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COMMITTEE:

Report on RECLAIM Compliance, Enforcement and Reporting of
Credit Prices

The average price of Compliance Year 2010 NOx RTCs traded in
calendar year 2006 was $15,698 per ton, which exceeded the price
threshold set under Rule 2015(b)(6). The high average price was
partially caused by the way prices were reported for sales of blocks
of RTCs which extend into perpetuity and the way AQMD averaged
the reported price data. At its March 2007 meeting, the Board
directed staff to recommend a more appropriate methodology for
determining the average prices of such infinite-year block trades, to
prepare a report to the CARB and the U.S. EPA pursuant to Rule
2015(b)(6), to reassess RECLAIM pursuant to California Health and
Safety Code section 39616(f), and to recommend any necessary
amendments to Regulation XX — Regional Clean Air Incentives
Market (RECLAIM). This report is prepared in response to the
Board’s directive and pursuant to the above mentioned requirements.
It includes recommendation for a new price reporting and averaging
methodology as well as for monitoring progress under Health and
Safety Code 39616(f).

Stationary Source, July 27, 2007, Reviewed

RECOMMENDED ACTIONS:
1. Approve the attached report;
2. Conclude that there is no need to amend paragraphs (d)(1) through (d)(4) of Rule

2004; and

3. Set the Section 39616(f) predetermined program review price thresholds for
blocks of RTCs with a specified start year and continuing into perpetuity at fifteen
times the predetermined levels previously set at the time of adoption of the
RECLAIM program for discrete-year trades ($25,000 per ton of NOx RTCs and
$18,000 per ton of SOx RTCs in 1994 dollars) with annual adjustments for
changes in the consumer price index.
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Background

The Board found that the average annual price of Compliance Year 2010 RTCs traded in
Calendar Year 2006 exceeded $15,000 per ton and therefore directed staff to perform an
evaluation and review of the compliance and enforcement aspects of RECLAIM pursuant
to Rule 2015(b)(6) during the March 7, 2007 Board Meeting. The Board further directed
staff to prepare a report presenting the results of the evaluation and review for the
Board’s consideration and submittal to the Air Resources Board and U.S. Environmental
Protection Agency, to review and assess the need to amend the RECLAIM program
pursuant to Health and Safety Code Section 39616(f), and to propose a recommended
methodology for determining average prices for blocks of RTCs with a specified start
year and continuing into perpetuity (infinite-year blocks or I'YB of RTCs). This report
presents the results of that effort.

The Evaluation and Review Process

Staff conducted the evaluation and review as a public process with significant input from
the regulated community and other interested parties. This was accomplished through a

series of RECLAIM Working Group meetings, to which all RECLAIM facilities, as well
as other parties which have requested to be informed of RECLAIM issues, were invited.

The key events involved in this process are itemized below:

e Price of 2010 NOx RTCs found to exceed $15,000 per ton March 2007

e Board directed staff to review compliance and enforcement of March 2007
RECLAIM, as well as price reporting for 'YB RTC trades

e Surveys regarding price reporting for I'YB RTC trades sent April 2007
to all RECLAIM facilities
e Working Group Meeting | April 2007
e Working Group Meeting Il May 2007
e Working Group Meeting IlI June 2007
e Stationary Source Committee Meeting July 2007
e Working Group Meeting IV August 2007
e Public Hearing September 2007



Findings and Recommendations
The findings and recommendations resulting from the public process described above are
summarized below and explained in greater detail in the attached report:

RTC trades involving specific, discrete years should be reported to AQMD separately
from those involving I'YBs. The prices for discrete year trades should be reported in
units of dollars per pound for each year traded while the prices for I'YB trades should
be reported as total dollars for total infinite pounds. AQMD should publish average
RTC prices in terms of dollars per ton by year for discrete trades and dollars per ton
for I'YB trades. Of all potential reporting and averaging approaches identified, this is
the most reflective of actual market behavior, poses the least potential for market
manipulation, is the most acceptable to market participants, and imposes moderate
administrative burden upon AQMD staff.

The prices reported for swap trades (trades of RTCs for other RTCs or for other non-
monetary assets) are arbitrary and including them in the calculation of annual average
RTC prices decreases the meaningfulness of the average prices. Therefore, the prices
reported for swap trades should be excluded from the calculation of annual average
RTC prices.

As a result of recommending a separate reporting procedure for I'YB trades from
discrete year trades, new review threshold levels as specified in Health and Safety
Code 39616(f) need to be set for infinite-year block RTCs. Staff recommends that the
Governing Board adopt, pursuant to Health and Safety Code 39616(f), predetermined
price levels for I'YB RTCs at 15 times the existing discrete levels of $25,000 per ton
for NOx RTCs and 15 times $18,000 per ton for SOx RTCs, in 1994 dollars and
adjusted annually for changes to the consumer price index. These thresholds are in
addition to the existing ones set for discrete-year trades.

The high average annual price of Compliance Year 2010 NOx RTCs traded in
Calendar Year 2006 does not appear to have affected allocation compliance rates; in
each of the last three compliance years (based on data collected as of June 30, 2007),
only five to six percent of NOXx facilities exceeded their allocations and the total
amounts of those exceedances are much less than one percent of total allocations for
each compliance year and are not increasing over the same time period. (These are
the totals of the exceedances of individual facilities without consideration of surpluses
at other facilities; there are no overall net programmatic exceedances for these years.)

Based on data from January 2004 through June 2007, neither the number of facilities
with monitoring, recordkeeping, and reporting (MRR) violations nor the number of
notices to comply, notices of violation, or overall violations has increased in recent
years. Therefore, MRR compliance has not been adversely impacted by the high cost



of Compliance Year 2010 RTCs traded in Calendar Year 2006.

e Review of the range of penalties collected by AQMD for violations of Rules
2004(d)(1), 2004(f)(1), 2011 and 2012, after taking into consideration the prima facie
elements and all relevant factors mandated by California Health and Safety Code
Section 42403, indicate that the current statutory penalty structure is adequate to
provide necessary deterrence of violations. None of the cases reviewed indicate that
the penalties sought were artificially limited by the statutory maximums. Indeed, a
number of the cases reviewed recovered civil penalties in excess of one million
dollars.

e Compliance with RECLAIM’s emission allocations and MRR requirements continues
to be high despite the increased cost of future year RTCs traded in Calendar Year
2006. Additionally, the maximum statutorily-available penalties have not limited the
penalty assessments sought by AQMD, so there is room for the penalties assessed to
increase as the cost of RTCs increases so as to ensure that noncompliance does not
become a financially-attractive option for RECLAIM facilities. These factors
combined indicate that RECLAIM continues to provide adequate and appropriate
incentives for facilities to conform to their compliance obligations.

e The current requirements of Rules 2004(d)(1) through (d)(4), in conjunction with the
current statutory penalty structure and other RECLAIM provisions, continue to be
adequate to ensure compliance. Accordingly, it is recommended that paragraphs
(d)(1) through (d)(4) of Rule 2004 be continued without change.

Attachments

A. Resolution

B. Evaluation and Review of the RECLAIM Program and Assessment of RTC Price
Reporting



ATTACHMENT A

RESOLUTION

A Resolution of the Governing Board of the AQMD approving “Evaluation
and Review of the RECLAIM Program and Assessment of RTC Price Reporting”

WHEREAS, a public hearing has been properly noticed; and

WHEREAS, the AQMD Governing Board has held a public hearing in
accordance with all provisions of law; and

WHEREAS, the AQMD Governing Board has determined that Rule 2015 -
Backstop Provisions specifies that the RECLAIM program be audited on an annual
basis in accordance with the provisions of Rule 2015(b)(1); and

WHEREAS, the AQMD Governing Board determined that using the existing
calculation methodology, the average annual price of Compliance Year 2010 NOXx
RTCs traded in Calendar Year 2006 exceeded $15,000 per ton; and

WHEREAS, Rule 2015(b)(6) specifies that within six months after a
determination that the average annual RTC price has exceeded $15,000 per ton, the
Executive Officer shall submit to the Air Resources Board and the Environmental
Protection Agency the results of an evaluation and review of the compliance and
enforcement aspects of the RECLAIM Program, including the deterrent effect of Rule
2004 paragraphs (d)(1) through (d)(4); and

WHEREAS, Rule 2015(b)(6) specifies that such an evaluation and review shall
include, but not be limited to, an assessment of the rates of compliance with applicable
emission caps, an assessment of the rate of compliance with monitoring, recordkeeping
and reporting requirements, and assessment of the ability of the AQMD to obtain
appropriate penalties in cases of noncompliance, and an assessment of whether the
program provides appropriate incentives to comply; and

WHEREAS, Health and Safety Code 839616(f) specifies that the district board
shall reassess a market-based incentive program if the market price of the program’s
trading credits exceeds a predetermined level set by the district board, which was set by
the AQMD Governing Board in Resolution Number 93-28 at the average annual price
of $25,000 per ton for NOx RTCs and $18,000 per ton for SOx RTCs, in 1994 dollars
with annual CPI adjustment; and



WHEREAS, a need exists to evaluate the applicability of Rule 2015(b)(6) and
Health and Safety Code §39616(f) to trades of infinite-year blocks of RTCs and the
appropriate methodology for determining prices for infinite-year blocks of RTCs and
the price thresholds for infinite-year blocks of RTCs to trigger review of RECLAIM’s
enforcement effectiveness and protocols, pursuant to Rule 2015(b)(6) and program
review pursuant to Health and Safety Code §39616(f); and

WHEREAS, the AQMD Governing Board directed staff to prepare for the
Board’s review and consideration a reassessment of the RECLAIM Program and
recommendations for any necessary future amendments to Regulation XX — REgional
CLean Air Incentives Market (RECLAIM) pursuant to Health and Safety Code
§39616(f); and

WHEREAS, the AQMD Governing Board directed staff to evaluate and propose
a recommended methodology for determining prices for infinite-year blocks of RTCs;
and

WHEREAS, the AQMD Governing Board directed staff to submit, with the
results of the evaluation, either a recommendation that paragraphs (d)(1) through (d)(4)
of Rule 2004 be continued without change, or proposed amendments to the RECLAIM
rules setting forth revisions to paragraphs (d)(1) through (d)(4) of Rule 2004.

NOW, THEREFORE, BE IT RESOLVED, that the AQMD Governing Board
does hereby approve “Evaluation and Review of the RECLAIM Program and
Assessment of RTC Price Reporting”; and

BE IT FURTHER RESOLVED, the AQMD Governing Board determines that
RECLAIM provides adequate incentives to comply, that monitoring, reporting, and
recordkeeping (MRR) and allocation compliance remains high, and that it remains
possible for AQMD to obtain appropriate penalties in cases of noncompliance; and

BE IT FURTHER RESOLVED, that the AQMD Governing Board determines
that paragraphs (d)(1) through (d)(4) of Rule 2004 be continued without change, and
that no proposed amendments to the RECLAIM rules setting forth revisions to
paragraphs (d)(1) through (d)(4) of Rule 2004 are necessary; and

BE IT FURTHER RESOLVED, the AQMD Governing Board directs staff to
submit to the Air Resources Board and the Environmental Protection Agency this report
prepared pursuant to Rule 2015(b)(6) and Health and Safety Code Section 39616(f); and



BE IT FURTHER RESOLVED, the AQMD Governing Board hereby
establishes the predetermined average annual price levels of 15 times $25,000 per ton
for blocks of NOx RTCs with a specified start year and continuing into perpetuity
(infinite-year block or I'YB) and 15 times $18,000 per ton for SOx I'YB RTCs, in 1994
dollars adjusted annually for changes to the consumer price index, which if exceeded
shall cause the Executive Officer to perform a reassessment of the RECLAIM program.

DATE: CLERK OF THE BOARD
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EVALUATION AND REVIEW OF THE RECLAIM PROGRAM AND ASSESSMENT OF
RTC PRICE REPORTING

EXECUTIVE SUMMARY

Chapter 1. Introduction

This Chapter provides an overview of the evaluation and review requirements of
the South Coast Air Quality Management District (AQMD) Rule 2015(b)(6) and
the program reassessment requirement of California Health and Safety Code
Section 39616(f). It also presents a detailed description of the Regional Clean
Air Incentives Market's (RECLAIM) existing RECLAIM Trading Credit (RTC) price
reporting and averaging method and the shortcomings of that method with
respect to trades of RTCs from a specified start year and continuing through all
years thereafter (referred to herein as “Infinite-Year Block” (IYB) trades). The
high average price of compliance year 2010 NOx RTCs traded in Calendar Year
2006 is presented and the factors contributing to that price are explained, as well
as the Governing Board’s direction regarding the actions to be taken with respect
to the price and a brief summary of the execution of that direction, including
investigation of price reporting in other market-based incentive programs and the
Working Group process.

Chapter 2. Evaluation of Price Reporting and Determining
Average Prices for RTC Trades

This chapter describes the evaluation criteria for candidate reporting methods in
detail. These criteria address four basic questions regarding the candidate
reporting methods:

Is the reporting candidate reflective of market behavior?

How much potential for price manipulation does the candidate method pose?
How acceptable is the candidate method to market participants?

How much administrative burden does the candidate method impose on
AQMD?

The four candidate reporting methods which were considered through the
working group process are described in detail, the comments regarding the
candidates provided by Working Group participants are summarized, and the
candidates are evaluated against the criteria described above. Finally, based on
the results of the evaluations, a candidate reporting method is recommended for
implementation. Specifically, the recommended candidate reporting method calls
for separate reporting and price averaging of discrete year trades and IYB trades.
Under this method, discrete-year trades will continue to have their prices
reported in terms of dollars per pound and averaged in dollars per ton of RTC for
each discrete compliance year while 1YB trade prices will be reported as total
dollar value for total I'YB pounds and averaged as a total dollar value per ton of
IYB RTC.

In addition to IYB trades, there is a second type of RTC trade which has the
potential to adversely impact the calculated average annual prices of RTCs:
swap trades. Reporting of swap trades is similar to current reporting of IYB
trades in that they both involve arbitrary price reporting. Prices reported for these
trades are based on the agreed upon value assigned by both participants of the
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EVALUATION AND REVIEW OF THE RECLAIM PROGRAM AND ASSESSMENT OF
RTC PRICE REPORTING

trade, not the market price. Since reported prices for swapped trades are not
meaningful and do not contribute to reporting accuracy, staff recommends
discontinuing the practice of including the reported values of swapped trades in
the calculation of average annual RTC prices.

Chapter 3: Rule 2015(B)(6) and California Health & Safety Code
Section 39616(F) Program Review

This chapter presents the results of the RECLAIM evaluation and review
conducted pursuant to Rule 2015(b)(6) and the reassessment conducted
pursuant to Health and Safety Code Section 39616(f) as a result of the cost of
RTCs traded in 2006. These analyses demonstrate that RECLAIM provides
adequate incentives to comply and compliance remains high, that it remains
possible for AQMD to obtain appropriate penalties in cases of noncompliance,
and that no amendments are needed to the program to ensure continued
compliance.

