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Thinking Ahead

If you don't like an EPA regulation,

make a counterproposal;

if it meets the same standards,
the EPA will probably accept it

Any manager who has had to deal
with regulations—whether from the
EPA, the FCC, or the FD A~knows
that any one regulation will not ex-
actly fit his or her situation. Inevi-
tably, the rule is too inflexible to al-
low managers to meet the require-
ments in ways that make sense for
their operations.

Recognizing that managers and
engineers probably know better than
rules writers how to meet emission
requirements in specific situations,
the EPA has proposed three “con-
trolled trading” reforms to the Clean
Air Act that allow managers to batch
sources and mix controls. In this ar-
ticle, the author describes how con-
trolled trading works and enjoins
managers to take the initiative in
proposing new ways to meet pollution
standards. He also suggests that this
counterproposal process could be
adapted to many other kinds of regu-
lation as well, not only saving indus-
try billions of dollars but also pro-
viding the same benefits intended by
the regulations.

William Drayton was assistant ad-
ministrator for planning and man-
agement of the U.S. Environmental
Protection Agency. He has taught
regulatory and management reform
at both Stanford Law School and
Harvard's Kennedy School of Gov-
ernment. Before that he worked for
5ix years as a consultant with
McKinsey e Co.

Getting
smarter
about
regulation

William Drayton

Over the last four years, the Environ-
mental Protection Agency has been
putting in place a new, smarter ap-
proach to regulating air pollution. If
a company can find a more efficient,
less costly way of getting the regula-
tory job done than the EPA’s rules re-
quire=which in almost every case it
can—the government will let the com-
pany do the job its way.

Companies that have tried this new
approach have achieved substantial
savings, chiefly by “trading” expen-
sive controls for cheaper, often inno-
vative alternatives. For cxample, the
3M Company plans to save $5 million
at its Bristol, Pennsylvania plant next
year by using water-based coatings and
a new solventless “hot melt” process
to reduce emissions more than re-
quired on three production lines in
return for reduced controls on seven
other lines.

Managers should be looking to see
how they can benefit from this proven
new approach. They can do so confi-
dent that it has the new administra-

tion’s strong support. One of Presi-
dent Reagan’s first environmental acts
was to malke it easier for certain large
urban plants to make these kinds of
trades,

The idea behind controlled trading
is very simple. Rules, even the best
possible rules, can’t do what the man-
ager on the spot can: find the most
efficient way of getting the job done.
Rules writers can only produce a se-
ries of generalizations that apply re-
gardless of cach situation’s particular
facts (and that usually also ignore
other regulations affecting that case).
The more a rules writer tries to adapt
a rule to particular circumstances, the
more detailed and inflexible it be-
comes.

Controlled trading gives the man-
ager back the flexibility to find the
best way of getting the job done that
traditional regulation took away. In-
stead of simply writing rules and then
enforcing them (“command and con-
trol” regulation|, controlled trading
encourages business to propose smarter
alternatives before government moves
on to enforcement (“command, coun-
terproposal, and control”). This sim-
ple change promises to be the most
significant innovation since the 1930s
in how this country regulates.

Managers can either counterpropose
changes within one plant, as 3M has

Author's note: A great many people worked very
hard to make these reforms a reality, However,
Henry Beal, Barbara Blum, Michele Corash, Doug
Costle, Roy Gamse, Dave Hawkins, John Hoffman,
Jim Kamihachi, Bob Kerr, Frans Kok, Mike Levin,
John Palmisano, Steve Seidel, Deborah Taylor, and,
most particularly, Jodie Bernstein were all key
colleagues,



done at Bristol, or they can negotiate
trades with other plants in the same
area—e.g., by paying another company
to reduce pollution more than it is
required to do as a means of avoid-
ing a more expensive equal reduction
at their own facilities. They can also
“bank” any such excess reductions
for future use or sale. Government, as
trustee for the public’s interest, makes
sure that such counterproposals are
both environmentally equivalent to
and as enforceable as the rules they
replace.

Business can save a great deal by
using these new tools. A Du Pont
study of roughly so of its plants, for
instance, suggested that the company
could cut its costs for controlling hy-
drocarbon pollution by more than
60%, or $8oc million annually, if it
were allowed to make a simple switch
in the mix of its controls. Because its
calculations assume no innovation and
no trading across plant lines, Du
Pont’s eventual savings will probably
be much greater. '

For example, at its Deepwater, New
Jersey chemical complex, Du Pont will
save $12 million by reducing emis-
sions from five large hydrocarbon
stacks more than 97% in exchange
for not having to meet 85% reduction
requirements at 200 small, difficult-
to-control process sources. The air
will be cleaner after this switch than
before. Further, since Du Pont will
now have to control and the state en-
vironmental agency monitor only five
point sources, the trade will result in
faster compliance and better enforce-
ment.

