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nval Texas
Environmental Superconference

WELCOME

TO: Attendees
FROM: Planning Committee
DATE: August 7, 2003

On behalf of the Environmental and Natural Resources Law Section of the State Bar of Texas, the Air
and Waste Management Association-Southwest Section, the Water Environment Association of Texas,
the Texas Association of Environmental Professionals, the Auditing Roundtable, and the American
Bar Association Section of Environment, Energy & Resources, welcome to the Fifteenth Annual
Texas Environmental Superconference, in honor of Willie Nelson’s 70th birthday, “On the Road
Again.” As you know, the conference is an annual event established to create a dialogue among the
attendees, who are drawn from the public and private sector and from the legal and technical profes-
sions. The conference provides excellent continental breakfasts, lunches and snacks, and plenty of
breaks to encourage participants to discuss environmental issues informally, as well as gifts and
quizzes and prizes.

For Friday’s open mike session, note cards are provided for you to write your questions. Please place
your written questions in the designated box at the registration table. You also may ask questions in
person, should you prefer.

As always, there are evaluation forms for the program. We appreciate your taking the time to
complete them. The organizers of this program take into account these forms in planning next year’s
conference. In addition, if you have an interest in having a particular topic presented, or in speaking
on a particular topic, the evaluation form is the appropriate place to provide that information.
Suggestions for themes for next year also are being solicited. Next year’s conference is scheduled for
August 5 - 6, 2004. Please mark your calendars. If you would like to receive next year’s program
electronically, please provide us your e-mail address if you did not include it in your registration.

If you have any questions or comments, please do not hesitate to contact any member of the Planning
Committee at the conference, or, thereafter, Jeff Civins at (512) 867-8477 or Jeft.Civins@haynes-
boone.com.



Agenda &
The Fiiteenthh Annveal Texas
Ehvironmential supcercentieretice

Thursday - August 7, 2003

8:00-8:45 Registration Shall We Gather

8:45-9:00 Welcoming Remarks Hello Walls

Jeff Civins, Texas Environmental Superconference

Hal Ray, Environmental and Natural Resources Section (ENRLS) SBOT
Cindy Smiiley, Air & Waste Management Association — Southwest Section
Carolyn Ahrens, Water Environment Association of Texas

Kim McLean, Texas Association of Environmental Professionals

Michael Byington, The Auditing Roundtable

Keith Hopson, ABA Section of Environment, Energy & Resources

Moderator: Mike Nasi, Lloyd Gosselink

TAB 1 9:00-9:45 Legislative Update
Last Thing | Needed First Thing This Morning
(Was to Have You Walk Out on Me)
Margaret Hoffman, Executive Director, TCEQ
Martin Rochelle, Lloyd Gosselink

TAB 2 9:45-10:10 TCEQ Enforcement All of Me (Why Not Take All of Me)
Leonard Spearman, Deputy Director, TCEQ

10:10-10:30 Break Please Don't Talk About Me When I'm Gone
Moderator: Betty Williamson, Chief, Superfund Management Branch, USEPA, Region 6

TAB 3 10:30-11:20 Brownfields & Revitalization Issues - Initiative, Options, and Legal Implications

If You've Got the Money Honey (I've Got the Time)

Paul Connor, Division Director, OECA/OSRE/PPED, USEPA - DC

Roliff Purrington, Cherokee Investment Partners, LLC - Private equity
Mark Stacell, Marsh —Environmental Practice

Charles Epperson, Intera, Inc.

TAB & 11:20-11:50* Homeland Security Someone to Watch Over Me
Tom Dunne, Associate Administrator, Office of Solid Waste and Emergency Response, USEPA- DC

11:50 -1:00 Lunch Always on My Mind
Moderator: Cindy Smiley, Baker Botts L.L.P.

TAB 5 1:00-1:50 Water Resources - Hot Issues
*In-stream Flow ¢ Re-use * Groundwater Regulation

Blue Eyes Crying in the Rain
Myron Hess, National Wildlife Federation

Ken Ramirez, Bracewell and Patterson
Mary Sahs, Sahs & Associates, P.C.



TAB 6 1:50 -2:40 Water Quality - Hot Issues Whiskey River
* SPCC - SWANCC - Stormwater

Lynn Bortka, Senior Attorney, BP America, Inc.
Steve Ligon, Team Leader, Stormwater and General Permits Team, TCEQ
Bane Phillippi, Haynes and Boone, LLP

TAB 7 2:40 - 3:20 EPA Policy Directions Time of the Preacher
Phyllis Harris, Principle Deputy Administrator, Office of Enforcement and Compliance, USEPA - DC

3:20-3:40 Break Milk Cow Blues
Moderator: Gregg Cooke, Guida Slavich & Flores, P.C.

TAB 8 3:40-4:40 Air Quality - Hot Issues Blue Skies
* NSR Enforcement
* Routine Replacement Maintenance
* 8 Hour Standard Implementation ¢ Clear Skies

Carl Edlund, Director, Multi Media and Planning and Permitting Division, USEPA — Region 6
Mark MacLeod, Environmental Defense

David Schanbacher, Chief Engineer, TCEQ

Chris Thiele, Vinson & Elkins

TAB 9 4:40-5:15* Role and Obligation of the Press
Two Sides to Every Story
Dina Cappiello, Environment Writer, Houston Chronicle
Patrick Crimmins
Randy Lee Loftus, Dallas Morning News

5:15-6:00 Cash Bar I Gotta Get Drunk
Friday - August 8. 2003
8:30-8:45 Introduction Bloody Mary Morning

Moderator: Danny Worrell, Brown McCarroll, L.L.P.

TAB 10 8:45-9:30* Corporate & Attorney Liability under Sarbanes Oxley
Ain’t Nobody’s Business
Elizabeth Bourbon, Senior Counsel, Valero Energy Corporation
Gary Prasher, Pricewaterhouse Coopers
Bob Stewart, Baker Botts L.L.P.

TAB 11 9:30-10:20 Risk - Scientific, Legal and Policy Issues
Heartache by the Numbers
Russ Baier, TCEQ
Nathan Block, Project Manager, TRC
Dick Record, Cirrus Associates

10:20-10:40 Break Wake Me When It's Over

Moderator: Ralph Marquez, Commissioner, TCEQ



TAB 12

TAB 13

TAB 14

TAB 15

TAB 16

10:40-11:15

11:15-12:00

12:00 -1:15

1:15-2:00

2:00-2:40*

2:40-3:30

3:30

New Environmental Technologies
Farther Down the Line

Hank Habicht, Global Environment and Technologies
Jerry Matthews, Texas Council on Environmental Technology/UT
Jim Lester, Houston Advanced Research Center

EPA/TCEQ Point/Counterpoint Pancho and Lefty

Richard Greene, Regional Administrator, USEPA Region 6
Ralph Marquez, Commissioner, TCEQ

Lunch They've All Gone to Mexico
(Annual ENRLS meeting for those who would like to attend)

Moderator: Jim Morriss, Thompson & Knight, L.L.P.

Corporate Initiatives Do Right Woman, Do Right Man
* Product Life Cycles - Sustainability « Other

Carlos Guimaraes, VP-Environmental Operations Business, The Dow Chemical Company
Lisa Shelton, Andrews & Kurth, L.L.P.

Discovery of Electronic Documents Remember Me
-Technical and Legal Issues

Bob Robinson, General Counsel & Vice President of Business Development, Renew Data Corp.

Open Mike Seven Spanish Angels

Manisha Patel, Strategic Planning Advisor, USEPA - Region 6, Moderator

Lydia Gonzalez Gromatzky, Deputy Director, Office of Legal Services, TCEQ

Leonard Spearman, Deputy Director, OCE, TCEQ

Larry Starfield, Deputy Regional Administrator, USEPA - Region 6

Mark Vickery, Deputy Director, Office of Permitting, Remediation & Registration, TCEQ

Closing Remarks Funny How Time Slips Away
Jeff Civins
Sundaes Sweet Bye and Bye

*Ethics Credit




LEGISLATIVE
UPDATE



78" Legislative Session Update

by
Martin C. Rochelle and Margaret Hoffman

The 78™ legislative session was influenced by several factors. New leadership, a
$10 billion budget deficit, tort reform and congressional redistricting all served to make
this session a unique experience. While almost 5600 bills were filed this session, less
than 1400 passed. Many bills had implications to those of us engaged in environmental
law. While the bills that passed will certainly impact the world of environmental law in
Texas, even legislation that did not pass may well serve as a foundation for interim
studies or future legislation. This paper will profile some of these bills.

What Passed:

GENERAL

Senate Bill 1265 Author: Armbrister

Relating to prosecution of environmental crimes.

Summary: This bill requires a peace officer to notify TCEQ in writing of an alleged
violation of an environmental law. TCEQ is then required to evaluate the report,
determine if an environmental violation exists, and determine an adequate remedy.
This bill only applies in cases where the potential defendant holds a permit by TCEQ or
is employed by a person holding such a permit.

House Bill 425 Author: Christian

Relating to procedures to help ensure that certain state agency actions are consistent
with the meaning and intent of applicable legislative enactments.

Summary: HB 425 requires that before a state agency gives notice of its intention to
adopt a rule the agency must: (1) research the legislative history and prepare a
legislative history document on the bill or amendment that authorizes adoption of the
rule; (2) establish an internal review process to ensure the proposed rule is consistent
with legislative history; and (3) deliver a copy of the proposed rule to each member of
the legislature not later than seven days before final adoption and inform the member of
any public hearing related to the proposed rule. The agency must also deliver a copy of
an emergency rule adopted to the primary author and sponsor of the law under which
the rule was adopted. HB 425 mandates that the state agency order adopting a rule
include a summary of any written comments received by members of the legislature.



HB 45 provides the Legislative Budget Board with authority to issue letters of legislative
intent regarding appropriations matters.

While this bill passed, the Governor vetoed HB 425 on June 20 on the basis that the bill
violated the Constitution’s separation of powers provision, by improperly infringing on
the powers of the executive branch of government. The Governor also opined that the
bill would inappropriately allow the legal opinion of an unelected government employee
to supercede the expressed will of the Legislature, and would require the executive
branch of government to determine legislative intent, a function constitutionally left to
the courts of our state.

House Bill 2847 Author: Farabee

Relating to the transfer of the powers, duties, and functions under the Texas Aggregate
Quarry and Pit Safety Act from the railroad commission to the department of
transportation.

Summary: HB 2847 transfers the powers and functions exercised by the Texas
Railroad Commission under Chapter 133, Natural Resources Code, to the Texas
Department of Transportation.

House Bill 3588 Author: Krusee

Relating to the construction, acquisition, financing, maintenance, management,
operation, ownership, and control of transportation facilities and the progress,
improvement, policing, and safety of transportation in the state; imposing criminal
penalties.

Summary: HB 3588 provides for a comprehensive restructuring of the methods of
developing, financing, operating, and policing the state's transportation system, so as to
enhance safety, efficiency, and mobility. HB 3588 addresses the full scope of
transportation issues facing the state. It creates new financing tools to generate the
funding required to maintain a working transportation system. These include the use of
bonds to generate cash flow, mechanisms for funding the Texas Mobility Fund, and an
increase in fines and fees levied for traffic violations. Additional cash flow will be
generated by increased reliance on turnpikes -- those funded by tolls paid by motorists
and those built by local authorities and funded over time by the state. TxDOT is given
the authority to encourage increased reliance on rail transportation. In addition, it will
begin to plan and construct a new set of intermodal transportation facilities that will be
known as the Trans-Texas Corridor and that will integrate highway, rail, and utility
system components. Regional Mobility Authorities will give localities greater flexibility in
addressing their local transportation needs

HB 3588 also requires TxDot to mitigate environmental damages associated with
transportation projects, and authorizes the adoption of rules for the installation,
construction, operation, maintenance, repair, renewal, relocation, or removal of a public
utility facility in, on, along, over, or under a transportation project.



WATER

Senate Bill 155 Author: Zaffirini

Relating to the protection of public freshwater areas; providing a penalty.

Summary: Subtitle |, Chapter 90, is added to the Parks and Wildlife Code to prohibit
the operation of a motor vehicle in the bed or bank of a navigable stream. Many
exemptions apply, however: e.g., operation of a motor vehicle for the lawful
construction, operation, or maintenance of facilities used for the production, treatment,
or transportation of water or wastewater; a county, municipality, or river authority may
adopt a plan for limited use of motor vehicles in protected areas, and the plan must be
approved by TPWD. All peace officers of the state shall enforce the provisions of the
Act. An offense is a Class C misdemeanor.

Senate Bill 1094 Author: Duncan

Relating to the creation of a task force to evaluate matters regarding water
conservation.

Summary: TWDB shall appoint and preside over a conservation task force to review,
evaluate and recommend optimum levels of water use efficiency and conservation for
the state. Not later than November 1, 2004, the task force shall develop a best
management practices guide for use by regional planning groups and political
subdivisions and shall make a final report.

Senate Bill 1639 Author: Staples

Relating to regulating the waters of the state, including the spacing and production of
groundwater and the control of instream flows.

Summary: SB 1639 amends Chapter 36, Water Code, to authorize a groundwater
district to adopt different rules for each geologic strata or each geographic area within a
district. This bill also amends Chapter 11 of the Water Code to create a study
commission to consider public policy implications for balancing environmental and
public water supply demands on surface water resources. The legislation confirms that
no authority currently exists for the TCEQ to issue permits for strictly environmental
flows and prohibits the agency from issuing such permits until August 31, 2005. The
TCEQ may issue an amendment to an existing permit to authorize an environmental
purpose of use.

House Bill 645 Author: Puente

Relating to prohibiting the creation or enforcement of certain restrictive covenants that
undermine water conservation.



Summary: HB 3645 amends Sec. 202.007, Property Code, to prohibit a homeowners
association from including or enforcing a deed restriction or covenant that prohibits or
restricts a property owner from implementing measures promoting solid-waste
composting of vegetation, including grass clippings, leaves, or brush, or leaving grass
clippings uncollected on grass; installing rain barrels or a rainwater harvesting system;
or implementing efficient irrigation systems, including underground, drip or other water
conservation systems.

House Bill 755 Author: Chisum

Relating to the offense of failing to certify compliance of an underground storage tank
before accepting delivery of the regulated substance to be stored in the tank.

Summary: Amends Section 26.3467(b), Water Code, to provide that a person who
“knowingly violates,” rather than “violates,” Water Code Section 26.3467(a) commits an
offense that is punishable as provided by Section 7.156 (Violation Relating to
Underground Storage Tank) for an offense under that section.

This legislation was filed after several petroleum transporters were fined under TCEQ’s
PST Program for making deliveries to petroleum storage tanks that were not in
compliance with the program (non-certified tanks).

House Bill 803 Author: Geren

Relating to the authority of political subdivisions to exercise the power of eminent
domain to acquire rights to water and the assessment of damages in condemnation
proceedings initiated for that purpose.

Summary: This bill amends Subchapter B, Chapter 21, Water Code, to establish a
procedure for condemnation of water rights. A political subdivision may not exercise its
condemnation authority for the purpose of acquiring rights to groundwater or surface
water unless it has prepared a drought contingency plan, developed and implemented a
plan to achieve the highest practicable levels of water conservation, made a good-faith
effort to obtain the rights to the water voluntarily, and demonstrated a need for the water
rights for domestic purposes within the next 10-year period. The bill also provides that
when a political subdivision proposes to condemn the fee title of property under this
chapter, and the court finds that the real property may be used by the political
subdivision to develop the right to use groundwater for a public purpose, the court may
assess damages separately for the market value of the real property and the market
value of the groundwater.

House Bill 1150 Author: Puente

Relating to the financing of certain local water, conservation, and open-space projects in
accordance with the law governing sports and community venue projects.



Summary: HB 1150 amends Section 334, Local Government Code, to allow a
municipality to use a sales tax to fund a parks venue project outside the municipality or
county. To accomplish this, the bill adds to the definition of "venue" a watershed
protection and preservation project, a conservation easement, a recharge, recharge
area, or recharge feature protection project, and an open-space preservation project as
within the list of projects that are authorized under this statute for this type of funding.

House Bill 1152 Author: Puente

Relating to the authority of certain nonprofit water supply corporations and sewer
service corporations to establish and enforce customer water conservation measures.

Summary: HB 1152 allows water and sewer supply corporations to establish and
enforce reasonable conservation practices and prohibit excessive or wasteful use of
water by assessing reasonable penalties as provided in its approved tariff. Customers
may appeal any such penalties to the TCEQ.

House Bill 1370 Author: Luna

Relating to the study and implementation of seawater desalination.

Summary: Amends Section 16.060, Water Code, to require the TWDB to undertake
desalination studies to further the development of cost-effective water supplies from
desalination. The bill also requires the TWDB to issue a biennial report on the
implementation of seawater desalination activities in the state.

House Bill 1378 Author: Geren

Relating to certain duties and information regarding water planning and development
matters in the state.

Summary: HB 1378 amends Chapter 9, Water Code, relating to the Texas Water
Advisory Council. An additional senator and public member are added to the TWAC,
required meetings are reduced to two per year, and powers, duties and procedural
requirements are modified. The scheduled analysis of surface water authorities is
repealed and replaced with a provision allowing the TWAC to request reports from
water districts and authorities.

House Bill 1534 Author: Cook, Robby

Relating to certain powers of groundwater conservation districts.

Summary: Section 36.105, Water Code, is amended to limit the exercise of eminent
domain authority by a groundwater district. HB 1534 provides that a district may only
exercise its power of eminent domain to acquire property that is within the boundaries of



the district and necessary for conservation purposes, including recharge and reuse
purposes. In addition to existing limitations, eminent domain authority may not be used
for production, sale, or distribution of groundwater or surface water, or for acquiring
rights to groundwater or surface water.

House Bill 1541 Author: Callegari

Relating to the general powers and authority of water districts.

Summary: HB 1541 was billed as a “clean-up” bill for water districts, but it includes
many substantive changes to Water Code Chapters 49, 53, 54, 57 and 67. The bill also
amends the Health and Safety Code, the Local Government Code, and the
Transportation Code. Many administrative, procedural and substantive rights of water
districts, too numerous to summarize here, are affected by HB 1541.

House Bill 1979 Author: Puente

Relating to preventing the discharge of untreated wastewater into waters of the state.

Summary: Chapter 26, Water Code, is amended to require TCEQ to establish criteria
for evaluating whether to initiate enforcement actions related to sanitary sewer
overflows that occur as the result of blockage due to grease. TCEQ must adopt model
standards for operation of a sanitary sewer system so as to prevent blockage due to
grease. Adoption and enforcement of these standards by a sanitary sewer system will
provide a reasonable defense against related enforcement actions brought by TCEQ.

House Bill 2031 Author: Puente

Relating to the regulation of stormwater management by certain counties.

Summary: Amends 423.001, Local Government Code, to allow a county with a
population of 1.3 million for which the primary source of drinking water is an
underground aquifer (Bexar County) to take action necessary to comply with storm
water permitting program requirements under the National Discharge Elimination
System, including the collection of a fee for this purpose. This authorization was
already provided to Harris County in 1999.

House Bill 2529 Author: Madden

Relating to enforcement actions against a small water supply, sewer, wastewater
treatment, or solid waste disposal service being integrated into a regional service.

Summary: Amends Subchapter A, Chapter 7, Water Code, by adding Section 7.0026,
to allow the TCEQ to enter into compliance agreements with a water supply, sewer,
wastewater treatment, or solid waste disposal facility, operated by or for a municipality
or county, and that has been integrated into a regional system of such facilities, in lieu



of taking more aggressive enforcement actions for noncompliance by such facilities
prior to such integration.

House Bill 2660 Author: Puente

Relating to the establishment of minimum levels of water conservation in water
conservation plans.

Summary: Sections 11.1271, 15.106, 17.277 and 17.857, Water Code are amended.
Beginning May 1, 2005, all water conservation plans required under these sections
must include quantified 5-year and 10-year targets for water savings. Targets must
include goals for water loss programs and goals for municipal use in gallons per capita
per day. HB 2660 requires TCEQ and TWDB to develop guidelines for preparing water
conservation plans and models for water conservation programs. TCEQ may also
require water right holders to submit such implementation reports.

House Bill 2661 Author: Puente

Relating to the use of graywater

Summary: Section 26, Water Code, is amended to encourage the use of graywater,
as further defined, in private residences. Criteria are established for the domestic use
of up to 400 gallons per day of graywater from a private residence without obtaining a
permit from TCEQ. This bill also clarifies that the TCEQ and not the Texas Board of
Plumbing Examiners has the authority to draft and enforce rules concerning graywater.

House Bill 2663 Author: Puente

Relating to the establishment of quantifiable goals for drought contingency plans.

Summary: HB 2663 amends Section Chapter 11.1272, Water Code, to require
wholesale and retail public water suppliers and irrigation districts to update drought
contingency plans to include specific quantified targets for water use reductions to be
achieved during periods of water shortage and drought, by May 1, 2005. TCEQ and
TWDB are to jointly prepare unenforceable guidelines and best management practices.

House Bill 3030 Author: Van Arsdale

Relating to public notice of groundwater contamination.

Summary: HB 3030 amends Water Code Chapter 26 to require state agencies to
notify the TCEQ in the event they become aware of an incident of groundwater
contamination, and it requires TCEQ to notify drinking water well owners in the area that
may have their drinking water supplies impacted by such contamination.



House Bill 3338 Author: Puente

Relating to the performance of a water audit by a retail public utility providing potable
water.

Summary: Chapter 16, Water Code, is amended to require retail public utilities to
perform and report to TWDB, every five years, a water audit computing the utilities’
most recent annual water loss. TWDB is required to develop appropriate
methodologies for a water audit based on system size. Methodologies shall account for
various components of water loss, including loss from distribution lines, inaccuracies in
meters or accounting practices, and theft. Regional planning groups shall use
information in the development of a regional water plan. Political subdivisions which
have not completed and filed a water audit with TWDB are ineligible for financial
assistance.

AIR

Senate Bill 1159 Author: Barrientos

Relating to the Vehicle Emissions Programs in Early Action Compact counties

Summary: This bill allows an “Early Action Compact” county whose early action plan
for attaining the 8-hour ozone NAAQS provides for a motor vehicle emissions inspection
and maintenance (“I&M”) program to request that TCEQ adopt I&M program
requirements for the county. Allows TCEQ to request that the Public Safety
Commission establish I&M program requirements for the participating county, which
requirements may include exhaust emissions testing, emissions control devices and
systems inspections, or other methods that meet or exceed EPA requirements. TCEQ
may assess a fee for inspection. The fee must be in an amount reasonable to recover
I&M program costs. A portion of the fee may be retained by the station owner,
contractor or operator to recover the cost of performing the inspection and provide for a
reasonable profit. Allows the following incentives for participating counties: low-income
vehicle repair assistance, retrofit and accelerated vehicle retirement programs;
designation as a “Clean Air County”; and, preference in any federal or state clean air
grant program.

Senate Bill 1272 Author: Armbrister

Relating to air quality permit processing for concrete plants.

Summary: This bill creates a standard air permit for permanent concrete plants that
meet 19 specified criteria. Requires the applicant to publish notice and conduct a public
meeting regarding the application within specified timeframes. Requires the ED to
approve or deny the application within 35 days after the public meeting is held.



House Bill 555 Author: Chisum

Relating to air quality public notice for portable facilities.

Summary: HB 555 provides that public notice for a New Source Review air permit is
not required for the relocation or change of location of a portable facility on a site where
a portable facility has been located at any time during the previous two years. The
existing statute provides this exemption if no portable facility has been located at the
proposed site within the past two years. The bill also provides that measurement of
distances to determine compliance with any location or distance restriction in the Texas
Clean Air Act must be taken toward structures that are in use as of the date that the
application is filed with the Commission.

House Bill 638 Author: Chisum

Relating to emissions reductions incentives and the emissions reductions incentives
account.

Summary: HB 638 amends the section of the Texas Clean Air Act’s reimbursement
program for internal combustion engines associated with pipelines as follows: the bill
requires, rather than allows, the TCEQ to develop the program; it provides that NOx
emissions rates be expressed in terms of grams per brake horsepower-hour; it requires,
rather than allows, the program to include certain NOx reduction incentives; it allows
emissions reductions under the program to be determined as a rate of emissions rather
than the actual emissions of an engine; and, it provides that the rules adopted to
implement this section may not require more stringent emissions reduction criteria than
those set forth by the program. HB 638 also changes the definition of "affiliate" in the
Emissions Reductions Incentives Account and requires that money in the account only
be appropriated for emissions reduction incentives projects; it provides that a person
who pays or contributes money to the account is ineligible to receive money from the
account under a program developed under the Reimbursement Program previously
mentioned. HB 638 allows reciprocating internal combustion engines to be considered
permitted if certain criteria are met.

House Bill 1287 Author: Chisum

Relating to the location/operation of concrete crushing facilities for purposes of air
permits.

Summary: HB 1287 clarifies that a concrete crushing facility may not be operated
within 440 yards of a building in use as a residence, school or place of worship on the
date the application is filed, although such a facility can be temporarily located within
such a distance. (The prior statute had prohibited both the location and the operation of
such facilities within 440 yards of such structures.) The bill provides that certain
facilities are exempt from this distance requirement. The distance measurement must
be taken from the point on the concrete crushing facility site that is nearest to the



residence, school, or place of worship toward the point on the residence, school, or
place of worship.

House Bill 1365 Author: Bonnen

Relating to the Texas emissions reduction plan.

Summary: HB 1365 is the comprehensive Texas Emissions Reduction Program
(TERP) cleanup legislation that is part of the state’s effort to meet the requirements of
the federal Clean Air Act. This bill provides funding for the TERP by raising the
certificate of title fees of vehicles from $13 to $33 in counties located in non-attainment
areas of Texas and increases the fee from $13 to $28 in all other counties of the state.
HB 1365 also prohibits the TCEQ from using speed limits for meeting Clean Air Act
requirements. HB 1365 expressly expands some of the programs established under the
TERP to enable more projects and persons to be able to participate in the programs. In
addition, HB 1365 creates a small business incentive program and enables the TCEQ
and other state agencies to give preferences to or require vendors to meet or exceed
state and federal environmental standards such as voluntary air standards. HB 1365
increases the TERP funding of the development of technology which will assist the state
in reducing air emissions.

House Bill 1481 Author: Allen

Relating to subaccount for Title IV & V fees.

Summary: This bill requires that fees collected pursuant to Title V be deposited in a
subaccount in the clean air account, and not be commingled with any other fees. Funds
placed in that subaccount can only be used to cover the costs of developing and
administering the Title V Operating Permit program or the Title IV Acid Rain Permit
program. Any balance left in the subaccount at the end of a fiscal year will be left in the
subaccount and used in subsequent fiscal years only for the Title IV and Title V
programs.

WASTE

House Bill 1567 Author: West, George "Buddy"

Relating to the disposal of low-level radioactive waste; authorizing the exercise of the
power of eminent domain.

Summary: HB 1567 defines unsuitable sites for the disposal of low-level radioactive
waste; provides rules for the application process associated with the disposal of such
radioactive waste; requires certain procedures for waste disposal and conveyance;
allows TCEQ to issue a license for such a facility to a private entity; and, requires
certain levels of financial assurances sufficient to provide for the decommissioning and
long term care of such facilities.

10



House Bill 1765 Author: Smith, Wayne

Relating to requiring financial assurance as a condition of issuing a permit or
registration to haulers of certain solid wastes.

Summary: Prior law had required a demonstration of financial assurance by certain
transporters of waste materials. For example, used oil transporters and medical waste
transporters were required to maintain financial assurance under TCEQ rules.
However, grit waste and grease trap waste transporters were not required to maintain
such financial assurance. HB 1765 addressed this issue by mandating financial
assurance as a condition of issuing a permit or registration for the collection,
transportation, or processing of grit trap waste or grease trap waste.

House Bill 1791 Author: Chisum

Relating to permits for the commercial composting of certain solid wastes.

Summary: Prior law had allowed grease collected from commercial grease traps to
be applied to compost. HB 1791 requires facilities that are composting grease trap
waste to be permitted by the TCEQ.

House Bill 1823 Author: Hamric

Relating to financial assurance for certain solid waste processing facilities.

Summary: HB 1823 directs the TCEQ to adopt rules requiring owners and operators
of recycling facilities to post financial assurance.

HB 2546 Author: Bonnen
Relating to the land application of certain sludge.

Summary: Land application of Class B sludge has been of concern across the state.
HB 2546 provides for more restrictions and requirements to companies involved in the
practice of applying Class B sludge to help ensure safety for citizens, land, and water,
including: a more vigorous tracking system; identification of crops grown at the site of
application; suggested agronomic application rates; proof of certain types of insurance;
proper licensing of supervisors; information related to the date, source, quality, and
quantity of sludge applied; establishment of criteria which will prohibit such sludge
application sites in certain parts of coastal counties; and, transportation requirements.