Chapter 4: Impact of Investors on the RTC Market

Investors have been increasingly active in the RTC trading market, particularly
with respect to IYB trades. They were involved in more than ninety percent of all
IYB trades in Calendar Year 2006 and in all except one of the IYB trades in the
first half of 2007. As of the end of June 2007, they held 3.9 % of IYB NOx RTCs.
Investors have the potential to provide capital to the market which can be used to
fund emission controls. On the other hand, if RECLAIM emissions approach
aggregate allocations in the future resulting in a sellers’ market, investors’
participation in the market may result in increased compliance cost for RECLAIM
facilities.
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EVALUATION AND REVIEW OF THE RECLAIM PROGRAM AND ASSESSMENT OF
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CHAPTER 1
INTRODUCTION

Summary

This Chapter provides an overview of the evaluation and review requirements of
the South Coast Air Quality Management District (AQMD) Rule 2015(b)(6) and
the program reassessment requirement of California Health and Safety Code
Section 39616(f). It also presents a detailed description of the Regional Clean
Air Incentives Market's (RECLAIM) existing RECLAIM Trading Credit (RTC) price
reporting and averaging method and the shortcomings of that method with
respect to trades of RTCs from a specified start year and continuing through all
years thereafter (referred to herein as “Infinite-Year Block” (I'YB) trades). The
high average price of compliance year 2010 NOx RTCs traded in Calendar Year
2006 is presented and the factors contributing to that price are explained, as well
as the Governing Board’s direction regarding the actions to be taken with respect
to the price and a brief summary of the execution of that direction, including
investigation of price reporting in other market-based incentive programs and the
Working Group process.

Background

Southern California experiences some of the worst air quality in the United
States. Therefore, the South Coast Air Quality Management District (AQMD), the
regional agency with responsibility for regulating air emissions in Orange County
and the non-desert portions of Los Angeles, San Bernardino, and Riverside
Counties, must use all tools available in its efforts at improving local air quality
and brining the region into attainment with federal and state ambient air quality
standards. As an element of its overall strategy for reducing emissions, it
developed the world’s first regional market-based incentive program to reduce
emissions of oxides of nitrogen (NOx) and oxides of sulfur (SOx). This program
was adopted by AQMD’s Governing Board in October 1993 as Regulation XX -
Regional Clean Air Incentives Market (RECLAIM). Because it was such an
innovative—and therefore unproven—program, the RECLAIM program included
Rule 2015 — Backstop Provisions to ensure program performance is monitored
on an ongoing basis and any problems identified are corrected in a timely
manner. Similarly, California Health and Safety Code 39616 (the legislation
authorizing the creation of air quality market incentive programs) includes a
provision calling for program reassessment if the market price of credits exceeds
a pre-determined threshold.

Average Price of 2010 NOx RTCs Traded in 2006

For each calendar year of trading activity, average annual RTC prices are
calculated separately for each compliance year traded. These average prices
are calculated as the pounds traded weighted average of all the prices for each
compliance year as reported pursuant to the current price reporting method,
which is described in detail later in this chapter. Average annual prices for NOx
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RTCs traded in Calendar Year 2006 followed trends similar to those in prior
years except for Calendar Years 2000 and 2001. The average prices of NOx
RTCs steadily rose from a low price for near term RTCs to a higher price for
future credits. During 2006, NOx RTC average prices ranged from a low of
$2,353 per ton for the Compliance Year 2005, through $7,962 per ton for
Compliance Year 2007, to $15,698 per ton for Compliance Year 2010, then
dropped back down to about $11,100 per ton for Compliance Years 2011 to
2021. Average annual prices for NOx RTCs were about $28,800 per ton for
infinite-year RTC blocks. When compared to average annual prices for Calendar
Year 2005 trades, 2006 prices for NOx RTCs valid for Compliance Year 2007
and earlier were lower and prices for NOx RTCs valid for Compliance Year 2008
and after were higher—in fact, they were the highest average annual prices for
RTCs valid in future years since the inception of RECLAIM. The increase in
average annual prices for Compliance Year 2008 and subsequent years resulted
from a significant rise in infinite-year block (1'YB) trades with price and a
concurrent decrease in single year trades with price. Further details of I'YB
trades are discussed later in this chapter.

Rule 2015(b)(6) Requirements

Paragraph (b)(6) of Rule 2015 specifies that “Should the average [annual] RTC
price be determined...to have exceeded $15,000 per ton, within six months of the
determination thereof, the Executive Officer shall submit to the Air Resources
Board and the Environmental Protection Agency the results of an evaluation and
review of the compliance and enforcement aspects of the RECLAIM program....”
Furthermore, it specifies that such report include, at a minimum, the following
elements:

1.
2.

3.

Assessment of the rates of compliance with applicable emission caps.
Assessment of the rates of compliance with monitoring, recordkeeping and
reporting (MRR) requirements.

Assessment of the ability of the South Coast Air Quality Management District
to obtain appropriate penalties in cases of noncompliance.

Assessment of whether the program provides appropriate incentives to
comply.

Assessment of the deterrent effect of Rule 2004(d)(1) through (d)(4).
Recommendation regarding the need to amend Rule 2004(d)(1) through

(d)(4).

California Health and Safety Code Section 39616(f)
Requirements

Health and Safety Code Section 39616(f) specifies that the Governing Board

“shall reassess a market-based incentive program if the market price of [RTCs]
exceeds a predetermined level” it has set. The Governing Board’s October 1993
adoption resolution for Regulation XX — REgional CLean Air Incentives Market

(RECLAIM) established program review thresholds pursuant to Health & Safety
Code Section 39616(f)* of $25,000 per ton per year for NOx and $18,000 per ton
per year for SOx plus annual adjustments to correct to changes in the consumer

! At the time, it was designated Health and Safety Code Section 39620(f).
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price index ($35,000.00 and $25,200.00, respectively, in 2006 dollars)?.
However, at the time of initial adoption, the RECLAIM program was only to last
through Compliance Year 2010. It was not until July 1996 that the Governing
Board adopted amendments to Regulation XX and extended RECLAIM
indefinitely. Prior to that amendment, the Governing Board had not established
thresholds applicable to IYB trades because such trades were not envisioned or
approvable at time the program was adopted. Additionally, the Governing Board
did not adopt any price thresholds applicable to IYB trades when it extended the
program and has not done so subsequently. Therefore, the only predetermined
thresholds for program review under Section 39616(f) are for discrete-year RTC
trades.

Although the $15,698 per ton per year average price found by the Governing
Board to exist for compliance year 2010 NOx RTCs traded in Calendar Year
2006 is well below the $35,000 per ton per year Health & Safety Code Section
39616(f) threshold (“predetermined level”), the Governing Board did direct staff to
perform a program review pursuant to Section 39616(f). Accordingly, staff
assessed different approaches to reporting and averaging RTC prices, reviewed
other current price reporting practices, and considered ways to establish
thresholds applicable to IYB trades of NOx and SOXx.

Based upon the evaluation in the March 2, 2007 Annual RECLAIM Audit Report
for the 2005 Compliance Year (the report in which the Governing Board found
the average price of compliance year 2010 NOx RTCs traded in 2006 to be
$15,698 and directed staff to perform this program review), the high average
price was caused by the way prices are reported and average annual prices are
calculated for I'YB of RTCs. Chapter 2 of this report addresses price reporting
and averaging. Additionally, Chapter 2 also addresses the need for establishing
separate program review thresholds applicable to 1YB trades, and the potential to
bias market price by price reporting related to RTC swaps. The potential adverse
impacts of high RTC prices pertain to the same compliance issues addressed by
Rule 2015(b)(6). The Rule 2015(b)(6) evaluation fully addresses all of these
compliance issues. Therefore, there is no additional programmatic issue
warranting a review pursuant to Section 39616(f).

Current Price Reporting
In the current RECLAIM market, RTC trades fall into two categories:

1. “Discrete” trades, in which only RTCs valid for specific identified compliance
years are transferred. Prices for trades involving discrete trades are reported
in dollars per pound per year as they were negotiated.

2. 1YB trades, in which RTCs from a specified start year and continuing into
perpetuity are transferred. Price reporting for IYB trades is more
complicated. In some cases, the quantity of RTCs transferred for the initial

2 At the time of the Public Hearing regarding Annual RECLAIM Audit Report for 2005
Compliance Year, staff was of the misunderstanding that Section 39616(f) predetermined levels
were equivalent to the Rule 2015(b)(6) threshold of $15,000 per ton. Therefore, the Resolution
from that public hearing misstates the predetermined level as $15,000 per ton. Conversion was
based on the CPI for California - All Urban Consumer Series.
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years of IYB trades is not consistent from year to year. Some parties
distinguish two types of IYB trades based upon how the deal is developed:

“Infinite only” trades, involving the transfer of a fixed amount of RTCs
valid from a specified future compliance year and continuing into
perpetuity and negotiated as a specified price for the entire block of RTCs
or price per infinite pound. Historically, these trades have generally
commenced with compliance year 2011 RTCs. In some cases, infinite
only trades are reported as negotiated—a total price per pound (e.g.,
10,000 pounds of NOx in 2011 and each year thereafter for $90 per
pound—see Table 1-1A). In other cases, the initial years of infinite only
trades are reported individually as if they were discrete trades, followed
by the balance of the trade reported as a perpetuity block. The prices for
trades reported in this way are split between the years reported discretely
(in dollars per pound per year) and the years reported as a perpetuity (in
dollars per pound). In such cases, the price is typically distributed evenly
across the discretely-reported years and the perpetuity portion evenly
counting the perpetuity portion as a single year (e.g., the same 10,000
pounds at $90 per pound trade mentioned in the first example would be
reported at six dollars per pound for each of the years 2011 through 2024
and six dollars per pound for 2025 and beyond—see Table 1-1B). It
should be noted that the prices assigned to the discretely-reported years
of such trades generally do not reflect the prices associated with the
negotiations for those trades; historically, the prices for the perpetuity
portion and the discretely-reported years have been negotiated as a
combined total contract price which the trade participants subsequently
distribute as they desire for reporting purposes. The number of years
which have been reported discretely for IYB trades varies widely from to 0
to 21 years.

“Stream” trades, which consist of discrete years followed by a perpetuity
portion and negotiated like an infinite only trade for the perpetuity portion
with additional value negotiated for the discrete years. Historically, the
perpetuity portions of these trades have generally commenced with
compliance year 2011 RTCs. Stream trades are reported as discretely-
reported initial years followed by the infinite-year block trade. However,
registrations submitted for these trades contain no distinctive separation
between the discrete years and the beginning of the IYB. Therefore,
stream trades and 1YB trades cannot be readily separated under the
current reporting practices. Price reporting for the infinite portion is as
varied as for infinite only trades. In addition, some of these trades were
reported at a constant price per pound for each of the discrete years and
the infinite block by evenly distributing the aggregate value of the trade.
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Table 1-1
Two Methods of Reporting a Trade of 10,000 Pounds of NOx in 2011 and Each
Year Thereafter for $900,000

Method 1-1A
Compliance Year Pounds Price per Pound
2011 and beyond 10,000 $90
Method 1-1B
Compliance Year Pounds Price per Pound
2011 10,000 $6
2012 10,000 $6
2013 10,000 $6
2014 10,000 $6
2015 10,000 $6
2016 10,000 $6
2017 10,000 $6
2018 10,000 $6
2019 10,000 $6
2020 10,000 $6
2021 10,000 $6
2022 10,000 $6
2023 10,000 $6
2024 10,000 $6
2025 and beyond 10,000 $6

Tables 1-1A and 1-1B illustrate that the manner in which the prices of IYB trades
are reported has a dramatic impact on the reported price for individual years and,
therefore, on the calculated average prices. That is, the more the price of a trade
is spread over time the lower the price associated with individual years. Different
methods of distributing the price of IYB trades for reporting purposes are chosen
by trading parties for a variety of reasons. Some facilities may choose a price
reporting system based on their accounting practices. It was also reported to
staff that some price reports were made specifically to avoid exceeding $7.50 per
pound per year. Hypothetically, a reporting scheme could be selected as a
means to attempt to manipulate the market. This variability in reporting of IYB
trades illustrates a critical deficiency of the current reporting system: it allows—
even arguably could encourage—arbitrary reporting of the price of IYB trades.

During preparation of the Annual RECLAIM Audit Report for the 2005
Compliance Year the average price of IYB NOx RTCs traded in Calendar Year
2006 was calculated as $28,827 per ton. This amount was calculated based on
the amounts reported in the last line of each trade registration involving 1YB
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RTCs (e.g., the “2011 and beyond” and the “2025 and beyond” lines of the
example registrations illustrated in Table 1-1). This amount was not at all
representative of the true value of IYB RTCs because it ignored the values
arbitrarily allocated to the designated “discrete” years.

Governing Board Direction

In approving the Annual Audit Report for Compliance Year 2005, the Governing
Board directed staff to, within six months, perform an evaluation and review of
the compliance and enforcement aspects of the RECLAIM program and prepare
the results of such evaluation and review for the AQMD Governing Board’s
consideration and submittal to the Air Resources Board and Environmental
Protection Agency, pursuant to Rule 2015(b)(6). Though the thresholds set forth
for program review pursuant to Health and Safety Code Section 39616(f) were
not exceeded, the Governing Board directed staff to assess the existing
methodology for determining average annual prices, pursuant to Rule 2015(b)(1)
and Health and Safety Code Section 39616(f), and propose a recommended
methodology for determining average prices for infinite-year blocks of RTCs.

Survey

Surveys regarding amortizing practices as they relate to RTC values were sent
out to all operators of RECLAIM facilities on April 6, 2007 along with the notice
for the first Working Group Meeting (a copy of the survey is provided in Appendix
A). Out of a total of 327 surveys sent out, 108 were returned, in which 13
companies provided information regarding amortization periods for IYB RTCs,
which are summarized below:

Number of companies using 5-year amortization period: 1

Number of companies using 10-year amortization period: 2

Number of companies using 15-year amortization period: 1

Number of companies using 30-year amortization period: 1

Number of companies expensing upon purchase: 7

(One company stated that amortization over 25 years would be considered if
the cost of purchase was substantial)

6. Number of companies treating purchase as an annuity: 1

arwbdPE

Price Reporting in Other Market Incentive Programs

Staff investigated price reporting in other air quality market incentive programs in
the United States. Two such programs were identified: the federal Acid Rain
Program and the Houston/Galveston Area Mass Emissions Cap & Trade
Program (Houston/Galveston MECT). Both programs do not include any credit
price threshold triggering any form of program review. In fact, the Acid Rain
Program does not even require price reporting for credit trades. The
Houston/Galveston MECT trades all future credits as IYBs starting in 2008 and
records trade prices as dollars per ton lump sums.
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Working Group

Working Group Meetings were held on April 17, 2007, May 17, 2007, June 29,
and August 2, 2007 to develop a more appropriate method of evaluating and
reporting prices for I'YB trades and to provide input on the enforcement aspects
of the program.