It is casy to understand how Du
Pont could achieve such results in
view of the extraordinary range of
control costs that industry after in-
dustry now experiences. Companies
commonly incur vastly different costs
for removing a pound of the same pol-
lutant from different parts of a plant.
In 1977 the EPA looked at a number
of plants to get a quick sense of the
range of costs. At the first plant it
found that the cost of removing one
pound of dust from the emissions of
different processes, each subject to its
own regulation, ranged from less than
25 cents to $1oo.

Even a rule setting a performance
standard for one process (e.g., paint
spray booths) is likely to prove crude
and wasteful. A plant engineer who

is responsible for 20 such booths
knows that some are big and new
while others are old and small; that
they have different engineering qual-
ities; that some are used all the time
and others only for special jobs or at
peak load capacity; that several will
be scrapped soon. If only the rule that
all paint spray booths must meet a
fixed standard were not in the way,
the plant engineer could accomplish
the same result much more efficient-
ly by controlling big, new, easily con-
trolled, heavily used machines more
and small, old, peak-load booths less.
Or he or she could ignore some of
these small booths by controlling
more tightly another process emitting
the same pollutant elsewhere in the
plant.

Swaps across plant lines and indus-
tries make even more sense than those
within a regulated process or among
different processes within a plant. The
average cost of removing a pound of
a pollutant in industries with high
abatement costs is a hundred times
greater than the average cost in in-
dustries with less expensive options.
Taking such huge variations in cost
both within and among industries
into account, managers can achiecve
truly dramatic savings by trading in-
creased controls on low-cost processes
in a low-cost industry such as chem-
icals for less stringent requircments
for high-cost processes in a high-cost
industry such as nonferrous metals.

This reform will eventually save
billions of dollars a year. With air and
water pollution clean-up costs alone
running at roughly $40 billion per
year, even a 10% savings would be
worth $4 billion annually. Actual sav-
ings are likely to prove much greater
than 10%, especially once trading
across  plant  boundaries becomes
common. The EPA is working to create
new market institutions to facilitate
this trading. Applying the counter-
proposal idea to other areas of regula-
tion will, of course, further multiply
the savings.

This reform has passed the initiative
back to business. These very substan-
tial savings, which go to the busi-
nesses innovating better controls and
trading in this new market, should
provide them with ample incentive
to take the initiative.

Investing management time here
will help the public as well as profits.

Socicty urgently needs a markedly in-
creased flow of new pollution-control
techniques. Controlled trading pro-
vides business the same powerful,
bottom-line incentive to find new,
more efficient pollution-control meth-
ods to cut production costs. In the ab-
sence of such innovation we cannot
solve the environment’s core strategic
dilemma: how to fit a volume of pol-
lution that grows with the economy at
a compound rate year after vyear into
the forever fixed carrying capacity of
our air, land, and water (see the ruled
insert on p. 40).

Controlled trading should also help

solve the environment’s second-gen-
eration enforcement dilemma—indus-
try’s dismal failure to operate or main-
tain efficiently its control equipment.
Recent EPA studies show that the
average ‘“complying” source of air
pollution currently emits in excess of
25% more pollution than it legally
should, even netting out periods when
it emits less. This problem, already
critical, will get steadily worse as
equipment ages unless we give plant
managers and engineers new incen-
tives. Now they commonly ncither
understand nor care much about their
control equipment. However, once
they design their own controls, they
will have both the understanding and
the psychological investment that are
critical to keeping them working.
- Finally, regardless of how Congress
may modify the Clean Air Act’s en-
vironmental standards, these benefits
will stand. Whatever standards and
rules (inevitably wasteful] the EPA
sets, managers can always make coun-
terproposals. (See the ruled insert on
p. 52 for a summary of steps a busi-
ness can take to find better, cheaper
methods for cleaning up.