11



House Bill 2554 Author: Smith, Wayne

Relating to the application of new requirements for nonhazardous industrial solid waste
disposal to be adopted by the Commission on Environmental Quality.

Summary: HB 2554 requires the TCEQ to adopt rules to regulate the management
and operation of new commercial landfill facilities that propose to accept nonhazardous
industrial solid waste for which a permit has not been issued on or before the effective
date of the legislation. HB 2554 also directs the TCEQ to suspend the permitting
process for any pending application for a permit for a new commercial landfill facility that
is scheduled to accept nonhazardous industrial solid waste until the rules are adopted
by the agency.

Note that proposed rules had been drafted prior to the legislation being passed. (See
rule log number: 2002-052-335-WS.) The draft rules are being revised to be consistent
with HB 2554. The draft rules are scheduled to go before the Commissioners for their
approval to publish on August 20, 2003 and are scheduled to be adopted by March 4,
2004. The approval deadline may, however, be moved up in response to this bill.

House Bill 3152 Author: Bonnen

Relating to the potability of and requirements for removing contaminants from
groundwater.

Summary: HB 3152 was passed with the stated purpose of eliminating unnecessary
groundwater investigations/response actions for certain properties with contaminated
groundwater. HB 3152 authorizes the TCEQ to approve municipal setting designations
(“MSDs”) so long as certain affected local governments evidence their support for the
designation by way of an ordinance or resolution. The property subject to a proposed
MSD must be subject to a municipal ordinance or restrictive covenant that is
enforceable by the municipality that prohibits the use of groundwater for potable
purposes or certain other uses. HB 3152 authorizes an individual or municipality to
apply to the TCEQ for an MSD for certain eligible properties that rely on protected
community water systems to supply drinking water. If groundwater use is restricted to
non-potable uses and public water is or will be made available (and subject to certain
eligibility and notification requirements), the TCEQ could certify the area as an MSD. If
the designation is made by the TCEQ, the agency is limited (compared to prior law) in
what it can require of the responsible party in terms of investigation and remediation.

A site is eligible for an MSD if the property or properties are located within a city of at
least 20,000 residents, public drinking water is provided or is capable of being provided,
and the property is ultimately subject to an appropriate ordinance or restrictive covenant
restricting the use of designated groundwater. The MSD may not be issued if it would
negatively impact the current or future regional water resource needs or obligations of
the area or surrounding area where the MSD is sought.
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What Did Not Pass:

GENERAL

Senate Bill 326 Author: Shapleigh

Relating to the regulation of certain sales of water through pipelines.
Last Action: 02-06-03 Referred to Natural Resources Committee

Summary: This bill would have given the TCEQ the authority to regulate the price of
water transported at least 50 miles or between water basins, for the stated purpose of
ensuring that “purchases are protected while allowing private businesses to get a fair
rate of return on their investment.” SB 326 would have made many water pipelines
common carriers for purposes of their use and regulation.

Senate Bill 397 Author: Shapleigh

Relating to the requirement of a public hearing for certain applicants seeking the
issuance, amendment, or renewal of air quality permits.

Last Action: 02-12-03 Referred to Natural Resources Committee

Summary: This bill would have required the TCEQ to hold a public hearing on the
issuance, renewal, or amendment of an application for an air quality permit if the EPA
named the applicant as a potentially responsible party for environmental contamination.

Senate Bill 1048 Author: Ellis, Rodney

Relating to the abolition of the Public Utility Commission of Texas and the Railroad
Commission of Texas, and the creation of the Texas Energy and Communications
Commission.

Last Action: 05-16-03 No action taken in committee.

Summary: This bill would have created the Texas Energy and Communications
Commission and would have transferred the powers and duties of the PUC and the
RCT to the new commission and other state agencies.

Senate Bill 1363 Author: Staples

Relating to the repeal of the authority of the Commission on Environmental Quality to
initiate an enforcement action using information provided by a private individual.

Last Action: 03-19-03 S Introduced and referred to committee on Senate Natural
Resources
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Summary: This bill would have completely repealed current law that allows an
agency enforcement actions to be initiated based on information provided by a private
individual.

House Bill 2 Author: Swinford

Relating to the reorganization of, efficiency in, and other reform measures applying to
state government.

Last Action: 05-13-03 Placed on major state calendar.

Summary: HB2 was a comprehensive bill that, among other things, revised the public
participation opportunities in TCEQ'’s permitting process by adding a “nonadjudicative
hearing” to the permitting process for certain permits proposed to be issued under
Chapters 26 (water quality permitting) and 27 (injection well permitting) of the Water
Code, and Chapters 361 (solid waste permitting) and 382 (air quality permitting) of the
Health & Safety Code. The nonadjudicative hearing was designed to address
protestants’ concerns with a particular project without the need for a contested case
hearing.

HB2 also affected the TCEQ’s compliance history rules. It repealed the existing Water
Code sections regarding compliance history. In its place, HB2 proposed more general
compliance history provisions. For example, it provided that the TCEQ can consider
any adjudicated decision or compliance proceeding addressing past performance and
compliance when considering an application, and it allowed the agency to deny or
suspend a permit if the history “contains violations constituting a recurring pattern of
egregious conduct that demonstrates a consistent disregard for the regulatory process,
including a failure to make a timely and substantial attempt to correct the violations.”

House Bill 168 Author: Christian

Relating to enforcement actions initiated by the TCEQ based on information received
from a private individual.

Last Action: 02-06-03 Introduced and referred to committee on House Natural
Resources

Summary: This bill changed the “citizen collected evidence” laws adopted in the 77"
legislative session by allowing enforcement actions to be based on citizen collection
evidence only if the TCEQ had conducted an investigation that indicated an
enforcement action was warranted.
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House Bill 223 Author: Bailey

Companion: SB 1801

Relating to the authority of certain counties to enact noise regulations.

Last Action: 03-26-03 Committee action pending House County Affairs

Summary: This bill allowed the commissioners court of a county to regulate sound
levels (including sound levels produced by off-road diesel equipment) to promote the

public health, safety, or welfare.

House Bill 877 Author: Rodriguez

Relating to the relationship between the amount of an administrative penalty imposed
by the Commission on Environmental Quality and the economic benefit of the violation
to the alleged violator.

Last Action: 02-18-03 Introduced and referred to committee on House Environmental
Regulation

Summary: This bill would have tied the amount of an administrative penalty to the
economic benefit of the violation to the alleged violator.

House Bill 1005 Author: Fraser

Relating to emergency orders and penalties for rock crushers and concrete plants.

Last Action: 05-29-03 Postponed in Senate.

Summary: This bill would have provided the commission with greater discretion in
setting the penalty for unpermitted rock crushers and concrete plants. Automatic

shutdown and a $10,000 penalty would no longer be mandatory.

House Bill 1063 Author: Smith, Wayne

Companion: SB 455

Relating to compliance histories for and incentives to reward compliance performance
by entities regulated by the Commission on Environmental Quality.

Summary: This bill would have clarified last session’s legislation regarding
compliance history in several ways favorable to industry (e.g. shortened the time period
from five years to three years and required the agency to give entities an opportunity to
review and correct their information before it is posted on the internet).
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House Bill 1219 Author: Haggerty

Relating to the location and operation of concrete crushing facilities.

Last Action: 03-11-03 Left pending in committee.

Summary: This bill would have allowed for concrete crushing facilities to be located
on the site of the demolition of a structure so that the materials being crushed could be
used at that location.

House Bill 1792 Author: Chisum

Relating to the authority of the Office of Public Interest Counsel under the Commission
on Environmental Quality.

Last Action: 04-09-03 H Reported from committee as substituted House State Affairs

Summary: This bill would have granted the OPIC the right to challenge TCEQ rules in
district court.

House Bill 2664 Author: Puente

Relating to the office of public interest counsel.
Last Action: 04-15-03 Reported favorably from committee on House Natural Resources

Summary: This bill would have provided OPIC a budget separate from the TCEQ'’s
budget.

House Bill 2877 Author: Bonnen

Companion: SB 1263
Relating to the permitting procedures of the Commission on Environmental Quality.
Last Action: 05-30-03 Point of order sustained in the House under Rule 11

Summary: This was another comprehensive bill which, among other things, would
have revised the “House Bill 801 process” to close some loopholes that favored
protestants. For example, the current rules require would-be protestants to file
comments and hearing requests in a timely fashion if they want to request that the
Commissioners designate them as parties, but the rules allow the ALJ to add additional
parties that did not follow any of the procedural requirements.
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Special Session Filings:

Senate Bill 19 Author: Ellis

Relating to the reorganization of, efficiency in, and other reform measures applying to
state government.

Summary: SB 19 is similar to HB 2, the government reorganization and efficiency bill
considered during the regular session. Like that bill, SB 19 includes a broad array of
provisions generally designed to enhance the efficiency of state government, enhance
the ability of the Governor to manage state agencies, and to save the state money. SB
19 also directs a 7-member study committee to conduct an in-depth evaluation of
TCEQ’s permitting processes, with input from stakeholders, in order to define
appropriate changes to the agency’s permitting processes through legislation in the next
session.

House Bill 21 Author: Chisum

Relating to efficiency in certain procedures and hearings of the Texas Commission on
Environmental Quality.

Summary: HB 21 is largely the same as the “environmental efficiency” components of
HB 2, as that bill was considered in the regular session. Like HB2, HB 21 seeks to
repeal to the existing code sections regarding compliance history, which would
presumably result in the complicated TCEQ rules also being repealed. HB 21 proposes
more general compliance history provisions.

Also, like HB 2 during the regular session, HB 21 proposes a “nonadjudicative hearing”
process for certain types of air, waste and water permits. For example, it provides that
certain air quality permits (certain specified existing facilities, electric generating
facilities, pipeline facilities, and permits for voluntary emissions reductions) are to be
noticed for a non-adjudicative hearing. Significantly, it also provides that certain air
quality permits to be issued pursuant to Health & Safety Code Chapter 382.056, and
which represent amendments, modifications, or renewals that would not result in an
increase in allowable emissions, are not to be subject to contested case hearings. The
bill also includes a whole list of other facilities that are made subject to the exemption
from contested case hearings, including rock crushers, concrete batch plants, and hot
mix asphalt plants. Notwithstanding this apparent outright exemption from the
contested case hearing processes, there is an exception to this "exemption" if the
facility seeking the amendment, modification, or renewal does not have a good
compliance history. Similarly, with regard to water quality permitting, the bill allows a
permit renewal or amendment which does not seek to increase loadings, and that is
made by a permittee with a good compliance history, to be issued by the agency without
a contested case hearing.
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House Bill 73 Author: Bonnen

Relating to the permitting procedures of the Texas Commission on Environmental
Quality.

Summary: This bill is very similar to HB 2877, which was considered during the
regular session. HB 73 clarifies the content of requests for contested case hearings by
requiring that any hearing requests must be related to issues raised in the public
comment period by that specific requestor (as opposed to issues raised by anyone), it
eliminates a hearing notice requirement to the public in the event the commissioners
grant specific hearing requests (i.e. those who had had their requests for hearing
granted will get notice, but notice to the general public of such a hearing will no longer
be required, and it provides that an ALJ at SOAH cannot expand the list of protestant-
parties to include persons other than those whose hearing requests were granted by the
commissioners and whose issues were referred to SOAH for hearing.

MCR\CD\oth030711mcr
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After years of legislative deliberations on Superfund reform, the 107" Congress passed the most
significant amendments to the Comprehensive Environmental Response, Compensation, and
Liability Act (CERCLA or Superfund) ,* since the Superfund Amendments and Reauthorization
Act of 1986.> The Small Business Liability Relief and Brownfields Revitalization Act (the Act or
new law)® addresses many of the reforms sought, and largely achieved administratively, since the
103" Congress.* However, the bill is not the comprehensive Superfund reform sought by many
in the Superfund community. Rather, Congress enacted amendments targeted at some of the most
inequitable consequences of Superfund’s broad liability scheme and changes that will encourage
the responsible cleanup and re-use of contaminated properties. The result was a bill that received
bipartisan support in Congress and endorsement by the Bush Administration, states, and both
sides of the fence in the Superfund community.

142 U.S.C. 88 9601-9675 (2000).

2 Pub. L. No. 99-499, 100 Stat. 1613 (1986) (codified in scattered sections of 42 U.S.C. §§ 9601-
9675)

3 Pub. L. No. 107-118, 115 Stat. 2356 (2002) (to be codified in scattered sections of 42 U.S.C §§
9601-9675).

* For a more detailed summary of previous Superfund reform legislation see Charles
Openchowski, Superfund in the 106" Congress, 30 ENVTL. L. REP. 10648 (2000).



The Act consists of two titles. Title | addresses liability exemptions for parties who generate and
transport small quantities of hazardous substances and certain generators of municipal solid
waste. Title | also provides for expedited settlements with certain parties that can demonstrate a
limited or inability to pay their share of response costs. The Title 1l amendments focus on
facilitating the responsible cleanup and re-use of contaminated properties. The amendments
provide specific statutory authority for the U.S. Environmental Protection Agency’s (EPA or
Agency) brownfields program and authorize appropriations to fund brownfields grants and grants
for state and tribal response programs. Title Il also provides conditional exemptions from
CERCLA liability for contiguous property owners and bona fide prospective purchasers and
clarifies the pre-existing innocent landowner defense. Finally, the amendments place certain
limits on EPA’s use of its enforcement and cost recovery authorities at low-risk sites where a
person is conducting a response action in compliance with a state program.

This article primarily focuses on the changes made to Superfund liability. Part | describes in
more detail specific liability provisions in the Act and notes particular EPA efforts to implement
the law. Part Il offers a summary of the brownfields and state and tribal funding provisions. Part
Il provides a description of EPA’s strategy for implementation. Part IV offers a brief
conclusion.

1. THE LIABILITY PROVISIONS OF THE NEW LAW

V. TITLE I: DE MICROMIS AND MUNICIPAL SOLID WASTE LIABILITY RELIEF
AND ABILITY TO PAY SETTLEMENTS

Title I, § 102 adopted with some modification three existing EPA policies. For a decade, EPA
has maintained a policy of not pursuing, and providing contribution protection for, parties who
generated or transported a minuscule (de micromis) amount of waste to a site.> Similarly, prior to
passage of the Act, EPA had a policy to handle the liability of generators of municipal solid waste
(MSW).% In 1997, EPA issued guidance on making ability to pay determinations in Superfund
cases.” Thus, the Act will likely not significantly change EPA’s policies to the extent they are
consistent with the new law. However, the de micromis and MSW provisions in particular
contain notable deviations from these existing EPA policies. For example, while EPA policies

> UNITED STATES ENVIRONMENTAL PROTECTION AGENCY, OFFICE OF SITE
REMEDIATION ENFORCEMENT, Methodology for Early De Minimis Waste Contributor
Settlements under CERCLA Section 122(g)(1)(A) (1992). Contribution protection eliminates the
threat of private party suits pursuant to CERCLA § 113(f) for contribution of response costs from
other liable parties. 42 U.S.C. § 9613(f).

® UNITED STATES ENVIRONMENTAL PROTECTION AGENCY, OFFICE OF SITE
REMEDIATION ENFORCEMENT, Policy for Municipality and Municipal Solid Waste CERCLA
Settlements at NPL Co-Disposal Sites (1998). This policy supplements UNITED STATES
ENVIRONMENTAL PROTECTION AGENCY, OFFICE OF SITE REMEDIATION ENFORCEMENT, Interim
Policy on CERCLA Settlements Involving Municipalities and Municipal Solid Waste (1989).

" Environmental Protection Agency, Office of Site Remediation Enforcement, General
Policy on Ability to Pay Determinations (1997).



addressing these parties generally applied at all sites, the new statutory exemptions are limited
solely to sites on the National Priorities List (NPL). This section provides a summary of these
changes to CERCLA and notable comparisons to EPA policy.

V. De Micromis

Section 102(a) added new § 107(0) to CERCLA and exempts generators and transporters of de
micromis quantities of hazardous substances from response cost liability.> The new law requires
a person seeking the exemption to demonstrate that “the total amount of the material containing
hazardous substances they contributed was less than 110 gallons of liquid materials and 200
pounds of solid materials” and that “all or part of disposal, treatment, or transport occurred before
April 1, 2001.” This exemption is subject to the following exceptions: 1) if the materials
contribute significantly, either on their own or in the aggregate, to the cost of the response action
or natural resource restoration; 2) if the person fails to comply with an information request; 3) if
the person impedes a response action or natural resource restoration; or 4) if the person has been
convicted of a criminal violation for conduct to which the exemption would apply.’

The Act provides significant protection for generators and transporters of de micromis amounts of
hazardous substances at NPL sites where disposal, treatment or transport occurred after April 1,
2001.° While EPA is not directed to provide contribution protection to these parties, the Act
includes substantial disincentives for litigation by private party plaintiffs. First, the exemption
shifts the burden of proof to private party plaintiffs to show that the exemption does not apply.
Second, the new law makes private party plaintiffs liable for the defendant’s costs and fees if a
court finds the defendant to be exempt under this provision. These provisions should force
potentially responsible parties seeking contribution for response costs to exercise greater
diligence in respect to who they drag into court.

VI. Municipal Solid Waste
Section 102(a) also added § 107(p) to CERCLA which exempts certain generators of municipal

solid waste (MSW) from Superfund response cost liability at NPL sites.* The persons covered
by this exemption are owners, operators, and lessees of residential property; small businesses;*

8§ 102(a), 115 Stat. 2356 (to be codified at 42 U.S.C. § 9607(0))(subsequent citations are
to 42 U.S.C.).

% A determination that one or more of these exceptions applies is not subject to judicial
review. 42 U.S.C. § 107(0)(3). The same is true of similar exceptions to the MSW exemption
discussed infra. See id. 8 107(p)(3).

WEPA is currently discussing how to address non-exempt small quantity generators and
transporters.

142 U.S.C. § 9607(p).
2 The Act defines a small business for purposes of this section as the following:

a business entity (including a parent, subsidiary or affiliate of the entity)
that, during its 3 taxable years preceding the date of transmittal of written
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and certain non-profit organizations.** This exemption is subject to all but one of the same
exceptions as found in the de micromis exemption.** The new law defines MSW in the following
two ways: 1) as waste generated by a household; and 2) as waste generated by a commercial,
industrial, or institutional entity which is essentially the same as waste generated by a household,
is collected as part of normal MSW collection, and contains no greater amounts of hazardous
substances than that contained in the waste of a typical single family household.”

Similar to the de micromis exemption, the MSW exemption has burden of proof and fee shifting
provisions to discourage litigation against exempt parties. However, the burden of proof
provision in the MSW exemption is a bit more complicated because it differs based on time of
disposal and applies in some cases to both private and governmental plaintiffs.'® Furthermore,
the statute sets forth a complete bar to private party actions against owners, operators, or lessees
of residential property which generated MSW. As with the de micromis exemption, the cost and
fee shifting provision only applies to nongovernmental entities.

VIl.  Ability to Pay

notification from the President of its potential liability under this section,
employed on average not more than 100 full time indivuiduals, or the
equivalent thereof, and that is a small business concern (within the
meaning of the Small Business Act (15 U.S.C. § 631 et seq.)) (sic) from
which was generated all of the municipal solid waste attributable to the
entity with to the facility. . .. 42 U.S.C. § 107(p)(1)(B).

3 The Act also sets size limits for non-profits as those employing not more than 100 paid
employees at the location which generated the MSW. Id. 8 107(p)(1)(C).

 The MSW exemption does not provide an exception for persons convicted of a
criminal violation for conduct to which the exemption would apply.

1> The new law also provides examples of MSW, which include “food and yard waste,
paper, clothing, appliances consumer product packaging, disposable diapers, office supplies,
cosmetics, glass and metal food containers, elementary or secondary school science laboratory
waste, and household hazardous waste.” Id. 8 107(p)(4)(B).

'8 In respect to disposal that occurs on or after April 1, 2001 a private party, but not a
governmental, plaintiff bears the burden of proof. For disposal before April 1, 2001, the burden
of proof rests on all plaintiffs in respect to whether the person qualifies under 8 107(p)(1) and
whether the waste qualifies as MSW under § 107(p)(4) — these subparagraphs are mentioned
specifically so as to avoid confusion over the preclusion from judicial review of governmental
determinations that an exception applies.



Section 102(b) of the new law amended § 122(g) and grants EPA the authority to enter into
expedited settlements with persons who demonstrate an inability or limited ability to pay
response costs.'” The Act directs EPA to consider whether the person can pay response costs and
still maintain basic business operations, which includes consideration of financial condition and
ability to raise revenues. Section 122(g) prior to the new act provided for settlements with de
minimis parties and some changes apply to these settlements as well. For example, the new law
requires EPA to provide a written determination of ineligibility to a potentially responsible party
that requests a settlement under any provision in 8 122(g). Any determination regarding
eligibility is not subject to judicial review.

VIl  TITLE Il: CONTIGUOUS PROPERTY OWNERS, BONA FIDE PROSPECTIVE
PURCHASERS, AND INNOCENT LANDOWNERS

The new law creates two new conditional exemptions from CERCLA “owner/operator” liability
for contiguous property owners and bona fide prospective purchasers (BFPP). Again, these
exemptions embody aspects of pre-existing EPA policies.® The new law also modified the
existing innocent landowner defense by clarifying the meaning of “all appropriate inquiries.” All
three provisions embody some common elements for persons to maintain non-liable status while
also including unique provisions and requirements. This section will address the contiguous
property owner and BFPP provisions individually and then explain the common elements that
apply to all three.

IX. Contiguous Property Owners

Section 221 of the Act adds new § 107(qg) which exempts from owner or operator liability persons
that own land contaminated solely by a release from contiguous, or similarly situated property
owned by someone else. In the case of a contiguous property owner, the owner must not have
known or had reason to know of the contamination at the time of purchase and must not have
caused or contributed to the contamination. The section also modifies what constitutes
appropriate care/reasonable steps for contiguous property owners by clarifying that the
requirement does not obligate a contiguous property owner to conduct groundwater investigations
or remediate groundwater contamination except in accordance with EPA’s pre-existing policy.™

The new law generally provides greater protections for contiguous property owners than EPA’s
existing policy on owners of contaminated aquifers. The new law does not limit the exemption to
properties contaminated by groundwater but may also apply to soil contamination resulting from
neighboring properties. The Act also grants EPA the authority to provide assurances that the

71d. § 122(9)(7)-(12).

'8 See UNITED STATES ENVIRONMENTAL PROTECTION AGENCY, OFFICE OF SITE
REMEDIATION ENFORCEMENT, Policy Towards Owners of Property Containing Contaminated
Aquifers (1995)(contiguous property owners)(hereinafter Contaminated Aquifer Policy);
ENVIRONMENTAL PROTECTION AGENCY, OFFICE OF SITE REMEDIATION ENFORCEMENT,
Guidance on Settlements with Prospective Purchasers of Contaminated Property (1995).

9 The new law cites to EPA’s Contaminated Aquifer Policy. See supra note 18.



Agency will not take action against a person and protection from third party suits. As in EPA’s
Contaminated Aquifer Policy, a person who purchases with knowledge of the contamination
cannot claim the exemption; however, the new law notes that a party who does not qualify for the
exemption for this reason may still qualify as a BFPP.

X. Bona Fide Prospective Purchasers

The most notable aspect of the BFPP provision is that for the first time Congress has limited the
CERCLA liability of a party who purchases real property with knowledge of the contamination.
The caveats to this exemption, in addition to the common elements,”® include a requirement that
all disposal takes place prior to the date of purchase, that the person does not impede a response
action, and that the property may be subject to a “windfall lien”. The windfall lien provision
provides for a lien on the property of a BFPP if EPA has unrecovered response costs and the
response action increased the fair market value of the property. The lien arises as of the date the
response cost was incurred and the amount cannot exceed the increase in fair market value
attributed to the response action.

EPA’s policy on prospective purchaser agreements (PPAs) proved one of the most successful and
high profile administrative liability reforms prior to enactment of the new law.?* Immediately
after passage, EPA was asked repeatedly whether the Agency would continue to issue PPAsS.
Many people suggested that EPA needs to continue the practice, despite the fact that the
legislation provides an exemption and confronts an ongoing complaint, from some of these same
people, that EPA should not be involved in private real estate transactions.

To address this issue, on May 31, 2002, EPA’s Office of Site Remediation Enforcement issued
new guidance entitled Bona Fide Prospective Purchasers and the New Amendments to
CERCLA.?? This guidance states that “EPA believes that, in most cases, the Brownfields
Amendments make PPAs from the federal government unnecessary.”? Therefore, in the majority
of cases EPA intends for the law to be self-implementing. However, the guidance does recognize
the following two exceptions where EPA may enter into an agreement with the purchaser: 1)
there is likely to be a significant windfall lien needing resolution; and 2) the transaction will
provide significant public benefits and a PPA is needed to ensure the transaction will take place.?*

2 Discussed infra part 1.B.3.

2! Prior to passage EPA had issued over 160 PPAs. For a comprehensive treatment of
EPA’s use of PPAs see generally Margie C. Lifsey, Prospective Purchaser Agreements: EPA’s
New Outlook on Landowner Liability, 30 ENvTL L. 177 (2000).

22 UNITED STATES ENVIRONMENTAL PROTECTION AGENCY, OFFICE OF SITE
REMEDIATION ENFORCEMENT, Bona Fide Prospective Purchasers and the New Amendments to
CERCLA (2002).

21d. at 1.
?* The guidance provides the following three examples for the second exception: 1) the
cleanup will result in environmental benefits, reimbursement of EPA response costs, or new use

and there is a significant need for a PPA to accomplish these goals; 2) the propsective purchaser
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XI. Common Elements and Innocent Landowners

The contiguous property owner exemption, the definition of what constitutes a BFPP, and the
innocent landowner defense found in CERCLA § 107(b)(3) and the definition of “contractual
relationship” in § 101(35), all contain the following common obligations which persons seeking
these exemptions must meet:

conduct “all appropriate inquiry” prior to purchase of the property;

not be potentially liable or affiliated with any person potentially liable;

exercise appropriate care by taking reasonable steps to “stop any continuing release;
prevent any threatened future release; and prevent or limit any human,
environmental, or natural resource exposure to any previously released hazardous
substance;”

provide full cooperation, assistance, and access to persons undertaking a response action
or natural resource restoration;

comply with all governmental information requests;

comply with land use restrictions and not impede the performance of institutional
controls; and

provide all legally required notices regarding releases of hazardous substances

At time of publication, EPA is considering whether to produce general guidance on these
“common elements.” EPA has heard from stakeholders that they need clarification of these
requirements to ensure they take appropriate actions to avoid liability. EPA would like to ensure
national consistency and provide direction where needed. However, requirements such as what
constitutes appropriate care/reasonable steps will greatly depend on site specific circumstances.

Changes to CERCLA § 101(35)(B) now define “all appropriate inquiries” for purposes of all
three provisions.”® First, the Act directs EPA to promulgate regulations based on statutory criteria
within two years of date of enactment, establishing standards for all appropriate inquiry. For
purchases prior to issuance of these regulations, the Act utilizes two standards based on date of
purchase. For purchases prior to May 31, 1997, the Act sets forth a narrative standard, directing
courts to consider such factors as, inter alia, specialized knowledge of the defendant, the
obviousness of the contamination, and relationship of purchase price to property value. For
purchases after May 31, 1997, the Act states that procedures set forth in the American Society for
Testing and Materials, Standard Practice for Environmental Site Assessment: Phase 1
Environmental Site Assessment Process, Standard E1527-97 shall satisfy the requirement. The
section also provides that for purchasers of property for residential use or similar use by a
nongovernmental or noncommercial entity a facility inspection and title search shall fulfill the
requirements.

The provisions defining all appropriate inquiry raise two implementation issues for EPA. First,
EPA must promulgate a regulation setting forth the standards which will satisfy this requirement.

faces a real threat of being sued by a third party; or 3) situations where a PPA will serve a
significant public interest. Id. at 4,5.

%42 U.S.C. § 9601(35).



To this end, EPA has initiated the process for conducting a negotiated rulemaking under the
Negotiated Rulemaking Act.?® If EPA decides to follow this approach, it will allow EPA to work
with a broad range of stakeholders to develop practices designed appropriately for their intended
use. Also, the Phase 1 Environmental Site Assessment standard referenced in the new law was
actually superceded with a new standard in 2000. The 1997 version is no longer available
through ASTM. Thus, the Act directs purchasers and EPA to use an obsolete standard — an
anomalous situation at best.