In the first meeting held on April 17, 2007, participants were informed about the
2010 RTC prices exceeding the Rule 2015(b)(6) threshold and the evaluations
directed by the Governing Board. In the second meeting held on May 17, 2007,
participants were provided with results of survey regarding amortization practices
for I'YB trades, four reporting options were proposed by staff for IYB trades, and
information regarding impact of investor participation on RTC prices was
presented. Written comments were also solicited so that they could be included
in this report. No additional reporting methodologies were proposed by Working
Group members. Prior to the third meeting held on June 29, 2007, draft copies
of the program review report to be presented to the Governing Board were
provided to the participants. The third meeting discussed the aforementioned
draft report and solicited participant comments. The fourth and final Working
Group meeting consisted of a discussion of the recommendations contained in
the then-current draft of this report and of associated implementation issues.

Structure of this Report

The balance of this report addresses the issues identified above in greater detail.
Chapter 2 develops evaluation criteria for evaluating potential trade reporting
methods (“reporting candidates”), describes the various reporting candidates
considered, summarizes the opinions expressed by Working Group participants
regarding the candidates, assesses those candidates relative to the evaluation
criteria, recommends a reporting candidate for implementation, and explores the
impact of including the reported prices of swap trades in average annual RTC
prices. Chapter 3 presents the Rule 2015(b)(6) and Health and Safety Code
Section 39616(f) program reviews, including assessments of rates of compliance
with emission caps and MRR requirements, of AQMD'’s ability to obtain
appropriate penalties in cases of noncompliance, of whether the program
provides adequate incentives to comply and the deterrent effect of Rule
2004(d)(1) through (d)(4), and a recommendation regarding the need to amend
Rule 2004(d)(1) through (d)(4). Chapter 4 evaluates the impact of investors and
liquidity on the RTC market. Finally, the appendices provide a sample survey
form, identify the Working Group participants, and present copies of all comment
letters received by AQMD regarding this process.
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CHAPTER 2
EVALUATION OF PRICE REPORTING AND DETERMINING
AVERAGE PRICES FOR RTC TRADES

Summary

This chapter describes the evaluation criteria for candidate reporting methods in
detail. These criteria address four basic questions regarding the candidate
reporting methods:

Is the reporting candidate reflective of market behavior?

How much potential for price manipulation does the candidate method pose?
How acceptable is the candidate method to market participants?

How much administrative burden does the candidate method impose on
AQMD?

The four candidate reporting methods which were considered through the
working group process are described in detail, the comments regarding the
candidates provided by Working Group participants are summarized, and the
candidates are evaluated against the criteria described above. Finally, based on
the results of the evaluations, a candidate reporting method is recommended for
implementation. Specifically, the recommended candidate reporting method calls
for separate reporting and price averaging of discrete year trades and IYB trades.
Under this method, discrete-year trades will continue to have their prices
reported in terms of dollars per pound and averaged in dollars per ton of RTC for
each discrete compliance year while IYB trade prices will be reported as total
dollar value for total I'YB pounds and averaged as a total dollar value per ton of
IYB RTC.

In addition to IYB trades, there is a second type of RTC trade which has the
potential to adversely impact the calculated average annual prices of RTCs:
swap trades. Reporting of swap trades is similar to current reporting of I'YB
trades in that they both involve arbitrary price reporting. Prices reported for these
trades are based on the agreed upon value assigned by both participants of the
trade, not the market price. Since reported prices for swapped trades are not
meaningful and do not contribute to reporting accuracy, staff recommends
discontinuing the practice of including the reported values of swapped trades in
the calculation of average annual RTC prices.

Background

The average price of compliance year 2010 NOx RTCs traded during calendar
year 2006 was $15,698 per ton per year. However, as discussed in detail in
Chapter 1, this was the result of the arbitrary manner in which such trades have
been reported under the current trade reporting methodology. Although this was
recognized before the Governing Board made its finding that the cost of
compliance year 2010 NOx RTCs traded during Calendar Year 2006 exceeded
$15,000 per ton per year, staff recommended that a public review process be
initiated to evaluate RECLAIM pursuant to AQMD Rule 2015(b)(6) and Health

PAGE 2-1 SEPTEMBER 2007



EVALUATION AND REVIEW OF THE RECLAIM PROGRAM AND ASSESSMENT OF
RTC PRICE REPORTING

and Safety Code Section 39616(f)* and, concurrently through the same public
process, develop a new trade reporting methodology which is appropriate for
both discrete and IYB trades. The Governing Board agreed with staff's
recommendation and directed staff to proceed accordingly. This chapter
presents the results of the portions of that public process which addressed the
selection of a recommended trade reporting method, including detailed
descriptions of the candidate reporting methods and the evaluation criteria which
were used to assess the suitability of those candidate reporting methods. These
topics are explored more fully in Chapter 1.

In addition to regular cash payment for RECLAIM Trading Credits (RTCs), sellers
may accept other RTCs or other goods in lieu of cash for the value of RTCs.
These types of transactions are known as swaps in the RECLAIM trading market.
RTCs swaps are characterized by the exchange of RTCs (or other credits)
between two parties for zero price. They are essentially exchanging credits
which carry the same values to both parties. In some cases, one party may
agree to pay additional premiums or fees to balance the values. Again,
premiums may not necessarily be in the form of cash. Furthermore, swaps are
categorized as “like” RTCs traded for “like” RTCs for zero price (i.e., NOx RTCs
for NOx RTCs). On the other hand, bartered trades are RTCs traded for
“anything other than like” RTCs (i.e., NOx RTCs for SOx RTCs, or NOx RTCs for
emission reduction credits (ERC)). There were trades of RTCs for ERCs that
were issued in other jurisdiction. Though the percentage of swapped and
bartered trades compared to all trades is relatively low (approaching 10%), the
impact that these transactions have on the prices of credits may be significant.
Therefore, this chapter also examines the potential for influencing market price
posed by these types of trades.

Evaluation Criteria for Candidate Reporting Methods

A key principle in designing and selecting the trade reporting approach is that it
be reflective of actual market behavior. That is, minimizing the amount of
translation or re-calculation of the details of a trade agreement necessary to
make it fit the reporting method will significantly reduce the potential for arbitrary
reporting and for artifacts of the reporting method to skew the aggregate trade
data, including average price data. Therefore, all candidate reporting methods
will be evaluated to determine how close the data required to be submitted by
trade participants is to the trade details naturally resulting from the process of
negotiating RTC trades.

To the extent that translation of naturally resulting trade details to generate trade
data for reporting purposes is employed, the translation must conform to
formalized procedures that will yield reproducible results. That is, such a method
will be preferred over one which leaves this manipulation to the discretion of the
parties to the trade (such as the distribution of the price of IYB trades over time in
the current reporting method, as described in Chapter 1). In addition, the need
for AQMD to translate data reported in trades into the pricing data dispensed to
the public will naturally inject time lags into the price reporting process.

! Refer to Chapter 3 for a detailed explanation of the provisions of Rule 2015(b)(6) and of

Health and Safety Code Section 39616(f).
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Therefore, any candidate method that requires more complicated calculation or
translation will yield a delayed pricing signal.

The above two principles help minimize the potential for price manipulation. That
is, minimizing the need to alter the natural trade details to fit the reporting method
automatically minimizes the opportunity for creative reporting for the purpose of
influencing the RTC market. For example, under the current reporting method,
parties to 1YB trades may spread the entire value of a trade over anywhere from
a single year to 25 years. Therefore, they could intentionally increase the
calculated average price of RTCs by concentrating the trade price in a single or a
few years or decrease it by spreading the cost of over many years. By doing so,
a prospective seller could attempt to increase the market value of its RTCs or a
prospective buyer could attempt to lower the cost of needed RTCs. Although no
feasible price reporting system can completely eliminate the possibility of price
manipulation, some are better than others at discouraging it.

Implementation of a trade reporting method which is reflective of market behavior
and which minimizes the potential for market manipulation will also have the
added benefit of providing meaningful, accurate, and timely market signals to
parties who participate in the market. Timely and accurate trade data is critical to
all market participants. Therefore, candidate reporting methods which generate
the most reliable market data with the least translation will be most acceptable to
the market participants, assuming all other considerations are equal. There are,
however, additional considerations which influence participant acceptance,
including the potential of added administrative costs to participants, the impact on
market efficiency (transparency and dynamics), the effect on market price of
RTCs, and impacts on the trade process (e.g., reporting complexity and time
required for AQMD’s review and approval process).

In addition to participant acceptance being shaped by factors impacting market
participants, the impact of candidate reporting methods on AQMD resources is
an important consideration in the evaluation of competing candidate reporting
methods. That is, the evaluation of candidate reporting methods will include an
assessment of the relative level of administrative burden each imposes upon
AQMD. Some aspects of the potential administrative burden a new reporting and
evaluation method could impose upon AQMD correspond to those which
determine market participant acceptability, such as increased review and
approval time for trades, reporting complexity, and ready availability of accurate
and meaningful market data. Additionally, AQMD could be impacted by the need
for software enhancement, training and outreach, or program changes requiring
Governing Board action such as rule amendments. Software enhancement
needs are of particular importance because all but the most basic of changes to
custom software such as the existing program for registering and tracking RTC
trading information and updating the RTC listings tend to be time consuming and
costly. Furthermore, some candidate reporting methods may require manual
tracking of trade data while the necessary enhancements to the RTC trading
software are developed. While it is likely that a new reporting method will require
a change to the existing RTC trading software, it is desirable to minimize cost
and time needed for implementation by minimizing the changes to the user
interface or the database structure or the need to create new program modules.

The above criteria will be used to evaluate each candidate trade reporting
method to determine how well they reflect actual market behavior, their potential
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for price manipulation, how acceptable they would be to market participants, and
the administrative burden they would impose upon AQMD. The results of these
analyses will also help to refine the candidates as appropriate, and then to select
the candidate with the best overall balance of positive features while minimizing
adverse impacts.

Reporting Candidates

Staff developed four candidate trade reporting methods for consideration to
replace the current method, which is described in detail in Chapter 1. Each of
the four candidate methods are described in detail below:

Reporting Candidate I—Segregated Discrete and Infinite-Year Trades

IYB trades will be reported separately from discrete year trades under Reporting
Candidate |I. That is, each trade registration will be required to be for either
discrete years or for an IYB, but not for both. There will not be any change from
the current practice of reporting discrete year RTCs trades. For IYB trades, the
lump sum price for the entire IYB will be reported (not price per pound per year
and not price per pound). Such IYBs may include varying quantities of RTCs
during the initial years of the trade. For stream trades, two registrations will be
required—one for the discrete years and one for the I'YB. AQMD will report and
average prices for |YB trades (in dollars per ton) separately from prices for
discrete trades (in dollars per ton per year). In averaging prices for IYB trades,
AQMD will calculate the price per pound value of each trade by dividing the lump
sum value reported by the pounds of infinite year RTCs traded. AQMD will then
compute the weighted average of all I'YB trades reported based on this
calculated value of each trade. For example, an IYB trade of 10,000 pounds per
year for a total payment of $900,000 would be reported as illustrated in Table 2-1
under Reporting Candidate I. The calculated price for the 1YB would be $90 per
pound.

Table 2-1
Reporting an IYB Trade under Reporting Candidate |

Compliance Year Quantity (Ib/yr)
2009 9,000

2010 9,500

2011 and beyond 10,000

Total Traded Value = $900,000

Under this proposal, the program review threshold in Rule 2015(b)(6) will apply
only to the average price of discrete trades. On the other hand, it will be
necessary to develop, and for the Governing Board to adopt, new and separate
NOx and SOx program review thresholds for I'YB trades pursuant to California
Health and Safety Code Section 39616(f). That is, the existing Section 39616(f)
thresholds will remain in place for discrete trades in dollars per ton per year and
new thresholds will be established for IYB trades in dollars per ton.
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Reporting Candidate ll—Infinite-Year Trades Start in Sixteenth Year

Reporting Candidate Il provides a highly-structured reporting framework—infinite
year block trades will be defined as consisting of a uniform quantity of RTCs
each year commencing in the sixteenth year after the year of trade registration
and all RTCs traded through the fifteenth year from registration are to be
reported as discrete trades. No RTCs from the sixteenth year and beyond can
be sold as discrete year. In one way, all I'YB trades will be transformed to
“stream” trades with 15 leading discrete year to the IYB RTCs. Therefore, the
same example illustrated in Table 2-1 for Reporting Candidate | will be reported
under Reporting Candidate Il as eleven years of discrete trades followed by a
10,000 pound IYB trade, as shown in Table 2-2. It will be the participants’
responsibility to apportion the value associated with such an agreement between
the discrete and infinite portions. As with Candidate I, price averaging will be
performed and reported separately for discrete and IYB trades. IYB trades will
be excluded from the Rule 2015(b)(6) average price analysis, and new Section
39616(f) thresholds will be established for I'YB trades under Reporting Candidate
Il.

Table 2-2

Reporting an 1YB Trade under Reporting Candidate Il
Compliance Year Pounds Price per Pound*
2009 9,000 $6.06
2010 9,500 $6.06
2011 10,000 $6.06
2012 10,000 $6.06
2013 10,000 $6.06
2014 10,000 $6.06
2015 10,000 $6.06
2016 10,000 $6.06
2017 10,000 $6.06
2018 10,000 $6.06
2019 10,000 $6.06
2020 10,000 $6.06
2021 10,000 $6.06
2022 10,000 $6.06
2023 and beyond 10,000 $6.06

Note 1: Reporting Candidate Il allows the parties to each trade to determine how to
apportion the trade price between the discrete and infinite portions as they
choose, so the reported price per pound is variable under this candidate. The
uniform distribution shown is consistent with common reporting practices for

PAGE 2 -5 SEPTEMBER 2007



EVALUATION AND REVIEW OF THE RECLAIM PROGRAM AND ASSESSMENT OF
RTC PRICE REPORTING

IYB trades under the current reporting method, but the actual traded prices
may be individually decided for each discrete year.

Reporting Candidate lll—Amortized Infinite-Year Trades

Price reporting will remain unchanged from current practice under Candidate III.
However, the total cost of all I'YB trades will be amortized over a set number of
years at a standard interest rate (proposed to be fifteen years at four percent real
interest) by AQMD regardless of how they are reported. Table 2-3 presents the
same hypothetical trade as Tables 2-1 and 2-2, in this cases illustrating an
example of how it could be reported under Reporting Candidate Il (there are
many other ways this 1YB trade could be reported under this candidate), as well
as the amortized price (which will remain unchanged regardless of how the trade
is reported).

Table 2-3

Reporting an IYB Trade under Reporting Candidate Il
Compliance Year | Reported Pounds R%g?r;%duﬁéilce An;cgrrtiéggn%rzice
2012 10,000 $6.43 $8.09
2013 10,000 $6.43 $8.09
2014 10,000 $6.43 $8.09
2015 10,000 $6.43 $8.09
2016 10,000 $6.43 $8.09
2017 10,000 $6.43 $8.09
2018 10,000 $6.43 $8.09
2019 10,000 $6.43 $8.09
2020 10,000 $6.43 $8.09
2021 10,000 $6.43 $8.09
2022 10,000 $6.43 $8.09
2023 10,000 $6.43 $8.09
2024 10,000 $6.43 $8.09
2025 and beyond 10,000 $6.41 $8.09
2026 $8.09

Note 1: Reporting Candidate IIl allows the parties to each trade the same flexibility to
determine how to apportion the trade price over time as the current method, so
the reported price per pound is variable under this candidate. The uniform
distribution shown is consistent with common reporting practices for IYB trades
under the current reporting method.