Trading a pound of pollution

Controlled trading is a new reform
strategy. Most regulatory reforms have
worked to regulate the rules writers—
to force them to do a better job. Rules
writers must consider everyone's opin-
ion. They must follow detailed legal
procedures; routinely consider en-
vironmental, economic, consumer,
energy, urban, rural, equal opportuni-
ty, and a steadily expanding host of
other concerns; and, increasingly, cal-
culate cost-benefit ratios.
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Escaping an environmental dead end

The environment is caught in a very dangerous
cycle. Every year there are more people in the
world, and every year the amount of economic
activity per person increases. Consequently, the
volume of poliution grows at a compound rate, and
every year the absolute increase in our pollution
problem grows bigger and harder to manage than
the year before. nfortunately, the amount of air,
land, and water never grows

The resulting accelerating imbalance between
pollution and our natural resources is the chief
reason our environmental problem is so difficult.
Several decades ago people hardly warried about
pollution. But by Earth Day in 1970 many felt condi-
tions had become intolerable. Since then, because
of strong regulatory interventions, as a nation
we've reduced the levels of most traditional pollu-
tants. For example, the air contains 17% less sulfur
now than in 1970. Had we not acted, however, sul-
furlevels would have become dramatically worse,
nol better. If our country does nothing more for even
atew years, sulfur levels will again rise rapidly.

This annual compound growth in the volume
of pollution is driving the United States toward a
very painful dead end. Just to maintain current,
often unhealthful air levels — let alone to make any
progress—the EPA and state environmental
agencies must move down two very expensive,
politically painful, and increasingly resistance-
prone paths.

First, growing pressure forces the EPA and state
agencies to require those they regulate to remove
progressively larger proportions of the pollution
they generate. To reduce pollution 85% typically
costs much more per additional pound removed
than it does to remove 60% — and 98% costs much.
much more. As we move up this cost curve, resis-
tance increases. Understandably, people want to
know whether it makes sense to remove the next
few tons of poliution if it costs as much to do so as
removing the last several hundred tons.

The second path is at least as unattractive. Envi-
ronmental managers are being forced to regulate
larger and larger numbers of smaller and smaller
people. Whereas the EPA and the states originally
regulated only major polluters, they are now strug-
gling to force car owners in some 20 cities to submit
to annual inspections of their pollution control
equipment. Although this program costs relatively
little per ton of pollution removed, few car owners
(or the affected local governments) are enthusias-
tic. Similarly, environmental agencies have been
compelled to reach out to small industries like dry
cleaners and local printers. Visualize the reaction
your local printer had when an environmental offi-
cer informed him that some of his presses emitted
invisible pollutants and needed expensive contrais.
With each step down this path, the hassle
factor per pound of pallution removed increases
geometrically — as do the administrative costs
incurred by the environmental agencies.

In other words, as the volume of pollution con-
tinues to compound, the real price of maintaining
any given level of air quality increases sharply. And
as this trend continues. society may eventually be
tempted to compromise its public health standards,
In either case, itis impoverished.

Finding a third path that leads away from this
dead end is the most important strategic objective
of thoughtful environmental managers, public or
private. The only serious possibility lies in greatly
accelerating the rate at which society discovers
new, impraved means of environmental control, If
the country can increase this innovation rate
sharply, it may be able to cut control costs as fast as
compounding pollution pushes them up.

The EPA’s research slaff can't possibly do all or
even a significant portion of this job. Society will
succeed only if it releases the creative energy and
focuses the technical ability and specialized knowl-
edge of thousands of managers and plant engi-
neers all across the country on this problem. That is
what controlled trading is designed to do and why it
is environmentally essential.

Unlil now almost all controls have been end-of-
the-pipe black boxes (scrubbers, bag houses, and
so forth). Probably because of the noninvolvement
of plant engineers to date, relatively little control
has occurred through modification of the underlying
production processes. Process change is one of
the most obvious areas where the innovation stimu-
lated by the positive incentives of controlled trading
should take hold.

We're getting better rules today as
a result of these cfforts, However, a
rule is still a rule—unavoidably over-
generalized and rigid.

Controlled trading doesn’t try to
regulate the regulators further; rather,
it frees managers to find better solu-
tions,

Managers, plant engineers, and cor-
porate environmental officers, unlike
rules writers, can identify and install
the most sensible mix of controls for
each facility, innovating where neces-
sary and taking into account all its
unique circumstances as well as those
of nearby plants and of the area’s air
quality conditions. They can do this
by negotiating case-by-case trades—if
government lets them—in exactly the
same ways companies deal with one
another in every other aspect of com-
merce. The essence of EPA’s controlled
trading reforms is to make such trad-
ing possible. They are designed to free
management ingenuity and initiative
through three key, closely interrelated
tools: the bubble, offset trading, and
banking.