XIl.  TITLE II: LIMITATIONS ON EPA CERCLA ENFORCEMENT AND COST
RECOVERY AUTHORITY

Section 231 of the Act amends CERCLA by adding a new § 128.%" Section 128(b) sets forth
limitations on EPA’s enforcement authority under § 106(a) and cost recovery authority under §
107(a). These limitations apply to actions against persons who have conducted or are conducting
response actions at “eligible response sites” in compliance with a “State program that specifically
governs response actions for the protection of public health and the environment.”® The
limitations only apply to response actions commenced after February 15, 2001 and in states that
maintain a public record of sites being addressed under a state program in the upcoming year and
those addressed in the preceding year. Additionally, these limitations are subject to specified
exceptions.

The definition of an “eligible response site” is found in new CERCLA § 101(41). The definition
includes “brownfield sites” as defined in 8 101(39)(A) and (B). The definition of a brownfield
site is very broad in that it essentially captures any real property with real or perceived
contamination but excludes facilities (paraphrasing in part):

C subject to a planned or ongoing CERCLA removal;

C listed or proposed for listing on the national priorities list;

C subject to a unilateral administrative order, court order, administrative order on
consent, or consent decree under CERCLA;

C subject of a unilateral administrative order, court order, administrative order on
consent, consent decree, or permit under the Resource Conservation & Recovery
Act (RCRA, 42 U.S.C. § 6901 et seq.), the Clean Water Act (CWA, 33 U.S.C. §
1251 et seq.), the Toxic Substances Control Act (TSCA, 15 U.S.C. § 2601 et
seq.), or the Safe Drinking Water Act (SDWA, 42 U.S.C. § 300f et seq.);

C subject to corrective action under RCRA 88 3004(u) or 3008(h), to which a
corrective action permit or order has been issued or modified requiring the
implementation of corrective measures;

%5 1.S.C. §§ 561-570 (2000). EPA is in the initial stages of this process. EPA has
selected a convener who will identify stakeholders and solicit their input on undertaking a
negotiated rulemaking. The convener will then make a recommendation to EPA on whether or
not to follow this rulemaking approach and EPA will make the final determination.

27 42 U.S.C. § 9628(h).

% 1d. § 9628(b)(1).



C a land disposal unit with closure notification submitted and a closure plan or
permit;

C on land subject to the custody, jurisdiction, or control of a department, agency, or
instrumentality of the United States, except for land held in trust by the United
States for an Indian Tribe;

C a portion of a facility contaminated by PCBs subject to remediation under TSCA,;
or

C a portion of a facility receiving assistance from the Leaking Underground
Storage Tank Trust Fund (LUST Fund sites).

For purposes of the definition of an eligible response site, LUST Fund sites are included. EPA
may include sites excluded under the fourth, fifth, sixth, and eighth bullets on a site-by-site
basis.?® The definition of eligible response site contains an additional exclusion for sites at which
EPA has conducted a PA or Sl and after consulting with the State has determined that the site
achieves a preliminary score sufficient for, or otherwise qualifies for, listing on the NPL.*°

The limitations on EPA’s authority in § 128(b)(1) are subject to a number of statutory
exceptions.®* EPA is not prohibited from taking action if the state requests EPA assistance;
contamination has migrated across state lines or onto federal property; after considering response
actions already taken, a release or threatened release poses an imminent and substantial
endangerment requiring additional response actions; or new information indicates that conditions
or contamination at the site may present a threat. If EPA intends to take an action that may be
prohibited under § 128(b)(1), it must notify the state and wait forty-eight hours for a reply, unless
one of these exceptions applies, in which case EPA must still notify the state but may act
immediately. Additionally, the new law does not prohibit EPA from seeking to recover costs
incurred prior to date of enactment or during a period during which the limitations did not apply.

EPA has decided not to issue guidance on these new limits on EPA authority. Congress provided
a fairly detailed statutory structure. Also, this provision appears to embody EPA’s current
practice of generally not getting involved at sites being cleaned up under a state program. Some
EPA regional personnel have communicated with their respective states regarding how they
anticipate handling the notification requirements and state requests for assistance, if necessary.*
Additionally, a group is assessing the exclusion from the definition of eligible response site for
sites which EPA has determined qualify for listing to see how this exclusion works with the

% EPA may extend the limits on its authorities to these sites if doing so “would be
appropriate and protect human health and the environment and promote economic development
or facilitate the creation of, preservation of, or addition to a park, a greenway, undeveloped
property, recreational property, or other property used for nonprofit purposes.” Id. 8
9601(42)(B)(ii).

%%1d. § 9601(41)(C).
31 See id. § 9628(b)(2).

%2 For example, EPA, Region 9 in San Francisco has developed model letters to facilitate
this communication between EPA and the States.



current site assessment and scoring process.®

XIll. BROWNFIELDS GRANTS AND STATE AND TRIBAL FUNDING

In addition to the contiguous property owner, bona fide prospective purchaser, and innocent
landowner provisions, Title 1l for the first time provides explicit statutory authority for EPA’s
brownfields program. Title Il also authorizes EPA to provide grants to states and tribes to
develop response programs. While this article focuses on the liability provisions these aspects of
the new law are certainly worth mentioning.

Generally, brownfields are considered properties which have real or perceived contamination that
discourages redevelopment or reuse due to the potential liability of those persons associated with
the site. ** Since 1995, EPA has maintained a successful brownfields program aimed at promoting
the cleanup and redevelopment of brownfield properties. The brownfields program has provided
numerous grants and assistance to states and communities for brownfields assessments, revolving
loan funds for brownfields cleanup, and job training and development. The program has also
worked to identify “Showcase Communities” that serve as national models for successful
brownfields assessments, cleanups, and redevelopment.

The new law recognizes EPA’s efforts and expands the existing program.*® The Act authorizes
annual appropriations of $200 million for the brownfields grant program for fiscal years 2002
through 2006. EPA will use appropriations to provide brownfield characterization and
assessment grants, to capitalize revolving loan funds, and for the first time to provide direct
grants for brownfields cleanup. The Act also provides an expanded list of persons eligible for
these funds that include states, local governments, state chartered redevelopment agencies, tribes,
land clearance authorities, and for certain funds nonprofits and other private entities. The Act
provides ranking criteria for grant distribution and directs EPA to provide guidance for grant
applicants.

Title 11 also authorizes $50 million annually from 2002 through 2006 to provide assistance for
state and tribal response programs, to capitalize a revolving loan fund for brownfield remediation,
or purchase insurance or create a risk sharing pool, an indemnity pool, or insurance mechanism to
help fund response actions.®® To receive grants state and tribal programs must meet or be
working towards several criteria or the state or tribe must have a memorandum of agreement for

%42 U.S.C. § 9601(41)(C).

% The new law sets forth the core definition of a brownfield site as “real property, the
expansion, redevelopment, or reuse of which may be complicated by the presence or potential
presence of a hazardous substance, pollutant, or contaminant.” Id. 8 9601(39)(A). This definition
is subject to specific exclusions, which generally limit brownfields to lesser contaminated sites as
discussed supra Part 11.C.

% See 42 U.S.C. § 9604(K).

% See id. § 9628(a).
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voluntary response programs with EPA. States receiving funds must also maintain and update
annually a public record of sites going through a state’s response program.

XIV. EPA’s IMPLEMENTATION EFFORT

The new law’s substantial amendments to CERCLA liability and changes to the Agency’s
brownfields program, have led EPA to initiate a considerable effort to implement the new
legislation. EPA has taken a three pronged approach to this effort — developing work products to
assist EPA and the public, outreach and communication, and securing an adequate budget. This
section will briefly describe EPA’s efforts in these three areas.

Both EPA employees and the public need direction, clarification, and guidance on the variety of
changes to CERCLA and existing EPA policies. Within EPA, the legislation impacts various
programs and offices requiring each to communicate and play an active role in giving effect to the
new law. To implement Title 11,*” the Agency organized a structure to insure cross program and
EPA regional participation.®® A steering committee consisting of senior EPA management leads
the effort by setting implementation priorities and resolving significant policy issues. The work
of directing implementation efforts falls to an inter-office task force made up of various office
and division directors. Actual work products are developed by workgroups, which include
representatives from different EPA offices, regions, and in some cases the Department of Justice.

EPA has also reached out to a variety of affected stakeholders to seek input and concerns. First,
EPA organized a series of listening sessions attended by stakeholders and representatives from
different EPA offices. The list of invitees included state, tribal, and local governments;
environmental justice, community, environmental, and land use organizations; private sector
companies; and professional associations, such as the American Bar Association.*®  These
sessions helped focus EPA on specific questions and issues that the public believes need to be
addressed during implementation and gave EPA the opportunity to convey its initial thoughts on
the new law. EPA intends to hold another round of listening sessions in September, 2002.
Second, EPA has targeted certain state and tribal organizations for ongoing involvement in
implementation work.” Many of the workgroups that are addressing provisions which will have

¥ Title | of the Act specifically targets Superfund liability and therefore the Office of Site
Remediation Enforcement (OSRE) has taken the lead on implementation efforts outside the
structure for Title Il. However, OSRE still seeks involvement from other EPA offices and the
stakeholder community.

% The offices involved include OSRE, the Office of Brownfields Cleanup and
Redevelopment, the Office of Emergency and Remedial Response, the Office of Solid Waste, the
Office of Underground Storage Tanks, and Office of General Counsel.

% For a more detailed list and meeting notes see
http://www.epa.gov/brownfields/sbirbra.htp

0 In particular, the enforcement office has communicated with the National Association
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significant impact on the states and tribes, such as the state and tribal funding provisions, hold
conference calls with state and tribal representatives acting in their official capacities to give
progress updates and seek input.  Through these interactions EPA hopes to achieve
implementation that is widely understood and accepted by its stakeholders.

Finally, the new brownfields and state and tribal funding programs would prove meaningless
without adequate funding. The President’s fiscal year 2003 budget requests $200 million for
these purposes. If fully appropriated, this would more than double the funding received for fiscal
year 2002.

XV. CONCLUSION

EPA, including the enforcement office, has long recognized the benefits of putting remediated
property back into productive use and the need to ensure equitable application of CERCLA’s
broad liability provisions. For nearly a decade, OSRE has embodied these goals in policy and
guidance recognized by Congress in enactment of this new legislation. EPA will strive to give
effect to the goals and purposes of the new law and do so with significant input from those most
affected by these changes.

of Attorneys General, the Association of State and Territorial Solid Waste Managers Officials,
and the American Bar Association.
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Financing Brownfield Redevelopment

Introduction

Historically, owners of contaminated real estate often focused resources on
avoiding liability rather than site cleanup. The consequence was stagnating
properties, eyesores in otherwise growing urban neighborhoods. In response,
regulators, environmental activists and business managers have worked to create
regulatory and financial mechanisms to revitalize brownfield sites. These
stakeholders have effectuated important changes in court rulings, environmental
laws and regulations, urbanization, insurance and availability of financing
vehicles to address the cleanup and reuse of these brownfield properties. Both
municipalities and companies have a strong interest in the cleanup of
brownfields and their restoration to productive use.

Municipal officials and urban residents increasingly fight suburban sprawl by
encouraging development of urban sites. Communities are supporting
redevelopment of in-fill sites they previously avoided due to uncertain or
complicated demolition and/or environmental issues. Although challenges
remain, federal, state and local governments and private groups are
collaborating to explore creative ways to remediate environmentally impaired
sites. A survey of 244 cities presented at the 2003 U.S. Conference of Mayors
found that 19,000 acres of urban land are under redevelopment, which could
boost local tax revenue by $790 million to $1.9 billion a year and create as many
as 570,000 jobs nationwide.

Companies whose core business is not real estate asset management and
remediation or brownfield redevelopment can maximize shareholder value and
redeploy resources elsewhere by selling underutilized and environmentally
impaired properties to brownfield developers with good track records. By
carving out underutilized and environmentally impaired properties, companies
improve their liquidity and reduce their liabilities, thereby strengthening both
the left- and right-hand sides of their balance sheet. This could be a significant
advantage for public companies, which in the wake of Sarbanes-Oxley and
accounting disclosure reforms may well face new disclosure requirements
relative to potential environmental liabilities. When companies want to maintain
the use of such property pending cleanup, sophisticated buyers can structure
sale-leaseback agreements.

-1- 7/14/2003



Cherokee Investment Partners, LLC

Moreover, during the merger and acquisition process, environmentally impaired
assets often are impediments. An experienced brownfield developer can
function as an adjunct to the acquisition process by acquiring non-core and
environmentally impaired assets either before or simultaneous with the closing
of larger mergers, facilitating otherwise difficult transactions.

This paper focuses on the economic and financial aspects of brownfield
redevelopment. It describes salient elements of brownfield redevelopment
economics, discusses different financing sources and associated costs, highlights
the impact of the recent and proposed legislation on private capital investment,
and summarizes the key criteria pertinent to brownfield investment. The last
section is a mini-case study based on a transaction executed by Cherokee
Investment Partners, LLC (“Cherokee”) to illustrate the role of private equity
financing in brownfield redevelopment.

Background — The Brownfield Market

Even more so than the broader real estate market, the brownfield market is
disaggregated and local in nature. Lack of reliable information makes it difficult
to estimate accurately participants and market size. According to the
Environmental Protection Agency (EPA) and the Office of Housing and Urban
Development (“HUD”), approximately 500,000 industrial and commercial
brownfields exist in the United States. The EPA’s definition of brownfields
includes only properties that have both environmental contamination and certain
socioeconomic characteristics. Based on George Washington University research
using EPA and HUD databases, it is likely that the value of this impaired real
estate likely exceeds $600 billion in its current condition.

Corporations own most brownfield sites. Many companies are consolidating
operations and closing facilities, while mergers and acquisitions produce
additional surplus sites. Government agencies, individuals and financial
institutions that unknowingly foreclosed on brownfield sites also own these
properties.

Despite the significant increase in the number of brownfield redevelopments
since the early 1990s, the brownfield market continues to experience excess
supply (National Brownfield Association - Market Report, 2002). The imbalance
between supply and demand results from several factors, including brownfield
redevelopment economics, environmental liability potential, capital source
limitations available for redevelopment (especially for large redevelopment),
capital cost, transaction complexity and market inefficiencies in matching buyers
and sellers.
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Brownfield Redevelopment Economics

Brownfield redevelopment is a unique real estate development type. The
economic drivers are generally the same as in typical real estate/greenfield
development, but environmental contamination introduces several hurdles to
successful economic redevelopment.

On the revenue side, the future sale price (i.e., exit price) of the land is a function
of the highest and best use of the “clean” real estate parcel. Highest and best use
values the real estate in accordance with the use that, at the time of appraisal, is
likely to produce the highest economic return. On the cost side, the expenses
associated with brownfields redevelopment include the purchase price,
remediation costs, capital expenditure (e.g., infrastructure, building
improvements), soft costs (e.g., legal, rezoning, engineering and consulting) and
closing costs.

Remediation cost (i.e., cleanup cost) is not the only hurdle associated with
contaminated real estate; as important for the developer is the potentially larger
environmental liability and the difficulty of finding debt project financing.
Brownfield developers have difficulty using financial leverage (e.g. debt) because
brownfield appraised value is generally low, and banks require lower loan-to-
value ratios to protect themselves from the risk of having to own and manage
stigmatized properties. As a result, the equity requirement for brownfield
redevelopment is high. High equity requirements combined with increased
expenses due to remediation costs often lead to low return on investment. In
1998, the Urban Land Institute (ULI) reported that average rate of return for
brownfields was under three percent, well below the rate of return for
greenfields projects, which varies between 10 to 30 percent (ULI, 1998). Both
higher site development costs and higher financing costs contribute to the lower
brownfields return rate. Low rates of return on investment combined with high
project risk constitute a significant impediment to private sector brownfield
development financing.

Another hurdle specific to brownfield transactions is that other dilapidated sites
frequently surround individual brownfield sites. Successful redevelopment of
an individual brownfield site is often contingent upon developing a master plan
for an entire area, which requires the development team to buy adjacent sites
from multiple owners. The complexity of dealing with multiple sellers adds to
the risk inherent in brownfield development projects.
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However, brownfield sites still have potential if broad community support exists
to restore them, and creative development teams can structure the transactions to
maximize the customarily low return. Brownfield investors and developers must
think creatively about ways to complete a transaction that appears upside-down
(i.e., higher cost than potential sale/exit value), using tools such as private equity
funding, environmental insurance, public-private partnerships, Tax Increment
Financing (“TIF”) and other public financing components. Public financing
helps lower the capital cost and thereby increase returns. To overcome some of
these challenges, experienced private equity funds and other developers
specialized in brownfield development use flexible transaction structures,
including sale-leaseback where the sellers sell the property and lease it back once
it has been cleaned up and redeveloped, joint ventures with the property owner
and partnership or joint venture with developers. These transactions are
multifaceted and can be quite complex. Patience, attention to detail and political
acumen are critical.

Capital Sources and Cost

Background

The last stock market decline contributed to an increase in capital flow to the real
estate market asset class in 2002 and 1st quarter of 2003. Both individual and
institutional investors (e.g., pension funds and university endowment funds)
have increased their portfolio real estate allocation target. Foreign institutions,
particularly in Germany, have been increasing their investment in the U.S. real
estate market (PricewaterhouseCoopers, 2003). As of September 2002, the total
global real estate capital market was about $4.63 trillion. Non-institutional and
institutional investors represented about $2.39 trillion and $2.24 trillion,
respectively. Out of the $2.24 trillion from institutional investors, $402.8 billion
(18%) was equity and $1,841.4 billion (82%) was debt.

Equity

A very small portion of the $402.8 billion of real estate equity capital represents
brownfield investment, due in part to the risk and illiquidity inherent in that
investment class. Figure 1 depicts the risk-return relationship for different types
of real estate investment (e.g., core real estate, real estate securities, mezzanine
investment, opportunistic investment, and brownfield redevelopment). In this
chart, brownfield redevelopment clearly falls in the upper range of the risk-
return spectrum. However, there are successful and experienced brownfield
equity investors with long track records that have developed the necessary risk
management skills to navigate this otherwise risky business environment. Buyer
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track records and reputation are especially important when sellers seek transfer
of environmental risk and liability.

For small transactions, the number of brownfield equity investors is still limited,
though it has been growing in recent years as regulatory changes have
encouraged more redevelopment. For large transactions, the universe of
brownfield equity players is even smaller. The main incentives for a seller to
transact with equity players with large pools of institutional capital are easy to
understand: the wherewithal and credibility, the ability to close without
financing contingencies and the experience and track record of the equity
investors experienced with large and complex transactions. On the other hand,
institutional investors have fairly rigid return expectations and limited
investment horizons, which is often hard to satisfy in many transactions.

The cost of investment equity for brownfields is higher than for greenfields due
to the additional risk assumed for brownfield redevelopment. Typically,
brownfield equity investors underwrite transactions to yield annual internal
rates of return (IRRs) of 20 to 30%, while greenfield equity investors assuming
development risk often underwrite transactions to yield annual IRRs of 15 to
25%. To achieve a targeted IRR, the longer the time horizon between the date of
purchase and the date of sale of the property, the larger the required spread
between the purchase and exit price.

Debt

Lenders are increasingly amenable to participating in brownfield projects if there
is sufficient equity in the project (the amount of equity depends on the overall
risk profile of the project) and the equity partners have the reputation, track
record and risk management capabilities necessary to limit the downside risk.
Without these conditions, lenders have been reluctant to lend funds on
contaminated sites due to the potential liability, the relatively limited income
stream in the short and medium term and the lack of marketability. In the
construction lending context, where principal repayment takes months or a few
years, lenders chiefly worry about the borrower’s collateral relative to
contingencies in the construction budget for unknown site costs and whether the
project has or can readily obtain takeout financing. Permanent lenders primarily
worry about the borrower’s defaulting, which may require them to assume
ownership of a stigmatized asset with questionable value.

There is no clear leader in the brownfield lending arena. Debt cost varies from
project to project and is highly dependent on the overall capital market at the
time when debt financing is needed. The use of debt in the capital structure
reduces the “blended” cost of capital and increases both project risk and the
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return on equity. Typically, development teams use debt when the project can
generate a certain amount of cash flow (e.g., from existing building lease) to
service interest payments.

Government Funding & Incentives

Government incentives can provide the necessary additional funding to make a
brownfield redevelopment possible. Local governments usually shy away from
direct grants; instead, they tend to favor property tax incentives and Tax
Increment Financing (TIF), especially for infrastructure costs like roads and
utilities. Under TIF, the increased tax revenues generated by the redevelopment
are used to pay off part of the redevelopment expenses. Federal and State
Brownfield funds are sometimes available. Occasionally, it may be worth
exploring a special State or Federal appropriation to kick-start a remediation
project. If the Federal Government is a responsible party for onsite
contamination, then such appropriations are more likely.

Risk Transfer and Indemnification

A comprehensive environmental risk management program is key to successful
brownfield transactions. Such a program adds value to the transaction in two
important ways: it gives comfort to the seller, assuming an indemnification
against environmental liability is part of the transaction, and it provides the
necessary assurance to investors, which can make an otherwise unacceptable risk
palatable.

Selling a site “as is” does not protect the seller from third party claims made
directly against the seller. In contrast, the multi-layered structure shown in
Figure 1 illustrates a substantive indemnification approach. First, the buyer
needs to provide adequate capital or assure that such capital is available for
direct remediation costs and the contingencies that accompany environmentally
impaired properties. This capital serves as a buffer to absorb variability in the
remediation cost and facilitate negotiation of favorable environmental insurance
policies. Second, environmental risk transfer relies on specialty environmental
insurance policies. Typically, these policies employ a cleanup cost cap (also
called a stop-loss policy) to address potential cost overruns associated with
actual remediation of the known conditions at sites, and comprehensive
pollution legal liability protection to secure potential exposures associated with
unknown environmental conditions and third-party claims. In both cases, the
buyer’s track record is important in securing and structuring a cost efficient and
effective environmental risk management program. Buyers with adequate
capitalization and good performance history may not only obtain insurance
policies that otherwise may not be available to inexperienced buyers, but they
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are also skilled in crafting customized insurance contracts that fit the unique
needs of a transaction. Experienced and well capitalized buyers that purchase
environmental insurance in volume can also negotiate insurance contract terms
that increase the seller’s protection level.

Impact of Proposed/Recent Court Ruling and Legislation

Recent U.S. Supreme Court ruling as well as federal and state legislations have
helped private and institutional investors become more comfortable with
investing capital to redevelop environmentally impaired properties.

In 1998, the U.S. Supreme Court in United States v. Bestfoods (528 U.S. 810; 120 S.
Ct. 42) clarified the Superfund liability for corporate parents. This case held a
corporate parent responsible under CERCLA when (i) the corporate veil is
pierced under traditional corporate law doctrines, or (ii) the corporate parent or
shareholder directs the workings of, manages or conducts the affairs of a
polluting facility. In 2002, the Small Business Liability Relief and Brownfields
Revitalization Act increased funding and tax incentives to promote the cleanup
and reuse of brownfield and helped clarify and limit the Superfund liability of
owners and purchasers under certain conditions. The State of Texas House Bill
3152, enacted on September 1, 2003, has removed substantial economic barriers
to brownfield redevelopment by substantially reducing the costs of investigating
and remediating contaminated groundwater in areas where there is no risk of
using the underlying groundwater as a source of potable water. As a result,
investors have become more comfortable with investing capital and working
with local communities and businesses to buy and redevelop contaminated
property, including brownfields and Superfund sites.

Furthermore, existing federal legislation has sought to utilize the nation’s tax
structure to provide incentives for the privately funded cleanup of brownfields.
For example, Section 198 of the IRS Code, initially passed in 1997, and
subsequently amended, provides a framework to encourage the cleanup of
qualified contaminated sites by allowing an eligible taxpayer to immediately
expense, rather than amortize, the costs of remediation. Other contaminated site

tax legislative proposals on the horizon have been actively discussed by
Congress and the EPA.
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Brownfield Investment Key Criteria

Location and real estate market are critically important. Ideal brownfield sites
are in growth corridors within tier 1 or 2 urban markets with good access from a
main highway, complemented by good visibility and strong demographics. In
addition to the environmental impairment, a primary brownfields site has all the
attributes of a good real estate development site. Due to prior use, many
brownfield sites have industrial zoning, and the potential to rezone them for
mixed-use residential/retail often increases their development value. To analyze
whether a real estate transaction has potential for a private brownfield
investment group, the starting point is a thorough understanding of the site’s
real estate fundamentals. The most important analytical element is the site’s
underlying market value, its value without the contamination. Typical
brownfield site screening criteria are as follows:

Capital Commitment. The “ideal” size of capital commitment by private
brownfield investors depends on the size of their available capital pool.
Bownfield investors would prefer to commit amounts of capital in each
transaction that reduces overall overhead. Well capitalized brownfield investors
often seek transactions that allow them to employ $10 million or more, realizing
that smaller projects can often require as much overhead as larger projects. The
site size (number of acres or square feet) is irrelevant if the location does not
dictate sufficient value. Multiple sites with a common owner sold as a portfolio
can provide the desired critical mass of dollar value.

Market. Brownfield developers prefer properties in primary urban
markets because they represent higher real estate values and because market
demands in those areas are more likely to enable prompt redeployment of the
asset after cleanup.

Location: Location, location, location (the 3 rules of real estate). Access to
highways and infrastructure, visibility and future-use possibilities all combine to
increase value of sites.

Environmental Cost, Schedule and Path to Closure: By studying existing
environmental documents including soil-boring results and groundwater well
test results and by conducting other standard types of environmental and land
use due diligence with help of experienced and well qualified technical and legal
consultants, the brownfield investor usually can make a well-educated guess as
to the extent of the required environmental clean-up. An added challenge is
mapping out a remedial closure path that dovetails with future redevelopment
plans for the site.
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Mini Case Study — The ICI/O’Brien Industrial Park

Background

In 1999, ICI Glidden Paints, a division of the ICI Group (“ICI”), acquired the
O’Brien Corporation (“O’Brien”). As part of the acquisition, ICI decided to
divest a portfolio of environmentally impaired real estate assets owned by ICI
and O’Brien. The real estate portfolio consisted of six sites ranging in size from 8
to 25 acres.

The portfolio of sites was financed wholly with equity from Cherokee, because
debt financing was not available due to the presence of site contamination.
Cherokee also provided the seller, ICI, with full indemnification supported by a
comprehensive environmental risk management program. Cherokee’s ability to
invest capital within a short timetable (one month of due diligence) and to
provide full indemnification were key to the transaction’s success.

Site Description and Environmental Conditions

Site 1: The property consisted of two industrial buildings on roughly eight acres
owned and occupied by ICI in South San Francisco, California. The first building
was a three-story concrete, paint manufacturing building containing 76,000
square feet of net rentable area. The second building was a one-story, concrete
tilt-up, warehouse building containing 94,700 square feet of net rentable area.
The land north of the ICI warehouse building had lead contamination.

Site 2: This property was comprised of 18.6 acres zoned light industrial within
the City of South San Francisco. The Fuller-O’Brien Company had used the site
as a paint manufacturing and distribution facility from the early 1900’s and had
terminated most site operations in the late 1980’s. The site was the largest piece
of land in the immediate South San Francisco area, enjoyed bay frontage and was
ten minutes from the San Francisco airport.

Federal EPA Administrative Order of Consent (“AOC”) issued in final form on
April 18, 1991 applied to the site. At the time of the transaction, O'Brien
operated the site remediation as two units, Operational Unit (OU) 1, which dealt
with the soil issues, and OU 2 which addressed groundwater issues. One area on
the east side of the property bordering the Bay was contaminated with lead and
some SVOCs required additional remediation. O’Brien had not fully defined
groundwater contamination. The remediation cost was estimated to be several
million dollars.

Site 3: This property consisted of a 70,000 square foot building located on 8
acres. O’Brien had used the property in the paint manufacturing process, but
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had vacated the property in the late 1980’s. The building was in average
condition with several hundred thousand dollars needed for deferred facility
maintenance to prepare it for tenancy.

BTEX and lead were the main site environmental concerns. Barium and zinc also
existed above permissible regulatory levels. Remediation costs were estimated
to be several million dollars.

Site 4 and 5: These properties included an approximately 28,000 square foot
building on 43,000 square feet of land and five residential lots located within
Anchorage, Alaska. The building was a single-story, concrete block
retail/warehouse constructed in 1956. These properties were well-located within
the city of Anchorage, Alaska, and the building was in good condition. Minor
environmental corrective actions were underway.

Site 6: This 25 acre site was on Highway 288, south of Houston. The site was
undeveloped and near Houston Hobby Airport. Contamination was
insignificant.

