2003 Innovations Awards Program
Application Form

ID #:  __________________

Category: Natural Resources
 State: Illinois
1.   Program Name

Emission Reduction Market System

2.   Administering Agency

Illinois Environmental Protection Agency

3.   Contact Person (Name & Title)

Dennis McMurray, Public Information Officer

4.   Address

Illinois Environmental Protection Agency, 1021 North Grand Avenue East, Springfield, IL  62794-9276

5.   Telephone Number

(217) 557-9068

6.   FAX Number

(217) 782-9039

7.   E-mail Address

dennis.mcmurray@epa.state.il.us

8.   Please provide a two-sentence description of the program.

The Emissions Reduction Market System (ERMS) is an innovative emissions trading program.  This program reduces emissions of volatile organic materials from stationary sources in the Chicago metro ozone nonattainment area by using a market-based approach to remove the most emissions at the lowest cost.

9.   How long has this program been operational (month and year)?

May 2000.  

10. Why was the program created? (What problem[s] or issue[s] was it designed to address?)

Excessive ozone in the lower atmosphere of major urban areas is a serious health hazard.  Ozone causes shortness of breath, coughing, wheezing, and eye and nose irritation.  It is especially dangerous to older adults, children, asthmatics, and persons with chronic respiratory ailments.  Ozone is formed by the photochemical reaction of volatile organic materials and nitrogen oxides in the presence of sunlight on very warm summer days.  Northeastern Illinois, the six-county Chicago metro area (population - 8,126,446), was designated as a severe ozone nonattainment area under provisions of the Clean Air Act of 1990.  This act also specifies that severe areas must be in attainment with the national, 1-hour ozone standard by 2007 and meet interim emissions reduction milestones in 1999, 2002, and 2005.  Air quality modeling showed that volatile organic emissions had to be reduced in this area.  Some emissions reductions had already been achieved by implementing rules for reasonably available control technology that were typically applicable year-round irrespective of air quality conditions.  Adopting more traditional "command and control" measures for each type of industry would have involved contentious and time-consuming rulemaking and very costly control actions by stationary sources.  Therefore, Illinois took an alternative course by developing and adopting an emission trading program to further reduce emissions in the Chicago area in a more cost-effective way.  

11. Describe the specific activities and operations of the program in chronological order.

The program began with companies in the Chicago area providing information on their emissions of volatile organic materials during the “baseline” years of 1994-96 (alternate years were allowed under certain circumstances). These baselines were reduced by 12%, except in predetermined situations where further reductions were not feasible, to arrive at a facility’s allotment – the amount of Allotment Trading Units (“ATUs”) that they would be given every year. Each ATU can be used to offset 200 pounds of volatile organic material and has a two-year life before expiring if it is unused.

Every year, the Illinois EPA allots the designated number of ATUs to participating companies. These companies must then track the actual amount of volatile organics that they emit from May 1 through September 30. By the end of November, they must report all of these emissions to Illinois EPA. Throughout the year, Illinois EPA field inspectors visit company locations to verify the information they are sending in.

During this time, companies may buy or sell their ATUs – buy if they have more emissions than they have ATUs, sell if they have less and don’t need them all. They may either sell them as a one-time deal or can enter into a long-term agreement where future ATUs are automatically transferred from one account to the other. Terms of sale are decided upon by the companies themselves, but all trades are sent to Illinois EPA, where they are verified. Illinois EPA also maintains an average trading price for various time periods, which companies can check online. In addition, companies may use the ERMS website to post buy or sell notices as a way to easily connect with each other.

By December 31, all companies need to have ATUs in their accounts to offset the amount of emissions they reported earlier that year. Illinois EPA removes those ATUs used to offset emissions, with any extras either expiring (if their two-year lifespan is up) or being carried over to the next year for possible use then. If a company fails to hold enough ATUs in its account, they may choose to borrow from the following year’s allotment at a penalty rate or may buy at the same penalty from the “Alternative Compliance Market Account” (“ACMA”), an account maintained by the Illinois EPA for occasions when companies cannot find buying partners or do not have the necessary ATUs for whatever reason. The price of ATUs in ACMA is calculated based on the average market price but then increased so it will not become the primary source of ATUs. Any money put into the ACMA must be used by Illinois EPA to further reduce emissions in the Chicago area.