The bubble: Managers can use this
reform to escape the narrow scope of

existing process-by-process regulation
and to look at their facilities as a
whole. In planning their counterpro-
posals, they can imagine that their fa-
cilities are covered by an enormous
plastic bubble or dome. Managers may
control the several sources of pollu-
tion under the bubble in whatever
way they think makes sense, as long
as no more pollution escapes than
would have under the former process
regulations. As long as air quality is
protected, the bubble can stretch well
beyond one plant’s boundaries. It ap-
plies to all existing processes that emit
the same pollutant.

Within nine months of the EPA’s
announcement of the bubble policy in
December 1979, industry had started
to develop more than 7o bubble trades,
The average trade promises to save
more than $2 million. The trades are
as varied as the companies’ circum-
stances:

O With a multiplant bubble cover-
ing two of its generating stations in
Providence, Rhode Island, Narragan-
sctt Electric is saving its customers

upward of $3 million and the coun-
try 600,000 barrels of imported oil per
year while cutting sulfur dioxide
emissions by 30%. Both stations now
burn imported low-sulfur oils; in ex-
change for use of domestic natural
Bas at one plant, the company will
switch to higher-sulfur oil at the
other.

O Through an  analogous  fuel
switch, Kodak’s Eastman Gelatin
subsidiary in Peabody, Massachusetts,
where unemployment is high, avoid-
ed laying off 350 workers. And a small
Pennsylvania nursery company pro-
poses similar trades at three of its
greenhouses.

L At its printing and packaging fa-
cility in Boulder, Colorado, Coors
Becr expects to save between $300,000
and $>.5 million per year. Emissions
on onc printing line can exceed regu-
latory limits as long as that excess is
offset by another line emitting less
than it is allowed that day.

L U.S. Steel’s bubble at its Fairless
Works will save it $15 million by sub-
stituting the use of low-sulfur fuel in
six production processes for the instal-
lation of very expensive coke oven
gas desulfurization equipment.
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The 3M and Du Pont cases discussed
previously illustrate two other types
of bubble trades.

As business and the EPA continue
to gain more experience with this cen-
tral innovation, they will work out
its remaining bugs and make it stead-
ily casier to use. For example, one
change New Jersey made in January
affecting one industry in that state
alone produced 5o new bubble pro-
posals by April. As the volume of
bubble trading increases, it will be-
come increasingly easy to use—to the
benefit of both the environment and
the country’s need to modernize its
plants and generate new jobs.

Offset trading: It is illegal to build
a new facility or expand an existing
plant in an area where the air is too
contaminated to meet basic health
standards if doing so will aggravate
the area’s air quality problem. To pre-
vent an intolerable conflict between
the need for local economic growth
and modernization on the one hand
and this statutory public health re-
quirement on the other, the EPA de-
veloped the offset policy: the new
source of pollution can move in as
long as it (1} controls its emissions as

tightly as possible and (2] offsets
whatever it can’t control with reduc-
tions not already required by law of
the same pollutants from other facil-
ities elsewhere in the community.

0O When Pennsylvania successfully
attracted Volkswagen to a site in the
western part of the state, one element
in its package of inducements was the
provision of sufficient offsetting re-
ductions of the area’s smog-causing
hydrocarbon pollutants to meet this
requirement. The state provided these
offsets itself in large part by shifting
to water-based rather than petroleum-
based asphalt in its road building and
repair work in 16 nearby counties. The
VW plant now nceds additional off-
sets, and it and the state are explor-
ing several prospects at nearby steel
facilities.

[0 The chambers of commerce in
Shreveport and Oklahoma City made
room for new General Motors plants
in their communities by inducing
local oil companies to close marginal
facilities and reduce storage tank emis-
sions.

0 Management of General Portland
Cement paid Parker Brothers $520,000
to install dust collectors on its facil-
ity in New Braunfels, Texas so that
General Portland could add a new
coal-fired preheater to its plant there
without pushing the area over the
health standards for particulates.

During the start-up years of 1978 and
1979, business completed nearly 700
documented offset trades. The third
and newest clement of controlled
trading, banking, will male such trad-
ing much easier and should increase
its volume substantially.

Banking: Swapping clean-up re-
quirements among pollution sources
is the essence of controlled trading.
Where one source can provide the
same pollution reduction far more
cheaply than another, everyone gains.
When the sources lie beyond a com-
pany’s boundaries, however, trading
becomes more difficult. Companies,
especially those opening a facility in
an unfamiliar community, have in-
adequate information regarding bhoth
what reductions are available else-
where and what their price tags are.
Consequently, despite the oppor-
tunities offered by huge variations in
the costs of removing a pound of the

same pollutant both among companies
and industries, 95% of all completed
offset trades have involved different
parts of the same company.