Note 2: The proposed period and interest rate of 15 years at four percent were used to
amortize the price in this example.
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Under this approach, the infinite portion (or the entirety) of a trade registration will
have to be annotated as an IYB trade so as to allow the amortization calculation.
To perform this calculation, the AQMD will have to calculate the total value for
the IYB and amortize this total over a set number of years at a standard interest
rate. Where there is a difference in the amount of RTCs traded between the
initial year and the final year of the 1YB, the same assumption as in Candidate |
will have to be made (i.e., the amount of the final I'YB will be used as the basis for
the per pound calculation) to arrive at an annualized per pound cost for the IYB
trades. The annualized RTC cost will then be assigned to the compliance years
starting with the initial year of the traded IYB. Finally, a weighted average RTC
price for each compliance year will be determined by mixing the discrete year
and the 1YB trades. The average RTC prices will be used by AQMD for purposes
of publishing average trade prices and for purposes of evaluating compliance
with Rule 2015(b)(6) and Section 39616(f). Therefore, no new RTC price
thresholds are required for this Candidate.

Reporting Candidate IV—No Infinite-Year Trades

No trades involving RTCs beyond the fifteenth year from the registration date are
allowed under Reporting Candidate 1V. Furthermore, no trades of RTCs more
than a fourteen compliance years beyond the current compliance year at the time
of trade registration are allowed. Therefore, there will be no IYB trades reported
and there will be no need to address averaging of infinite trade prices or their
impact on compliance with Rule 2015(b)(6) or Section 39616(f).

California Health and Safety Code Section 39616(f) Thresholds
for I'YB Trades

Implementation of Reporting Candidate | or 1l would require the Governing Board
to establish predetermined NOx and SOx RTC price levels above which average
actual NOx and SOx RTC market prices for I'YBs would trigger program review
pursuant to California Health and Safety Code Section 39616(f) (these
predetermined price thresholds for I'YBs would be in addition to the existing
levels set by Rule 2015(b)(6) and Section 39616(f) and would not replace them).
Therefore, staff has conducted an analysis to determine the appropriate program
review price thresholds for the Governing Board to set. Staff considered three
approaches to developing these thresholds:

1. Conduct a full study of the costs of command and control air quality
measures that would have been implemented in the absence of
RECLAIM, costs and factors submitted by interested parties, and other
appropriate considerations to determine the average prices above
which a Section 39616(f) review is appropriate to determine if the
program is functioning properly

This approach is consistent with the provisions of Section 39616(f).

However, it involves duplication of the effort that was previously invested in
the development of the predetermined program review price thresholds
established by the Governing Board for discrete trades at the October 1993
Public Hearing during which the RECLAIM program was adopted.
Furthermore, this approach is highly speculative because, during the fourteen
years since RECLAIM was adopted, there has been minimal development
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rules controlling NOx or SOx emissions that would apply to the sources in
RECLAIM if RECLAIM did not exist. Therefore, there is no sound basis to
assess the cost of the command and control rules that would exist in the
absence of RECLAIM. For these reasons, a better use of staff resources is
to adapt the results of the previous evaluation to 1YB trades.

2. Set the Section 39616(f) predetermined program review price thresholds
for IYB trades at a multiple of the values for discrete trades

This approach makes use of the previous study rather than duplicating it.
The existing thresholds represent annual cost for reducing emissions that
would have occurred for a project initiated outside of RECLAIM. A project is
commonly considered to have a life of ten years. On the other hand, IYB
RTCs are valid infinitely forward in time. When IYB RTCs are purchased,
they are meant to sustain activities for the life of a facility. Typical planning
horizon for RECLAIM facilities is at least 15 years. Therefore, 15 is an
appropriate but yet conservative multiplier.

3. Conduct a present value analysis of the predetermined price levels
previously set by the Governing Board for discrete trades recurring
annually for fifteen years at four percent real interest

An alternative approach to the previous approach is to apply present value
analysis over the 15 year period. However, it is subject to criticism because it
equates a stream of money over time with a stream of RTCs over time?.
Furthermore, the fact of IYB trades is that parties are purchasing streams of
RTCs in the present and this cannot be equated to the alternative of buying
credits for individual compliance years as those compliance years occur. For
example, the purchasers in IYB trades are buying certainty with their RTCs—
by purchasing now they are sure of holding the RTCs later while if they were
to invest money to buy the RTCs later there is no certainty that the RTCS will
be available later. Additionally, project financing may not be available unless
the RTCs necessary to ensure the viability of the project in future years are
held in advance. Therefore, there is value to holding RTCs for future
compliance years now which a time value of money calculation does not
recognize.

The Governing Board set the Section 39616(f) predetermined program review
price thresholds for discrete trades at $25,000 per ton of NOx RTCs and $18,000
per ton of SOx RTCs in 1994 dollars and specified that these amounts be
adjusted annually to reflect changes in the consumer price index. Thus, these

2 A financial calculation to determine the present value of annual payments is not appropriate for
determining the present value of a series of annual RTCs. Consideration of the fact that future
year RTCs are more valuable than current year RTCs while current year money is worth more
than future year money (money now is worth more than money later while RTCs later are worth
more than RTCs now) makes it clear that the value of money and the value of RTCs do not
behave in the same way over time. This is because the time value of money deals with when
the money is owned and the fact that money owned now can be invested to become more
money later while the time value of RTCs refers to the limited time window during which RTCs
are usable occurs. That is, “RTCs now” are valid now and only now (if unused, they do not
grow into more RTCs later) while “RTCs later” refers to RTCs owned now be usable later (when
they well may be more scarce and there is definitely less certainty about the supply or the
demand). Therefore, application of such a financial calculation inappropriately discounts the
value of RTCs valid in future years.
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amounts translate into $35,000.00 per ton of NOx RTCs and $25,200.00 per ton
of SOx RTCs in 2006 dollars. Multiplying the thresholds for discrete year trades
by fifteen results in recommended predetermined Section 39616(f) thresholds for
IYB trades of $375,000 per ton of NOx RTCs and $270,000 per ton of SOx RTCs
in 1994 dollars ($525,000.00 per ton of NOx and $378,000.00 RTCs per ton of
SOx RTCs in 2006 dollars). It is important to understand that the Section
39616(f) predetermined thresholds simply establish levels which, if exceeded by
actual market prices, trigger program review; they in no way set or limit the actual
price of RTCs. This recommendation is not intended to and should not be
interpreted as sending a market signal on RTC pricing. For purposes of
comparison, the average prices of NOx and SOx ERCs for the first half of 2007
are $298,813 and $186,301, respectively, while the highest ERC prices during
the same period were $547,945 and $186,301, respectively. The recommended
Section 39616(f) thresholds for IYB trades were not based on the ERC prices;
ERC prices are provided here for informational purposes only.

There were 109 trade registrations involving 1YB trades received in Calendar
Year 2006. The portions of the registrations which were included as parts of an
IYB trade were not identified by trading parties. However, these trades were
reviewed by staff in order to calculate the prices which would have resulted from
applying Reporting Candidate I. This process involved reviewing the
registrations involving IYB trades and identifying those discrete years which
resembled the IYB portion of the trade. For example, if a registration listed a
discrete year or a set of discrete years with the same cycle, zone, and similar
guantity to the infinite year RTC listed in the registration, then those discrete
years were deemed to be part of the same IYB. Using Reporting Candidate I,
the average price was $149,640 per ton of [YB NOx RTCs traded in 2006
compared to an average price of $28,827 per ton using the existing methodology.
Figure 2-1 shows the effect of changing the calculation basis by adopting
Reporting Methodology | and provides a comparison to those prices which were
provided in the Annual RECLAIM Audit Report for the 2005 Compliance Year
using the existing methodology. As explained previously, although trading
partners may have reached an agreement for a total price for an IYB trade, the
existing methodology allows trading participants to report discrete years at what
may be arbitrary prices so long as the total transaction price matched the
agreement. While using Reporting Candidate | may result in lower average
prices for discrete year RTC and an associated increase in the average infinite
year RTC prices, it should be noted that this result is solely because of a change
in reporting to a more consistent calculation methodology and not because of any
change in quantity traded or price of the transactions.
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Figure 2-1: Comparison of Average Annual Price between the
Existing Methodology and Candidate |

RTC Trades in Calendar Year 2006
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Evaluation of Reporting Candidates

The following discussion evaluates each of the four candidate reporting methods
described above to determine how well they would reflect actual market
behavior, their potential for price manipulation, how acceptable they would be to
market participants, and the administrative burden they would impose upon
AQMD. The evaluation includes ideas for refinements to the candidates which
could help them to perform better relative to the evaluation criteria (i.e., enhance
their positive features and/or minimize their adverse impacts).

A. Is the Reporting Candidate Reflective of Market Behavior?

Reporting Candidate | is perfectly reflective of market behavior for discrete trades
and for infinite-only trades; it is reasonably reflective of the market for stream
trades. However, as discussed previously, stream trades include a discretely-
negotiated element for initial years in addition to the infinite portion. Because
Reporting Candidate | requires separate reporting of discrete-year trades from
IYB trades, it is not reflective of actual market behavior for stream trades where
transactions are negotiated as one composite trade. However, since the
discretely-negotiated portions of stream trades represent a small part of the
overall value of these trades, this represents a small deviation from market
behavior. Nevertheless, Reporting Candidate | can be made even more
reflective of the market by refining it to specify that all trade activity for RTCs for
the current or two subsequent compliance years at the time the registration is
submitted must be reported as discrete trades rather than as part of an IYB
trade. This is not a perfect solution because the discretely-negotiated portion of
a stream trade may not fit this timeframe. Also, an infinite-only trade could start
within this timeframe.

Reporting Candidate Il requires all infinite-year RTC trades be reported as
discrete trades through the fifteenth year from the trade registration year with I'YB
trades commencing in the 16th year from the trade registration year. The
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distribution of prices between the discrete years and the I1YB portions is
determined by the parties to any infinite only or stream trade. This reporting
candidate does reflect the market well for the case of discrete trades because
they generally do not include RTCs more than fifteen years from the registration
date (this candidate would be less reflective of the market for any discrete trades
that do include RTCs more than fifteen years out). This candidate also limits the
ability of the market to negotiate discrete year trades beyond the fifteenth year
from current year. On the other hand, this candidate does a very poor job of
reflecting the market for IYB trades; there has never been an IYB trade with an
initial year more than fifteen years after the registration. Therefore, IYB trades,
none of which has been known to be negotiated in that fashion, will be required
to be artificially split into discrete years through the fifteenth year from the current
year and an infinite portion thereafter. Furthermore, the distribution of the overall
price of IYB trades into infinite and discrete portions will be an arbitrary choice
made on a case-by-case basis by trade participants. Unfortunately, any attempt
to make this candidate more reflective of the market for IYB trades by shortening
the 15 year timeframe for distinguishing between discrete and IYB trades will
encroach upon the timeframe of discrete trades well before it begins to address
the problem for IYB trades.

Reporting Candidate Il continues the current reporting methodology but
amortizes all I'YB trades over a standard timeframe at a standard interest rate
(provisionally set at 15 years at 4 % real interest). Thus, this approach continues
the current arbitrary reporting mechanisms for infinite-year RTC trades which are
not reflective of market behavior. Although the standardized amortization of this
candidate deals with the arbitrary reporting of IYB trades in a standardized
manner, it creates yet another layer of price reporting that even fails to make it
reflective of the reported prices let alone the true market prices for IYB RTCs. In
particular, amortization attempts to translate IYB trades into quasi-discrete
trades, which is entirely contrary to market behavior. Unfortunately, no
refinements of this candidate are available to make it reflective of the market for
IYB trades because amortizing the prices only serve to determine an artificial
annualized prices for these RTC for purposes of Rule 2015(b)(6) evaluation.
Reporting Candidate Il is reflective of the market for discrete trades with respect
to reporting, but the amortization of IYB trades and the commingling and
averaging of the results with the discrete trade data significantly weaken this
benefit.

Under Reporting Candidate 1V, no trades involving infinite-year RTCs or RTCs
for years beyond the fifteenth year counting from the compliance year during
which the registration occurs are allowed. This candidate is clearly not reflective
of market behavior—it attempts to prohibit what is actually a significant element
of market activity. Furthermore, it is highly unlikely that 1'YB trades would actually
cease under this candidate; such trades would simply go “underground” and be
reported incrementally. Such disparity between market activity and market
reporting makes the reporting method extremely weak at reflecting market
activity. Additionally, these shortcomings are not correctable by enhancing this
candidate.

The four Reporting Candidates are ranked below from most to least reflective of
actual market behavior (most to least desirable):

1. Reporting Candidate |
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2. Reporting Candidate llI
3. Reporting Candidate Il
4. Reporting Candidate IV

B. How Much Potential for Price Manipulation does the Candidate Method
Pose?

In relation to a credit trading program, price manipulation is any instance where
market participant engages in trading activity with the direct intention to influence
price. Examples may include (1) the hoarding of credits by buyers with large
monetary capital to affect the supply-side of the market and create an artificially
high demand, (2) two parties agree to trade between each other at artificially
inflated or deflated prices to send false signals to the market, or (3) dividing an
infinite block of credits into a few or many years to the point where the unit yearly
price is affected dramatically. Therefore, a price reporting system with the lowest
potential for alternative price reporting will minimize price manipulations as set
forth in examples 2 and 3 above should receive higher consideration than one
that could be more prone to price tampering.

Since, as discussed above, Reporting Candidate | mimics market behavior so
closely, it eliminates the opportunity for price manipulation via price reporting.
That is, the prices paid are the prices reported for discrete trades and infinite only
trades. For the cases of stream trades, the reported price is the aggregated
value of the transaction, and therefore, does not provide opportunity for
alternative price reporting. Although Reporting Candidate Il does not reflect the
market as well as Candidate | (rather, it seeks to force the market to reflect the
reporting method), theoretically its highly structured reporting requirements make
it effective at minimizing price manipulation. However, traders are expected to
split the values between the 15 discrete years and the IYB RTCs. Furthermore,
the distribution of the overall price of IYB trades into infinite and discrete portions
will be an arbitrary choice made on a case-by-case basis by trade participants.
Thus, in addition to not being reflective of the trading market, Reporting
Candidate Il fails to resolve the reporting issue that is the driving force for the
search for a new reporting method. Therefore, in actuality, Reporting Candidate
Il does not perform well with regard to minimizing price manipulation and, in fact,
is no better in this regard than the current method. Reporting Candidate 1V is
similar to Candidate Il in this regard and takes an even more extreme approach
to limiting trading options by seeking to eliminate IYB trades entirely. There is
little doubt that I'YB trades will continue to occur, but trade participants will be
forced to withhold reporting transactions of the future year credits and arbitrarily
assign values to these transactions when they are reported in the future.
Therefore, the price reported will be highly arbitrary and serve to skew the RTC
prices that are actually being transacted. The standardized amortization element
of Reporting Candidate 11l removes the impact of arbitrary price reporting in that
the aggregate value is amortized over a fixed period of time. Therefore, this
candidate is effective at minimize price manipulation.