Following each year of operation, the Illinois EPA must write an Annual Performance Review Report to determine how well the program is working and identify any problems, such as the possibility of “hot spots” developing or any unforeseen increase in emissions of hazardous air pollutants. To date, no such problems have been identified.

12. Why is the program a new and creative approach or method?

Illinois was the first state in the nation to adopt and operate a market-based, cap and trade program for emissions of volatile organic materials.  This program allows trading among participating sources so that emissions reductions can be achieved more cost-effectively.  The market system has 172 participating sources, which represent 24 different types of industry, and focuses on emissions that occur from May 1 to September 30 in recognition that ozone formation is a seasonal problem in Illinois.  The program reduces allowable seasonal emissions for participating sources beyond limitations dictated by prior clean air regulations.  This area-wide reduction is built into seasonal allotments of trading units (200 pounds/unit) that are issued annually to participating sources.  These facility "emission caps" provide certainty that the program will reduce emissions in the nonattainment area by some 1,928 tons per season.  Prior air quality regulations typically limited the rate of emissions for specific production or control equipment but not the total amount of pollutants that could be emitted from a facility.  

Each participating source must file every fall a seasonal emissions report to show the actual amount of emissions.  A source may either reduce its own emissions to meet the allotment or trade with another source that has excess trading units to sell because it has reduced emissions more than required.  Trading may take place at any time but is most frequent during a three-month reconciliation period that follows each ozone season.  After this period, sources must hold the proper number of trading units to cover the reported seasonal emissions.  Transactions are handled electronically using an automated system.  Trading units expire after two years if not utilized, which gives sources some flexibility from year to year but limits the total amount of trading units that can be accumulated.  
Each January, the Agency compares reported emissions to the seasonal allotment (plus trading) for each source.  A source must compensate for any excess emissions by purchasing trading units at a premium (1.2 times the excess amount) or by deducting a similar amount from next year's allotment.  The premium increases to 1.5 times the amount for any consecutive exceedances.  These premiums serve as an incentive to find trading partners during the year.  An Annual Performance Review Report is also published by the Agency in May each year and posted on the website.  This report provides detailed information about emissions from participating sources, market activity, and compliance accountability.

13. What were the program's start-up costs? (Provide detail about specific purchases for this program, staffing needs and other financial expenditures, as well as existing materials, technology and staff already in place.)

The overall start-up costs were approximately two million dollars. This included approximately $930,000 paid for the development, design, and implementation of a new computer tracking system for ERMS; personnel costs relating to passage of the regulations for ERMS and the devotion of 15 permit engineers for approximately six months to develop ERMS baselines for participating sources (approximately $500,000 total); and personnel and other miscellaneous costs related to development of the law enabling the program, the regulations for the program, and training for both internal staff and external account officers. No new staff were hired specifically for this program.

14. What are the program's annual operational costs?

The program’s annual operating costs are approximately $360,000, which include approximately $333,000 for staffing and indirect program costs; $25,000 for contractual support for computer program revisions and upgrades and program evaluation and guidance; and $1500 for the publication of the Annual Performance Review Report required by regulation.

15. How is the program funded?

The funding sources for this program all come from appropriations to the Illinois Environmental Protection Agency.  Thus, 100% of the funding for this program is governmental.  

16. Did this program require the passage of legislation, executive order or regulations?  If YES, please indicate the citation number.

The program required the passage of both legislation and regulations. Public Acts 89-173 and 89-465 created the underlying law enabling the ERMS program as part of the Illinois Environmental Protection Act (415 ILCS 5/9.8). The Illinois Pollution Control Board had to pass further regulations to define the scope and requirements of the ERMS program in 35 Ill. Adm. Code 205.

17. What equipment, technology and software are used to operate and administer this program?

Software was created specifically to run the ERMS database, track trades and ATUs, allow posting to the ERMS message board, etc. This software runs on a Unix server using Oracle 8i, Oracle Forms, Oracle Reports, and the Oracle Application Server. In addition, the program has a number of web pages created using standard web software.

18. To the best of your knowledge, did this program originate in your state?  If YES, please indicate the innovator's name, present address and telephone number.