Trading is difficult for another rea-
son: most clean-up decisions involve
capital investments that are imple-
mented at one moment in time. Even
if two planned investments are ob-
vious trades, a switch may nonecthe-
less prove impossible if the invest-
ments are timed differently. This is
cspecially likely if each decision is
driven by independent regulatory
deadlines.

Banking solves these problems. A
pollution reduction bank works sim-
ply: it (1) purchases or takes emission
reduction credits (for abatement be-
yond what the law requires) on con-
signment from pollution sources in its
service area, (2) stores them, or (3]
acts as a clearinghouse to facilitate
subsequent trading. For example, a
company may decide to install a
larger, more efficient piece of control
equipment than it legally must and
sell the additional reductions to the
bank if the price is attractive. Or a
plant may switch to natural gas and
sell or consign the resulting pollution
reduction to the bank.

Some local governments have been
working actively to help their banks
build up their emission reduction ac-
counts. Boston, for instance, is con-
sidering providing free technical as-
sistance to private building owners
secking to cut their fuel hills in return
for control over the offset credits that
will flow from the accompanying pol-
lution reductions, By August 1980,
San Francisco, Seattle, and Louisville
had full-scale banks in operation, and
another 20 communities or states were
developing them. (Even without such
institutions, many companics have
stockpiled reductions or potential re-
ductions hoth to safeguard future
growth and, with the help of the hub-
ble, to phase in control investments
morc cconomically than existing
regulatory deadlines allow.)

A pollution control bank can be a
for-profit or not-for-profit organiza-
tion; in the latter case, local environ-
mental control or cconomic develop-
ment agencies or perhaps chambers of
commerce are most likely to manage
them. _

Once it has established such a bank,
a community will have a competitive
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advantage in attracting industry. As
5001 as a company expresses interest,
the community can immediately offer
at a known (perhaps subsidized) price
a supply of emission reduction credits
that the company can use to satisfy

pollution  standards. Management
saves not only money but also a good
deal of regulatory uncertainty, delay,
and frustration. A working bank will
also  benefit established companies.
Before investing in expensive controls,
a manager can quickly and efficiently
determine whether it might be simpler
or cheaper to buy a reduction from
the bank,

Banks may also provide brokerage
services to help extend the efficiencies
of controlled trading to smaller com-
panies and make the market more
liquid. In this role, a hank can further
stimulate the market by providing
free audits to help companies evaluate
the potential for creating extra reduc-
tions. Brokers providing some or all of
these services may, of course, operate
independently of a bank.

A formal banking system creates a
continuing incentive for companies
to do more than required when replac-
ing control equipment or mecting new
control standards. The banking re-

July-August 1981

form helps make these cheap extra re-
ductions valuable commodities that
management can use to satisfy future
control obligations, to offset planned
expansions, or to sell to other com-
panies locating or expanding in the
area. The bank charter's legal guar-
antees can encourage investment in
pollution reductions by protecting the
credits against confiscation and by
specifying what will happen if, for
example, the EPA demands further re-
ductions.

Safegnards: This new market ap-
proach to regulation could not sur-
vive laissez-faire. If the EPA or the
states allow these reforms to become
loopholes, controlled trading will col-
lapse instantly. The environmental
community and the public would,
quite sensibly, reject it. Consequent-
ly, the EPA has taken great care to
design this new approach to be loop-~
hole resistant. The bubble policy in-
corporates a number of safeguards,
for example:

0 Hazardous elements (e.g., ben-
zene) of a class of pollutants (e.g., hy-
drocarbons) can be traded only if the
volume of that element declines. The
presence of trace elements cannot,
however, be used to block a trade.

[ The EPA discourages trades of
road and storage pile dust for produc-
tion process emissions, chiefly because
the former may be less harmful and
harder to measure or model. How-
ever, the EPA has approved a bubble
involving just this sort of trade at
Armco’s Middletown, Ohio steel plant
because Armco actually demonstrat-
ed that its counterproposal removed
more than six times the pollution—
4,000 tons a year instead of only 650
tons. (This bubble saves Armco from
$14 million to $16 million in capital
costs and $2.5 million to $3 million a
year in operating costs.)