Market Analysis

At the time of the transaction, the South San Francisco market had one of the
lowest average vacancy rates and the most expensive average lease rates in the
area. With little available developable ground, developers had delivered little
space to meet the needs of the expanding local economy. Analysts assumed the
area would remain a landlord’s market for several years.

In Houston, the demand for industrial space was high and industrial vacancy
rates were falling. Shortages of such space had stimulated new construction,
boding well for this parcel. Most new construction was in Houston’s northwest
and southwest quadrants. Analysts expected warehouse space absorption to
remain strong and lease rates and sales prices to increase.

Investment Risks

Market Value for Improved Land in South San Francisco: Because value in this
investment was in the remediation and disposition of the ICI and O’Brien
properties, a decrease in undeveloped land values during the project holding
period would adversely impact investment return.

Near-by Waste Transfer Facility: During due diligence, Cherokee discovered
that an adjacent, 11-acre, vacant waterfront parcel was designated for an
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enclosed waste transfer facility. Cherokee had concern that a transfer facility
might detrimentally impact the O’Brien site’s potential use as an office/R&D site.

Environmental Liability: Investment in ICI and O’Brien’s real estate assets
included significant environmental liability risk from known and unknown
contamination. However, through extensive environmental due diligence,
Cherokee gained increasing confidence that the liability was manageable.
Cherokee also employed sophisticated risk transfer mechanisms to mitigate
potential liability, including insurance policies to address any overage in the
estimated total cost of remediation as well as pollution legal liability from
unknown contamination discovered during the ensuing five years. On the basis
of its financial and environmental due diligence and risk transfer program,
Cherokee proceeded with the transaction during the summer of 1999. The
parties structured the transaction as a single acquisition with separate purchase
agreements among Cherokee, ICI and O’Brian. The sellers received an
indemnification backed by the risk management structure presented in Figure 2.

Epilogue

Cherokee completed all environmental remediation by June 2003. Groundwater
monitoring is on going at two sites (Figure 3). The six sites received No-Further-
Action (NFA) letters from the California Department of Toxic Substances Control
(DTSC) and the Regional Water Control Board (RWCB). For one site, the
environmental remediation cost exceeded the estimated cost, but the risk
management program operated as planned and covered the additional expenses.
During 2002 and 2003, Cherokee sold all of the sites. Site 1 and 2 will become
biotechnology research and development facilities (Figure 4).
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Figure 1: Real Estate Investment Risk/Return Diagram
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Figure 2: Risk Management and Indemnification Framework



Figure 3: ICI/O’Brien - South San Francisco Site Construction



Figure 4: ICI/O’Brien - South San Francisco Development Conceptual Sketch
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% Introduction to Cherokee

Cherokee Investment Partners lll, L.P. closed May 2002

«  $620 million private equity fund that specializes in brownfields

« Target of at least $10 million of equity invested per transaction
Cherokee has purchased 300+ sites across North America and Europe

- Over $300 million of equity invested to date
« Aggregate value over $600 million
«  $130 million spent towards remediation since 1998

« Variety of properties, sellers, contaminants and regulatory agencies



% Cherokee Investment Approach

Large pool of discretionary capital L]

No financing contingencies

Effective risk management and indemnification

Long track record and experience with complex
transactions involving multiple stakeholders

Major commitment to remediation and sustainability




% Key Investment Criteria

1. Size of Capital Commitment

Market

Location

Price and Motivation of Seller
Environmental Cost, Schedule, and Closure
Capital Sources

Partnership Considerations
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Property Types



Risk Management Structure

Structure for Seller’s Protection

Unknown
Environmental
Related Costs

Legal Liability Insurance
Pays Costs to Remediate Unknown Contamination, Toxic Tort
Costs, On and/or Off Site

Cost Cap Insurance - Known Contamination

FULLY CAPITALIZED REMEDIATION ACCOUNT

(BUFFER) Th.ird-Party
Environmental
Fixed Price Remediation Contracts Claims
Known On-Site Known Off-Site

Issues Issues
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% Completed Transactions

Sellers include a wide variety of owners: M
. Multinational corporations _ AmericanAitiines’

. Financial institutions - Tomkins
burlington ﬁ

. Government agencies HALLIBURTO

. Utilities % United Technologies
. Private owners StEIEO I

. Private equity funds

EQUILON

ENMTERFRISES LLD



Meadowlands

. 1,200 acres with wetlands and eight
former landfills

. Contracted for remediation and closure

. Total project cost of $1 billion includes
$130 million remediation contract




Meadowlands

Cherokee has received entitlements for:

. 750 room hotel/conference centre
. 750,000 square feet of office space
. 100,000 square feet of retail

. 3,500 residential units

. Four eighteen-hole golf courses

. Marina

Master Plan for Phase Cmne




IC1/O’Brien Industrial Park

. Site in South San Francisco, CA
. Part of 6 asset portfolio

. Heavy metal soil and groundwater
contamination

. Remediation complete and property sold




Equilon Portfolio

. Sixty-eight gas station pad sites,
purchased from Equilon Enterprises, a
former Shell/Texaco joint venture

Extensive petroleum hydrocarbon
contamination

To date, over thirty-five properties sold

Liquid-phiaze hydrocatbon




Gates Industrial Complex

. 50 acre industrial site with
fourteen buildings in Denver, CO

. High profile brownfield property
with significant contamination
from rubber manufacturing
activities

. Remediation and redevelopment
underway
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Raleigh (Headquarters)

702 Oberlin Road, Suite 150

Raleigh, NC 27605
919-743-2500

www.cherokeefund.com

Denver

4600 South Ulster St., Suite 500
Denver, CO 80237
303-689-1460

Houston

Two Allen Center
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Houston, Texas 77002
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Cherokee Investment Partners, LLC

Cherokee Investment Partners, LLC (Cherokee) is a private equity fund that acquires,
remediates and revitalizes environmentally impaired assets and protects sellers from the
associated risks and liabilities. Cherokee manages over $1 billion of assets and has
acquired over 300 sites across North America and Western Europe since inception.
Cherokee typically acquires an asset or portfolio of assets for cash and indemnifies the
seller from environmental liability through the use of insurance policies and other
customized risk transfer methods; after acquisition, Cherokee remediates and repositions
the assets for reuse, often by partnering with or selling to local developers. Cherokee
raised its third fund, a $620 million equity fund, in 2003; its investors consist primarily of
pension plans and endowments. Looking forward, Cherokee’s equity commitments, with
leverage, provide close to $1 billion of new capital to deploy over the next three to five
years throughout North America and Western Europe. Headquartered in Raleigh, North
Carolina, Cherokee has offices in Denver and London, in addition to its presence in the
Southwest based in Houston. Additional information can be found on Cherokee’s
website at www.cherokeefund.com.

Roliff Purrington

Roliff Purrington practiced law as a litigation associate at Hunton and Williams and
practiced environmental, land use and administrative law as a partner at Mayor Day,
Caldwell and Keeton in Houston and Austin, Texas, before earning his MBA from the
University of Chicago Graduate School of Business at its campus in Barcelona, Spain,
and commencing work with Cherokee. Mr. Purrington also has a BA with honors from
Yale University and a JD degree from the University of Virginia Law School. Mr.
Purrington heads Cherokee’s presence in the Southwest, Based in Houston. He has
extensive experience in the siting, permitting, financing and development of
environmentally sensitive land development projects.
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INTRODUCTION

This is a paper about options for managing uncertainty in brownfields transactions; that
Is, transactions involving real property that is underutilized due to one or more of a
variety of “uncertainty factors”, all of which can generally be said to include a fear of
suffering unforeseen financial loss. From an environmental perspective, the fears may
include becoming responsible to pay cleanup costs, to pay damages for diminution of
property damage and alleged bodily injury, and the fear of the legal fees associated with
all of the aforementioned bogies. In any given brownfield transaction, there will be
range of certainty regarding how well these risks are characterized: some may be well
understood, while others simply do not lend themselves to a high degree of certainty.
Interestingly, it seems that it is often the uncertainty of the extent and threat of
contamination and associated liabilities, more so than the actual contamination itself,
which leads to under-utilization of brownfields.

If one can get past the fears and uncertainty factors, or “manage them”, some brownfields
provide good opportunities for revitalization, redevelopment and possibly even profit.
There are a variety of ways to manage the risk and to get others to share in the risk. One
of these is through the use of environmental insurance — a contractual agreement whereby
one party exchanges money for another’s agreement to pay loss for specific types of
environmental liability including cleanup of unknown contamination, diminution of the
property value of third parties, and bodily injury alleged due to exposure from
contamination at the site. This paper will provide an overview of three commonly used
environmental insurance policies available to assist in brownfields transactions and
redevelopment. Selected examples will be used to illustrate the use of the insurance in the
brownfield redevelopment context.

TYPES OF COVERAGE

Three policy types that brownfield redevelopers commonly utilize to facilitate their
transactions are Pollution Legal Liability, Remediation Cost Cap and Secured Creditor.
This section of the paper will examine these policy types, and will also provide an
overview of blended finite risk programs, that is, the use of pre-funding for the expenses
of certain risks covered by insurance policies. The ultimate objective of each these
options is to use legal and accepted means to shift environmental liabilities to insurance
carriers, and therefore manage some of the uncertainty regarding environmental risks
associated with a brownfield redevelopment.

Pollution Legal Liability / Environmental Impairment Liability

One potentially troublesome uncertainty in nearly all brownfield transactions is that
unknown pollutants may be present on the subject property and will be discovered after
closing and thereby cause unforeseen losses. To address that concern, Pollution Legal
Liability (“PLL") insurance is designed to transfer risks associated with cleanup of
unknown environmental conditions. PLL can also include coverage for tort liabilities



and economic losses associated with environmental conditions. In addition to cleanup
coverage for unknown conditions, coverage can be included in PLL for known
environmental conditions that are below regulatory action levels. That feature helps
manage uncertainty of “regulatory re-openers” in which environmental conditions that
previously received regulatory release are later subjected to additional regulatory
scrutiny, assessment and cleanup expense.

Coverage triggers for cleanup under the PLL policy can be written on the basis of a third
party claim or a discovery of environmental conditions above regulatory action level.
PLL coverage is structured as risk transfer above a fixed deductible or self-insured
retention. Policy terms are available to 10 years, and typically longer terms are available
for finite programs (i.e. pre-funded deductible). Capacity in excess of $100 million is
available. The scope of coverage is highly flexible and can be tailored to specific client
strategies or transactions, but generally includes any or all of the following:

Cleanup of unknown pre-existing contamination on and off-site

Cleanup of contamination that was below action levels at policy inception, but
that later becomes actionable, on and off-site

Cleanup of new pollutant releases after policy inception, on and off-site

Third party bodily injury, property damage, business interruption, diminution in
value, and natural resource damages, both on and off-site, and for unknown pre-existing
or new contamination

First party business interruption expense may be available as a coverage extension

Builder’s soft costs during development may be available as a coverage extension

Contingent liability associated with transportation and disposal of waste

Can include coverage for claims against insured, its partners or shareholders, their
respective affiliates, and all of their respective successors, subsidiaries and affiliates and
their respective officers, directors, employees and agents.

Cleanup Cost Cap (“Cost Cap™)

Another common uncertainty in brownfields redevelopment is whether remediation
budgets will be exceeded. Cost Cap coverage is designed with this concern in mind: to
limit cost overruns in environmental remediation projects. The basic structure of the
Cost Cap makes the insured responsible to pay a Self-Insured Retention (“SIR”) plus a
“buffer layer”, and the insurer then pays claims for cleanup expenses above that sum.
The SIR consists of the anticipated remediation costs in an approved remedial plan, while
the buffer layer is a negotiated value typically between 10-20% above the anticipated
remediation costs. Coverage attaches above the sum of the SIR and buffer layer at what
is termed the “attachment point”. Limits of coverage above the attachment point are
typically set at 1-3 times the anticipated costs of cleanup. Cost Cap programs cover
overruns for a number of issues including:

When the amount of known contamination is greater than anticipated in remedial plan
both on and off-site



When unknown contamination is found while executing remedial plan — on or off-site
When regulatory cleanup standards become more stringent than at the time of the
remedial plan

Cost Cap policies can be placed for individual sites or on a portfolio basis. Premiums on
Cost Cap Policies are not as competitive as in the past, as insurance companies have
suffered significant losses on these programs. As a result, underwriters are now
scrutinizing these policies more carefully, and as a general rule, only those remediation
projects whose anticipated costs exceed $2,000,000 are being underwritten in today’s
environmental insurance market.

Secured Creditor

Environmental uncertainty in brownfield transactions is not limited just to sellers, buyers
and redevelopers: lenders must consider the risk of default on real estate loans secured by
environmentally impaired collateral. For example, consider a borrower/redeveloper
whose construction project compromises the integrity of a remedial system already in
place at the construction site. Should that occur, the regulatory agency that approved the
remedial plan may re-open the case and impose new cleanup requirements. The
unexpected cost of meeting those new requirements could subsequently affect the
borrower/redeveloper’s ability to repay its loan. At that point, the lender could face
several risks including loss of collateral value, borrower’s inability to repay and liability
for conditions at the site should the lender foreclose.

The Secured Creditor policy addresses brownfield lenders’ uncertainties with a dual-
triggered policy form that pays loss if (1) the loan is in default, and (2) an actionable
environmental condition is present in the impaired collateral. Note that with most policy
forms, it not a requirement that the environmental impairment caused the default, rather,
the two triggers must merely be in effect simultaneously.

Some insurance carriers offer a choice of secured creditor policy forms: (1) Loan balance
only (principal plus interest), or (2) Lesser of loan balance (principal + interest) or clean-
up costs. Most forms also provide coverage for third party claims for bodily injury and
property damage.

The benefits of the secured creditor policy in the context of brownfields redevelopment
are that it ensures the lender will not lose principal if a loan default accompanies
pollution condition and also provides 3rd party lender liability protection, therefore
encouraging debt financing of brownfields redevelopment projects.

Finite Risk

A finite risk program is an insurance program typically created as a hybridized
combination of the PLL and Cost Cap policies in which all premiums, deductibles and
anticipated cleanup obligations are pre-funded. In essence, the insured “sells” its cleanup
and third party liabilities to an insurance carrier, and the carrier hedges on the time-value



of money, hoping to realize a financial gain via returns on investment prior to the time
remediation costs must actually be paid. The insured derives value from setting a cap on
cleanup costs at net present value. The insured can also negotiate for a commutation of
funds back to itself or another party should funds remain unspent at the end of the policy
period.

The finite risk program can help achieve what some have described as a “walk-away”
program in which the PRPs pre-fund their existing and future environmental obligations
so that they can theoretically “walk away” from the risk. This is highly valued by some
insureds such as PRP groups that benefit from having the carrier perform the
administrative responsibilities of the insurance program management, similar to an
escrow arrangement. It should be stressed that finite risk programs are generally the
only means to obtain PLL policies greater than 10 years in length.

EXAMPLES:
ENVIRONMENTAL INSURANCE IN BROWNFIELDS TRANSACTIONS

Example 1 — Strip Center

The first example is a common scenario: a partially-abandoned strip center is located in
very good location but has a resident dry cleaner whose PERC plume induced the
property owner to enter the site into its state VVoluntary Cleanup Program (“VCP”). The
site was not fully characterized in the opinion of the state’s VCP, and the owner was
having a very difficult time finding a buyer for the property despite its good location and
a high likelihood that natural attenuation would be an acceptable remedy for the site.
One potential buyer became interested in redeveloping the entire site and constructing a
building for a viable business, but both the buyer and the end-user business had concerns
about the extent of the PERC contamination. Uncertainty regarding the prospect of
assuming further cleanup obligations and possible third party claims was making the
redeveloper reluctant to proceed.

The property owner and redeveloper obtained an environmental insurance program that
would provide coverage for third-party liability associated with pre-existing pollution at
the site, including bodily injury and diminution of property value claims, whether from
on-site or off-site exposure. They did not purchase new conditions coverage, which
would have covered new releases occurring after policy inception, because they did not
anticipate causing new pollution conditions, and that allowed a cost savings on the
premium as new conditions coverage is priced in addition to the pre-existing conditions
coverage. The coverage excluded claims for cleanup of PERC and PERC-related
degradation products until the VCP issued a certificate of closure, but the coverage
included cleanup of pre-existing unknown pollutants.

Remediation cost cap insurance was not available for the site because the cleanup
remedy had not yet been approved, and the cost for the proposed remedy would not have
exceeded the $2,000,000 lower threshold that carriers now generally impose for Cost Cap
policies. Secured creditor coverage would have been appropriate and affordable, but the



lender did not place the coverage nor did they impose that the redeveloper must purchase
it for them.

This redevelopment was projected to create 100 jobs and will revitalize a semi-blighted
property.

Example 2 - Marine Terminals and Intermodal Supply Center — Oakland

The County and City of Oakland took over ownership and operation of the U.S. Navy’s
former Fleet Industrial Supply Center (FISCO) in Oakland in July 1999. The transfer of
FISCO allowed the County & City to begin construction of new marine terminals and a
joint intermodal terminal as part of its Vision 2000 Program. The negotiations,
administrative process, closure, and final approval of transfer were completed in six
months. This transfer process was completed three years ahead of schedule.

As the new owner, the County & City assumed responsibility and liability for the existing
environmental contamination. The contractual assumption of that risk was made possible
in part by a customized environmental insurance program. One element of the program
included Cleanup Cost Cap coverage protecting the County & City against cost overruns
associated with the privatized cleanup project. The second element of the program, PLL
coverage, protects the County & City against cleanup costs resulting from discoveries of
unknown, pre-existing contamination, as well as third party liability for bodily injury and
property damage associated with environmental conditions.

This redevelopment was projected to contribute an estimated 8,000 jobs to the region’s
economy.

Example 3 — Hypothetical Placement involving a Fixed-price Remediation Contractor

Consider a hypothetical contaminated site. The owner has a potential buyer with
commercially viable redevelopment plans and who is willing to perform the site
remediation, but the initial remediation cost estimates obtained to accomplish the cleanup
and site preparation for the new construction plans seemed too high. Owner and potential
buyer are also afraid that the heightened public visibility associated with the new project
may cause unwanted attention and possible third-party claims.

The buyer approaches a fixed-priced remediation contractor (“FRC”) who makes an offer
to complete the new site preparation and accomplish the remediation for a single fixed
cost less than the estimates previously obtained. As part of that package, the FRC agrees
to indemnify the end-user for all regulatory liability associated with the cleanup in
perpetuity. The FRC can make that indemnity in part because it will place a Cost Cap
policy with itself as the first named insured and the end user as an additional insured.
That ensures a maximum price for the cleanup work and protects against re-opener
during the policy period. In addition, the FRC would also place PLL coverage with the



end-user as the first named insured and itself as an additional insured. Owner could be
named as well should they agree to somehow share in the premium payment.

The end result will be that the owner can successfully market its property and buyer can
redevelop that property for a new use. Buyer also benefits as it will be an additional
insured during the term of the cost cap policy, will be the first named insured under the
PLL policy and will be indemnified in perpetuity by the FRC for cleanup costs and re-
openers. The buyer will receive a guaranteed cost to improve the site, as well as
insurance protection against claims it might otherwise have to pay out of pocket should
pollution conditions be exacerbated by its contractor on the site. The FRC gets to
perform the work with the assurance that remediation cost over-runs will be paid by an
insurer, and that liability for third-party claims against it may face will be covered during
the policy term as well.

Conclusion

Many of the typical risks and uncertainties associated with brownfield sites can be
transferred to insurance carriers via environmental insurance policies. Sellers,
redevelopers, buyers and lenders can all benefit from environmental coverage offered.
Though insurance can not eliminate all financial risk, it has in many cases provided
brownfields stakeholders with adequate comfort to proceed successfully when utilized in
concert with other risk control strategies. Careful structuring of insurance programs
tailored to dovetail effectively with the identified risks and risk control strategies is
advisable.
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Municipal Setting Designations

The Texas Legislature has passed House Bill 3152, a brownfields bill which becomes
effective on September 1, 2003 that should result in an increase in the number of VCP
certificates issued in Texas. The legislation authorizes the TCEQ and local governments
to create municipal setting designations (“MSDs”). By establishing MSDs, property
owners and operators will significantly reduce their costs for site investigation and
remediation of groundwater impacts.

Many commercial and industrial properties in urban areas across Texas are underlain
with unusable groundwater that has become contaminated by historical on-site or off-site
sources. Often these plumes of contamination migrate onto surrounding properties and
commingle with other plumes making distinctions of responsibility for assessment and
remediation difficult. Before this MSD law was enacted, a landowner or a facility
owner/operator was required to define the extent of contamination and to develop a
cleanup remedy to correct the problem. State rules describe the concept of "institutional
controls,” including the use of local land use measures (i.e., zoning) to control
groundwater withdrawal. But in practice, cities had been reluctant to move forward with
ordinances because of the absence of any clear statutory authority. Moreover, previous
laws and regulations had not allowed ordinances or other institutional controls, such as
restrictive covenants, to eliminate groundwater response action objectives in locations
where the groundwater will not be used as a future drinking water source. As a result, a
great deal of money and resources was spent assessing and remediating unusable
groundwater in urban areas.

HB 3152 addresses this problem by authorizing the TCEQ and local governments to
create MSDs for properties that rely on protected community water systems to supply
drinking water. Based on this authority, a city may restrict potable use of designated
groundwater for properties where public water is available. Once groundwater use is
restricted to non-potable uses, the TCEQ would certify the area as an MSD.

The TCEQ may issue an MSD certificate for a property or properties which are located
within a city of at least 20,000 residents, an alternative water supply is available, and the
property is subject to a municipal ordinance or city council resolution accompanied by a
restrictive covenant which restricts other uses of groundwater from beneath the property.
The TCEQ must deny an MSD application if the MSD would negatively impact the
current and future regional water resource needs or obligations of the area or surrounding
area where the MSD is sought. Those groups who can provide comments which could
lead to application denial include the municipality that contains the property for which
the designation is sought, registered private water well owners, municipalities within _
mile of the property, and municipalities and retail public utilities that own or operate a
water supply well located within 5 miles of the property.

Since the potable use of groundwater is deemed illegal by the municipality and the TCEQ
has issued an MSD certificate, parties responsible for contaminated properties within the
MSD would no longer have to consider the risks associated with human consumption of



the contaminated groundwater in completing an affected property assessment or
developing a remedy to address the contamination. Consequently, the extent of
assessment and remediation required at these properties will be greatly reduced or
completely eliminated.



Chuck Epperson

Mr. Epperson’s professional experience includes more than 17 years of experience with
the TNRCC in both management and technical positions and most recently with the
environmental consulting firm, INTERA Inc. While at the TNRCC, Chuck managed the
Voluntary Cleanup Program (VCP), served as a Superfund Unit Manager, as a Superfund
Project Manager, and as a RCRA field investigator. He was managed numerous
assessment and remediation projects in Texas, developed the statutory and regulatory
language and technical guidance documents relating to the VCP and Innocent
Owner/Operator Program (IOP) programs. He has also provided expert witness
testimony on State Superfund cases, assisted in writing technical guidance documents and
forms associated with the TRRP rules, and conducted numerous inspections of RCRA
and leaking underground storage tank facilities. As a consultant with INTERA, he has
served more than 35 clients on matters regarding VCP, 10P, environmental due diligence
in real estate and banking transactions, Superfund, Corrective Action, litigation support,
and regulatory compliance. He most recently developed language for the Municipal
Setting Designation law which becomes effective on September 1, 2003.
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MEMORANDUM

SUBJECT: Environmental Protection Agency’s National Approach to Response

TO: Regional Administrators
Deputy Regional Administrators
Associate Regional Administrators
Assistant Administrators

Over the past 18 months, the Environmental Protection Agency (EPA) has faced
unprecedented challenges in responding to national significant incidents, including the
World Trade Center, anthrax contamination and the Columbia Space Shuttle. We have
done an excellent job in responding to these incidents due to the expertise and
versatility of our longstanding emergency response program. However, all of these
events have taxed our system and it has become clear that we need to develop new
approaches to address this unfortunate new reality in our country.

The possibility of future terrorist incidents has pointed out the need for a national
approach to response. No longer can we afford to plan and prepare for a single event.
Our preparedness and response planning efforts must focus on multiple, simultaneous
significant incidents that may occur across several regions.

To that end, | have decided to implement a multi-faceted mechanism — the National
Approach to Response — to manage EPA’s emergency response assets during a
nationally significant incident or disaster, in a coordinated manner on a national basis. |
believe that effective response to nationally significant incidents will require:

1) timely, accurate and concise action in a coordinated manner using the Incident
Command System/Unified Command (ICS/UC);

2) national support for resource allocation and program consistency; and

3) clearly defined roles within the affected Region(s) and Headquarters, allowing EPA to
speak and act in unison during these incidents.



This will bring together existing emergency response assets, along with a new
management approach, to ensure the efficient and effective utilization of EPA assets.

This approach is consistent with and complements the recently issued Homeland
Security Presidential Document-5, “Management of Domestic Incidents,” dated
February 28, 2003 (attached). | am pleased that EPA played an important role in the
development of this directive and we are well-positioned to comply with the requirement
for a National Incident Management System and a new National Response Plan. While
the details of these systems will be developed over the next several months, we are well
on our way to ensuring that EPA will be in the forefront of these efforts.

| have asked Marianne Horinko, Assistant Administrator for Solid Waste and
Emergency Response, to lead implementation of our national approach and report to
me on the Agency’s progress. | believe this new approach will ensure that as we move
forward, EPA will continue to meet its homeland security responsibilities effectively and
efficiently.

Christine Todd Whitman

Attachment

cc: Linda Fisher
Mary Kruger
Tom Gibson
Susan Mulvaney
Bob Bostock
Joe Martyak



THE EPA NATIONAL APPROACH TO RESPONSE
INTRODUCTION

Over the past 18 months, the Environmental Protection Agency (EPA) has faced
unprecedented challenges in responding to nationally significant incidents, including the World
Trade Center and Pentagon terrorist attacks, the anthrax contamination and the Columbia Space
Shuttle. We have done an excellent job in responding to these incidents due to the expertise and
versatility of our longstanding emergency response program. However, all of these events have
taxed our system and it has become clear that we need to develop new approaches to address this
unfortunate new reality in our country.

The possibility of future terrorist incidents has pointed out the need for a national
approach to response. No longer can we afford to plan and prepare for asingle event. Our
preparedness and response planning efforts must focus on multiple, simultaneous significant
incidents that may occur across several regions. An effective response to nationally significant
incidents will require:

. A consistent approach Agency-wide, enabling EPA to act and speak in unison during
these incidents,

. Timely, accurate and concise action in a coordinated manner using the Incident
Command System/Unified Command (ICS/UC);

3) Readily available national resourcesto assist a given Region or Regions; and

4) Clearly defined roles for both Regions and Headquarters.

To that end, EPA isimplementing a multifaceted mechanism — the National Approach to
Response — to manage its emergency response assets during a Nationally Significant Incident
(NSI) inacoordinated manner. This approach will bring together existing emergency response
assets, along with a new management approach, to ensure the efficient and effective utilization of
EPA assets. This approach will provide consistency in addressing key aspects of a response such
as organizational elements (ICS/UC, support personnel, and national teams), exercises and
training, equipment, laboratory capability/capacity, and contracting. In addition, this approach
will ensure that roles and responsibilities are clearly articulated.

This policy has been developed in support of the following overarching principles for
EPA’srole during an NSI:

. EPA is committed to protecting human health and the environment during an NSI.

. The Agency will deploy people and equipment to emergency responsesin atimely
manner to fulfill our mission. EPA is committed to providing the support needed by
Agency personnel responding to NSIs.

. EPA may play either aleadership or a support role during an NSI.

. EPA will work with the other federal agencies responding to an NSI to develop a
cooperative response plan, in the context of the Incident Command System established at

-1-



the site and through interagency strategic and policy efforts.

. In collecting, sharing, and analyzing environmental data, EPA will give primacy to data
with potential human health consequences.

. EPA will work to ensure that its decision-makers have access to the data and expertise
they need to make decisions based on sound science.

. Effective internal and external agency communication will be the key to ensuring that
EPA isan efficient partner in emergency response. The Agency will implement any
preparedness or response actions needed to ensure effective communications.

The EPA National Approach to Response is consistent with and complements the
recently issued Homeland Security Presidential Document-5, “Management of Domestic
Incidents,” dated February 28, 2003 (attached).

THE NATIONAL RESPONSE SYSTEM

Historically, EPA has played an important role in responding to environmental
emergencies. More than 30 years ago, the National Oil and Hazardous Substances Pollution
Contingency Plan, more commonly called the National Contingency Plan or NCP, was
established as the federal government's blueprint for responding to both oil spills and hazardous
substance releases. A key component of the NCP is the National Response System, a
multilayered response network of individuals and teams from local, state, and federal agencies,
and industry. The National Response System includes 1) reporting of incidents to the National
Response Center, 2) a cadre of Federal On-Scene Coordinators (OSCs), 3) the National
Response Team (NRT), 4) 13 Regional Response Teams (RRTS), and 5) “special teams” that
provide specific expertise to assist OSCs.