The four Reporting Candidates are ranked below from least to most potential for
price manipulation (most to least desirable):

1. Reporting Candidate |
2. Reporting Candidate llI
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3. Reporting Candidate Il
4. Reporting Candidate IV
C. How Acceptable is the Candidate Method to Market Participants?

There are several elements to participant acceptance of a new RTC trade
reporting method: the impact on reporting practices, the potential for any added
administrative costs, the impact on market efficiency, and the effect on market
price. Each of these aspects of participant acceptance is addressed below.

Influence on Reporting Practices

The discussion of influence on reporting practices focuses on the following
questions:

e Does the proposed reporting methodology increase the reporting complexity?
Will the proposed reporting methodology slow down the approval process?

e What impact will the proposed reporting methodology have on the transfer of
infinite-year credits in instances of a facility shut-down or change or operator?

o What impact will the proposed reporting methodology have on new facilities
or future facility expansions?

The fact that Reporting Candidate | is very reflective of market practice results in
minimal reporting complexity for this candidate because the negotiated trade
details do not need to be massaged to fit the reporting requirements. Even
though reporting complexity may appear not to be an issue for Reporting
Candidate Il because it provides trade participants the freedom to report as they
choose, it can be viewed as an unnecessary level of decision making. To the
extent that actual trading practices fall into line with Reporting Candidate Il or IV,
they also provide minimal reporting complexity. However, as discussed above, it
is quite unlikely that the market will actually behave in the manner specified by
either of these candidates. Therefore, in actuality, Candidates Il and IV both
carry a burden of increased reporting complexity.

AQMD does not anticipate any delays in approving trade registrations to result
from implementing any of the Reporting Candidates. Some of the candidates
may result in additional administrative burden for AQMD (addressed separately
below), but this will not delay the approval of individual trades.

Reporting Candidates 1, Il, and 11l do not pose additional problems for facility
shutdowns, new facility start-ups, changes of operator, or facility expansions.
Conversely, because it prohibits 1YB trades, Reporting Candidate IV is
particularly problematic for facilities in any of these situations. Potential new
facilities may decide not to locate within the AQMD and facilities with future
expansions may decide to redirect future expansions to plants outside of the
AQMD because they cannot be certain that required offsets will be available in
the future. Similarly, potential buyers may lose interest in assuming operation of
an existing RECLAIM facility for the same reason. Candidate IV is equally
troublesome for any RECLAIM facility shutting down because it will not be able to
sell its RTC holdings into perpetuity, but will be required to come back and
repeatedly sell incremental years. This problem can be addressed for
shutdowns, start-ups and changes of operator by incorporating an exemption
from the prohibition of IYB trades for these parties. However, such an exemption
would require implementation of one of the other reporting candidates for cases
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where the exemption is exercised, thereby detracting from the advantages of
Reporting Candidate IV.

Added Administrative Costs

Reporting Candidate | has the potential to add a second registration fee ($121.91
as of July 1, 2007) in cases where discrete and infinite trades could have been
combined in a single registration under the current reporting method. However,
relative to the cost of the credits being traded, this increased administrative cost
is insignificant for these types of trades—as of May 2007 the lowest total credit
cost of any NOx IYB trade ever registered was $2200, the mean cost was
$713,000, and the highest was $12,750,000. Furthermore, stream trades
represent a small fraction of the total number of trades—and even of the total
number of IYB trades—registered. This second registration fee could be
eliminated by changing Reporting Candidate | to allow discrete and IYB elements
of a trade to be reported on a single registration form and designing the form to
distinguish the two portions of the trade and to keep the trade costs separate.
However, doing so would result in an added complication that would have to be
dealt with in the trade processing and approval process and, as such, would
have an adverse impact on AQMD’s ability to recover processing costs through
the registration fee. Reporting Candidates Il and Ill would not have any impact
on registration fees, but Candidate 1V would result in increased registration fees if
IYB trades continue to occur and are reported incrementally as discrete trades.
No increase in administrative costs other than registration fees are anticipated for
Reporting Candidates I, Ill, or IV, but small increases may result from Reporting
Candidate Il. The expected increase in administrative costs for Candidate Il is
the result of the significant differences between the way trades are negotiated
and the way Candidate Il requires them to be reported. That is, additional
administrative burden is expected because of the need to translate negotiated
trades into the reporting format required by Reporting Candidate II. Additionally,
trade brokers may need to update their software to be compatible with the
requirements of Candidate II. However, an actual cost figure is not available to
allow assessment of the significance of the cost impact.

Market Efficiency

Market efficiency consists of two main components: market transparency—the
availability and accuracy of information—and market dynamics—the practices
that either assist or hinder trading. Market transparency is necessary to maintain
confidence and ensure the overall health of the trading market, whereas market
dynamics determine the robustness of the trading program. The availability of
trade data will be the same regardless of the Reporting Candidate implemented:
the current practice of daily updates to AQMD’s website, which will continue to
present the most recent 90 days of trade data, will remain unchanged. However,
the accuracy of the trade data, or how reflective the price is of the trade, varies
significantly among the four Reporting Candidates. Because Reporting
Candidate | most closely mirrors actual trading behavior, it is also the candidate
that generates the price data that is most reflective of actual market activity and
presents that data in the most useful format (price per pound per year for discrete
trades and price per pound for IYB trades). Because stream trades contain both
IYB and discrete elements, the price data generated for these trades by
Reporting Candidate | may not be as highly reflective of actual market conditions
as the data for discrete and IYB trades. On the other hand, Reporting Candidate
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Il is very structured but not representative of the actual functioning of the market,
so it will generate price data which is less reflective of market behavior and less
valuable to market participants. However, it can be argued that over time market
behavior will conform to the reporting structure — that is trades will be negotiated
in the same fashion — 15 years of discrete and all IYB trades will be for the
sixteenth year and beyond. This prediction still remains to be proven. Reporting
Candidate Ill generates two types of price data—reported and calculated. That
is, Candidate Il provides parties to IYB trades the same reporting flexibility that
they have under the current reporting method and AQMD then applies a
standardized calculation methodology to the reported price data to generate
amortized price data. The reported price data is arbitrary and is no better at
reflecting actual market behavior than the data resulting from the current
reporting method. On the other hand, the amortized cost data is all on a known,
consistent basis but it is still not reflective of market behavior. Therefore,
although neither form of price data resulting from Reporting Candidate Il is
particularly meaningful for market participants, it is more meaningful than the
data resulting from Reporting Candidate Il because it is possible for the
participants calculate meaningful data from the reported (not amortized) data.
However, doing so requires monitoring and extracting the reported data for each
registration as it posted by AQMD, so it is not convenient or user friendly.
Alternatively, AQMD may set up to post both sets of data. This will impose
additional administrative cost and delay the availability of these data. Meaningful
IYB cost data is completely unavailable under Reporting Candidate IV, on the
other hand, because this candidate does not even recognize IYB trades.

Reporting Candidates | and 11l do not impact market dynamics. The structured
yet artificial reporting requirements of Candidate 1l may have a moderate
dampening effect on the trading market. Candidate 1V, however, would create a
substantial obstacle to trading—it does not allow any trades involving RTC
beyond the fifteenth compliance year after the one in which the trade is
registered.

Market Price

In theory, no change in market price of RTCs is expected to result from
implementation of Reporting Candidates I, Il, or lll because they simply change
the way in which trades are reported without any change in what can be traded.
However, it is possible that more burdensome reporting requirements could have
minor impacts on prices. This should not be the case for Reporting Candidates |
and Il because they result in simplified reporting and no change in reporting,
respectively. However, Reporting Candidate II's highly-structured reporting
requirements, which are not reflective of market behavior, could have such an
impact. Reporting Candidate IV, on the other hand, eliminates the reporting of
IYB trades, making the reporting of such trades much more complicated and
inconvenient. Therefore, this candidate may have an impact on IYB prices.
Furthermore, the reporting of IYB trades as a series of discrete trades reported
over time may impact the price of discrete trades.

A straw poll was conducted at the Working Group meeting when these four
candidates were first introduced. The results of the straw poll were in-line with
the above analysis which predicts higher participant acceptance for Reporting
Candidates | and Ill than either Il or IV. In fact Candidate IV was outright
rejected by the attendees at the meeting as it received no support.
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The four Reporting Candidates are ranked below from most to least acceptable
to market participants (most to least desirable):

Reporting Candidate |
Reporting Candidate Il
Reporting Candidate |l

Eal A

Reporting Candidate IV

D. How Much Administrative Burden does the Candidate Method Impose
on AQMD?

Additional administrative burden for AQMD resulting from the implementation of
any reporting candidate depends on the extent to which AQMD is required to:

Define and implement a calculation method and variables;

Expend more time reviewing and processing trades;

Expend more time interpreting and summarizing trade data;
Process an increased trade volume;

Provide training and outreach;

Modify program provisions necessitating Governing Board action; or
Modify the RTC trade software or the database structure.

A calculation methodology and corresponding variables for amortizing the price
of reported infinite trades is needed for Reporting Candidate Ill. This economic
calculation is well documented, however it will need to be implemented manually
until the RTC trade software can be updated to automate it (see below).
Therefore, implementing Reporting Candidate III's amortization calculations will
entail appreciable administrative burden for AQMD in terms of interpreting
reported trade data, translating it into a standard form, and amortizing it.
Candidates | and Il require separate averaging calculations for discrete versus
IYB trade prices. This calculation is far simpler than that required for Candidate
lll. Candidate IV eliminates IYB trades and limits discrete year trade to a fixed
(i.e., 15 years) period. So, it actually simplifies the calculation currently
performed. Therefore, Candidate Ill imposes the most significant calculation
changes among all the candidates and a correspondingly more significant
administrative burden.

The AQMD utilizes a custom software program for registering and tracking RTC
trading information and updating the RTC listings. The program will have to be
modified to a certain extent to support any of the four candidates. However,
Candidate Il will require the most extensive change to this application and,
therefore, the longest period of time to accomplish the task. Candidate Il will
require the least amount of changes to the current application.

Reporting Candidates Il and 11l would have no impact on trade volume.
Reporting Candidate | may result in a slight increase in trade volume because it
does not allow discrete and IYB trades to be combined in a single registration.
This impact on trade volume could be eliminated by changing Reporting
Candidate | to allow discrete and IYB elements of a trade to be reported on a
single registration form and designing the form to distinguish the two portions of
the trade and to keep the trade costs separate. However, doing so would result
in added complications that would have to be built into the software program.
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Reporting Candidate IV has the greatest potential to increase the volume of
trades because it requires each IYB trade to be reported incrementally over time.

With respect to training and outreach, Candidates | and Il require minimal internal
training, but outreach is needed to familiarize market participants with changes in
reporting requirements. In the case of Candidate lll, internal training would be
required to familiarize staff with the calculation methods and parameters involved
and to identify infinite trade streams. Though Candidate Il does not require
changes in current reporting, outreach would be needed to explain the
calculation methodology to market participants. Training and outreach required
for Candidates Il and IV would be minimal.

Lastly, Candidate | and Il involve setting new Section 39616(f) review thresholds,
which requires AQMD Governing Board action. In addition to a delay in
implementation, this would also entail additional staff time to develop the
proposed thresholds.

The four Reporting Candidates are ranked below from least to most
administrative burden for AQMD (most to least desirable):

1. Reporting Candidates Il and IV
2. Reporting Candidate |
3. Reporting Candidate llI

Swap Trades

Price Reporting in RTC Swaps

RTC swap transactions are trades whereby two parties come to an agreement
that they will swap their credits without price. In some cases, where the parties
perceive different values for the swapped credits, one party would make up the
difference with cash payment (commonly referred to as premium). The
negotiations for RTC swaps do not necessarily involve actual price per pound for
the RTCs. However, AQMD has required the parties involved in RTC swaps to
assign prices to the RTCs so as to include these values in the average annual
price analysis as required under Rule 2015. The decisions on the actual
reported prices are left entirely to the principals involved. The only requirement
is that the aggregate values (including any fees and premiums) for the two
groups be equal. Nonetheless, zero prices are not allowed. The concern was
that the value of some trades could be excluded from the average annual price
analysis if the parties were allowed to state zero price for these trades, thereby
making the analysis incomplete. Current reporting practice for these types of
trades is for both parties to agree on an assigned value for the RTCs. The prices
reported for swapped RTCs are arbitrary in that the prices reflect only the agreed
upon value assigned by both parties, not the market price. The assigned price
has typically been within the range of current market prices at the time of trade
registration, but there is no requirement preventing parties to a swap or barter
trade from assigning an arbitrarily low or high price.
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Potential to manipulate average annual price

The potential for price manipulation exists in swap trades since the reported
value can be arbitrarily set between the trading partners. For instance, a
RECLAIM trading participant or trading group could benefit by assigning a higher
than market price value to swapped RTCs in the hopes of artificially inflating the
average annual market price of RTCs to command a better price when selling
RTCs in the future. Conversely, by assigning a lower than market price to
swapped RTCs to artificially lower the average annual market price of RTCs, a
RECLAIM participant or trading group would benefit when purchasing future
credits. To date, the practice has been to report prices in line with current market
prices and no evidence exists suggesting that this type of price manipulation has
occurred.

On the other hand, the reporting of the prices for swaps that are mainly motivated
by better utilization of RTCs (e.g. swap of Cycle 1 for Cycle 2 RTCs) does not
serve to show the market price of these RTCs. This is because any price set
does not represent the intrinsic values to the trading partners. The practice of
using market price as the reported price actually serves to skew the true market
price in that it places more weight on the average price at a moment in time than
it actually carries. Therefore, the practice of including the prices reported for
RTC swaps in the calculation of average RTC prices may actually hamper the
effort of gauging true market prices.

Opinions Expressed by Working Group Participants

The primary topic of discussion at the second meeting of the Working Group was
reporting candidates for IYB trades. The four reporting candidates described
above were presented individually by staff, each of which was followed by an
open discussion by the Working Group participants. The participants were also
given the opportunity to suggest additional Candidates, either during the meeting
or in writing. No additional Candidates were suggested. The opinions expressed
by Working Group patrticipants are briefly summarized below, followed by more
detailed descriptions of the written comments received from them. Copies of the
written comments are included in Appendix C.