In addition to these substantive safe-
guards, the EPA has, at least initially,
limited both those who can use bub-
bles and where they can do so. The
EPA will only consider bubble appli-
cations from companies that have
complied with current emission limits
or are keeping to an agreed compliance
schedule. Frankly, this provision was
written to keep cheaters out of the
new marketplace, especially during
its sensitive start-up years. There are
very few such companiecs. Of Connect-
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icut’s 13,000 registered sources of air
pollution, for example, only 20 to 30
required serious enforcement action
during the first four years of environ-
mental regulation in that state. And
only 3 or 4 of these were hard-core
scofflaws. However, every regulatory
agency knows which companies in
its jurisdiction these few are. (The
staff has suffered at their hands be-
fore.] To let one of these companies
be an early applicant would be to en-
sure a worst-case Tesponse, setting a
precedent that could limit needlessly
the bubble’s applicability.

The policy’s chicf geographic limi-
tation is in areas that have not met
minimum national air quality stan-
dards. Companies in such areas must
demonstrate that their hubbles will
not interfere with the area’s making
satisfactory progress toward achieving
compliance.

The ultimate safeguard of every-
one's interest is, of course, the en-
vironmental agencies’ final reviews of
each counterproposal. Acting in the
public interest, these agencies will ap-
prove a trade (or bank transaction]
only if it respects their policies and,
most important, passes the corner-
stone tests of environmental equiva-
lency and equal enforceability.

Now let’s look at the U.S. experi-
ence with controlled trading to date,
point up what the problems have
been, and summarize the major out-
standing policy issues.

Making a regulatory market work

Turning the idea of a regulatory mar-
ket that supports extensive controlled
trading into reality is an ambitious
undertaking. Literally thousands of
people—business managers and engi-
neers, state and local officials, EPA
staff, legislators, environmental activ-
ists, and the press—must learn to use
regulation and to work with one an-
other in fundamentally new ways. Al-
though controlled trading is now a
proven, widely used approach produc-
ing very substantial benefits, it will
still take years before it is fully insti-
tutionalized where it is most crucial
—in these people’s heads. (It took 15
years for American farmers to accept
hybrid corn.)

Over the next several years the Con-
gress, the EPA, the states, and both
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the business and environmental com-
munities will continue to develop and
refine the reform’s basic legal struc-
ture. They will close the odd loophole.
More important, they will extend the
market’s coverage and continue to
loosen restrictions that prove unnec-
essary. Business must also organize to
take advantage of this new oppor-
tunity; it must provide the chief case-
by-case initiative.

The experience so far: The simple
common sense of the counterproposal
idea quickly won full support. Al-
though initially some environmental-
ists feared that the reform might be-
come an enforcement loophole or take
too much staff time, much of this ini-
tial concern has abated with actual
experience and as the reform’s en-
vironmental advantages have become
more apparent. Recently, one envi-
ronmental leader commented that this
approach is probably the wave of the
future. A number of line managers
quickly saw the practical implications
for their companies. John Barker,
Armco’s director of environmental
engineering, described his first bubble
as follows: “We can control six times
as much [pollution] for one-third the

cost in half the time and at a tiny frac-
tion of the energy consumption.”

After several years and more than
a thousand completed trades, offset
trading is reasonably well established.
Because so little cross-company trad-
ing occurs, however, much of the pos-
sible benefit remains untapped. The
new banking and brokerage reforms
should help.

The bubble is now beginning to
gain considerable momentum. Its
start-up year was much slower, in
large part because the EPA was very
cautious when it launched the bub-
ble policy in December 1979. It took
great care to avoid either falling on its
face administratively or creating an
enforcement loophole (which it felt
might well prove politically fatal to
the whole policy].

The agency was probably too cau-
tious, however. It imposed a series of
restraints on the policy that—in fact
or as a matter of perception—frustrat-
ed many of the state environmen-
tal agencies and companies seeking
to use it and that, with 20-20 hind-
sight, were not necessary. Irving Sha-
piro of Du Pont, one of the bubble
policy’s early supporters, expressed
this common frustration in an April
1980 letter to the EPA: “T am quite
concerned that procedural problems
may prevent its [the bubble’s] effec-
tive implementation.”

Midcourse correction: In September
1980, the EPA convened a conference
of businessmen, congressional and
White House staffs, environmentalists,
and state and local environmental
agency managers to help it design a
midcourse correction for the bubble
policy. Since then it has removed a
number of unnecessary barriers:

O The EPA will now approve
classes of trades proposed by the states
rather than insist on reviewing each
case itself. This change responds to
the most loudly voiced complaint of
both industry and the states. They
have found the added delay and sec-
ond-guessing of a formal federal re-
view of each counterproposal, on top
of a formal state review, maddening.
The EPA responded first by offering
to do its review simultancously with
the state whenever the state and com-
pany were willing.