The NCP and the National Response System provide the foundation of EPA’s
Emergency Response Program. EPA chairsthe NRT and directs its own Emergency Response
Program through OSCs located throughout the United States. Every year, EPA OSCs conduct or
oversee hundreds of emergency response actions to address oil spills and hazardous substance
releases. It isthe OSC'sjob to ensure that the cleanup, whether accomplished by private parties,
local, state, or federal officials, is appropriate, timely, and minimizes human and environmental
damage. These experiences provide OSCs with the skills necessary to respond to the next
terrorist attack or natural disaster.

THE NCP AND OTHER FEDERAL RESPONSE PLANS

The National Response System also supports other federal plans that have been
developed for specific types of emergencies. EPA supports the Federal Response Plan (FRP) by
serving as chair of Emergency Support Function (ESF) 10, covering hazardous substances and
oil spills. We also play a support role in other ESFs, such as health and medical services, food
and firefighting. EPA has devel oped a Radiological Emergency Response Plan (RERP) which
represents the Agency’s integrated approach to managing radiological releases. This plan
establishes a framework for coordination among OSCs and the Radiological Emergency
Response Program. Lastly, EPA participates in the Interagency Domestic Terrorism Concept of
Operations Plan (CONPLAN), which defines federal roles during responses to terrorist events.
Under this plan, OSCs work closely with EPA Criminal Enforcement Division (CID) Special
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Agents and the FBI to provide technical personnel and supporting equipment during response to
aterrorist incident. Generally, when an emergency response is conducted under these other
plans, OSCs derive their authority from and operate under the auspices of the NCP.

NATIONALLY SIGNIFICANT INCIDENTS

Emergency response actions are usually successfully managed within the capacity of
regional program offices by one or more OSCs. Upon occasion, incidents may be of such
magnitude that they exceed regional emergency response capacities, or transcend regional
boundaries. These incidents may be the result of a chemical, biological or radiological
emergency, or anatural disaster. Our experiencesin responding to NSIs have shown that there
can be no pre-determined set of circumstances that can define an NSI. Regardless, we can
outline the general characteristics:

C It will exceed the response resources of the subject region, requiring the region to request
resources and expertise from EPA as awhole and from other agencies on a national basis.

C It may involve simultaneous similar events in different regions, giving rise to issues of
consistency, and nationally-set priorities.

C It may involve unique technical or policy issues, requiring Headquarters to develop
support mechanisms for the response as well as precedent-setting policy decisions.

C It may be aresult of aterrorist act, responding to which is an overriding federal concern,
and brings EPA in as a partner in the overall implementation of the National Strategy for
Homeland Security.

C It may involve such widespread contamination of land, air or water that the incident will

create the need for new national policies or programs.

Whether the result of anatural or manmade event, EPA recognizes that the response to an
NSI will require senior management attention and extraordinary cooperation internally and
between federal, state and local entities. It isthe Agency’sintention to implement a nationally
coordinated approach whenever we respond to an NSI whether EPA has the lead for the response
or isrequired to provide support.

It should be noted that HSPD-5 calls for the development of a new National Response
Plan (NRP) and a single, comprehensive National Incident Management System (NIMS). As
standards, guidelines and protocols to implement these national systems are developed, EPA will

modify the Agency’s National Approach to Response, as necessary.
POLICY: THE EPA NATIONAL APPROACH TO RESPONSE

The National Approach to Response will prepare the Agency to respond to an NSI by
integrating existing response plans, authorities, and mechanisms; and clearly articulating roles
and interrelationships, including communications and interagency support. Perhaps most
important, the National Approach to Response establishes a requirement that EPA operate at the
tactical level of response under a specific incident command system (ICS) during an NSI. Our
approach is based upon the National Interagency Incident Management System (NIIMS) which
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has been successfully utilized in large scale responses by EPA, other Federal agencies and large
oil and chemical companies. Although not universal, NIIMS isincreasingly the standard for
interagency operations, and provides a common structure and terminology that facilitates the
integration of multiple agencies while still maintaining a coherent chain of command. EPA
believes that adopting ICS concepts familiar to many emergency response personnel throughout
the federal, state and local government, and private industry will help effectively organize and
coordinate response activities.

| ncident Command

The NIIMS ICSis aflexible and scalable system driven by the tactical needs of the
responders at the scene. NIIM S provides a flexible management structure, common
terminology, standardized training, predesignated |eadership positions, specific span of control
and well understood assigned responsibilities. The system is built around five major response
management functional areas. Command, Planning, Operations, Logistics, and Finance.
Specificaly:

C The Incident Command has overall responsibility for the incident, determining
objectives and establishing priorities based on the nature of the incident, the
resources available and agency policy. In addition, Command Staff is responsible
for public and internal communications, health and safety activities, and liaison
activities within the ICS structure.

C The Planning Section develops an Incident Action Plan and collects and
evaluates tactical information associated with the incident. They conduct long-
range planning, including the development of plans for demobilization at the end
of an incident.

C The Operations Section carries out all operations directly applicable to the
primary mission of the response.

C The L ogistics Section provides all of the service and support needs of an incident,
including obtaining and maintaining essential personnel, equipment, and supplies.

C The Finance Section monitors costs related to the incident, provides accounting,
procurement, time recording, cost analysis, and overall fiscal guidance.

Regional Coordination

It likely that during an NSI numerous individual Incident Commands, typically led by
OSCs acting as Incident Commanders, will be required in thefield. In order to effectively
coordinate and direct multiple Incident Commands, EPA will establish one or more Area
Commands with responsibility for overall management of the incident(s) at the regional level.
The Area Command will serve as the focal point for consolidating operational information from
the field, coordinating the response, and setting priorities between competing objectives and
resource needs. The Area Command will be responsible for broad, strategic decisions that are
beyond the scope of individual Incident Commands. In addition, the Area Command will ensure
that established Agency policies, priorities, constraints, and guidance are known to the Incident
Commands. It isimportant to remember that the Area Command does not replace the ICSfield
structure or functions. The EPA Incident Commander will continue to act as the on-scene
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tactical Incident Commander making operational decisions and managing the daily operations.
The EPA Incident Commander will report to the Area Command and will refer back critical
resource and technical issues to the Area Command for resolution.

In addition to providing regional oversight of the incident, the Area Command will serve
asthe official channel for the flow of information between the field and Regional and
Headquarters personnel (including the Regional Administrator, the Regional Incident
Coordination Team (RICT) and the Headquarters National Coordinator). The Area Command
will provide the necessary coordination to ensure that policy and resource issues are resolved or
elevated to the appropriate Agency officials. The Area Command will act as the point of contact
for the interagency Regional Response Team (RRT), and other inter-agency coordination, as
needed. The Regional Response Center will provide the command, control, and communication
capability for the Area Command. The Regional Removal Manager or other Regional Designee
will be designated as the Area Commander.

The Regional Incident Coordination Team (RICT), is a standing team with
representatives from each regional program office which provides multi-program policy and
resource coordination, information sharing, technical assistance and issue resolution to OSCs
conducting emergency response activities. During an NS, the RICT will continue to provide this
support to OSCs. In addition, the RICT will work with the Area Command and the NICT to
ensure resources are made available and that policy issues are resolved.

The Regional Administrator will provide strategic vision for the scope of EPA
involvement in the response by setting overall incident objectives and priorities. The Regional
Administrator will serve as the designated contact on policy or political issues, will act asthe
Agency spokesperson, and will coordinate with the Incident and Area Commands and other
agencies. The Regional Administrator, with the assistance of the Deputy Regional
Administrator, will resolve regional resource, cross-program and policy issues.

National Coordination

During an NSI, the Agency Emergency Coordinator (the Director of the Chemical
Emergency Preparedness and Prevention Office) will typically serve as National Coordinator for
theincident. Working under the direction of the Assistant Administrator for the Office of Solid
Waste and Emergency Response, the National Coordinator will provide overall management of
the NSI at the national level by developing priorities and coordinating the allocation of Agency
resources based upon these priorities. As Chair of the National Incident Coordination Team
(NICT), the Nationa Coordinator will be responsible for coordinating policy and resource needs
and facilitating the resolution or el evation of significant issuesto EPA senior management, as
necessary. The Headquarters Emergency Operations Center (EOC) will serve as the primary
contact point for information coming into the Agency and will disseminate information to
appropriate parties. The EOC will also serve as the official channel for the flow of information
between the Area Command and Headquarters.

The National Incident Coordination Team (NICT) is a standing team of senior
representatives from each HQ Office (Deputy Director or above) which functions both in
preparedness and emergency response roles. During an NSI, the NICT serves as the focal point
for multi-program policy and resource coordination, information sharing and issue resolution.
The NICT will keep Agency senior management fully informed, elevate issues, and implement
direction accordingly.



During an NSI, the Assistant Administrator for Solid Waste and Emergency Response
serves as the key advisor to the Administrator and coordinates with political appointees at other
Departments and Agencies on all aspects of the response efforts. If the NSI involves homeland

security matters, the Director of EPA’s Office of Homeland Security (OHS) will serve as an
advisor to the Administrator also and will work with the OSWER AA and other senior
administration officials to keep appropriate decisionmakers informed and to resolve policy
issues. If the NSl involves radiological contamination, the Assistant Administrator for Air and
Radiation also serves as akey advisor. Using the EPA OHS, the Administrator may choose to
convene the Homeland Security Policy Coordinating Committee (PCC) to address significant
intra-Agency and inter-Agency national policy issues. The Homeland Security PCC (consisting
of Assistant Administrators and Regional Administrators) will be facilitated by OHS and is
responsible for assessing, analyzing and formulating a coordinated Agency position on
guestions, situations and incidents related to the NSI as they occur. This forum will also provide
for the exchange of information among Agency senior officials regarding the NSI.

Figures 1 and 2 provide graphic displays of the coordination involved inan NSI. In
addition, Figure 3, Nationally Significant Incident Information Flow, reflects the flow of
information between and among the various levels of coordination during an NSI. For purposes
of coordinating the flow of information to the public, EPA will expect to coordinate information
flow through a field Joint Information Center (JIC), which will be responsible for the release of
information specific to an incident site or response, and through a Headquarters JIC, which will
be responsible for the release of national or non-incident-specific information.

Special Circumstances

Radiological | ncidents

OSCs are responsible for coordinating and managing the emergency responses conducted
under the NCP. EPA’s RERP provides the EPA OSCs and response teams with guidance for the
integration of the federal response plans into a response directed and coordinated pursuant to the
NCP. (see Environmental Protection Agency Radiological Emergency Response Plan (RERP),
EPA 402-R-00-003, January 2000). During nationally significant radiological incidents, the
Office of Radiation and Indoor Air will play akey rolein coordinating the incident and will
work closely with OSWER to jointly manage the EPA response.

Terrorist | ncidents

For NSlIsinvolving issues of homeland security, EPA’s Office of Homeland Security
(OHS) will work closely with the Agency Emergency Coordinator to facilitate the resolution of
significant policy issues while the Emergency Coordinator manages the response. EPA
anticipates that an NSI may also be treated as a crime scene. Consequently, EPA may respond to
an NSI with resources that are capable of handling not only the assessment and cleanup aspects
of aresponse, but also the preservation of apotential crime scene. National Counter Terrorism
Evidence Response Teams (NCERTS) work closely with the FBI, EPA OSCs, and other
respondersto assist in theinitial response and to conduct investigations of conventional,
chemical, biological or radiological terrorist attacks or threats. The NCERT teams are an entity
of the Office of Criminal Enforcement, Forensics and Training and are made up of Special
Agents from CID and scientific personnel from the National Enforcement Investigation Center.

Support Mechanisms




Each Regiona Emergency Response Program has been assigned two “backup” regions.
These regions will provide, upon request, additional OSCs, contractors and/or other EPA staff
support (e.g., contracting officers, analytical support). Backup regions can provide immediate
support to the impacted region during the transition to a nationally managed NS| operation.

The following “Special Teams” are mandated by the NCP and are available to an OSC at
anytime: (1) the Coast Guard National Strike Force, (2) the EPA Environmental Response Team,

(3) NOAA’s Scientific Support Coordinators, (4) the U.S. Navy Supervisor of Salvage, (5)

EPA’s Radiological Emergency Response Teams (RERTS), (6) the USCG District Response
Groups, and (7) the USCG National Pollution Funds Center.

The Regional Response Team (RRT) and the National Response Team (NRT) provide a
forum for federal agency field offices and state agencies to exchange information about their
abilities to respond to OSCs requests for assistance. RRT and NRT members do not respond
directly to releases or spills, but may be called upon to provide technical advice, equipment, or
manpower to assist with aresponse. The OSC may call upon the appropriate RRT and/or the
NRT and can request assistance from federal or state authorities to ensure that sufficient
resources will be available during an incident. Such resources include equipment, guidance,
training, and technical expertise for dealing with releases of hazardous substances, pollutants,
contaminants or oil. This coordination assures that resources are used as wisely as possible.

Many programs across the Agency will be required to provide critical support during an
NSI. In particular, the Office of Administration and Resource Management (OARM) may be
called upon to provide a number of critical servicesincluding: contracting, personnel support,
health and safety program implementation, and coordination of consultative and site medical
services. In addition, through the NICT and RICTSs, regional and headquarters staff from awide
variety of EPA programs may be called upon to provide technical advice and assistance to
support the response effort. These may include air, water, pesticides, toxic substances, research
and development, finance, information management, public affairs, legal, enforcement and
international affairs.

IMPLEMENTATION

This concept paper outlines the overall strategy for a National Approach to Response and,
when fully implemented, will prepare EPA to respond quickly and comprehensively to major
incidents. To ensure implementation, Agency guidance will be developed to fully characterize
roles and responsibilities and the processes required to manage an NSI. In addition, a detailed
workplan will be put into place to address key implementation requirements, which include (but
are not limited to) 1) establishment of a comprehensive roster of EPA employees who can be
called upon to assist during an NSI, 2) atraining and exercise plan, 3) field equipment and
telecommunication needs plan, 4) laboratory capability needs plan, and 5) funding requirements.
Lastly, this approach will be adjusted as necessary as the Department of Homeland Security
moves forward to develop anew National Response Plan, a National Incident Management
System, and the Nuclear Incident Response Team.
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THE ADMINISTHATOR

The terrorist attacks of September 11, 2001, transformed the Environmental Protection
Agency’s long-standing mission to protect the environment and safeguard human health in new
and important ways. For more than 30 years, the EPA has worked on behalf of the American
people to protect our country from the effects of pollution and the threat of environmental
degradation. Our goal has always been to make America’s air cleaner, its water purer, and its
land better protected.

With the United States under threat of attack from international terrorists and others who
seek to do our country harm, EPA’s traditional mission has expanded to include protecting our
country against the environmental and health consequences of acts of terrorism. EPA has the
important responsibility of helping to secure the nation’s drinking and wastewater infrastructure,
of promoting security of our chemical industry and hazardous materials sector, and of responding
and recovering from acts of biological, chemical, certain radiological, and other terrorist attacks.

’

For example, EPA has been responsible for monitoring environmental conditions in and
around the World Trade Center site, to help protect both rescue and recovery workers as well as
those who live and work in Lower Manhattan. EPA also was responsible for developing and
carrying out a plan for decontaminating the Hart Senate Office Building and other Capitol Hill
locations. In addition to this work, every part of the Agency has been actively engaged in etforts
to protect our country from attack and increase our ability to respond, should another successful
attack occur.

In order to ensure that EPA is able to meet both its traditional mission and its homeland
security responsibilities, late last year I directed the Agency’s Homeland Security Working
Group. chaired by Deputy Administrator Linda Fisher, to develop a strategic plan for homeland
security. This document is the result of that effort. It reflects the contributions of every program
office and regional office in the Agency and reflects EPA’s best thinking about this crucial issue.

EPA’s Strategic Plan for Homeland Security also reflects the responsibilities assigned
our Agency in President Bush’s National Strategy for Homeland Security and in his legislative
proposal for the creation of a new Department of Homeland Security. It recognizes that while the
missions we are prepared to carry out are indispensable elements of any national effort to secure
the homeland, there may, over time, be other federal departments or agencies better suited or able
to carry out certain aspects of those missions.
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As this Strategic Plan for Homeland Security describes, the Environmental Protection
Agency has the experience and expertise to make an important contribution to what President
Bush has described as the federal government’s most important mission: defending America’s
homeland in the months and years ahead.
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Christine Todd Whitman
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Executive Summary

The terrorist attacks of September 11 and the threat of further harm to U.S. interests have illustrated
the necessity for action by the Federal government to prepare and protect the public against the
myriad threats posed by terrorism. As a result, security activities have increased dramatically
nationwide, most notably with the President’s creation of the Office of Homeland Security (OHS)
and proposal to join key federal organizations in a new Department of Homeland Security.

The Environmental Protection Agency’s (EPA) mission is clear: to protect human health and
safeguard the environment. In pursuing this mission, EPA has developed certain unique scientific
and technical expertise and possesses additional capabilities which complement those of other
Federal agencies. The events of September 11 and thereafter have led EPA to reassess these
capabilities relative to national security to determine whether these capabilities can be enhanced to
better protect the American people. As a key agency charged with crisis and consequence
management responsibilities under the National Strategy forHomeland Security, EPA mustbe ready
to deploy this expertise and capability to help to detect, prevent, protect against, respond to, and
recover from a terrorist attack against the United States.

This document represents the results of strategic planning for homeland security efforts. It reflects
the deliberations of the Agency’s senior leadership since November 2001 as well as initial
discussions with other Federal agencies and organizations, including the Office of Homeland
Security. This draft strategic plan for homeland security describes expansion of activities that EPA
is already pursuing under existing programs and new initiatives in direct response to potential threats
and vulnerabilities. The goals of this strategic plan are organized into four mission-critical areas:

Critical Infrastructure Protection

Preparedness, Response, and Recovery
Communication and Information

Protection of EPA Personnel and Infrastructure.

LD

EPA has developed specific tactics to accomplish each goal (see Exhibit 1) and, for many goals,
detailed activity lists and time frames for their completion. For almost every tactic, a key initial
activity will be coordinated with participation from the new Department of Homeland Security,
other Federal agencies, and EPA’s partners at the state, local, and tribal levels. In acting
cooperatively, all organizations benefit from varying perspectives and expertise, thus ensuring the
most efficient use of resources. Each of the four major areas is described briefly below.

Critical Infrastructure Protection

EPA has unique programmatic responsibilities and expertise related to the water and wastewater
industries; the use, handling, storage, release, and disposal of chemicals and chemical wastes at
industrial facilities; and indoor air quality. In these areas, EPA is committed to assessing and
reducing vulnerabilities and strengthening detection and response capabilities for critical
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infrastructures. In addition, EPA will contribute to similar efforts led by other Federal agencies
addressing food, transportation, and energy industries, and will provide environmental expertise to
support Federal law enforcement activities.

Preparedness, Response, and Recovery

Under the National Strategy for Homeland Security and various Federal response plans, EPA has
specific response and recovery responsibilities. For example, EPA staff were active in New York
City, providing air monitoring at the World Trade Center site shortly after September 11. Other
EPA staff had a principal role in carrying out the decontamination of anthrax from the Federal office
buildings. These experiences made clear that enhancements in EPA’s response and recovery
capabilities were necessary. Under this goal, EPA will focus on strengthening and broadening its
response capabilities, clarifying its roles and responsibilities to ensure an effective response, and
promoting improved response capabilities across government and industry in the areas in which
EPA has unique knowledge and expertise. Among the goals in this area are the development,
dissemination,and exercisingof new and improved tools and techniques forrespondingto chemical,
biological, and radiological incidents.

Communication and Information

Comprehensive, accurate, well-organized, and timely information is critical to sound decision
making. EPA possesses unique capabilities to collect, synthesize, interpret, manage, disseminate,
and provide understanding to complex information about environmental and human-made
contaminants and the condition of the environment. Effectively managing and sharing this
information within the Agency and with its partners at all levels of government and industry will
contribute to the nation’s capability to detect, prepare for, prevent, protect against, respond to, and
recover from terrorist incidents.

Protection of EPA Personnel and Infrastructure

The security and protection of its own personnel and infrastructure are critical to ensuring EPA’s
ability to respond to terrorist incidents as well as continue to fulfill its mission. In recognition of
this, EPA will undertake steps to safeguard its staff, ensure the continuity of its operations, and
protect the operational capability of its vital infrastructure assets.

Collectively, the activities and initiatives described in this strategic plan represent a significant
enhancement of EPA’s capabilities to detect, prepare for, prevent, respond to, and recover from
terrorist incidents. These efforts will be directed and overseen by the most senior levels of the
Agency. EPA is currently exploring a variety of organizational structures that can be used to best
manage homeland security efforts. The new structure will be accessed in developing the specific
schedule for implementing this strategic plan, establishing performance measures, targets, and
accountability mechanisms, facilitating coordination with other Federal agencies and other partners,
and ensuring appropriate allocation of resources.




Strategic Plan for Homeland Security

Exhibit 1:
EPA’s Homeland Security Goals

Critical Infrastructure Protection Goals

1. EPA will work with the states, tribes, drinking water and wastewater utilities (water utilities), and other partners to enhance the
security of water and wastewater utilities.

2. EPA will work with the states, tribes, and other partners to enhance security in the chemical and oil industry.

3. EPA will work with other Federal agencies, the building industry, and other partners to help reduce the vulnerability of indoor
environments in buildings to chemical, biological, and radiological (CBR) incidents.

4. EPA will help to ensure that critical environmental threat monitoring information and technologies are available to the private
sector, Federal counterparts, and state and local government to assist in threat detection.

5. EPA will be an active participant in national security and homeland security efforts pertaining to food, transportation, and energy.

6. EPA will manage its Federal, civil, and criminal enforcement programs to meet our homeland security, counter-terrorism, and
anti-terrorism responsibilities under Presidential Decision Directives (PDD) 39, 62, and 63 and environmental civil and criminal

statutes.

Preparedness, Response, and Recovery Goals

1. EPA will be prepared to respond to and recover from a major terrorist incident anywhere in the country. To do this, the Agency
will maintain trained personnel and effective communications, ensure practiced coordination and decision-making, and provide
the best technical tools and technologies to address threats.

2. EPA will communicate to Federal, state, and local agencies the Agency’s roles, responsibilities, authorities, capabilities, and
inter-dependencies under all applicable emergency plans consistent with the National Strategy for Homeland Security and efforts
undertaken by the new Department of Homeland Security. The Agency will also understand the roles, responsibilities,
authorities, capabilities, and inter-dependencies of its partners.

-

3. EPA will support and develop the preparedness of state, local, and tribal governments and private industry to respond to, recover
from, and continue operations after a terrorist attack.

4. EPA will advance the state of the knowledge in the areas relevant to homeland security to provide first responders and decision-
makers with tools and the scientific and technical understanding they need to manage existing or potential threats to homeland
security.

Communication and Information Goals

1. EPA will use reliable environmental information from internal and external sources to ensure informed decision-making and
appropriate response.

2. EPA will effectively disseminate timely, quality environmental information to all levels of government, industry, and the public,
allowing them to make informed decisions about human health and the environment.

3. EPA will exchange information with the national security community to prevent, detect, and respond to terrorist threats or attacks.

4. EPA will continually and reliably communicate with employees and managers.

Protection of EPA Personnel and Infrastructure Goals

1. EPA will safeguard its employees.
2. EPA will ensure the continuation of the Agency’s essential functions and operations.

3. EPA will maintain a secure technology infrastructure capable of supporting lab data transport and analysis functions, 24x7
telecommunications to all EPA locations, and management of critical data and information.

4. EPA will ensure that the Agency’s physical structures and assets are secure and operational.
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For Immediate Release
Office of the Press Secretary

February 28, 2003

Homeland Security Presidential Directive/[HSPD-5
Subject: Management of Domestic Incidents
Purpose

(1) To enhance the ability of the United States to manage domestic incidents by establishing
a single, comprehensive national incident management system.

Definitions
(2) In this directive:
(a) the term "Secretary" means the Secretary of Homeland Security.

(b) the term "Federal departments and agencies” means those executive departments
enumerated in 5 U.S.C. 101, together with the Department of Homeland Security;
independent establishments as defined by 5 U.S.C. 104(1); government corporations as
defined by 5 U.S.C. 103(1); and the United States Postal Service.

(c) the terms "State,"” "local,” and the "United States"” when it is used in a geographical
sense, have the same meanings as used in the Homeland Security Act of 2002, Public Law
107-296.

Policy

(3) To prevent, prepare for, respond to, and recover from terrorist attacks, major disasters,
and other emergencies, the United States Government shall establish a single, compre-
hensive approach to domestic incident management. The objective of the United States
Government is to ensure that all levels of government across the Nation have the capability
to work efficiently and effectively together, using a national approach to domestic incident
management. In these efforts, with regard to domestic incidents, the United States
Government treats crisis management and consequence management as a single,
integrated function, rather than as two separate functions.

(4) The Secretary of Homeland Security is the principal Federal official for domestic incident
management. Pursuant to the Homeland Security Act of 2002, the Secretary is responsible
for coordinating Federal operations within the United States to prepare for, respond to, and
recover from terrorist attacks, major disasters, and other emergencies. The Secretary shall
coordinate the Federal Government's resources utilized in response to or recovery from
terrorist attacks, major disasters, or other emergencies if and when any one of the following
four conditions applies: (1) a Federal department or agency acting under its own authority



has requested the assistance of the Secretary; (2) the resources of State and local
authorities are overwhelmed and Federal assistance has been requested by the appropriate
State and local authorities; (3) more than one Federal department or agency has become
substantially involved in responding to the incident; or (4) the Secretary has been directed
to assume responsibility for managing the domestic incident by the President.

(5) Nothing in this directive alters, or impedes the ability to carry out, the authorities of
Federal departments and agencies to perform their responsibilities under law. All Federal
departments and agencies shall cooperate with the Secretary in the Secretary’'s domestic
incident management role.

(6) The Federal Government recognizes the roles and responsibilities of State and local
authorities in domestic incident management. Initial responsibility for managing domestic
incidents generally falls on State and local authorities. The Federal Government will assist
State and local authorities when their resources are overwhelmed, or when Federal interests
are involved. The Secretary will coordinate with State and local governments to ensure
adequate planning, equipment, training, and exercise activities. The Secretary will also
provide assistance to State and local governments to develop all-hazards plans and
capabilities, including those of greatest importance to the security of the United States, and
will ensure that State, local, and Federal plans are compatible.

(7) The Federal Government recognizes the role that the private and nongovernmental
sectors play in preventing, preparing for, responding to, and recovering from terrorist
attacks, major disasters, and other emergencies. The Secretary will coordinate with the
private and nongovernmental sectors to ensure adequate planning, equipment, training,
and exercise activities and to promote partnerships to address incident management
capabilities.

(8) The Attorney General has lead responsibility for criminal investigations of terrorist acts
or terrorist threats by individuals or groups inside the United States, or directed at United
States citizens or institutions abroad, where such acts are within the Federal criminal
jurisdiction of the United States, as well as for related intelligence collection activities within
the United States, subject to the National Security Act of 1947 and other applicable law,
Executive Order 12333, and Attorney General-approved procedures pursuant to that
Executive Order. Generally acting through the Federal Bureau of Investigation, the Attorney
General, in cooperation with other Federal departments and agencies engaged in activities
to protect our national security, shall also coordinate the activities of the other members of
the law enforcement community to detect, prevent, preempt, and disrupt terrorist attacks
against the United States. Following a terrorist threat or an actual incident that falls within
the criminal jurisdiction of the United States, the full capabilities of the United States shall
be dedicated, consistent with United States law and with activities of other Federal
departments and agencies to protect our national security, to assisting the Attorney General
to identify the perpetrators and bring them to justice. The Attorney General and the
Secretary shall establish appropriate relationships and mechanisms for cooperation and
coordination between their two departments.

(9) Nothing in this directive impairs or otherwise affects the authority of the Secretary of
Defense over the Department of Defense, including the chain of command for military forces
from the President as Commander in Chief, to the Secretary of Defense, to the commander
of military forces, or military command and control procedures. The Secretary of Defense
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shall provide military support to civil authorities for domestic incidents as directed by the
President or when consistent with military readiness and appropriate under the
circumstances and the law. The Secretary of Defense shall retain command of military
forces

providing civil support. The Secretary of Defense and the Secretary shall establish
appropriate relationships and mechanisms for cooperation and coordination between their
two departments.