Stakeholders who attended the second meeting were asked to indicate, by a
show of hands, which of the four reporting candidates for I'YB trades they would
favor. According to this non-binding straw poll, Reporting Candidates | and 11|
were considered equally acceptable. Candidate Il received only weak support,
and there was no support for Candidate IV. In fact, there was opposition to
Candidate IV. Specific objections to Candidate 1V, which eliminates IYB trades
altogether, were: (1) there would be a loss of transparency in the market
because facilities would enter into un-registered agreements for 1YB trades, (2)
new facilities would not be able to secure IYB RTCs, (3) there would be no
mechanism for the transfer of RTCs for facilities that are changing ownership or
shutting down, and (4) it would create a disincentive to install controls. A
participant expressed that he would not support any method that would result in
an increase in RTC prices and/or administrative costs. He voiced concerns over
additional trade registration costs that would result under Candidate I, which
requires separate price reporting for discrete years and infinite year blocks,
thereby, increasing the number of registrations to be submitted in some cases.
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The third Working Group meeting included a discussion of the Reporting
Candidates and evaluation criteria developed in this chapter, as well as of
AQMD'’s assessment of the Reporting Candidates relative to the evaluation
criteria. There was surprisingly little participation in this discussion by the
attendees—one participant suggested that Reporting Candidate | should allow
both the discrete and infinite elements to be reported on a single trade form with
a single fee, one participant commented that Reporting Candidate Il would
require a one-time adjustment then the market would match the method, and one
of the industry associations stated that they were concerned about administrative
burden for AQMD in terms of increased costs or delays in trade approvals and/or
price signals to the market. There was general agreement among attendees that
it is appropriate to exclude the reported price of swap trades from the average
annual price of RTCs. However, the attendees did suggest that the practice of
reporting prices of swap trades should continue and that AQMD should post such
prices with a flag indicating that they are the assigned price for a swap trade.

Two industry groups and one RECLAIM facility submitted written comments after
the second Working Group meeting. One letter from an industry group indicated
that the Reporting Candidates for reporting I1YB trade prices had not been
discussed in sufficient detail for them to make a selection. They did reiterate
their opposition to Candidate IV. Their letter stressed the need to maximize
transparency and minimize impact on the market. They also suggested that staff
improve market transparency by providing information about permit applications
for new projects that could affect the RTC supply. The other industry group
expressed a preference for Reporting Candidate Il on the grounds that this
option provides the greatest flexibility to trading partners while ensuring
meaningful price reporting for near-term RTCs. The letter from the RECLAIM
facility commented that they consider Reporting Candidate | to be the most
appropriate. A second letter was received from was received from one of the
industry groups after the third Working Group meeting. This letter reiterated the
group’s opposition to Reporting Candidate IV and indicated that they do not have
enough information to express support for one of the other three options. They
requested an additional opportunity for discussion prior to finalizing this report. A
fourth Working Group meeting was organized to allow further discussion. No
other comment letters were received after the third Working Group meeting.

The fourth Working Group meeting included a discussion of the appropriate
predetermined NOx and SOx RTC price levels above which average actual NOx
and SOx RTC market prices for IYBs would trigger program review pursuant to
California Health and Safety Code Section 39616(f) for the Governing Board to
set. A representative of a group of RECLAIM facilities recommended setting the
levels to be equal to the cost of control measures in the Air Quality Management
Plan (AQMP). Staff explained that, although logical in principle, this approach is
not feasible simply because the AQMP does not contain control measures
applicable to emissions of RECLAIM pollutants from RECLAIM facilities. He then
suggested using the costs of mobile source control measures in the AQMP. The
staff position is this approach is also inappropriate because control measures
(and their costs) applicable to mobile sources and stationary sources are very
different.
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Reporting Recommendation

Based on the evaluation above, staff proposes to implement Reporting
Candidate | and to discontinue the practice of including the price reported for
swap trades in the calculation of average annual price, both upon approval of this
report by the Governing Board. Although there are no perfect solutions to the
issue of price reporting for 1YB trades, Reporting Candidate | is balanced and
provides the best overall conformity with the evaluation criteria. The transition in
reporting and price averaging will entail translating all I'YB trades previously
registered in 2007 into a form consistent with Reporting Candidate | so that the
Calendar Year 2007 average annual prices can be calculated accordingly. Staff
will also explore options for making the reported price for swap trades available
on the AQMD website while making it clear that they are actually swap trades
rather than traditional purchases. Staff further recommends that the Governing
Board establish predetermined program review price thresholds for IYB trades of
NOx and SOx RTCs pursuant to California Health and Safety Code Section
39616(f) of $375,000 per ton of NOx RTCs and $270,000 per ton of SOx RTCs in
1994 dollars, to be adjusted annually based upon changes in the consumer price
index.
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CHAPTER 3
RULE 2015(b)(6) AND CALIFORNIA HEALTH & SAFETY CODE
SECTION 39616(f) PROGRAM REVIEW

Summary

This chapter presents the results of the RECLAIM evaluation and review
conducted pursuant to Rule 2015(b)(6) and the reassessment conducted
pursuant to Health and Safety Code Section 39616(f) as a result of the cost of
RTCs traded in 2006. These analyses demonstrate that RECLAIM provides
adequate incentives to comply and compliance remains high, that it remains
possible for AQMD to obtain appropriate penalties in cases of noncompliance,
and that no amendments are needed to the program to ensure continued
compliance.

Background

When Regulation XX — Regional Clean Air Incentives Market (RECLAIM) was
adopted in October 1993 it was the first air quality program of its kind in the
world. Therefore, it included a rule (Rule 2015 — Backstop Provisions) dedicated
to monitoring the program’s success at achieving its air quality objectives and
establishing measures to be implemented under various circumstances to ensure
the program remains on track and to rectify any problems which may develop.
Similarly, the California legislature included a provision in the legislation enabling
the development and adoption of market-based incentive programs calling for
program reassessment “if the market price of emission trading units exceeds a
predetermined level set by the district board” under Section 39616(f) of the
California Health and Safety Code. In approving the Annual Report on RECLAIM
for Compliance Year 2005, the Governing Board found that the average annual
price for Compliance Year 2010 RTCs traded in Calendar Year 2006 exceeded
the threshold of $15,000 per ton established by Rule 2015(b)(6). Therefore, the
AQMD Governing Board directed staff to conduct an evaluation of RECLAIM in
accordance with Health and Safety Code 39616(f) and Rule 2015(b)(6).

SCAQMD Rule 2015(b)(6) Evaluation and Review

Assessment of Rates of Compliance with Applicable Emission Caps

RECLAIM facilities have the ability to buy or sell RTCs at any time during a
compliance year in order to ensure that the facility holds sufficient RTCs for the
compliance year. A facility has both a quarterly compliance requirement and an
annual compliance requirement. At the end of the reconciliation period for each
of the first three quarters (30 days after the end of the quarter) and each
compliance year (60 days after the end of the compliance year), a RECLAIM
facility must hold sufficient RTCs in its allocation account to reconcile its
cumulative emissions for the compliance year as of the end of the respective
quarter (i.e., the facility must hold sufficient RTCs valid during the compliance
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year to offset the facility’'s RECLAIM emissions for the compliance year pursuant
to Rule 2004(b)).

Based on emissions certified by facilities’ Quarterly Certification of Emission
Reports (QCERs) and Annual Permit Emissions Program (APEP) reports and on
completed audits conducted by AQMD staff, RECLAIM facilities have always
accomplished a high rate of compliance with their allocations. From the early
years in the program when facilities were still sorting out all the RECLAIM
requirements to the present, the allocation compliance rate in the NOx universe
has always been 80 percent or higher. And in each of the last three compliance
years (based on data collected as of June 30, 2007), only five to six percent of
NOXx facilities exceeded their allocations, as shown in Figure 3-1. Similarly,
Figure 3-2 clearly shows that the total amounts of those exceedances are not
increasing over the same time period. Note that it would be premature to
conclude that total exceedance amounts are decreasing because the
exceedance amounts are subject to change and there are more facility audits
completed for Compliance Year 2004 than 2005 and none are completed for
2006. Furthermore, these are the totals of the exceedances of individual facilities
without consideration of surpluses at other facilities; there are no overall net
programmatic exceedances for these years.

Figure 3-1
Summary of Recent Years’ NOx Allocation Compliance Rates

20 18 7
(6%) (6%) (5%)
306 294 141
(94%) (949) (95%)
. : Compliance Year 2006
Compliance Year 2004 Compliance Year 2005 (Preliminary Cycle 1Data)
] Facilities with NOx Allocation O Facilities without NOx Allocation
Exceedance Exceedance

Even during the height of California’s energy crisis in 2000 and 2001, when there
was a shortage of then-current NOx RTCs, the NOx allocation compliance rates
were 80 and 91 percent, respectively.

Therefore, the high average annual price of Compliance Year 2010 NOx RTCs
traded in Calendar Year 2006 does not appear to have affected allocation
compliance rates. This result is not surprising because the cost of RTCs valid
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four years in the future is not expected to impact the current compliance rate, and
because these RTCs are not applicable to any emissions until Compliance Year
2010. RECLAIM facilities still have sufficient time to react to the price of
Compliance Year 2010 RTCs as they deem appropriate, such as taking action to
reduce RECLAIM emissions before 2010 becomes current. Furthermore, as
discussed in Chapter 1, the high price of Compliance Year 2010 NOx RTCs
traded in Calendar Year 2006 appears to be an artifact of arbitrary price reporting
for I'YB trades rather than of elevated prices for 2010 RTCs alone.

Figure 3-2
Summary of Recent Years’ NOx Allocation Exceedance Totals

—~ /%
uc)707 0.5 %

0.07 %*

2004 2005 2006
(Preliminary
Cycle 1 Data)

Compliance Year

* Exceedance as percent of total allocation for the compliance year.

Assessment of the Rates of Compliance with Monitoring, Reporting and
Recordkeeping (MRR) Requirements.

The flexibility that facilities have to manage their emissions with respect to
allocations must be supported by stringent MRR requirements to ensure the
reported emissions are real, quantifiable, and enforceable. Furthermore, in order
to meet clean air goals, AQMD must ensure that the annual emissions targets for
the RECLAIM facilities are being met. As a result, compliance with MRR
requirements is one of the most critical elements of the RECLAIM program.

The MRR requirements were designed to provide accurate and up-to-date
emission reports and are the basis for determining mass emissions from
RECLAIM facilities. Failure to obtain quality assured data from the monitoring
equipment or failure to file daily emissions reports by the time due results in
emissions determined instead by a rule prescribed methodology known as
Missing Data Procedure (MDP). Based on the performance of the monitoring
equipment (i.e., availability of quality-assured data), MDP uses a tiered approach
to calculate emissions. As availability of quality-assured data increases, the
calculated emissions become more representative of the actual emissions. MDP
serves both to provide a means to determine emissions when no real data is
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available and to provide added incentives for maintaining the monitoring
equipment in good order.

In terms of emission potential in the RECLAIM universe, major sources, which
are relatively few in number (17 % of all NOx sources and 63 % of all SOx
sources at RECLAIM facilities), represent a majority of the total RECLAIM
emissions from all equipment (81% of NOx emissions and 99 % of SOx

emissions). Continuous emission monitoring systems (CEMS), which are the

most accurate and reliable method monitoring emissions as well as the most

expensive, are required for all major sources.
To verify the quality of CEMS, Relative Accuracy Test Audit (RATA) testing

compares the CEMS data to reference method data taken simultaneously by

private sector testing laboratories approved under the AQMD Laboratory
Approval Program. Except for the initial years of the program, the overall
compliance rate for RATA testing for each compliance year has been very high if

not perfect (98% to 100% compliance rate for Calendar Years 1997 through

2006).

Table 3-1 summarizes the quantities of Notices to Comply (NC)and Notices of
Violation (NOV) citations issued pertaining to RECLAIM MRR requirements for
major sources, large sources, process units, and Rule 219 equipment for

Compliance Years 2004, 2005, 2006, and 2007:

Table 3-1

Summary of MRR NCs and NOVs by Calendar Year of Violation
Total
MRR | Monitoring | Recordkeeping | Reporting Coy_n_t OI*
Facilities
Count
NC 84 7 18 59
Calendar Year 2004 93
NOV 63 14 2 47
NC 57 4 10 43
Calendar Year 2005 86
NOV 52 7 0 45
NC 51 6 11 34
Calendar Year 2006 55
NOV 33 7 1 25
NC 18 2 1 15
Calendar Year 2007* 18
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.

Theoretically, high average annual RTC prices for future years may lead to
higher non-compliance with MRR requirements because these higher costs of

credits can provide RECLAIM facilities with the incentive to underreport their true
emissions. However, according to the data in Table 3-1, neither the number of

facilities with MRR violations nor the number of NCs, NOVs, or overall violations
has increased in recent years. Therefore, MRR compliance has not been
adversely impacted by the high cost of Compliance Year 2010 RTCs traded in
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Calendar Year 2006. It is also noted that violations for a particular year can
increase over time as additional audits of facility records are completed for that
year.

Assessment of the Ability of the South Coast Air Quality Management
District to Obtain Appropriate Penalties in Cases of Noncompliance

California Health and Safety Code Sections 42402 through 42402.4 prescribe
maximum allowable penalties. However, the amount of penalties which may
appropriately be assessed with regard to any particular violation is dependent
upon the level of culpability of the violator as evidenced by a number of relevant
factors described by statute, e.g., duration of violation, amount of emissions,
harm, etcetera. Section 42403 mandates that all relevant factors must be taken
into consideration when fixing penalties, including, but not limited to, eight
specified factors'. Thus, after the prima facie elements of the violation have
been established and the maximum allowable penalties have been determined,
the statutory factors specified in Section 42403 must be considered in
determining the appropriate civil penalty for the particular violation under
consideration.

Violations of emissions caps and MRR requirements are documented by the
issuance of Notices of Violations for violation of Rules 2004(d)(1) [emissions in
excess of annual allocation], 2004(f)(1) [violation of permit conditions], 2011 [SOx
requirements] and 2012 [NOx requirements]. The statutory maximums per civil
penalty for such violations range from up to $10,000.00 per day for non-
emissions violations, e.g. MRR violations; up to $25,000.00 per day for negligent
emissions violations; up to $40,000.00 per day for knowing emissions violations;
and up to $75,000.00 per day for willful and intentional emissions violations.
Substantially higher penalties may also be available when the violations result in
great bodily injury or death and when the violator is a corporation.

Review of the range of penalties collected by AQMD for violations of Rules
2004(d)(1), 2004(f)(1), 2011 and 2012, after taking into consideration the prima
facie elements and all relevant factors mandated by California Health and Safety
Code Section 42403, indicate that the current statutory penalty structure is
adequate to provide necessary deterrence of violations. None of the cases
reviewed indicate that the penalties sought were artificially limited by the
statutory maximums. Indeed, a number of the cases reviewed recovered civil
penalties in excess of one million dollars.