Then, in November 1980 the EPA
agreed to allow New Jersey to ap-

prove hydrocarbon bubbles by direct
permit changes as long as the proce-
dure met a few simple criteria. The
EPA would have 20 days to object to
such bubbles, but federal approval
would no longer be required. (New
Jersey believes that this one small
change will in 1981 permit that state
alone to approve up to 3co chemical
companies’ bubbles, worth several
hundred million dollars in savings.)
The EPA has urged other states to de-
velop similar generic regulations gov-
crning bubble approvals, and a grow-
ing number are doing so. State and in-
dustry initiative is what's needed now.

[0 The EPA no longer routinely re-
quires detailed mathematical model-
ing—the time-consuming, expensive,
and unavoidably judgment-filled black
art of air pollution regulation. For
00% of the applications, where much
casicr tests of environmental equiva-
lence will suffice, that's all the govern-
ment now requires.

[0 The EPA no longer restricts
trades in areas with unacceptable air
quality across the different processes
emitting hydrocarbons for which it
has developed technical guidelines.

[0 The agency now allows the can-
coating industry to exceed its emis-
sion limits with some batches of cans
as long as it offsets those excesses.
This change will be worth $r35 mil-
lion to this small industry in 1981
alone—another precedent other indus-
tries can follow.

[O0In March 1981, the Reagan ad-
ministration changed the definition
of source in the EPA’s nonattainment
regulations, This change allows com-
panies locating large new facilities at
existing sites to trade control require-
ments between new and old parts of
the plant. Two refineries and two GM
plants in California will be immediate
beneficiaries.

These and a number of other simple
recent changes have made it much
easier to use the bubble.

Four major, difficult issues are still
outstanding, however. How they are
resolved will importantly influence the
speed and degree to which our coun-
try benefits from controlled trading:

1. Should government limit the use
of the bubble in areas that have not
met national air quality standards for
health—that is, most of our cities?
During the year after it announced
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the bubble policy, the EPA in effect
prohibited its use in nonattainment
areas with two limited exceptions—if
a company could demonstrate that,
taking all sources of pollution into ac-
count, either its part of the city did
meet air quality standards or had an
adequate plan for doing so or, alter-
natively, that certain limited types of
hydrocarbon trading (exempted for
historical purposes] were involved.

This sweeping restriction is not
what the EPA intended. The original
policy approved trading once an area
had a fully accepted plan for coming
into compliance. The agency then ex-
pected to approve plans for most
areas within months after the bubble
policy was promulgated. Good inten-
tions notwithstanding, however, al-
though the agency has partially or
conditionally approved a great many
state plans, it has given final permis-
sion to very few even now. Conse-
quently, urban bubbles proved to be
available to only those few companies
that could fit into one of the two ex-
ceptions.

Now the EPA allows bubbles in
nonattainment areas regardless of the
finality of the state/local compliance
plan. Tt has, however, imposed a new
condition: companies proposing bub-
bles in such areas must meet a high-
er standard of control, ‘“reasonably
available control technology,” than
previously applied to them. The ra-
tionale for this added requirement is
that, once the area gets a finally ap-
proved control plan in place, the com-
pany will probably have to meet a
higher standard. If the government
lets the company go ahead with capi-
tal investments that fall short of this
future need, it will, a year or so later,
cither have to force the company to
go through expensive retrofits or ac-
cept inadequate levels of controls.

This new condition will clearly dis-
courage some, perhaps many, com-
panies from proposing bubbles. A
higher standard is a more expensive
standard, and only the more profitable
trades are likely to make accepting
thesc extra costs worthwhile. How-
ever, if managers believe that in a few
years they will face a higher standard
in any case, they will prabably give
only limited weight to this temporarily
increased expense. They may even
prefer to get an early, firm reading of
what will eventually be required.
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Delay and uncertainty are likely to
be a more serious barrier. Definitions
of reasonably available control tech-
nology do not exist for a great many
processes. Must a plant manager seck-
ing to develop a bubble under this pro-
vision first get his or her state agency
to define standards for those pro-
cesses the plant wishes to put under
a bubble and for which no standard
has yet been set? If so, given the dif-
ficulty of setting such standards and
the press of many other demands on
state air pollution agencies’ staffs, the
manager may have to wait some time
to get an answer.