(10) The Secretary of State has the responsibility, consistent with other United States
Government activities to protect our national security, to coordinate international activities
related to the prevention, preparation, response, and recovery from a domestic incident,
and for the protection of United States citizens and United States interests overseas. The
Secretary of State and the Secretary shall establish appropriate relationships and
mechanisms for cooperation and coordination between their two departments.

(11) The Assistant to the President for Homeland Security and the Assistant to the President
for National Security Affairs shall be responsible for interagency policy coordination on
domestic and international incident management, respectively, as directed by the President.
The Assistant to the President for Homeland Security and the Assistant to the President for
National Security Affairs shall work together to ensure that the United States domestic and
international incident management efforts are seamlessly united.

(12) The Secretary shall ensure that, as appropriate, information related to domestic
incidents is gathered and provided to the public, the private sector, State and local
authorities, Federal departments and agencies, and, generally through the Assistant to the
President for Homeland Security, to the President. The Secretary shall provide standardized,
quantitative reports to the Assistant to the President for Homeland Security on the
readiness and preparedness of the Nation -- at all levels of government -- to prevent,
prepare for, respond to, and recover from domestic incidents.

(13) Nothing in this directive shall be construed to grant to any Assistant to the President
any authority to issue orders to Federal departments and agencies, their officers, or their
employees.

Tasking

(14) The heads of all Federal departments and agencies are directed to provide their full
and prompt cooperation, resources, and support, as appropriate and consistent with their
own responsibilities for protecting our national security, to the Secretary, the Attorney
General, the Secretary of Defense, and the Secretary of State in the exercise of the
individual leadership responsibilities and missions assigned in paragraphs (4), (8), (9), and
(10), respectively, above.

(15) The Secretary shall develop, submit for review to the Homeland Security Council, and
administer a National Incident Management System (NIMS). This system will provide a
consistent nationwide approach for Federal, State, and local governments to work
effectively and efficiently together to prepare for, respond to, and recover from domestic
incidents, regardless of cause, size, or complexity. To provide for interoperability and
compatibility among Federal, State, and local capabilities, the NIMS will include a core set of
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concepts, principles, terminology, and technologies covering the incident command system;
multi-agency coordination systems; unified command; training; identification and
management of resources (including systems for classifying types of resources);
qualifications and certification; and the collection, tracking, and reporting of incident
information and incident resources.

(16) The Secretary shall develop, submit for review to the Homeland Security Council, and
administer a National Response Plan (NRP). The Secretary shall consult with appropriate
Assistants to the President (including the Assistant to the President for Economic Policy) and
the Director of the Office of Science and Technology Policy, and other such Federal officials
as may be appropriate, in developing and implementing the NRP. This plan shall integrate
Federal Government domestic prevention, preparedness, response, and recovery plans into
one all-discipline, all-hazards plan. The NRP shall be unclassified. If certain operational
aspects require classification, they shall be included in classified annexes to the NRP.

(a) The NRP, using the NIMS, shall, with regard to response to domestic incidents, provide
the structure and mechanisms for national level policy and operational direction for Federal
support to State and local incident managers and for exercising direct Federal authorities
and responsibilities, as appropriate.

(b) The NRP will include protocols for operating under different threats or threat levels;
incorporation of existing Federal emergency and incident management plans (with
appropriate modifications and revisions) as either integrated components of the NRP or as
supporting operational plans; and additional opera-tional plans or annexes, as appropriate,
including public affairs and intergovernmental communications.

(c) The NRP will include a consistent approach to reporting incidents, providing
assessments, and making recommendations to the President, the Secretary, and the
Homeland Security Council.

(d) The NRP will include rigorous requirements for continuous improvements from testing,
exercising, experience with incidents, and new information and technologies.

(17) The Secretary shall:

(a) By April 1, 2003, (1) develop and publish an initial version of the NRP, in consultation
with other Federal departments and agencies; and (2) provide the Assistant to the President
for Homeland Security with a plan for full development and implementation of the NRP.

(b) By June 1, 2003, (1) in consultation with Federal departments and agencies and with
State and local governments, develop a national system of standards, guidelines, and
protocols to implement the NIMS; and (2) establish a mechanism for ensuring ongoing
management and maintenance of the NIMS, including regular consultation with other
Federal departments and agencies and with State and local governments.

(c) By September 1, 2003, in consultation with Federal departments and agencies and the
Assistant to the President for Homeland Security, review existing authorities and regulations
and prepare recommendations for the President on revisions necessary to implement fully
the NRP.



(18) The heads of Federal departments and agencies shall adopt the NIMS within their
departments and agencies and shall provide support and assistance to the Secretary in the
development and maintenance of the NIMS. All Federal departments and agencies will use
the NIMS in their domestic incident management and emergency prevention, preparedness,
response, recovery, and mitigation activities, as well as those actions taken in support of
State or local entities. The heads of Federal departments and agencies shall participate in
the NRP, shall assist and support the Secretary in the development and maintenance of the
NRP, and shall participate in and use domestic incident reporting systems and protocols
established by the Secretary.

(19) The head of each Federal department and agency shall:

(a) By June 1, 2003, make initial revisions to existing plans in accordance with the initial
version of the NRP.

(b) By August 1, 2003, submit a plan to adopt and implement the NIMS to the Secretary
and the Assistant to the President for Homeland Security. The Assistant to the President for
Homeland Security shall advise the President on whether such plans effectively implement
the NIMS.

(20) Beginning in Fiscal Year 2005, Federal departments and agencies shall make adoption
of the NIMS a requirement, to the extent permitted by law, for providing Federal
preparedness assistance through grants, contracts, or other activities. The Secretary shall
develop standards and guidelines for determining whether a State or local entity has
adopted the NIMS.

Technical and Conforming Amendments to National Security Presidential Directive-1 (NSPD-
1)

(21) NSPD-1 ("Organization of the National Security Council System") is amended by
replacing the fifth sentence of the third paragraph on the first page with the following: "The
Attorney General, the Secretary of Homeland Security, and the Director of the Office of
Management and Budget shall be invited to attend meetings pertaining to their
responsibilities.".

Technical and Conforming Amendments to National Security Presidential Directive-8 (NSPD-
8)

(22) NSPD-8 ("National Director and Deputy National Security Advisor for Combating
Terrorism™) is amended by striking "and the Office of Homeland Security,"” on page 4, and
inserting "the Department of Homeland Security, and the Homeland Security Council” in lieu
thereof.

Technical and Conforming Amendments to Homeland Security Presidential Directive-2
(HSPD-2)

(23) HSPD-2 ("Combating Terrorism Through Immigration Policies™) is amended as follows:

(a) striking "the Commissioner of the Immigration and Naturalization Service (INS)" in the
second sentence of the second paragraph in section 1, and inserting "the Secretary of



Homeland Security" in lieu thereof ;

(b) striking "the INS," in the third paragraph in section 1, and inserting "the Department of
Homeland Security" in lieu thereof;

(c) inserting ", the Secretary of Homeland Security," after "The Attorney General" in the
fourth paragraph in section 1;
(d) inserting ", the Secretary of Homeland Security," after "the Attorney General" in the fifth

paragraph in section 1;

(e) striking "the INS and the Customs Service" in the first sentence of the first paragraph of
section 2, and inserting "the Department of Homeland Security" in lieu thereof;

(f) striking "Customs and INS" in the first sentence of the second paragraph of section 2,
and inserting "the Department of Homeland Security" in lieu thereof;

(g) striking "the two agencies" in the second sentence of the second paragraph of section 2,
and inserting "the Department of Homeland Security" in lieu thereof;

(h) striking "the Secretary of the Treasury" wherever it appears in section 2, and inserting
"the Secretary of Homeland Security" in lieu thereof;

(i) inserting ", the Secretary of Homeland Security," after "The Secretary of State" wherever
the latter appears in section 3;

(J) inserting ", the Department of Homeland Security," after "the Department of State," in
the second sentence in the third paragraph in section 3;

(k) inserting "the Secretary of Homeland Security,” after "the Secretary of State,” in the
first sentence of the fifth paragraph of section 3;

(D) striking "INS" in the first sentence of the sixth paragraph of section 3, and inserting
"Department of Homeland Security” in lieu thereof;

(m) striking "the Treasury" wherever it appears in section 4 and inserting "Homeland
Security” in lieu thereof;

(n) inserting ", the Secretary of Homeland Security,” after "the Attorney General” in the first
sentence in section 5; and

(o) inserting ", Homeland Security" after "State" in the first sentence of section 6.

Technical and Conforming Amendments to Homeland Security Presidential Directive-3
(HSPD-3)

(24) The Homeland Security Act of 2002 assigned the responsibility for administering the
Homeland Security Advisory System to the Secretary of Homeland Security. Accordingly,
HSPD-3 of March 11, 2002 ("Homeland Security Advisory System™) is amended as follows:



(a) replacing the third sentence of the second paragraph entitled "Homeland Security
Advisory System" with "Except in exigent circumstances, the Secretary of Homeland
Security shall seek the views of the Attorney General, and any other federal agency heads
the Secretary deems appropriate, including other members of the Homeland Security
Council, on the Threat Condition to be assigned."

(b) inserting "At the request of the Secretary of Homeland Security, the Department of
Justice shall permit and facilitate the use of delivery systems administered or managed by
the Department of Justice for the purposes of delivering threat information pursuant to the
Homeland Security Advisory System." as a new paragraph after the fifth paragraph of the
section entitled "Homeland Security Advisory System."

(c) inserting ", the Secretary of Homeland Security" after "The Director of Central
Intelligence" in the first sentence of the seventh paragraph of the section entitled
"Homeland Security Advisory System®.

(d) striking "Attorney General" wherever it appears (except in the sentences referred to in
subsections (a) and (c) above), and inserting "the Secretary of Homeland Security" in lieu
thereof; and

(e) striking the section entitled "Comment and Review Periods.”

GEORGE W. BUSH
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Thomas P. Dunne

Mr. Dunne is the Associate Assistant Administrator for the Office of Solid Waste and
Emergency Response. Before joining the Environmental Protection Agency (EPA), Mr. Dunne
was a senior consultant and strategic advisor for the OAO Corporation, providing program
support and analytical services to the EPA’s One Stop Reporting Program.

Mr. Dunne has over 30 years of experience in government and private sector
management. He has served as Vice President in the Environmental Services Division of
DynCorp, providing professional services to Federal Government agencies. Mr. Dunne was
Chairman and Chief Executive Officer of Recycling Sciences International, Inc.

Prior to his current position at EPA, Mr. Dunne held several senior level positions at EPA
managing environmental programs at the national policy level and regional operations level. Mr.
Dunne has served as the Regional Administrator for EPA’s Region X Office and Associate
Administrator for EPA’s Office of Regional Operations and State/Local Relations.

Mr. Dunne served five years as the Administrator of the Federal Disaster Assistance
Administration advising the President of the United States on all Federal disaster relief and
recovery operations in the United States. In addition, Mr. Dunne has held a number of other
high-level senior management positions in the Department of Commerce including Deputy
Assistant Secretary of Commerce Operations in the Economic Development Administration.

Mr. Dunne is an alumna of the University of Illinois.
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ENVIRONMENTAL FLOW PROTECTION IN TEXAS
Myron J. Hess'

A BRIEF OVERVIEW OF THE ENVIRONMENTAL FLOW ISSUE

The history of providing for environmental needs in Texas has mostly been a story of neglect.
The issue just has not been on the radar screen until fairly recently. It wasn't until 1985 that the
Texas Legislature directed that environmental issues should be considered in granting individual
water rights permits. The record of the Texas Commission on Environmental Quality (TCEQ)
and its predecessor agencies on implementing that charge has been mixed.

With only limited exceptions, surface water rights in Texas are based on the prior appropriation
system. Although public ownership of surface water is acknowledged, individual users can
obtain permits to use state water for various purposes. Generally, those permits are perpetual
and the oldest permit has the first claim on the water. Today, we find ourselves in a situation
where many of our rivers are fully appropriated or even over-appropriated. That means, at least
during dry times, all of the water in those systems has been spoken for, even without accounting
for environmental flow needs. In many parts of the state, the rights to divert the vast majority of
normal stream and river flow were granted long before 1985 and long before environmental
conditions in permits were even considered. Fortunately, at least for the time being, many of
those water rights are not being fully used. However, if they were (a prospect that is becoming
more likely with the recent heightened interest in water marketing), streams and rivers could be
pumped dry for extended periods of time.

Obviously, that would be bad for fish and other aquatic life. It also would be bad for other
wildlife species that depend on healthy aquatic systems. Healthy rivers and bay and estuary
systems, and the fish and wildlife they support, are critical to many economic activities. Nature-
based tourism is a significant economic activity that is growing rapidly. Commercial and
recreational fishing along the coast generates around two billion dollars in economic activity
annually. And, let's face it, rivers without water or rivers and bays suffering from serious water
quality problems simply are not amenities that will attract tourists or new residents.

Meeting environmental water needs was, of course, the first use of water. However, when the
appropriative system of water rights was created, environmental uses really were not factored in.
That likely can be attributed, in large part, to a lack of understanding of environmental water
needs and to a failure to recognize the extent to which humans would impact our river systems.

It may well have seemed more than a little unlikely that seemingly unlimited fish and wildlife
resources would, in some instances, be pushed to the brink of extinction in a matter of only about

' The author is legal counsel and director of Texas water programs for the Gulf States Natural Resource Center of
the National Wildlife Federation. However, the opinions and positions expressed in this paper are the
opinions of the author and do not necessarily reflect the opinions or positions of the National
Wildlife Federation.
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a hundred years. Regardless, we now are faced with the issue of incorporating environmental
flow protection into the appropriative system for surface waters and into the system, or lack
thereof, for regulating groundwater withdrawals.

Environmental water needs can be thought of as falling into one of two primary categories:
instream flows or freshwater inflows. Instream flows in this paper refer to the uses of water that
take place in rivers and streams. Instream needs include water for freshwater aquatic organisms,
for wildlife species, and for recreational activities such as canoeing, swimming, and wading. Itis
important to recognize that because the ability of a stream to assimilate pollutants is highly
dependent on the amount of flow in the stream, water quality protection also is a component of
instream flows.

Freshwater inflows are the flows of freshwater into bays and estuaries that are necessary to
support the productivity of those aquatic systems. Freshwater inflows lessen salinity levels and
provide important nutrient and sediment inputs into estuarine systems. The amount and timing
of freshwater inflows are key factors that dictate the productivity of our bay systems. The vast
majority of recreationally and commercial important marine species are dependent, during at least
some life stage, on healthy bays and estuaries.

Our general tendency is to think of environmental water needs as a surface water issue only.
That is an oversimplification. Of course, that tendency is entirely consistent with the
oversimplification of our legal approach to the interaction between surface water availability and
groundwater consumption. In Senate Bill 1, enacted in 1997, the Texas Legislature took two
steps towards recognizing that groundwater and surface water are inter-related parts of a single
resource by adding a provision to Section 11.134 of the Water Code requiring consideration of
“the effects of any hydrological connection between surface water and groundwater” and by
adding Section 11.151 directing consideration of the “effects, if any, on groundwater or
groundwater recharge” when the commission acts on a water right application.? Unfortunately, in
Senate Bill 2, enacted in 2001, the Legislature promptly took one step back by amending Section
11.134 to remove the requirement for considering the connection between groundwater and
surface water. The state is still a long ways from addressing our surface water and groundwater
resources in a comprehensive fashion.

Generally, environmental flow issues related to groundwater are linked to the effect of
groundwater depletion on surface water flows. That depletion can occur through loss of discrete
spring flows or through the loss of less discrete contributions, such as seeps, to stream or river

2 TEX. WATER CODE ANN. §§ 11.134 (b)(3)(D), 11.151.
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baseflows. Such groundwater contributions are particularly important for providing baseflow
during periods of dry weather. However, at least in some instances, groundwater depletion can
cause other environmental impacts. For example, numerous species actually live within the
Edwards Aquifer.

ENVIRONMENTAL FLOWS ARE RECEIVING INCREASED ATTENTION

The issue of protection of environmental flows has been receiving greatly increased attention in
recent years. The new regionally-based water planning efforts created by Senate Bill 1 (S.B. 1)
focused increased attention on future water needs. Senate Bill 1 established an iterative process
by which 16 regional planning groups would develop regional plans that would then be combined
into the State Water Plan. The plans are to be revisited every five years to ensure that new issues
are addressed and that a 50-year planning horizon is always maintained. The first round of
regional planning under the S.B. 1 process was loudly criticized for its failure adequately to
consider environmental water needs.® In addition, the Texas Living Waters Project, which is a
cooperative project of the National Wildlife Federation, Environmental Defense, and the Lone
Star Chapter of the Sierra Club, has been working, along with other organizations, to increase
public awareness of the importance of environmental flows and related water issues.*

Also, several large applications were filed in the last two years seeking water rights for the sole
purpose of protecting environmental flows. Certainly, the most notorious of those is the
application filed by the San Marcos River Foundation (SMRF) for a water right permit to
maintain flows in the San Marcos River and freshwater inflows into the Guadalupe Estuary.®

The overall rationale for the filing of the instream flow applications is fairly straight-forward. If a

* This was one of the most common criticisms noted in the hundreds of written public comments filed regarding
the State Water Plan. It also was one of the key issues raised in detailed comments on each of the 16 regional water
plans filed by the National Wildlife Federation. The Texas Parks and Wildlife Department also noted this
deficiency in its comments on the draft 2002 State Water Plan.

* For more information on the Texas Living Waters Project, see [vww.texaswatermatters.ord.

® Other similar applications were filed by the Caddo Lake Institute, Inc. (seeking protection for flows in the
tributaries of and into Caddo Lake, which has been declared administratively complete and assigned application no.
5787); Matagorda Bay Foundation (seeking protection for inflows into Matagorda Bay from sources other than
major rivers); and Galveston Bay Conservation and Preservation Association (seeking protection for inflows into
Galveston Bay).

The Lower Colorado River Authority Foundation and the Lavaca-Navidad River Authority also filed
applications for instream flow protection. However, those applications might most appropriately be viewed as
"better us than them" filings.

The City of Austin also filed an application that included instream use protection as part of its proposal for
indirect reuse of wastewater effluent.
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permit is issued for a specific amount of flow for environmental flow protection purposes at a
particular location, no one with a junior water right can take that water out upstream for other
purposes. Thus, it is a way to get protection for environmental uses that is commensurate with
the protections given for all other types of uses of water. Of course, in many river systems, the
fact that existing, senior water rights already have been issued for almost all of the flow available
other than during wet periods, greatly limits the dependability of potential instream flow water
rights.° However, such an approach does represent a way to minimize the extent to which the
current situation, in terms of protection of environmental flows, is worsened. Generally speaking,
an actual environmental flow permit would provide much greater certainty and enforceability
than relying on potential conditions on some future permit to divert water for other uses.

The SMRF application elicited spirited responses. TCEQ staff found the application to be
consistent with basic regulatory requirements, determined it to be administratively complete, and
directed the publication of notice of the application. The protests from the traditional water
purveyors were numerous and loud. Numerous requests for contested case hearings were filed
along with, in some cases, motions for immediate dismissal of the application. While it certainly
is beyond the scope of this paper to address all of the various arguments about the legality of the
application, it is worth noting a couple of issues. Questions were raised about whether leaving
water in a stream or river could be considered a beneficial use of water. Although instream flow
is not expressly listed as a beneficial use in the Texas Water Code, there is a provision
specifically authorizing the appropriation of water for "any other beneficial use."” The TCEQ
rules governing water rights permitting define “instream use” and note that it is a beneficial use of
water.® Other key arguments center on the question of whether or not an appropriation of water

® For example, in the case of the San Marcos River Foundation, the application sought an annual flow amount of
157,469 acre-feet to be measured at a point on the San Marcos River. TCEQ staff recommended reducing that
requested amount to 87,106 acre-feet with a specific monthly distribution. TCEQ staff then noted that, based on a
modeling analysis assuming a repeat of historical conditions, the full 87,106 acre-feet would not be available during
any particular calendar year and would only be available during 26% of the months. Similarly, TCEQ staff
recommended reducing the amount requested for inflows to the Guadalupe Estuary from 1.3 million acre-feet to
980,494 per year with a specific monthly distribution and determined that amount would be available in 3.6% of
years and 44% of the months. TNRCC (at that time TCEQ was still called the Texas Natural Resource
Conservation Commission or TNRCC) Interoffice Memorandum from Kathy Alexander to Iliana Delgado, August
26, 2002. Depending on the specific type of use requested, TCEQ may grant a permit even if the water requested
would not be available on a consistent basis. Assuming the amounts chosen as representing environmental flow
needs are appropriate (or at least are not too high), that analysis suggests that environmental uses in the San Marcos
River and the Guadalupe Estuary would be in serious trouble, even without the authorization of new diversions, if
all existing water rights were fully used.

"TEX. WATER CODE ANN. § 11.023 (b).

®30 TAC § 297.1 (defining "“instream use" as "[t]he beneficial use of instream flows for such purposes including,
but not limited to, navigation, recreation, hydropower, fisheries, game preserves, stock raising, park purposes,
aesthetics, water quality protection, aquatic and riparian wildlife habitat, freshwater inflows for bays and estuaries,
and any other instream use recognized by law" and stating "[a]n instream use is a beneficial use of water.").
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requires some physical action such as the diversion or impoundment of the water. Anyone
interested in the issue will find lengthy discussion in the briefs filed in the TCEQ proceeding.

Finally, after much delay, the matter was set for consideration by the TCEQ Commissioners on
March 19, 2003. It is more than a little significant that the Texas Legislature was in session at
that time. In addition to its normal process for filing protests and requests for contested case
hearing, TCEQ solicited the filing of amicus briefs from interested parties. One of the most
interesting filings was a brief on behalf of Lieutenant Governor David Dewhurst®. That brief
acknowledges the importance of environmental flows, argues that the Water Code does not
contemplate granting such a permit, and ultimately recommends that TCEQ delay action to allow
the Legislature to address the issue.

However, on March 19, the TCEQ Commissioners considered the matter and voted to deny the
application. The brief written order states that, in the judgment of the three commissioners,
protective conditions on new permits, use of the Texas Water Trust, and a statutory dedication
of 5 percent of the firm yield of certain reservoirs built with state funds are the means by which
instream flows are to be protected.’® The TCEQ decision has been appealed to State District
Court in Travis County, where it remains pending.**

THE 2003 LEGISLATIVE RESPONSE

A number of bills addressing the issue were filed in the Texas Legislature during the 2003 Regular
Session. It quickly became evident that S.B. 1374, filed by Senator Ken Armbrister, Chairman of
the Senate Natural Resources Commission, was going to be the primary vehicle for addressing the
instream flow issue. That proposed legislation changed dramatically from its initial version as the

° Amicus Curiae Brief of Lieutenant Governor Dewhurst, TCEQ Docket No. 2003-0027-WR (submitted by
Spencer Reid, General Counsel, Office of the Lieutenant Governor).

' TCEQ Docket No. 2003-0027-WR, March 20, 20003, Order "denying the application by San Marcos River
Foundation for a new water right to appropriate 1.3 million acre-feet of water per annum from the Guadalupe River
to maintain streamflows for beneficial nonconsumptive instream use and to maintain beneficial inflows of freshwater
to the Guadalupe Estuary, and related hearing requests."

The Texas Water Trust was established in 1997 as part of Senate Bill 1. The Trust exists as part of the
Texas Water Bank and is designed to hold water rights dedicated to environmental flow protection. See TEX.
WATER CODE ANN. § 15.7031.

Two separate provisions of the Water Code provide that when state money is used to build a reservoir
located within 200 river miles of the coast, five percent of the firm yield of the reservoir is appropriated to the Texas
Parks and Wildlife Department for environmental flow protection purposes. TEX. WATER CODE ANN. 8§
15.3041, 16.1331.

" There actually are two, virtually identical, cases pending. The first, Cause No. GN3-01251, was filed April 18,
2003. The second, Cause No. GN3-01925, was filed June 2, 2003. The two separate filings result from uncertainty
about the date on which the TCEQ order denying the application actually became final.
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result of a fairly extensive discussion process prior to any committee hearings. Ultimately, S.B.
1374 itself ran out of time and died in the House of Representatives. However, the substance of
the legislation eventually rose from the dead, several times over, and was passed into law as part
of S.B. 1639, which, until the very end of the session, was a fairly narrow groundwater bill.

The environmental flow provisions of S.B. 1639 establish a moratorium on the issuance of new
permits®? for instream flow protection until September 1, 2005 and establish a Study
Commission on Water for Environmental Flows that is directed to consider the issue prior to the
next legislative session. Another provision of the Bill sets out a "policy regarding waters of the
state.” That policy statement does acknowledge the importance of maintaining the "biological
soundness" of rivers, lakes, bays and estuaries.’® That "policy" provision also provides that
"state water may be appropriated only as expressly authorized by law™ and goes on to say that
"the legislature has not expressly authorized granting water rights exclusively" for instream flow
protection. The legal effect of that language is not clear because it really is an interpretation by
the current Legislature of the actions of previous legislatures. However, even though a court
likely would not consider such an interpretation to be controlling, it certainly may have a
significant effect on state agency actions. If the Legislature does address the issue of instream
flow protection in a definitive fashion during the 2005 Session, the language likely will be
unimportant. However, if the Legislature does not act decisively prior to the expiration of the
explicit two-year moratorium established in Section 11.0237, the language of Section 11.0235
may become more significant. The version of S.B.1374 that was voted out of the Senate Natural
Resources Committee included a two-year expiration date for Section 11.0235. However, the
expiration date for that provision was removed by Senator Armbrister in a floor amendment*

The Study Commission is given a fairly broad charge to hold hearings and study public policy
issues related to balancing human water needs and the need to protect river and bay and estuary
systems. It is directed to issue a report summarizing any hearings or studies, any legislative
recommendations, or other recommendations. The Study Commission will be composed of
agency representatives, legislators, and public members. The agency representatives are the
chairperson of the TCEQ), the chairperson of the Texas Water Development Board (TWDB), and
the chairperson of the Texas Parks and Wildlife Commission or their designees. The Governor

2 Significantly, the moratorium language is expressly qualified to note that the moratorium does not apply to
applications to convert existing water right permits to environmental flow protection. Senate Bill 1639, 78" Leg.,
Reg. Session, SECTION 2, § 11.0237 (to be codified at TEX. WATER CODE ANN. § 11.0237).

" Senate Bill 1639, 78" Leg., Reg. Session, SECTION 2, § 11.0235 (to be codified at TEX. WATER CODE
ANN. § 11.0235).

" See, S.J. of TEX., 78" Leg., Reg. Sess. (May 5, 2003 at p. 13) (describing Floor Amendment No. 2 to S.B.
1374).
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will appoint two public members and there are no constraints on those appointments. The
Lieutenant Governor will appoint three Senators and two public members. Similarly, the Speaker
of the House will appoint three House Members and two public members. For both the Lt.
Governor and the Speaker, one of the public members appointed must represent "a river
authority or municipal water supply authority™ and the other "an entity that is distinguished by
its efforts in resource protection."*®

The Study Commission is directed to establish a scientific advisory committee to serve as
"impartial scientific advisors and reviewers for the study commission." The Commission is
authorized to establish additional advisory committees. Finally, the Study Commission is
directed to adopt rules to govern its operations. The Study Commission itself goes out of
existence on September 1, 2005. Although the Study Commission has the potential to make
significant progress on the issue of environmental flow protection, that progress is far from
guaranteed. For example, following the 2001 Legislative Session, a Joint Committee on Water
Resources was established and charged with, among other things, making recommendations for
dealing with environmental flow issues. Ultimately, no substantial recommendations on that
issue resulted from the Joint Committee’s work.'® Certainly, the profile of the issue is now
higher than it was at that time. However, ultimately, the success or failure of the new Study
Commission largely will depend on the appointments made and the priority assigned to the issue
by the Governor, Lieutenant Governor, and the Speaker.

The instream flow portion of S.B. 1639 also amends two provisions of Section 11.147 of the
Water Code. Those two provisions previously directed TCEQ to "consider the effect, if any, of
the issuance” of water rights permits on existing instream uses and water quality and on fish and
wildlife habitats, respectively. As amended, the provisions now direct TCEQ to "include in the
permit, to the extent practicable when considering all public interests, those conditions
considered by the commission necessary to maintain” existing instream uses and water quality
and fish and wildlife habitats.” On its face, this language provides stronger direction to TCEQ in

'® See, Senate Bill 1639, 78" Leg., Reg. Session, SECTION 2, § 11.0236 (to be codified at TEX. WATER CODE
ANN. 8§ 11.0236).