Yes, this program did originate in Illinois. While there have been other cap and trade programs and other VOM trading programs, ERMS is the first cap and trade program designed to reduce VOM emissions in this fashion. There was no single “innovator,” as it was a group project involving Illinois EPA and representatives from industry, environmental groups, and academia.

19. Are you aware of similar programs in other states?  If YES, which ones and how does this program differ?

Illinois has the only existing USEPA-approved cap and trade VOM reduction program in the U.S.  There are similar programs that exist or have existed in other states, such as California, Michigan, and New Jersey. However, the Illinois program – the first cap and trade system in the U.S. for VOM – has several unique features that set it apart:

· Sources in the ERMS program must still adhere to all other state and federal emissions limitations and thus does not allow sources to avoid other emission limits.

· ATUs have a limited two-year lifetime, which helps to ensure a robust market and allows some saving for companies, but prevents excessive accumulation of active trading units with unlimited life.

· Because the ERMS rule is associated with the Clean Air Act Permit Program, monitoring and recordkeeping provisions are linked to avoid duplicative efforts for companies and to ensure the use of standardized methods for determining emissions.

· Sources that fail to reduce their emissions or obtain the proper number of ATUs are held accountable for their actions as a part of the ERMS rule itself. Such sources are penalized at a higher rate for repeated failure to hold the required ATUs. This discourages noncompliance on the part of participating sources and provides Illinois with some certainty that the VOM reductions will be achieved.

20. Has the program been fully implemented?  If NO, what actions remain to be taken?

Yes.

21. Briefly evaluate (pro and con) the program's effectiveness in addressing the defined problem[s] or issue[s].  Provide tangible examples.

The program has been extremely effective to date in reducing VOM emissions in the Chicago area. After the program’s second year (the most recent year for which data has been compiled as of this writing), the following findings were observed:

· The allotment of ATUs has shown a 9.9% reduction from the original baseline of participating sources. 

· Overall, sources in the ERMS program emitted 52.1% less VOM than their baselines would have allowed them to emit, and 46.8% less than their actual ATU allotments for 2001.

· Sources have been able to find trading partners, there was a sufficient supply of available ATUs, and market prices were conducive to trading.

The reconciliation process by which emissions were totaled and equivalent ATUs were removed has performed as designed and operated in a timely and effective manner.

22. How has the program grown and/or changed since its inception?

Because the program is still new and has been very successful and well-received, there have been no changes since its inception. Each year, an Annual Performance Review Report analyzes the program in order to identify any potential problems. Should any such problems occur in the future, Illinois would make necessary modifications. However, none have been identified as of this writing, and no significant changes are anticipated at this time.

23. What limitations or obstacles might other states expect to encounter if they attempt to adopt this program?

Environmental market systems are a new way of delivering desired protection at reduced cost as compared to traditional regulatory approaches.  Thus, program achievements and successes are very important for widespread acceptance of this new approach.  The Emissions Reduction Market System in Illinois is a successful demonstration of the viability of market approaches for cleaner air.  As such, this program could be used for other ozone nonattainment areas in the United States.  There are nine other severe nonattainment areas that could continue to reduce emissions and fourteen serious and nine moderate nonattainment areas that might be subject to more extensive requirements if attainment is not achieved.  Some features of this program could be applicable to controlling other air pollutants, like nitrous oxides, carbon monoxide or greenhouse gases.  

An obstacle others might encounter is as an initial reluctance by regulated companies to accept actual emissions caps.  This feature is viewed by some business interests as a growth constraint that could hamper economic development.  The Illinois system does have features, however, that respond to this concern and there is no indication of adverse economic impacts.  Another obstacle could be concern by some environmental interests that trading programs create a "right to pollute" and could cause inequitable distribution of emissions due to trading.  The Illinois system also addresses these concerns and thus far no problem patterns have emerged.

Add space as appropriate to this form.  When complete, return to: 
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The Council of State Governments

2760 Research Park Drive, P.O. Box 11910

Lexington, KY 40578-1910
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DEADLINE: All original applications must be postmarked or e-mailed by April 11, 2003, to be considered for an Innovations Award for 2003.