Fortunately, in most cases govern-
ments that allowed companies to use
the bubble without this added re-
quirement would not be confronted
with a retrofit-or-nothing Hobson's
choice. As long as a company or its
community has a number of ways of
reducing pollution, there will be no
need to force sources that have just
exccuted a trade to retrofit. If the gov-
ernment revises a community abate-
ment plan and asks companies in the
area to reduce their emissions, they
can comply by controlling any source
of the same pollutant within the area
using controlled trading techniques.

Most cities are not suffering ex-
treme levels of pollution and could
mect clean air standards in a number
of different ways. At least these cities
could approve bubbles within the
limits of existing requirements with-
out risking the inability to meet stan-
dards. Such a liberalization would go
a long way toward realizing the full
potential of the bubble.

2. Should the companies that must
be in compliance with air quality stan-
dards by 1982 (or face financial penal-
ties) have to install unduly expensive
control equipment because they can-
not get their bubble proposals ap-
proved in time! The EPA has taken a
step toward solving this problem by
informing companies that are inter-
ested in using the bubble and that are
proceeding satisfactorily toward com-
pliance that it won’t use its limited
enforcement resources to investigate
their cases, thus de facto removing the
penalty deterrent to using the bubble.

3. How can managers be assured
that the reduced control requirements
they purchase in exchange for a great-
er abatement effort elsewhere won't
be expropriated? Some managers have

Finding a better way

Each plant's managers should try to find better, less
expensive ways of cleaning up their processes than
are required by the several rules that apply to their
plant. The procedure is simple:

O Calculate the marginal cost of cleanup for every
process emitting the same pollutant.

() See ifitis feasible and still economical to cut
more emissions from the least expensive sources
(or from any easy-to-control unregulated sources of
the same poliutant).

O Check to see if any nearby sources of the same
pollutant might be willing to sell a reduction inex-
pensively (which is easy if a bank serving the
plant’s community already exists).

O Make a counterproposal to the state environ-
mental agency and let the EPA know.

expressed concern that these relaxed
requirements will prove an all too
easy and visible target for environ-
mental agencies looking for new ways
to offset the compounding growth of
pollution. Many business people need
strong guarantees against such capital
expropriations before they enter the
controlled trading market. Policy and
the law must safeguard against sei-
zures either of a banked or otherwise
stored pollution reduction credit or
of a relaxed permit requirement pur-
chased with offsetting reductions else-
where.

Ultimately, business’s chief protec-
tion is the fact that both legislatures
and the courts understand how coun-
terproductive expropriation is. If al-
lowed, expropriation would wreck the
market. The EPA will certainly op-
pose any threat of expropriation as
strongly as it can. It is now working on
a regulation designed to settle this and
a number of other controlled trading
issues permanently.

4. Should new plants be prohibited
from trading emissions reductions
with existing facilities! At present,
new plants must meet very specific,
tight standards. They cannot lower
the often steep marginal costs of these
controls by purchasing reductions
from existing nearby facilitics. Sup-
porters of this policy argue that new
sources should be controlled as tight-
ly as possible: they will be with us for
a long time and should be built to
perform at a high standard. Whereas
it may never be politically possible to
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clean up existing plants efficiently, it
is much easier to regulate new sources.
Some environmentalists consequently
believe that the gradual replacement
of dirty existing facilities by tightly
controlled new plants is the only hope
for cleaning the air.

Those who hope to allow new
plants to trade respond that it doesn’t
make sense to force a company to pay
up to 10 times more to remove a
pound of pollutant than it could by
trading the undiminished cleanup re-
sponsibility with another facility.
They ask, Why should the EPA care
how companics discharge their re-
sponsibilities as long as they do? They
also point out that the “new’” control
equipment installed in the early 1970s
is already old and in growing need of
replacement. The vision of solving the
country’s air quality problem without
existing sources bearing much of the
load is a chimera.

Cleaning up

Encouraging industry to counterpro-
pose better ways of getting the pub-
lic’s job done is as basic and broadly
applicable an idea as it is simple.
Many different kinds of regulation—
such as those controlling noise in fac-
tories, allocating airport landing rights,
or even governing children’s super-
vision in our schools—could be re-
vised to allow industry to propose
cheaper, but still effective, control
methods.

The United States needs this smart-
er form of regulation. Over the last
few years, business and the EPA have
demonstrated that it works. Public
and business managers must now fin-
ish the job both of implementing the
reform in the air pollution area and
of extending it to new areas.TJ