Assessment of Whether the Program Provides Appropriate Incentives to
Comply and Assessment of the Deterrent Effect of Rule 2004(d)(1) through

(d)(4)

Subparagraphs (d)(1) through (d)(4) of Rule 2004 are intended to deter violations
of a facility’s annual allocations. They do so by providing that each day of excess
emissions may constitute a separate violation and also by providing that each
1,000 pounds of excess emissions or portion thereof (500 pounds or portion

! Extent of harm, nature and persistence of the violation, duration of violation, frequency of past
violations, record of maintenance, unproven or innovative nature of the control equipment, any
action taken by the defendant to mitigate the violation, and financial burden to the defendant.
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thereof if the average annual price of RTCs exceeds $8,000 per ton) may
constitute an additional violation count. Thus, RECLAIM has an automatic
adjustment to the penalty structure for excess emissions if the cost of RTCs
exceeds $8,000 per ton. Furthermore, the compliance data discussed above
clearly indicates that compliance with RECLAIM’s emissions (allocations) and
MRR requirements continues to be high despite the increased cost of future year
RTCs traded in Calendar Year 2006. Additionally, the maximum statutorily-
available penalties have not limited the penalty assessments sought by AQMD,
so there is room for the penalties assessed to increase as the cost of RTCs
increases so as to ensure that noncompliance does not become a financially-
attractive option for RECLAIM facilities. These factors combined indicate that
RECLAIM continues to provide adequate and appropriate incentives for facilities
to conform to their compliance obligations.

Recommendation Regarding the Need to Amend Rule 2004(d)(1) through
(d)(4).

Based on the foregoing, it appears that the current requirements of Rules
2004(d)(1) through (d)(4), in conjunction with the current statutory penalty
structure and other RECLAIM provisions, continue to be adequate to ensure
compliance. Accordingly, it is recommended that the provisions be continued
without change.

California Health and Safety Code Section 39616(f) Assessment

Although the $15,698 per ton per year average price found by the Governing
Board to exist for Compliance Year 2010 NOx RTCs traded in Calendar Year
2006 is well below the $35,000 per ton per year (after applying the CPI
adjustment for 2006) Health & Safety Code Section 39616(f) threshold
(“predetermined level”), the Governing Board directed staff to perform a program
review pursuant to Section 39616(f) to ensure the most conservative evaluation
and as a means to evaluate review thresholds applicable to 1'YB trades of NOx
and SOx.

Based upon the evaluation in the March 2, 2007 Annual RECLAIM Audit Report
for the 2005 compliance year (the report in which the Governing Board found the
average price of Compliance Year 2010 NOx RTCs traded in 2006 to be $15,698
and directed staff to perform this program review), the high calculated average
prices were caused by the way prices are reported and average annual prices
are calculated for IYB of RTCs?. Chapter 2 of this report addresses price
reporting and averaging. Additionally, this chapter also addresses the need for

2 As presented in the Annual RECLAIM Audit Report for 2005 Compliance Year (March 2007),
the calculated average annual price of discrete credits was significantly impacted by infinite-
year block trades because such trades were not envisioned or approvable at the time of
program adoption. As such, the average annual price calculation uses only the price per pound
data for each of the years reported as single year line items and excludes the price reported as
line item infinite-year blocks. Any given infinite-year block trade can be reported in various
ways according to the needs of the parties involved (e.g., accounting practices or tax
concerns). Therefore, these arbitrarily-created single year line items of IYB trades are included
in the price averaging process by the current price reporting calculation as if they were discrete
trades.

PAGE 3-6 SEPTEMBER 2007



EVALUATION AND REVIEW OF THE RECLAIM PROGRAM AND ASSESSMENT OF
RTC PRICE REPORTING

establishing separate review thresholds applicable to IYB trades. The potential
adverse impacts of high RTC prices pertain to the same compliance issues
addressed by Rule 2015(b)(6). The above Rule 2015(b)(6) evaluation fully
addresses all of these compliance issues, as well as market issues such as the
impacts from arbitrary price reporting for IYB trades. Therefore, there is no
additional programmatic issue warranting a review pursuant to Section 39616(f).

Comments Received from Working Group Regarding
Compliance and Enforcement Aspects of RECLAIM

One oral and one written comment were received addressing the review of
compliance and enforcement aspects of the RECLAIM program required under
Rule 2015(b)(6). The oral comment was that compliance rates are high and
there should be no increase in penalties imposed under Rule 2004(d)(1) through
(d)(4). The written comment was from an industry group and was related to the
issue of whether Rule 2004(d)(1) is sufficiently stringent to deter violations. The
letter stated that no increase in non-compliance has been observed, and
therefore, enhanced penalties are unwarranted.

Two other letters commented on the issue of establishing a new threshold price
for I'YB trades. One from a RECLAIM facility stated that no new threshold is
needed for discrete year trades and that $125 per pound would be a reasonable
price level for triggering the review required by Health & Safety Code Section
39616(f). The other one was from an industry group and requested that staff
keep in mind the intent of Section 39616, which was to ensure that the RECLAIM
program does not result in higher costs to business than would be incurred under
command-and-control. They did not recommend a specific price review level.
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CHAPTER 4
IMPACT OF INVESTORS AND LIQUIDITY ON THE RTC MARKET

Summary

Investors have been increasingly active in the RTC trading market, particularly
with respect to 1YB trades. They were involved in more than ninety percent of all
IYB trades in Calendar Year 2006 and in all except one of the IYB trades in the
first half of 2007. As of the end of June 2007, they held 3.9 % of IYB NOx RTCs.
Investors have the potential to provide capital to the market which can be used to
fund emission controls. On the other hand, if RECLAIM emissions approach
aggregate allocations in the future resulting in a sellers’ market, investors’
participation in the market may result in increased compliance cost for RECLAIM
facilities.

Background

The RECLAIM trading market is open to all parties interested in participating in
the buying and selling of RTCs, not just to RECLAIM facilities. Trading
participants other than operators of RECLAIM facilities are known as investors.
They include individuals, investment firms, energy traders or wholesalers,
potential future RECLAIM facility operators, mutual funds, foreign entities, and
brokers with non-escrow RTC holdings (typically brokers only hold RTCs for
escrow purposes, which is not considered investment activity, but there have
been cases of brokers purchasing RTCs for other purposes). Investors, as a
trading group, are very active in the RTC market. Investors participated in over
90 % of IYB Calendar Year 2006 trades both by pounds traded and by price (see
Figure 4-1). The situation was more complicated during the first half of Calendar
Year 2007, when investors were involved in approximately 70 % of trades by
pounds traded but only 13 % by price (see Figure 4-2). However, if a single 101
thousand pound, $9.6 million non-investor trade out of fourteen total NOx 1YB
trades that occurred during the first half of Calendar Year 2007 is excluded,
investors were involved in 100 % of the remaining thirteen NOx IYB trades by
both pounds traded and price (see Figure 4-3).
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Figure 4-1: Quantity and Value of IYB NOx RTC Sales in Calendar
Year 2006
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Figure 4-2: Quantity and Value of IYB NOx RTC Sales in the First Half
of Calendar Year 2007
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Figure 4-3: Quantity and Value of IYB NOx RTC Sales in the First Half
of Calendar Year 2007 Excluding Single 101 Thousand Pound, $9.6
Million Non-Investor Trade Out of Fourteen Total NOx IYB Trades
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It should be noted that data shown in Figures 4-2 and 4-3 is only representative
of a half of Calendar Year 2007. The data presented in Figures 4-1, 4-2, and 4-3
clearly show that, with the exception of the single exceptional trade described
above, the majority of available IYB RTCs are being bought up by investors as a
group. Furthermore, the prices traded for IYB RTCs continue an upward trend.

When a facility shuts down, it can decide whether or not to sell its allocations.
Some facilities retained their allocations and re-allocated them to other RECLAIM
facilities under the same ownership. Figure 4-4 shows how allocations were
disposed of by facilities that shut down during each year between calendar years
2003 through 2005. This figure shows that facilities that shut down in 2003 had
28 tons of RTCs valid for Compliance Year 2011 and beyond. Of those 28 tons,
19 tons (69%) were sold by the shutdown facilities and 59 percent of these
allocations were bought by investors. Whereas, facilities that shut down in 2005
had 9 tons of RTCs valid for Compliance Year 2011 and beyond. Of those 9
tons, 4 tons were sold by the shutdown facilities and 100 percent of these
allocations were bought by investors. Figure 4-5 summarizes the actions by
shutdown facilities between 2003 and 2005. The figure shows that a total of 372
tons of allocations were made available by shutdown facilities. 190 tons of these
allocations were sold and investors bought 169 tons (89%) of these allocations.
Members of the Governing Board have expressed interest in obtaining a better
understanding of investors’ role in the RTC market. This chapter examines
investors’ impacts on trading 1YB credits in the RTC market.
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Figure 4-4 NOx Allocation Disposal by Facilities which Shut
Down their Operations between 2003 and 2005.
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Figure 4-5 Summary of NOx Allocation Disposal by Facilities
which Shut Down their Operations between 2003 and 2005.
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Investors’ Impact

A central assumption in the theory of market incentive programs is that air
pollution controls will be implemented based on market forces. That is the lowest
cost controls will be instituted as long as they are less expensive than the market
price for credits. Theoretically, the role of investors in this market is to provide
capital for installing air pollution control equipment that cost less than the market
value of credits. In addition, investors can also improve price competitiveness.
However, as experience has shown, market theories have not always held true in
RECLAIM. The uniqueness of the RECLAIM program may also alter this market
theory in that RECLAIM facility operators have no substitute for RTCs because
they have the obligation to reconcile their emissions with RTCs and pollution
controls cannot be implemented within a short time period. Therefore, they may
be at the mercy of other owners of surplus RTCs in the short term as evidenced
in 2000 and 2001 during the California energy crisis. On the other hand,
investors bear no compliance responsibility, and therefore, can hold out for
higher prices.

IYB RTCs represent an even more critical aspect of the program in that these
streams of RTCs are sought after to support growth at new or existing facilities.
As such, active facilities are less likely to sell their future year RTCs as IYB. The
supply of IYB RTCs available for sale has been mainly from facilities that have
permanently shut down or from conversion of traditional emission reduction
credits at the start of RECLAIM.

Examples of Financing Air Pollution Control though Credit Sales

AQMD staff conducted a search for examples of installation of air pollution
control equipment that directly resulted from credit sales. The search yielded
three examples. Two of the examples involved cogeneration facilities. In one
case a new selective catalytic reduction system was installed and the resultant
excess credits were sold. The second example showed credit sales directly
financed the purchase of a new catalytic reactor at a similar type of facility. Itis
noted that both facilities had only one single source of emissions and the surplus
credits were not needed internally to the facility. The third example involved the
sale of RTCs to partially finance installation of microturbines which are used to
provide electricity to the facility and heat the facility’s kiln, thereby reducing the
natural gas consumption (and NOx generation) of the kiln. The reason that more
examples were not apparent may be due to the lack of a direct link between
installation of air pollution control systems and the sales of credits. This may be
because some facilities might have retained the surplus credits for internal use
instead of purchasing credits which would otherwise be necessary or the sale of
RTCs and the emission reduction may not have occurred during the same
timeframe.

Investors’ RTC Holdings, Total Allocations, and RECLAIM Emissions

When figures similar to Figures 4-1, 4-2, and 4-3 were presented at the second
Working Group meeting, participants stated that the figures were misleading and
that it would be more appropriate to look at investors’ holdings rather than their
participation in trades. As of the end of June 2007, investors hold 382 tons of
compliance year 2011and beyond RTCs (3.9 % of the total 9,676 tons of
compliance year 2011 NOx allocations). To put this in context, with the
exception of the energy crisis during 2000 and 2001, there has typically been
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approximately a twenty percent overall surplus of NOx RTCs at the end of each
compliance year. It has been reported that RECLAIM facilities have generally
held back approximately 10 % of their allocations each compliance year to
ensure that they do not inadvertently find themselves in the position of exceeding
(failing to reconcile) their allocations if their reported emissions are increased as
the result of any problems or errors discovered by AQMD inspectors during
annual audits. On the other hand, total RECLAIM NOx emissions during
compliance year 2005 were 9,556 tons. If total RECLAIM NOx emissions were
to remain constant, the NOx RTC surplus in 2011 will only be 120 tons (1.2 %).
Overall emissions in RECLAIM will certainly change from now through 2011 and
can be affected by various factors including further installation of emission control
equipment, change in production, and shift in industry sectors. In January 2005,
AQMD identified cost effective control opportunities outside the power producing
industry sector that would amount to 3.7 tons per day of additional NOx reduction
based on historical production rates. The significance of the investors’ holding
will certainly depend on the ability of RECLAIM facilities to generate adequate
surplus RTCs in time to dampen the effect of a sellers’ market which may exist if
the demand surges in a short period of time similar to the situation during the
California energy crisis of 2000-2001.

Opinions Expressed by Working Group Participants

Reaction to the presentation on the role of investors in the RECLAIM market was
split. Some representatives from RECLAIM facilities expressed concern that
investors whose goal is to profit from trading activity are likely to drive up the
price of RTCs. These individuals agreed with staff that there could be negative
consequences for facilities that fail to install controls. One representative from
the power generation sector indicated that the high prices of RTCs are impacting
their ability to secure necessary RTCs for their new power generating plants
which are equipped with best available control technology (BACT). Another
facility representative also stated that their facility planned to purchase some IYB
RTCs so as to sustain their long term operation (their equipment is essentially at
BACT, and have limited opportunity for emission reduction). They had to adjust
their planned capital outlay several times due to the recent price increases of IYB
RTCs. On the other hand, representatives of groups of RECLAIM facilities felt
that investors can help the market by helping to finance installation of emission
controls. One of these representatives of a group of RECLAIM facilities also
emphasized his view that the proper solution to the potential for a small group of
market participants to hold undue influence over the market is for the program to
include emission reductions from mobile sources as a “safety valve” to sudden
RTC price increases, as was originally included in the program design.
Additionally, RTC brokers stated that the presentation was misleading in that it
over-emphasized the role of investors in the market and the potential for negative
impact. They pointed out that investors hold a small percentage of the RTC
supply and that investors are a necessary part of a healthy market because they
increase liquidity. Therefore, they requested that the analysis included an
assessment of the fraction of infinite NOx RTCs held by investors; such an
assessment has subsequently been added to this chapter. They also suggested
that the staff presentation had exaggerated the influence of investors by including
planned start-up facilities in the investor category. They further indicated that
they have not had difficulties in matching up buyers with sellers of IYB credits.
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Recommendation

While it is true that the holding of IYB RTCs by investors as group is small (3%
as of the end of 2006) relative to the total supply of IYB RTCs, there is no clear
data to indicate the level of IYB RTCs available for sale. Therefore, it is not
possible to determine whether this holding is significant enough to allow price
manipulation by an individual investor or a group of them. The recent rise in
holding of IYB RTCs by investors may represent a potential for further price
increases for this type of RTCs.

Current data indicates that the trading activity of IYB RTCs by investors is high
and the prices of these credits are increasing. Even though no evidence exists
that investors are manipulating prices through the hoarding of credits, the
potential of investors’ involvement creating an adverse impact on RTC availability
and price still exists. AQMD will continue to monitor investor participation in the
RTC market.
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APPENDIX A
SAMPLE SURVEY FORM

Survey
of
Average Prices for Infinite-year Blocks of RTCs.

