Notice of
Final Rulemaking, Regional and State SO, and NOx Budgets, March 2005,
prepared by Office of Air and Radiation, U.S. EPA, EPA Docket OAR 2003-0053.
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