' See, generally, November, 2002 Interim Report to the 77" Legislature, Joint Committee on Water Resources
(recommending that the Legislature consider “clarifying” the law regarding water rights for instream uses and bay
and estuaries).

' Section 11.147 (d) was amended as follows: (d) In its consideration of an application to store, take, or divert
water, the commission shall include in the permit, to the extent practicable when considering all public interests,

those conditions considered by the commission necessary to maintain [eersiderthe-effectH-any—efthe-issuance-of

the-permitenr] existing instream uses and water quality of the stream or river to which the application applies.
Section 11.147 (e) was amended as follows: (e) In its consideration of an application to store, take, or

divert water, the commission shall include in the permit, to the extent practicable when considering all public
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placing protective conditions on new water rights permits for other uses. However, in her
testimony before the Senate Natural Resources Committee on April 24, 2003, Margaret
Hoffman, the Executive Director of TCEQ, indicated that the new language basically reflects
current agency practice.

Protection of environmental flows by TCEQ and its predecessor agencies has been, at best,
spotty. Generally, since 1985, new water rights permits have included provisions requiring that
some amount of flow be allowed to pass by a newly authorized diversion or be passed through a
new impoundment. At best, such provisions are generally developed only on an individual permit
basis without a comprehensive evaluation of basin instream needs or of alterations resulting from
the use of senior water rights. At worst, especially for major water projects, they may reflect
political considerations better than they do biological ones.

ENVIRONMENTAL FLOWS IN THE SENATE BILL 1 PLANNING PROCESS
Historically, environmental water needs have been treated only as an afterthought in the water
rights system. Fish and other aquatic resources have gotten the water that is left over after other
human demands are met. When other human demands were limited, that approach didn’t create
too many problems. However, that time is rapidly passing. Now, other human demands have
reached high-enough levels that streams and rivers can be completely dewatered during dry
periods. It turns out that fish don’t do well without water.

Unfortunately, a review of the regional water plans developed in the first round of Senate Bill 1
planning reveals that, with only very limited exceptions, history is repeating itself.
Environmental water needs continue to be treated as an afterthought. That is an unfortunate
circumstance. It means that the regional plans really aren’t comprehensive plans. The majority
of Texans simply are not going to find it acceptable to embark on water development approaches
that risk the decimation of the fish and wildlife resources that are such an important part of the
Texas heritage.’® Accordingly, plans that fail to ensure that those resources are protected do not
represent effective blueprints for future water development. They do not ensure informed
decision-making. In addition, that approach will lead to a continuation of a pattern of big fights,
and the resulting uncertainty, over the environmental impacts of each individual project.
Ultimately, a continuation down that path may force litigation similar to the Mono Lake case in

interests, those conditions considered by the commission necessary to maintain [eensiderthe-effect—ifany—ofthe
issuanee-ofthe-permiton] fish and wildlife habitats.

Added language is shown with underlining. Deleted language is shown with strike-out.

*® Polling conducted for the National Wildlife Federation confirms that a strong majority of Texans share that
sentiment. See footnote 30 below.
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California.”® At any rate, the plans do not achieve anywhere near the amount of certainty they
could achieve if a more comprehensive approach were followed.

The limited exceptions to the failure of the regional water plans to meaningfully address
environmental water needs merit brief discussion. The Region H plan acknowledged bay and
estuary inflows as a water need that must be met and included some information about
quantifying that need.*® Unfortunately, although acknowledging the need to provide those flows,
the initially prepared Region H plan did not include recommendations about how to do so. In
short, the need was acknowledged but the plan did not recommend management strategies to
ensure that the need will be met. The Region I Plan acknowledges the importance of freshwater
inflows into Sabine Lake, but puts substantive discussion of how to meet those needs off to a
future day. Similarly, the Region K Plan includes "environmental water demands."?* The Region
K discussion basically parrots the discussion in the Water Management Plan for the Lower
Colorado River Basin regarding the extent of those needs and how the needs would be met, at
least in the short-term.??

The Water Code, as amended by S.B. 1, directs that the regional plans submitted to TWDB are to
include consideration of “appropriate provision for environmental water needs and for the effect
of upstream development on the bays, estuaries, and arms of the Gulf of Mexico and the effect of
plans on navigation.”” Although not the clearest of statements, it does provide a directive to
address environmental water needs in the regional plans.

That same section of the Water Code also directs that regional plans are to ensure that sufficient
water will be available to, among other things, “protect the agricultural and natural resources of

¥ In National Audubon Society v. Superior Court, 658 P.2d 709, cert. denied, 464 U.S. 977 (1983),
the California court recognized that existing water rights are subject to limitation pursuant to the
public trust doctrine. That ruling resulted in a major restriction on diversions pursuant to existing
water rights from the source waters of Mono Lake.

% See Region H Water Management Plan, Task 2, Appendix B (footnote to Table 2, Table 2A), Task 3 at pp. 14-
15, Table 2A.

?! Region "K" Water Supply Plan for the Lower Colorado Regional Water Planning Group, Vol. 1, pp. 2-19
through 2-21.

? The Water Management Plan for the Lower Colorado River Basin was developed by the Lower Colorado River
Authority (LCRA) in response to a requirement that arose out of the settlement of adjudication process disputes
regarding water rights in the lower Colorado River basin. Although acknowledgement of environmental water needs
is a positive step, the Water Management Plan really only looks at a 10-year horizon and for meeting environmental
flow needs relies primarily on "interruptible water" that may not be available in future years.

% TEX. WATER CODE ANN. § 16.053 (e)(4)(F).
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that particular region.” Since the completion of the first round of regional planning, the
Legislature has strengthened that directive. For the regional plans currently under development,
the Legislature has directed that the TWDB may not approve a plan unless the Board specifically
determines that "the plan is consistent with long-term protection of the state's water resources,
agricultural resources, and natural resources as embodied" in the Board's guidance principles.?®
One might certainly argue that a regional plan which fails to specifically consider the issue of
whether adequate water will be available to support natural resources, such as aquatic species,
has not been shown to be consistent with protection of those resources.

There likely are several reasons for the inadequate treatment of environmental flow issues in the
regional plans. One of the major ones is the historical bias against thinking of the environment as
a true user of water. Although the provisions of S.B. 1 and the TWDB guidelines acknowledge
the importance of planning to meet environmental water needs, apparently that language was not
specific enough to overcome that historical bias. In addition, the initial round of planning was
done in a short period of time, especially given the need for planning group members to get “up
to speed” on very complex issues. Finally, it has been difficult to quantify environmental flow
requirements with precision.

Information from the bay and estuary inflow studies undertaken by TWDB and the Texas Parks
and Wildlife Department (TPWD) is now available for all of the major bay systems. Even with
that information about inflow amounts, however, major decisions remain to be made about the
percentage of years that a particular flow amount should be ensured. The results of the studies
result in inflow amounts, distributed by month, predicted to correspond with particular
productivity levels in the relevant estuary. Returning to the Region H example and presenting a
simplistic overview, the studies indicated that, with the correct monthly distribution, an annual
inflow of 5.2 million acre-feet of freshwater would, within the modeling constraints, produce the
maximum harvest of certain aquatic life. Even if we accept that figure as accurate, and there is
disagreement about that, there is another very important unanswered question about what
percentage of years the bay needs to have that amount of inflow. According to the information
presented in the Region H plan, during the fairly recent historical period, Galveston Bay has
received at least that amount of inflow in 66% of years. The plan established a target frequency
of providing at least that amount of inflow in 50% of the years in the future. The basis for
choosing that particular target frequency is not explained. The issue of target frequency is a
critical issue, especially for annual inflows that represent the lower end of the acceptable
spectrum, which is not addressed in the state's modeling effort.

% 1d. at § 16.053 (a).

% 1d. at § 16.053 (h)(7)(C).
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Only a few site-specific studies have been undertaken in Texas to help quantify instream flow
needs.”® With the short time-frame available, it is quite understandable that regional planning
groups did not develop site-specific information about required environmental flows during the
first round of planning. However, even without site-specific information on environmental flow
needs, there is information available that could serve as a starting point for assessing the status of
environmental flows.”

Additional efforts are underway to provide further information about environmental flow needs
for regional planning groups to use in the current round of planning. In 2001, as part of Senate
Bill 2, the Texas Legislature directed TPWD, TWDB, and TCEQ to establish a program to
determine instream flow requirements for major rivers and streams across the state.?® The
agencies are continuing to work on developing a specific proposed methodology and have
prepared a schedule for completing “priority studies.” The agencies are pursuing a review of the
proposed methodology by the National Academy of Sciences. In addition, TPWD and TWDB
are working on “desk-top” evaluation methods that take advantage of the State’s new water
availability models® in assessing instream flow needs. Similarly, the National Wildlife
Federation is working on a comparable assessment of freshwater inflow needs for coastal
systems.

As a result, the regional planning groups should have better information to allow them to address
environmental flow issues if they decide to take advantage of it. In addition, the TWDB and the
regional groups have a new legislative directive to ensure that they have prepared water plans

% Examples of such studies include the instream flow incremental methodology (“IFIM”) study
undertaken by TPWD and the Lower Colorado River Authority in developing the water management
plan for the lower Colorado River, an IFIM study on a portion of the N. Bosque River in association
with the water rights application for the Bosque Reservoir, IFIM studies on the San Marcos and
Comal Rivers, and an ongoing study on the lower Guadalupe River.

" In August, 2000, the Gulf States Natural Resource Center of the National Wildlife Federation
(“NWEF”) provided each planning group member a copy of a NWF document entitled “Principles for
an Environmentally Sound Regional Water Plan.” In that document, NWF suggested an approach
for making a rough assessment of instream flow needs. Copies can be obtained from the author.

% TEX. WATER CODE ANN. § 16.059.

¥ 1n 1997, Senate Bill 1 also directed the development of updated computer modeling that would allow more
accurate assessment of the amount of water available for appropriation after accounting for all existing water rights.
The ability of TCEQ and predecessor agencies accurately to assess the availability of unappropriated water has been
greatly limited by the absence of updated computer models. With the completion of those new models, it is now
possible to get a reasonable assessment of how much flow would be left in streams and rivers if all existing rights
were fully exercised.
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that are consistent with the long-term protection of the natural resources of Texas. Polling done
for the National Wildlife Federation indicates that the vast majority of Texans recognize the
importance of providing water for fish and wildlife and want water plans and water policy that
ensure it.*

SOME OPTIONS FOR PROTECTING ENVIRONMENTAL FLOWS

Conditions on prospective rights

Even in the recent past, discussions of providing water for the environment generally have only
considered conditions on new water rights authorizing the use of water for other purposes.
Although a relatively recent development in terms of water rights permitting, the inclusion of
environmental conditions is now a well-established practice in Texas water law. TCEQ is
directed by statute to assess the effects of the issuance of a permit on freshwater inflows to the
bays and estuaries and, for water rights issued within 200 river miles of the coast, is specifically
directed, to the extent practicable, to include permit conditions adequate to maintain beneficial
inflows.* With the enactment of S.B. 1639, TCEQ also is now directed to include permit
conditions to protect instream uses.*

Putting conditions on new rights does not address flow problems created by existing rights. In
other words, although placing conditions on new rights can help to minimize the environmental
damage caused by the exercise of the new rights, it does not address situations in “over-
committed” basins. As used here, the term “over-committed,” refers to a stream or river in which
the water supply is not adequate to meet both environmental flow needs and existing paper water
rights. Accordingly, it is broader than the traditional “overappropriation” terminology, which
refers only to the ability to meet existing water rights. For “over-committed” streams, conditions
on new rights® can, at best, only serve to minimize the degree to which the permit worsens an

% For example, in one question, respondents were asked to choose options regarding the acceptability of drying up
rivers to meet water needs. Seventy-four percent chose "we need to find a way for people to use less water so we
can keep our rivers and streams from going dry" while only twenty percent said people need the water and drying up
rivers and streams was "'sometimes...a necessary price of growth.” The Tarrance Group conducted two polls for the
National Wildlife Federation, one in 2002 and another in 2003. Each poll included approximately 800 Texas
voters. Summaries of the results of the polls are available at|www.texaswatermatters.org

* TEX. WATER CODE ANN. § 11.147 (b).
% See footnote 17 and accompanying discussion above.

¥ Of course, at least using the traditional definition of overappropriated streams or rivers, there
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already unacceptable situation.

New Water Rights for Environmental Flows

This option has already been discussed above in the context of the application by the San
Marcos River Foundation. A fundamental limitation on the value of this approach for providing
environmental water is that it results in permits junior to all existing water rights. As a result,
this approach has limited value for watersheds that already are heavily appropriated or even
overappropriated. However, it may be possible to use this option in combination with other
approaches to patch together a comprehensive flow protection strategy. For example, one could
identify categories of environmental flow needs based on the percentage of time the flows must
be available. One category would provide a baseline amount sufficient to allow fish and wildlife
species to survive and minimum levels of water quality to be maintained during drought periods.
For that category, junior water rights that could not be dependably met all of the time would be
inadequate. However, additional categories of environmental flows could be identified that would
support strong populations of fish and wildlife resources, robust levels of recreational activities,
and the like. For those categories, less dependable junior water rights might be sufficient.
Obviously, difficult questions about the requisite dependability of those rights would have to be
addressed.

Reservation from Appropriation

Another approach to protection of environmental flows would be for TCEQ simply to reserve
water from appropriation.* In a reservation process, no water right for environmental uses
would be granted. Instead, the agency simply would “reserve” unappropriated water from
permitting. Like granting permits for environmental needs, this approach is contingent on the
existence of an adequate amount of unappropriated water and, thus, suffers from the same
limitations. In addition, this approach provides significantly less certainty for meeting
environmental water needs than issuing an environmental flow permit. It is likely that any
reservation would be subject to agency reconsideration. In addition, because there would be no
specific water right, it is not clear that any entity, other than perhaps TCEQ, would have the
right to enforce the reservation.

Although no explicit structure exists in Texas for a reservation of water for environmental

should not be new water rights issued because, among other things, no unappropriated water is
available. That same practice also should apply to rivers or streams that are “over-committed.”

% For examples of statutory provisions expressly establishing programs for reservations, see KAN.,
STAT. ANN. § 82a-703a; MONT. CODE ANN. § 85-2-316; and UTAH CODE ANN. 8 73-6-1.
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purposes, the Water Code does acknowledge the availability of this approach.® In addition, the
definition of “instream use” in TNRCC’s rules states that “[w]ater necessary to protect instream
uses for water quality, aquatic and riparian wildlife habitat, recreation, navigation, bays and
estuaries, and other public purposes may be reserved from appropriation by the commission.”*

Cancellation of existing rights

Even though the concept of making rights subject to cancellation for non-use is a basic tenet of
our water rights system, that basic tenet seems increasingly to be ignored. Rights to use
publicly-owned water traditionally were granted without charge on the premise that authorizing
use of the water was necessary in order to encourage economic growth. In effect, this was an
early form of public subsidy. Because the subsidy was intended to drive economic activity, if
the water wasn’t being put to use, the right was to be cancelled so that it might be put to use in
some other fashion.*” Accordingly, water rights are described as being usufructory rights rather
than ordinary property rights. However, significant cancellations of water rights have been a
very rare event in Texas. Recent legislative changes have further limited the potential for
cancellation of unused water rights.*®

Even if a right were cancelled, the environment doesn’t benefit if the newly available water
simply forms the basis for the issuance of a new consumptive water right. Accordingly, in order

® TEX. WATER CODE ANN. § 11.046 (c)("(c) Except as specifically provided otherwise in the
water right, water appropriated under a permit, certified filing, or certificate of adjudication may,
prior to its release into a watercourse or stream, be beneficially used and reused by the holder of a
permit, certified filing, or certificate of adjudication for the purposes and locations of use provided in
the permit, certified filing, or certificate of adjudication. Once water has been diverted under a
permit, certified filing, or certificate of adjudication and then returned to a watercourse or stream,
however, it is considered surplus water and therefore subject to reservation for instream uses or
beneficial inflows or to appropriation by others unless provided otherwise in the permit, certified
filing, or certificate of adjudication.")(emphasis added).

%30 TAC § 297.1 (definition of “instream use”™).

¥ The Water Code recognizes this basic concept in three separate ways. First, a water right is subject
to being canceled if the holder of the right does not timely commence and pursue construction of any
required diversion or impoundment infrastructure. TEX. WATER CODE ANN. § 11.146. Second,
the Water Code provides for cancellation of a water right after ten consecutive years of unjustified
nonuse. Id. at 8 11.177. The Legislature has adopted significant limitations and exceptions to the
cancellation process. See, id. at § 11.177 (b), 11.183, 11.184, and 11.186. Finally, the Water Code
also provides for forfeiture of a water right for willful abandonment for three consecutive years. Id.
at § 11.030.

% Both Senate Bill 1 (1997) and Senate Bill 2 (2001) included new limitations on the cancellation of
water rights. See, TEX. WATER CODE ANN. § 11.173 (b).
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to substantially benefit environmental flows, cancellation would have to be linked with a
reservation or the issuance of a new right for environmental purposes. Cancellation that results
in the issuance of a new right would produce a right that is junior to priority to all existing rights.
As a result, it would be of limited value in a heavily appropriated basin unless a large amount of
water rights were canceled. It might be possible to cancel an existing right and create a reservation
of the water for environmental purposes while retaining the original priority date. Reservations
commonly are given a priority date generally corresponding to the date when the reservation is
made.® However, it is not clear that any water right holder would be prejudiced by a cancellation
process that resulted in the conversion of, for example, a consumptive right to an environmental
flow right which retained the original priority date

Voluntary acquisition of existing rights

Another option that has been considered in other states, and that has seen some limited success,
is the actual voluntary acquisition of existing water rights from willing sellers and the conversion
of those rights to environmental uses. Although there are issues regarding quantifying and
measuring such rights, by far the biggest impediment to this approach is the lack of funding to
support acquisition. There also is a basic equity question about asking the public to provide
funds to purchase rights to use publicly-owned water from private entities that were awarded
those rights at no charge.

Water rights also could be donated to a governmental entity, such as the Texas Parks and Wildlife
Department, for environmental purposes. Similarly, the holders of water rights for various
consumptive purposes could convert them to instream or freshwater inflow use. However, it is
not clear that adequate incentives exist to encourage large amounts of such donations or
conversions. In 1997, Senate Bill 1 established the Texas Water Trust within the state water
bank to hold rights dedicated to environmental needs.” However, no water rights have yet been
placed into the Water Trust. The San Marcos River Foundation did indicate in its application for
an environmental flows permit that any water right obtained would be donated for placement in
the Texas Water Trust.

Conservation funding and conversion of saved water to environmental flow purposes
Another potential option would be to provide assistance to water right holders to achieve more

* See, e.g., MONT. CODE ANN. § 85-2-316 (9).

““ TEX. WATER CODE ANN. § 15.7031. That provision provides, in part, as follows: “The Texas
Water Trust is established within the water bank to hold water rights dedicated to environmental
needs, including instream flows, water quality, fish and wildlife habitat, or bay and estuary inflows.”
Id. at 8 15.7031 (a).
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efficient use of existing supplies. In order to ensure benefit to environmental flows, that
assistance would have to be conditioned upon the conversion of all, or a portion, of the saved
water to environmental flow purposes. The concept is attractive because it would help to
achieve increased water efficiency, maintain existing uses of water, and help protect the state’s
fish and wildlife resources. However, the approach certainly would be expensive and
quantification of the amount of water saved could be difficult.

Conditions on existing rights

A particularly controversial option that could come into play is the imposition of conditions on
existing rights. As alluded to above,* the Public Trust Doctrine is a potential mechanism that
could support this type of approach. This Doctrine recognizes the usufructory nature of water
rights and the unique status of the water itself as a publicly-owned resource. It does not appear
that the Doctrine ever has been applied to condition water rights in Texas.

The federal Endangered Species Act” (ESA) also may play a significant role in ensuring that
water is available for environmental needs, at least in some instances. The potential implications
of the ESA for water rights issues have been illustrated in Texas through the examples of the
multiple species associated with the San Antonio portion of the Edwards Aquifer and of the
Concho River water snake. One obvious limitation is that the ESA comes into play only when a
species listed as threatened or endangered under that Act is likely to be affected. The ESA can
affect existing diversions if the diversions adversely affect a listed species. It also is important to
recognize that Section 9 of the ESA applies to all types of actions that may adversely affect
listed animal species, regardless of whether there is any government involvement. Section 9
prohibits actions, including habitat modification, that "harm" listed animal species.*® Although
the ESA is most likely to be significant when federally listed aquatic species are at issue, water
development projects also can adversely affect terrestrial species by, for example, reducing
downstream out-of-bank flows required to maintain wetland habitats.*

*! See footnote 19 above.
216 U.S.C. Section 1531 et seq.

*3 Section 9 specific prohibits the "taking™ of an endangered species of animal. 16 U.S.C. §1538 (a)(1). The term
"take" is defined to mean "harass, harm, pursue, shoot, wound, kill, trap, capture, or collect, or to attempt to engage
in any such conduct." Id. at § 1532 (19). Threatened species receive only those protections established through
administrative regulations. See id. at 8 1533 (d). The current regulations do provide the same level of protection
for threatened species as for endangered species unless a specific regulation is adopted affording a lower level of
protection for an individual species. See50 C.F.R. § 17.31 (a). Listed plant species receive a much lower level of
protection under Section 9. See 16 U.S.C. § 1538 (a)(2).

* For additional discussion of the potential role of the ESA in water development issues, see Rashand,

Augmenting Streamflows: How Useful are Sections 9 and 7 of the Endangered Species Act?, 7
RIVERS No. 1, at p. 49 (S.E.L. & Associates, 1999).
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A BRIEF LOOK AHEAD

The next couple of years could be quite significant for environmental flow issues in Texas. The
Study Commission on Water for Environmental Flows will meet and may make recommendations
for significant changes in the way that those issues are handled. The court cases regarding the San
Marcos River Foundation application will continue to move forward. However, any near-term
resolution seems unlikely because any ruling by the District Court will almost certainly be
promptly appealed. The next round of regional water plans is due in 2005. It will be interesting
to see if the regional groups choose to address environmental flow protection in a comprehensive
fashion, and, if so, how.

17



MYRON J. HESS

Myron Hess currently works as Legal Counsel in the Gulf States Natural Resource Center
(in Austin) of the National Wildlife Federation and directs programs related to water
quality and water quantity issues in Texas. Prior to taking his current position in late
1998, Myron spent five years as a partner in a small environmental law firm in Austin.
He also has worked as an environmental attorney for the Texas Parks and Wildlife
Department and for the Colorado law firm of Holland & Hart. Throughout his 17 years of
work as an attorney, Myron’s practice has been concentrated primarily in the areas of
water quality and quantity and endangered species protection. Myron obtained his law
degree from the University of Texas in 1986. Before attending law school, Myron
worked as a teacher and school administrator. He received his undergraduate degree in
Wildlife and Fisheries Sciences from Texas A&M University in 1977.



REUSING RETURN FLOWS: CONSENSUS
OVER THE VALUE, DEBATE OVER THE METHODS

l. INTRODUCTION

There is consensus in the water resource community that reusing water supplies—if done
correctly—is an excellent way to safeguard Texas' water supplies into the future: using water
twice conserves raw supplies and could save money for ratepayers and citizens. And there is a
growing trend toward reuse projects. As of the Spring of 2003, at least thirteen reuse permit
applications were pending at the Texas Commission on Environmental Quality ("TCEQ"), five
by municipalities, four by water districts, three by river authorities, and one by a private
company. (Robin Smith, What Is Going On At The TCEQ? How Will It Affect My Clients?
Attachment A). Debate rages, however, over the methods used to achieve the objective, the
essential disagreement resting on the difference between direct versus indirect reuse. This debate
constitutes one of the important developing issues in Texas water law, and its resolution has
potentially far-reaching implications for the future of water resources.

Il. DIRECT VERSUS INDIRECT REUSE

Return flows are defined to be that portion of state water diverted from a water supply
and beneficially used which is not consumed as a consequence of that use and returns to a
watercourse. Return flow includes sewage effluent. 30 TAC § 297.1(44). If the water to be
reused is conveyed via pipeline directly to the place of use, TCEQ considers the project to
constitute direct reuse. If, on the other hand, the water is discharged into a watercourse and
conveyed to the place of use via the bed and banks, TCEQ considers it to be indirect reuse. The
heart of the debate revolves primarily around that distinction. Curiously, then, there is no
disagreement about whether return flows can be legally reused, only on the method used to
accomplish the reuse.

Direct reuse projects do not require a water rights permit from TCEQ. The exception to
that rule is where the underlying water right requires the permittee to return flows back to the
watercourse from whence it came, although most water rights authorizations do not contain such
a requirement. Direct reuse projects must comply with 30 TAC Chapter 210, but those
regulations are intended to protect water quality concerns, not water rights concerns. A good
example of direct reuse is where the effluent from a sewage treatment facility is piped directly to
a power plant for industrial use in cooling towers.

Indirect reuse, on the other hand, requires explicit TCEQ authorization because of Texas
Water Code 8§ 11.046(c), which says that diverted water that is then returned to the watercourse
resumes its original legal identity as state water, invoking the need to acquire a water rights
permit before reuse. The bed and banks permit—authority for which is clearly delineated in the
Texas Water Code—is the typical way in which indirect reuse projects acquire legal
authorization.



M. BED AND BANKS PERMITS

Authority to convey water via the bed and banks of a watercourse is found in Texas
Water Code § 11.042. The obvious policy behind the concept is to spare the expense and
invasiveness of a pipeline for projects where the water could be easily conveyed in a river,
stream or other watercourse. For example, one Texas municipality recently acquired a bed and
banks permit to convey stored water hundreds of miles downstream for use at a new industrial
facility. In addition to the traditional protections against carriage losses, bed and banks permits
are subject to special conditions necessary to protect: (1) downstream water rights granted on
reliance of the flows remaining in the watercourse; (2) instream flows; and (3) freshwater
inflows to bays and estuaries. A 2001 TNRCC memorandum alerted water right holders that at
least some of the Agency's prior water availability models assumed a return flow factor for
municipal water rights, meaning that some downstream water rights were authorized or
established based on the existence of upstream return flows. Adjudication of the San Antonio
River, for example, relied on historical discharges to that basin. In evaluating reuse projects,
then, TCEQ must consider the potential impact on downstream water rights. (Return and
Surplus Water, January 10, 2001 (Attachment B)). The key permitting question in bed and banks
applications often turns on how much water must be discharged upstream in order to allow
diversion at the downstream place of use, while also protecting the concerns listed above.

One of the theories supporting the use of bed and banks authority for indirect reuse
projects is that the watercourse is tantamount to a pipeline. The same policy considerations that
make bed and banks permits an integral part of water resource planning—it obviates expensive
and environmentally invasive pipelines—apply equally as well to indirect reuse as to conveying
stored water. Indeed, some argue that requiring the construction of pumps and pipelines (one
rule of thumb holds that pipelines cost approximately $1 million per mile) could serve to make
beneficial reuse projects prohibitively expensive, thereby defeating legitimate water reuse goals
and unnecessarily promoting the increased use of limited raw water supplies.

IV. CHAPTER 210 REGULATIONS

The regulatory requirements that govern reclaimed water projects are found at 30 TAC
Chapter 210. These regulations apply to any project using reclaimed water, which is defined to
mean "domestic or municipal wastewater which has been treated to a quality suitable for a
beneficial use." (30 TAC 8 210.3(24).) The regulatory responsibilities are divided among three
parties: the producer, provider and user of the reclaimed water. The regulations define all three
of those terms at 30 TAC § 210.3. The Chapter 210 regulations are separate and apart from the
requirements on treatment and disposal of wastewater from a sewage treatment plant, which, of
course, are governed by the TPDES program. The regulations require explicit written approval
from TCEQ before reclaimed water can be used. (30 TAC § 210.4.) The Agency may require a
permit, but usually does not. The regulations also specify the quality standards the reclaimed
water must meet, depending on the type of use (30 TAC § 210.33), and establishes a strict
sampling and analysis regime (30 TAC 8§ 210.34). Careful adherence to the Chapter 210
regulations is indispensable to a successful reuse project.



V. THE HEART OF THE CONTROVERSY

As discussed above, the heart of the reuse controversy is whether historically discharged
return flows can be retrieved from the basin via a bed and banks permit. Opponents assert that
such projects:

1) Reduce the reliability of existing water rights;
2) Reduce instream flows and freshwater inflows to bays and estuaries; and

3) Endanger the ability of downstream water right holders to divert their appropriated
share of water.