Please provide either:

Facility Name: AQMD Facility ID:

Or

Nature of your business: |

Have you purchased infinite-year blocks of RTCs in the past? Yes [ No O

If yes, please describe the reason(s) (i.e., used for a specific planned project) for
the RTC purchase and specify what was the planning cycle or assumed life for
the RTC purchased (i.e., assumed amortization period for the cost of the RTC -
this may be longer than the life of the project): [Attach separate sheets if
necessary]

If your company were to purchase infinite-year blocks of RTCs', is there any existing
practice for amortizing assets such as these RTCs? Yes [ No [

If yes, please specify the expected planning cycle or assumed life for the RTC
purchased (i.e., assumed amortization period for the cost of the RTC-this may be
longer than the life of the project):

RTCs that are valid from any start year and extend infinitely forward in time
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APPENDIX B
WORKING GROUP PARTICIPANTS
1st 2nd 3rd 4th
Name Company Name Meeting | Meeting | Meeting | Meeting
Amylou
Canonizado Los Angeles World Airports X X X
Ashok Khanna Anheuser Bush X X
Bill Quinn CCEEB X X X
Interstate Brands
Bob Thompson Corporation X
Bob Wyman Latham & Watkins X
X
Bruce Furbush NRG Energy (Phone) X
Bruce Moore LADWP X X X
Christine Grandstaff | Cantor Fitzgerald X X X X
Clay Totten Criterion Catalyst Co. LP X
Curt Kaminer TEP 2 X X
Curtis Coleman So Cal AQ Alliance X X
Daniel Monette Toyota X X X
Dennis Fachler TAMCO Steel X X X
Desirea Haggard TXI Riverside Cement Co. X X
Devin Burns City of Burbank X
Diana Lang Thums Long Beach Co. X
Duane Hobson Custom Alloy Light Metals X
Frank Tavakol SCEC X
Grace Madden Kimberly Clark X
Harold Buchanan CE2 X X
Jack London Exide Tech X
James Pham JPL X
Jason Backeol Baker Commodities X
Jay Grady Cal Portland Cement X
Jeff Forde ENVIRON X
Jeff Simko RICOH X
Jim Patton Blue Heron X X
John Furlong SCEC X
Market-Based Solutions,
Jon Owyang Inc. X
Joseph Hower Environ X
X
Josh Margolis Cantor Fitzgerald (Phone)
Krishna Nand City of Vernon X X X
X X
Lily Wong EPA (Phone) | (Phone)
Lisa Chynoweth Northrop Grumman X X
Lisa Dugas LAWA X
Lisa Woo Emission Credits Exchange X X X
Lyle Nelson SCE X X
Marcus Ruscio Valero X X
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Marjorie Bennett Trinity Consultants X
Michael A. Beasley | Boeing X
Michael Binder Boeing X
Mike Carroll LCW X
Miles Heller BP West Coast X X
Mithun Rathore ICAP United Inc. X
Naro Kuch Sierra Al. Co X X
Ngiabi Gicuhi Plains All American X X
Noel Muyco So Cal Gas X X X X
Paul Kuhlman Ice Energy Inc. X
Pete Jonker Environ X
Rad Akkinepalli Cherry Aerospace X
Rafi Ahmed Chevron X
Sheppard , Mullin, Richter
Randolph C. Visser | & Hampton LLP X
Rhonda Moore B. Braun Medical Inc. X
Rich Crew Canners Steam X
Earth Guard Environmental
Richard Friedman Service X
Robert Logan Arroyo Energy X
Robert Poitras GESCO X
Ron Frazer Northrop Grumman X
Saad Askander Vought Air Craft X X
Samantha Unger Evolution Markets X X X X
Stan Hom Exxon Mobil X X
Thomas A. Miller ZMASSOCIATES Inc X
Thomas Ishii So California Gas X X X X
Tina Heath Trigen Companies X X
Tony Endres Energy Services Corp. X
Viji C.Sadasivan AEC Inc. X X X
Zach Muepo SEMPRA X X X
Zor Rothman Grey K Fund X X X
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APPENDIX C
COMMENT LETTERS

Thomas ishil
Froject Manager
Flanning & Project Development

Sauthern Califernia Gas Company
Maii Location GT23H2
555 W. Fifth Street

Southern Los Angeles, CA 900134101
California
Gas Company* Tek: 213.244.5440

FAX: 213.244.8232

A @Sempra Energy’utility

May 29, 2007

Mr. Mitch Haimov

Senior Air Quality Engineer

RECLAIM Administration Team

South Coast Air Quality Management District
P.O. Box 4830

Diamond Bar, CA 91765

Dear Mitch:

The Southern California Gas Company is hereby submitting its comment to the RECLAIM
Working Group on the methodology of reporting infinite year block trading prices. Specifically,
Four Options or proposals were presented by District Staff on the future reporting of infinite year
block trades at the meeting held on May 17, 2007. The discussions on the relative merits of each
Option at the meeting were useful in formulating our response.

The Southern California Gas Company feels that Option #1, where discrete year and infinite
block trades are separated in the transaction registration process, is most appropriate. This
Option will provide the necessary transparency for RECLAIM facilities to follow current pricing
trends for both discrete year and infinite year block trades. As to the matter of establishing a
threshold price for infinite year block trades, we feel that an average price of $125 per pound
may be appropriate. The threshold price for a discrete year trade should remain unchanged at
$7.50 per pound.

If you have any questions, please contact me at (213) 244-5440.

Sincerely,
0./
Tom Ishii

ce: Lee Wallace, Sempra Energy Utilities
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Sauthein

Calfizralm

A My 1, 2007
Qomliey

Falianss SENT Y1 ESVAIL

RECLAIN Adminlstration Team

Bouih Coast Alr Cualty Management Dieflet
21868 E. Copley Drive

Clamend Bar, &% #1768

Aftentlen: [iteh Halmey

Re ?e-mnams on the Caleulation KMethodologlss for “Infinke Vear Block”
rades

Diear 5, Halmow

&n behali of the Eouthsn Callfornka Al Quality Alllancs (SOACKS) and &z a
parilelpant In the RECLAIN Yorking Groug, | hereby su comments om the
above referenced matisr.

Ve appreciaie the approach the Dietriet s taking In this matter In seskl
ﬁemﬁhahwﬂem mhe b&af fearh to dahzing wih the |seus of nEllni’ﬂl;ﬂq'tn@
war ok raddes for detemining whether the program r
r&ﬁhald hag been mdﬁi Rule 2018, Ve belavwathat s
late for the Dietrict to develop @ commen methed for “nemallzing” the
we of sueh traddes for puipesss of detemiinng whethsr the Z01ERIE]

Wﬁﬂi Hovrver, we alee belleve that the parles to such
a trangacilen should have the abilty and rtght te sat thek oven valuailon on am
RTC trade transactlon, grlis ecomeonsnt parte, This ls net an lirsconeliaile
sondllet, @% he Distrlet's nermallzing analysls |2 for e purpesss only, and need
net aifeet hew the partles valug credlt streams or portleng thersef,

Wlth these mw In mind, BSACHS propoeses that thres piinclples be ussd to
gulds the formulation of a narmalization method.

1. The parties to an RTC trads should be fres fo structue the
tranzaetien In any way they wiah. and place thelr ewn valus on difersnt perlons
of the traneastions (9 % fm }faar sacond year, third vear, sie., or ssparale
klocks of veargl. The Digdet shoukl e eoncsinsd wiih the tofal amount pald for
the fotal numier of pounds, ard the number of peunds per year for whatever
mumbes %f}‘eara- arg covared by the trade.

2 The Dlgtriet should then use aﬁmdam meshed of anakalng and
ngrmalizing the trangaciion cost on a dolfars per pound baste. We Dellevs that
amentizing the cost over a standard perlod using an ﬁ‘mpilﬂe eapiialization

€6 Centar Dilve Fest (ellzeount rate) for future years would alow the Dlstret o caleulates @ “net progent
Sulle GO0 valus" on a dolfare per pound baste. Ve would note that In this anaivels. the

Los Angoles. Ch S48 pregsnt valus of pounds In "out years” would add very il to the net dollars per

V0] T48-E 186 B pound prics].

VAN 71220 Pan The eonesn of the Diatrlet shoud real Ir the eost of RTSe In the near term (2-
eelemaniasFeaniiingnet  § voarz] rather than the cost of ersditz In later yeare. To the extent that the
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ilr, Ml Hale
M 21, 2007
Fage 2

analyste and nermal zation provsss provldes eost data on RTCs tradng nthe
rgar temm, il 28rve the purpose of a!anlngjm [Hetrlet and market particlants
of potanilal s 2g, pries Increazss, and Rule 2018 diggers, Ou year prless
mmﬂdaanl eater of whers the markst |z heading, but thers wll alee be

glent lead fime to allow markst patielpants to adust. Inthat sense [thas
value, Butlkle the near term priess that should be the basle for ilggering

RIQGTaN FEvigv,

W fook foreand te working with vou In the final dewelopment of @ normalzailon
methed,

“ary ruly yours

Fe r“-",_-- —

Curtlz L. Coleman, Bz,
Exmeullve Dle clor
Southem Callfiomla AF Gty Slanes
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California Council for
Environmental and

Economic Balance
T Spear streat, Sutte 805, San Franckoo CABALOS <4150 ST2- /80 FAKATZ) 21 2- /80

hlay 51, 2007

Ll Mieh Flalmov

Sendor Adr Quality Englaees

South Copst Alr Orallty klanagement Distilel
P&, Bow 4530

Dipmomid Ser, CA 9176

Dear Bitel

The Californda Comell for Eavironmental and Evonemde Balues ¢CCEER) wishes o comuent
1o the RECLAIN Wesking Croup o the nﬁmoﬂmgf me;mgﬂﬁ Infindte vear block tradlig
paloes av discussad at e wodng grovp meeting ou Llaw 17, . Gpeeifically, we wishite
COUUGIT oiL e four optieans presenred by Dstoier Hadt on e Mnwe repeiting of inginite wear
block ades, A this podnt, we do ot Dave encvgl information about eqell of The optlons 1o
wearks expiess ourpreferenee, Purtiien. av we divovsmed In e mestlug aud as sall iiself
1%&54, {liers are peow aadd cours Witk eacly proposal. Elowaver, v ooty tedl you that we opposs
epilen

Az 0 prineiple. we batleve diar e vltkmate method cosea shovld offer very high madst
tianspareney wile minimizing amy impact o the curseat market. Under varlous seenanios, we
aldeve it s possible that optiens 1, 2, o5 3 could et this need,

Witk segard to e offinmpy keelfl we Dellew B {s dmpostant 1o seco gudze that e goal of s
offnnrp veas tor enauEe that RECLAIM remalas cost-effietha for its pantfcipants comparsd 1o the
cost faedlitles would have dnourred vades taditonal conupand-and-contrel, lnreviewing the
Health & Sefery Code, we note seotlon 306168 savs dn pam:

In revclslag Tie merked price sevlew Lavel, the disstlet board shall consliler the fetors weed
i seting the lndte] maket pakos sevise level a5 well s oliter evononde dmpacts,
inclwding e oveiall inpact of the proguamn ol job loss, rate ol business fomustlon, amd
rate of business closurs,

W cafse tide polad, beequza as part of the nasdsd toansparancy mentdoged shave, we hallava jr
wonlil send At macket signals i the dstslot eowdd prowlide loformation, on au aggragete
Dands, on swch Lswnes as the fypes of projects belng pernaited, (e antlelpated reduerions fom
these projects. the eow of e redvetlons and {T these projects wowld create sy swplns reductlons
that migln be available 12 the market.

Phually, we weisll (o conuenr o the guestion vou ralsed regarding silimiesd enforvenment, We
taldeve thet the data shews that nen-compliance has not ereased with highes RTC prlces. In

W feeet e
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Il Sliech Hatamev
Bl 51, 2007
Pagel

Shet, our vndeistanding I thet complianes remabus guite good witlh the program. As suehl, wa de
0 Delleve thers i o need o lncrsass the stfngancy of Rude 200 d0CT) thromghn (s,

W look forveard fo reviewing vowr siuds when relessed. and ve are lopefid hat we will ba able
te provlde wou wkh more mefﬁc eonumnents ot that tawe,

Thand vou for cousdderiug our views.
Shesely,

Wil I, Qulin
oo CCEED Masmbers
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California Council for

Environmental and

Economic Balance

100 Spear Street, Sutite 805, San Francisco LA DTS (4 12) ¥12-7820 - FAX M15) 51 2-7897

Toly 168, 2007

3 elieh Matmes

RECLAL Admlalsiaite Toam
P&, Box 4530

Dimuend Bar, O& BUTEF

Do Ivlineh.

The Calbfomia Connell for Bovironmental and Evoneade Ealapes (CCEERT withes 1o take s
an phadfs g aw:m our views enmeving fervard with reviskons & the RECLADY pregram, It{s owr
}Iﬁ.ﬂ aat your Bomnd ant takie avtion ot its Seplendber mssilng cn speolfle llems Decawe e

avarags ples o RICs lucisaned dn 2006 fo a level that rﬂgﬂﬁd?hfmﬂﬁm comtatngd in Rale
2‘?1'.96} 5 W alse waderstand that stall's plaalng to Inke 1o te Beard additloanl feamy mad ia

. @ revenusndatien o s to aveoval for trades favedviag (afalte vem blooks (VB Fuihes
hﬂmﬁ rhe Bod ﬁ'ﬂlmlmlﬂa&ﬁiwm Foumee Mexing lo Angat, Hﬂ.‘ﬁ'ﬂﬁ?m?ﬁm v propesal fe
the commaities o its oy 27 mesting.

CREED has seviewad the fmr eptions orafl iv convkdering 1o acdkliess VB aad a3 Indicated a our enlisr
Leiter, we ogpove optfon 4. However withow! weeing adifitiomal detalls, we donot fmve saough
Infanmtion to sxpiess augpoet for cue of he other opfions, We have beew void that siafl plaas to pressat
#ig seecnmmndation 1o armbers of the Stalonary Somee Comulies ox Juby 27, Slaflwould shace v
gﬁn&mm e msmibers of e RECLATR Woalidng Goong af the same thas o pubags » &w digs

i believe (s appieac wiil ﬁﬁmwwm seeded ingnt Siva the weaven of e
RECLAIR W Crioug pater fe gelog o e Wit g recemmendation.

CREED recommends that stadl'spllt the provesy. Glven the e eonviiaints desoribed above, we
senemeend tat Fow go freand with o paepesal at the Jely 2T Statlonnry & omee Conumitee mesting aml
the Septamaber Boaud mestlog that addressss these Hems ascsssary te compdy with Buls 20150001 We
seeonusndl tat shaE delay action o all oflsr eaxs, inclnding E@p:ml v adldrgss DT By, wathl sia can
preasnt it seconunsadation 12 the FECLADN Warkdng Choup o prsveaking it o The Board.

Thapkc Fov for eonslderlng oue views. Flenss feel See (0 ooatact ms shoukd you have any quettions.
Faeersly,

Tllinm . Chinn
Fiew Fresldent mud Chiel Opernting Qiflass

WO eeeelarg
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