Supporters counter by pointing out that TCEQ can and must protect these interests in
evaluating any permit application. For example, existing water rights are protected under Water
Code § 11.134, which authorizes TCEQ to grant a water right only when the proposed
appropriation "does not impair existing water rights or vested riparian rights.”
(8 11.134(b)(3)(B)). Environmental concerns—instream flows and freshwater inflows to bays
and estuaries—are also protected by Water Code sections 11.147 and 11.152. These statutory
provisions require the Commission to consider the effect of any water right permit application on
water quality, instream uses, habitat, and bays and estuaries.

It is noteworthy, by the way, that the concerns discussed above are only evaluated when
the Agency considers indirect reuse projects because—as the law makes abundantly
clear—direct reuse projects usually do not require any water rights authorizations.

VI.  CONCLUSION

As TCEQ evaluates the many pending reuse permit applications, the future of reuse in
Texas—especially indirect reuse—will come into sharper relief. The debate described in this
paper is vigorous, and there is sharp disagreement among various parties. Generally speaking,
municipalities are on the leading edge of promoting indirect reuse—five of the thirteen pending
permit applications were filed by cities—perhaps because they see an opportunity for more
resourceful use of limited raw water supplies at a time when many Texas cities continue to grow.
Applicable law requires TCEQ to strike a delicate balance between promoting valuable reuse
goals while also protecting existing water rights and vital environmental concerns. In any case,
the outcome will represent a critical development in how Texas manages limited water resources
in the future.



Attachment B

RETURN AND SURPLUS WATER

January 10, 2001

Since the passage of Senate Bill 1 during the 75th Legislative session, the TNRCC has received
several water right applications requesting authority to divert return flows discharged into
streams by water right holders. This document addresses how the Executive Director proposes
to evaluate these applications under the existing statutes and agency rules.

The Texas Water Code addresses this issue in Sections 11.042 and 11.046. Section 11.042 states
in subsection (b) and (c):

(b) A person who wishes to discharge and then subsequently divert and reuse the person's
existing return flows derived from privately owned groundwater must obtain prior
authorization from the commission for the diversion and the reuse of these return flows.
The authorization may allow for the diversion and reuse by the discharger of existing
return flows, less carriage losses, and shall be subject to special conditions if necessary
to protect an existing water right that was granted based on the use or availability of
these return flows. Special conditions may also be provided to help maintain instream
uses and freshwater inflows to bays and estuaries. A person wishing to divert and reuse
future increases of return flows derived from privately owned groundwater must obtain
authorization to reuse increases in return flows before the increase.

This section provides that an entity who wishes to discharge privately owned groundwater must
receive Commission approval to divert and reuse those return flows. The entity diverting the
return flows must be the same entity that discharged the flows. Carriage losses are the
responsibility of the entity. Also, downstream water rights and the environment must also be
protected.

(c) Except as provided in Subsection (a) of this section, a person who wishes to convey
and subsequently divert water in a water course or stream must obtain the prior approval
of the commission through a bed and banks authorization. The authorization shall allow
to be diverted only the amount of water put into a watercourse or stream, less carriage
losses and subject to any special conditions that may address the impact of the discharge,
conveyance, and diversion on existing permits, certified filings, or certificates of
adjudication, instream uses, and freshwater inflows to bays and estuaries. Water
discharged into a watercourse or stream under this chapter shall not cause a
degradation of water quality to the extent that the stream segment's classification would
be lowered. Authorizations under this section and water quality authorizations may be
approved in a consolidated permit proceeding.

This section provides that an entity may receive Commission approval to convey in and
subsequently divert water from a watercourse. The entity will be responsible for all carriage
losses, impacts on downstream water rights, and impacts on instream flows to the bays and
estuaries.



Section 11.046 in subsection (c) states:

Except as specifically provided otherwise in the water right, water appropriated under a
permit, certified filing, or certificate of adjudication may, prior to its release into a
watercourse or stream, be beneficially used and reused by the holder of a permit,
certified filing, or certificate of adjudication for the purposes and locations of use
provided in the permit, certified filing, or certificate of adjudication. Once water has
been diverted under a permit, certified filing, or certificate of adjudication and then
returned to a watercourse or stream, however, it is considered surplus water and
therefore subject to reservation for instream uses or beneficial inflows or to
appropriation by others unless expressly provided otherwise in the permit, certified
filing, or certificate of adjudication.

This section provides that a water right holder may totally consume all water diverted under the
water right unless expressly provided otherwise in the right. If the water is ever returned to a
stream or watercourse, it is surplus water and available for use by other water right holders,
appropriation to others, or environmental flows.

The TNRCC rules also address this issue in Chapter 297. Section 297.1 defines return water or
return flow as:

That portion of state water diverted from a water supply and beneficially used which is
not consumed as a consequence of that use and returns to a watercourse. Return flow
includes sewage effluent.

Reuse is defined as:

The authorized use for one or more beneficial purposes of use of water that remains
unconsumed after the water is used for the original purpose of use and before that water
is either disposed of or discharged or otherwise allowed to flow into a watercourse, lake,
or other body of state owned water.

Section 297.49(a) states:

A right to take and use water is limited to the extent and purposes authorized in the water
right. Except as specifically provided otherwise in the water right, state water
appropriated under a water right may be beneficially used and reused by the water right
holder in accordance with the water right prior to its release into a watercourse or
stream. Once water has been diverted under a water right and then returned to a
watercourse or stream, however, it is considered surplus water and, therefore, subject to
maintaining instream uses, beneficial inflows to bays and estuaries, or appropriation by
others unless expressly provided otherwise in the water right.

Several proposed projects would divert waters that have either historically been discharged as
return flows or water that will in the future be discharged as return flows. At least some of the
Texas Water Commission's prior water availability models assumed a return flow factor for
municipal water rights. The adjudication for the San Antonio River basin relied on historical
discharges to that basin. Thus, these assumed return flows were available to be appropriated to
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other water right applicants. Also, it is likely that Section 11.303 claims of water rights used
these return flows during the critical period to establish their claim. Thus, it is likely that some
downstream water rights were authorized or established based on the existence of upstream
return flows and these water rights have grown to rely on these return flows.

To evaluate these applications for return flows, the Texas Water Code and TNRCC rules require
that downstream water rights be protected and environmental issues be addressed. The TNRCC
evaluation will provide that:

1) The applicant will be responsible for all carriage losses associated with the discharged
water from the point of discharge to the point of diversion.

2) A "no injury"” analysis will be completed for downstream water rights. Any reduction
in reliability will be considered an "injury" for purposes of these reuse applications.
Those downstream water rights which may have relied on these return flows will be
protected. This will be accomplished by allowing these water rights to “call” on this
water if needed to meet their needs. Since the water requested by the applicant is already
permitted or originated as groundwater, it is not necessary to find additional water
available for appropriation. The right to continue to divert this water will be contingent
upon the entity continuing to discharge this water into the watercourse.

3) An environmental analysis will be completed to determine if any special conditions
will need to be imposed to protect instream uses and the bays and estuaries.

Thus, it is recommended that an entity be permitted to divert its return flows minus any carriage
losses, with provisions for protection of downstream water rights, and protection of instream
uses and bays and estuaries.
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What this Paper Covers

There have been recent significant changes in the way Texas manages its
groundwater resources. The impact of such regulation is most apparent in the
rural areas of the State, although it increasingly affects the urban centers as well.

While the paper focuses on water resource issues, it also discusses the
limited local regulation of groundwater quality. Secondarily, the paper discusses
the burgeoning area of groundwater marketing, or “water ranching.”

This paper does not discuss surface water or the differences between
State law regulating surface water and groundwater.*

Rule of Capture:
The Law of the Biggest Pump

The use of groundwater in Texas is primarily regulated (in reality, not
regulated) under the rule of capture,? which some consider to be the law of the
biggest pump. In a nutshell, this common law principle means that a well owner
may pump as much groundwater as desired, regardless of the effect the pumping
has on neighboring groundwater.

There are several limitations. The well owner may not waste the water®
and may not cause subsidence because of the withdrawals.* The viability of the
rule of capture was affirmed in Sipriano v. Great Spring Waters of America, Inc.,
1 S.W.3d 75 (Tex. 1999).°

! For a discussion of those difference, see Michael J. Booth and Carolyn Ahrens (updated

in part by Mary K. Sahs), Texas Water Rights (presented at NBI's FUNDAMENTALS OF WATER
LAW IN TEXAS), July 10, 2001.

2 The rule of capture was established by Houston & T. C. Ry. Co. v. East, 98 Tex. 146, 81
S.W. 279 (1904).

3 City of Corpus Christi v. City of Pleasanton, 154 Tex. 289, 276 S.W.2d 798, 801 (1955).
4 Friendswood Dev. Co. v. Smith-Southwest Indus., 576 S.W.2d 21, 29 - 30 (Tex. 1978).

> For a short history of groundwater law in Texas, see Timothy L. Brown, A Review of the

Development of Texas Water Law (presented at CLE International’'s A REVIEW OF THE
DEVELOPMENT OF TEXAS WATER LAW), Oct. 15, 2001.



As long as groundwater was plentiful, everyone seemed content with this
scheme. As the population of the State has increased, however, the stress on
local aquifers has been felt Statewide.® Questions about the efficacy of the rule
of capture are being raised more frequently.

Local Regulation of Groundwater:
Groundwater Conservation Districts

The closest an urban resident may come to this issue in their daily life is
when they turn on the tap and use the water. The many water supply entities
and municipalities who provide that water, however, are very familiar with the
concepts addressed in this paper. In many rural and small communities across
the State the issue often gets up close and personal. Increasingly, groundwater
resources are being regulated at the local level. Some local regulations also
address groundwater quality.

Creating a Groundwater Conservation District (GCD)

In 1949, in response to concerns over excessive withdrawal of water from
the Ogallala Aquifer, the State first authorized the creation of groundwater
conservation districts and the designation of underground reservoirs for the
purpose of groundwater management.” State law regulating these issues has
been amended repeatedly since that time.®

Current law confirms that groundwater conservation districts are the
preferred method of regulating groundwater in Texas.” Such districts are one
way for local communities to influence the future of groundwater resources in

6 For a discussion of the State’s dwindling water supplies, including declining groundwater

availability, see Suzanne Staton, Water Woes (published in the Texas Comptroller of Public
Accounts’ FISCAL NOTES), Sept. 2001. See also Texas Water Development Board, Water for
Texas-2002 (Jan. 2002).
! Acts of June 2, 1949, 51st Leg., R.S., ch. 306, 1949 Tex. Gen. Laws 559, (codified at
TEX. REV. CIv. STAT. ANN. art. 7880-3c), repealed by Act of April 12, 1971, 62nd Leg., R.S., ch.
58, 8§ 2, 1971 Tex. Gen. Laws 658.
8 For an excellent summary of the history of groundwater districts and management areas,
see Texas Commission on Environmental Quality: Priority Groundwater Management Areas and
Groundwater Conservation Districts; Report to the 78" Legislature (Jan. 2003) (“Commission
Groundwater Report: 2003") at 8-12 (available free of charge from the Texas Commission on
Environmental Quality).

TEX. WATER CODE ANN. 8§ 36.0015 (Vernon 2000).



their areas. Some district boundaries are drawn to cover specific aquifers, while
others follow the boundaries of existing political subdivisions, usually counties.®

Groundwater conservation districts may be created several ways. Once
created, GCDs generally must be confirmed through an election by the voters
within the proposed district.*

Chapter 36 of the Texas Water Code has long authorized creation of
GCDs through a petition process at the Texas Commission on Environmental
Quiality (Commission).** Before amendments to Chapter 36 in 2001, the process
was lengthy and potentially expensive.’® As a result, it was rarely used.*

Under certain limited circumstances, GCDs may also be created by the
Commission on its own initiative.’® To date, this has never been done.

Most GCDs are created through special legislation.’® Nearly every
groundwater conservation district has its own individual enabling legislation.*’
These bills control each district's powers and duties; confirmation election;
selection, qualifications, and compensation of board members; fiscal
responsibilities; funding authority; tax rate and/or limitation on taxation; effective
and/or expiration dates; and regional cooperation requirements, if any. The
legislation for the individual districts is by no means uniform; therefore, in order to

10 See Gregory M. Ellis and Jace A. Houston, Senate Bill 2: ‘Step Two’ Towards Effective

Water Resource Management and Development for Texas, 32 ST. B. TEX. ENvVTL. L.J. 53, 60
(2002). See also, discussion infra.

1 TEX. WATER CODE ANN. § 36.017 (Vernon Supp. 2002). But see §§ 36.0151 and
36.0171, which apply to districts the Commission is required to create in a Priority Groundwater
Management Area. Under these provisions, no confirmation election is required, although there
must be an election for the directors and to approve any ad valorem tax.

12 The Texas Natural Resource Conservation Commission became the Texas Commission
on Environmental Quality on September 1, 2002.

13 TEX. WATER CODE ANN. Subchap. B, § 36.011 et seq. (Vernon 2000).

14 A recent exception is the creation of the Blanco-Pedernales Groundwater Conservation
District by Commission Order dated October 11, 2000. The author represented the Citizens for
Groundwater Conservation, a non-profit organization of Blanco County landowners, the
petitioners in that case.

15 TEX. WATER CODE ANN. § 35.012(b) (Vernon Supp. 2002).

16 Ellis and Houston, supra, at 56.

1 Those created by the 77 Legislature are found in Senate Bill 2, Article 3, Act of May 27,
2001, 77" Leg., R.S., ch. 966, Tex. Gen. Laws 1880 (“Senate Bill 2"); House Bill 1258, Act of
June 16, 2001, 77" Leg., R.S., ch. 1299, Tex. Gen. Laws 3011 (“House Bill 1258"); Act of May
28,2001, 77" Leg., R.S. ch. 1307, §§ 3.01, 4.01, H.B. 1784, 2001 Tex. Gen. Laws 3032, 3036,
3038; Act of May 23, 2001, 77" Leg., R.S., ch. 1387, § 1, S.B. 1821, 2001 Tex. Gen. Laws
3385; and eighteen additional stand alone bills. See footnote 24 for bills creating GCDs passed
during the Regular Session of the 78" Legislature.



understand the authority of a district, one must review its specific enabling
legislation®® (or in limited cases, its Commission Order).

Recent GCD Creations and Confirmations

The last three legislative sessions have seen an explosion in GCD
creations. In 1999, during the 76" Legislature, numerous special bills were
introduced to create groundwater districts. These were opposed by legislators
who wanted to wait and see the results of the water planning devised by Senate
Bill 1, the omnibus water legislation from the previous session. A compromise
was reached whereby thirteen temporary districts with limited powers were
authorized in SB 1911.*° These districts were allowed to begin some basic
groundwater management tasks, but had no authority to hold confirmation
elections, had no taxing authority, and could not issue bonds, exercise eminent
domain, or prepare groundwater management plans. The districts would
autom?ltically dissolve unless they were confirmed by legislation within two
years.

The 77" Legislature (2001) ratified most of the Senate Bill 1911
groundwater conservation districts and created many new ones.”> Meanwhile,
the Commission created two GCDs through the petition process.?® At the time of
publication of this paper, the 78" Legislature (2003) has created four new GCDs,
recreated one,?* and has dissolved Comal County’s Southeast Trinity GCD (after
two unsuccessful confirmation elections).?

18 For example, the author represents the Hays Trinity Groundwater Conservation District,

which was created by S.B. 1911, Act of May 26, 1999, 76" Leg., R.S., ch. 1331, § 1, 1999 Tex.
Gen. Laws 4536 (“Senate Bill 1911") and ratified by S.B. 2. This district was limited to one
attempt to be confirmed through an election. It is not authorized to levy ad valorem taxes;
instead it is financed through construction fees of $300.00 per new permit and $300 per new
water service connection to certain water utilities. Senate Bill 2 at § 3.0312. This is one of the
most restrictive GCD enabling bills enacted in the 77" Session.
19 Tex. S.B. 1, 75" Leg., R.S. (1995).
i Act of May 26, 1999, 76" Leg., R.S., ch. 1331, § 1, 1999 Tex. Gen. Laws 4536.

Id.
22 Id.  Senate Bill 2, Article 3 ratified twelve of the temporary GCDs. House Bill 1258
ratified the final one. See also Commission Groundwater Report: 2003.
% Blanco-Pedernales GCD covering Blanco County and Lake Country GCD covering
Wood County.
24 Rusk County GCD was created by H.B. 3569; Southeast Texas GCD in Jasper and
Newton Counties was created by S.B. 1888; Upshur County GCD was created by H.B. 3635;
and Kenedy County GCD was created with different boundaries and different directors in two
separate bills, H.B. 3374 and S.B. 25. H.B. 3374 includes in the district designated property in
Kleberg, Nueces, Jim Wells, and Brooks Counties. H.B. 3602 re-created Brazoria County GCD.
All of these citations are to the 78" Leg., R.S. (2003).
25 Tex. H.B. 2348, 78" Leg., R.S. (2003).



Nearly without exception, the newly created GCDs are subject to
confirmation elections. Most of those created through 2001 have held successful
elections. Currently there are 80 created and confirmed groundwater
conservation districts. There are 7 unconfirmed because no election has yet
been held. There are 2 that are unconfirmed whose initial confirmation elections
failed but who are authorized to try again. Finally, there are 13 whose elections
have failed or they have otherwise been abolished.”® Map A, shown on the next
page, is generated by the Texas Water Development Board (TWDB). It shows
confirg?]ed and newly created groundwater conservation districts as of February
2003.

There is a continuing debate as to the “best” configuration of GCDs. Some
argue that they should be “regional,” drawn to reflect the configurations of the
aquifers they are designed to regulate. Others argue that the politics of district
creation make it virtually impossible to create districts that cover more than one
county. The distribution of GCDs across counties in Central Texas is an example
of the variety of distribution of these local regulatory bodies throughout Texas.
Table A shows that some Central Texas GCDs have boundaries coterminous
with county lines. Some counties contain several different GCDs. Other
counties have no GCDs. Still others are partly regulated and partly not
regulated. This is fairly typical throughout Texas, although the Panhandle
Region of the State contains several multi-county or regional districts. Map A
illustrates this further.

26 This information was provided by Kelly Mills, Texas Commission on Environmental

Quality, July 2003.

2 “Confirmed and Pending Confirmation Groundwater Conservation Districts,” prepared by
the TWDB and updated in February 2003. This map is updated periodically by the Texas Water
Development Board and can be found at [http://www.twdb.state.tx.us/mapping/index.htm. Click
on “Groundwater Conservation Districts.”
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TABLE A

GROUNDWATER CONSERVATION DISTRICTS

IN CENTRAL TEXAS COUNTIES

County Groundwater Conservation District
Bastrop County Lost Pines GCD
Bell County Clearwater Underground Water Conservation

District (UWCD)

Blanco County

Blanco-Pedernales GCD

Burnet County

No GCD

Caldwell County

Barton Springs/Edwards Aquifer Conservation
District, Edwards Aquifer Authority, Plum Creek
Conservation District, and no GCD?®

Coryell County

Middle Trinity GCD

Falls County

No GCD

Fayette County

Fayette County GCD

Gillespie County

Hill Country UWCD

Hays County

Hays Trinity GCD, Edwards Aquifer Authority, and
Barton Springs/Edwards Aquifer Conservation
District.?®

Lampasas County

Saratoga UWCD

Llano County

No GCD

McLennan County

No GCD

Travis County

Barton Springs/Edwards Aquifer Conservation
District and no GCD

Williamson County

No GCD

28

Map A.

29

Caldwell County contains three GCDs. A portion of the County is not in a GCD. See

The TWDB map (see Map A) seems to show that part of Hays County is in the Plum

Creek GCD. The Hays Trinity GCD enabling legislation, however, states that its boundaries
include all of Hays County except areas covered by the Edwards Aquifer Authority or the Barton
Springs-Edwards Aquifer Conservation District. Act of May 26, 1999, 76" Leg., R.S., ch. 1331,
§ 2(b), 1999 Tex. Gen. Laws 4536.




Groundwater Planning and Management

In addition to specifically ratifying or creating numerous new districts,*
Senate Bill 2 virtually ensured the creation of additional groundwater districts.
First, it required the Texas Water Development Board, with help from the
Commission, to designate groundwater mana%ement areas (GMAs) covering all
of Texas' aquifers by September 1, 2003.*! Designation of a GMA has
traditionally been the first step in creating a groundwater conservation district
through the petition process.**> A GMA is not a political subdivision and has no
power; it is a planning area based on scientific or hydrological data. In reality,
politics often plays a role in such designations. Map B, developed by the TWDB,
shows the GMAs designated by the Board in November 2002.%

Second, by September 1, 2005, the Commission must identify which of
these areas should be classified as priority groundwater management areas
(PGMASs). These are not political subdivisions and have no power. They are
planning areas based on hydrological data. By considering information from the
regional planning groups, groundwater conservation districts, and the GMAs, the
Commission must determine which areas are in most immediate danger of
groundwater shortages, contamination, or land subsidence. The agency will then
propose designation of PGMAs in those areas.**

Third, once designated, a PGMA must either be added to an existing
groundwater conservation district or a new district must be created to contain it.*
Map C, on page 11, shows an overlay of the State’'s GMAs, PGMAs, and
GCDs.*

3 For a detailed discussion of special groundwater district legislation through the 77"

Legislative Session, see Ellis and Houston, supra, at 58 — 61.

3t Senate Bill 2 at § 2.22(a), codified at TEX. WATER CODE ANN. § 35.004 (Vernon Supp.
2002). In November 2002 the Texas Water Development Board adopted a statewide GMA map
and rules. Some believe that this process could be the first step toward establishing regional
GCDs to replace existing single-county Districts.

32 TEX. WATER CODE ANN. § 36.012(c) (Vernon 2000).

3 Map B is the November 14, 2002 “Groundwater Management Areas” Map. The map can
be viewed at |http:/www.twdb.state.tx.us/mapping/index.htm. Click on “Groundwater
Management Areas.”

34 Senate Bill 2 at § 2.23, codified at TEX. WATER CODE ANN. § 35.007(a) (Vernon Supp.
2002).

% Senate Bill 2 at § 2.26, codified at TEX. WATER CODE ANN. § 35.012 (Vernon Supp.

Map C is the February 19, 2003 “Groundwater Conservation Districts with Groundwater
Management Areas and Priority Groundwater Management Areas” Map. The map can be
viewed at http://www.twdb.state.tx.us/mapping/index.htm. Click on “GCDs GMAs, and PGMASs.”
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Simplifying the
GCD Creation Process

Senate Bill 2 also simplified the district creation petition process. Prior to
Senate Bill 2, if a petition to the Commission for a district was protested, the
petitioners were required to go through a contested case hearing.®” The new
process allows for public notice and an opportunity for comments, but no
evidentiary hearing is required or allowed.*

The standards by which the Commission determines whether to create a
district have also changed. Under the old law, in order to create a district the
Commission was required to find that the district was “feasible and practicable,
that it would be a benefit to the land in the district, and that it would be a public
benefit or utility.”*® Under the amended § 36.015, the Commission cannot create
a district if it finds that the district “cannot be adequately funded to carry out its
purposes” and that the “boundaries of the district do not provide for the effective
management of the groundwater resources.”*

These changes are expected to increase the number of petitions filed with
the agency.** The Commission amended its implementing rules to reflect this
new procedure. The new rules became effective August 29, 2002.%

GCDs Have the Power to
Limit the Rule of Capture

Not only did the 77" Legislature nearly double the number of authorized
groundwater conservation districts, it also amended Chapter 36 of the Texas
Water Code relating to the regulatory powers of such districts. These
amendments were made largely in response to the opinion in South Plains
LaMesa Railroad, Ltd. v. High Plains Underground Water Conservation Dist. No.
1, 52 S.W.3d 770 (Tex. App.—Amarillo 2001, no pet.). The South Plains court
struck down a groundwater conservation district's rules and opined that such
districts do not have the power to override the rule of capture.

37 TEX. WATER CODE ANN. § 36.014 (Vernon 2000).

8 TEX. WATER CODE ANN. Subchapter B § 36.011 et seq. (Vernon Supp. 2002).

%9 TEX. WATER CODE ANN. § 36.015(a) (Vernon 2000).

40 TEX. WATER CODE ANN. § 35.015(b) (Vernon Supp. 2002).

4 The author represented Save Our Springs of North East Texas, a hon-profit corporation
that petitioned the Commission to create Lake Country Groundwater Conservation District under
the amended Chapter 36. The Order creating the District was issued on September 25, 2002.
Its February 2003 confirmation election failed.

42 The rulemaking amended 30 TEX. ADMIN. CODE Chapter 293, Subchapter C.
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Some commenters say that these recent amendments to Chapter 36
merely clarified regulatory powers groundwater districts already had,** while
others consider these changes to be quite radical.** Regardless of how the
amendments are characterized, all agree that they are significant.*

To begin with, 8 36.002 was amended to specifically state that while the
ownership of groundwater and the rights held by the owners of the land are
recogniagd, such “rights may be limited or altered by rules promulgated by a
district.”

Significantly, for the first time Chapter 36 specifically grants districts the
authority to regulate the withdrawal of groundwater based on surface acreage.*’
Other notable amendments address protecting historic uses*® and prohibiting
discrimination between in-district use of water and export of groundwater for use
outside the district.** Coupled with the increasing areas of the State covered by
groundwater conservation districts,”® these amendments have changed the
regulation of groundwater resources across the State. The changes also
affected the burgeoning market in groundwater, as discussed below.

Recent GCD Legislation In Summary

In brief, the 77" Legislature nearly doubled the number of existing
groundwater conservation districts, established an ongoing process that ensures
creation of additional districts in currently unregulated areas of the State, and
strengthened the authority of districts to regulate groundwater withdrawal and
limit the rule of capture. The 78" Legislature added a small number of GCDs,
dissolved the Southeast Trinity, and basically left the districts’ powers intact.

. Mary Sanger, Hill Country Broadside (a publication of the HiLL COUNTRY ROUNDTABLE)

July 2001.

44 Booth, Ahrens, and Sahs, supra, at p. 22.

® There were few changes made to these regulatory powers during the regular session of
the 78" Legislature. Tex. H.B. 1534 addresses the power of GCDs to acquire property,
purchase, sell, and transport water, and prohibits a GCD from using its power of eminent
domain to acquire water or water rights; Section 18.006 of H.B. 3507 cleans up Texas Water
Code § 36.116 because two inconsistent bills had amended that provision during the last
session; H.B. 1065 addresses Directors and the doctrine of incompatibility; S.B. 1639 allows
GCDs to consider geographic differences when regulating wells; S.B. 899 addresses Director’s
compensation. All citations are to the 78" Leg., R.S. (2003).

40 TEX. WATER CODE ANN. § 36.002 (Vernon Supp. 2002).

4 TEX. WATER CODE ANN. § 36.116 (Vernon Supp. 2002), as amended by Tex. S.B. 1639
and H.B. 3507 § 18.006, 78" Leg., R.S. (2003).

8 TEX. WATER CODE ANN. § 36.113 (Vernon Supp. 2002).

49 TEX. WATER CODE ANN. § 36.122 (Vernon Supp. 2002).

%0 Ellis and Houston, supra, at 59 — 61. See also Map A and Commission Groundwater
Report: 2003.
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Limits on the Rule of Capture
Include Well Permits and
Spacing and Production Restrictions

District rules are written by the district in a public process requiring public
notice and an opportunity for comment.>® The Water Code establishes which
wells must be exempted from obtaining a permit,® and gives broad guidelines for
what a district may or may not do, such as deciding whether additional wells will
be exempt from regulation, or whether or not they will establish a spacing formula
for wells.>

Districts have new regulatory powers for meeting their statutory purposes.
Districts may now limit groundwater production based on tract size or well
spacing.>® Districts may relate these restrictions and limitation to the historic use
of the groundwater.*

District rules of most interest to a potential landowner are those that
require a permit to drill a new well and that regulate where a well may be drilled
and how much water may be produced from that well.>® A district must require
permits for drilling, equipping, or completing wells or for “substantially altering the
size of wells or well pumps.”™’ Each district determines the term of such a
permit, after which time the permit must be renewed. Obtaining or renewing a
permit is generally a fairly simple administrative process, although districts by
rule may provide a notice and comment or hearing process for more
controversial permits. A fee is required, which differs from district to district.
While Texas Water Code § 36.113 controls the basic concepts of permit
issuance, one should look first to the district’s permitting rules.*®

>1 TEX. WATER CODE ANN. § 36.101(b) (Vernon 2000).

> TEX. WATER CODE ANN. § 36.117 (Vernon Supp. 2002).

>3 TEX. WATER CODE ANN. § 36.101 (Vernon Supp. 2002).

> TEX. WATER CODE ANN. § 36.101(a) (Vernon Supp. 2002).

» TEX. WATER CODE ANN. § 36.116 (Vernon Supp. 2002), as amended by Tex. S.B. 1639
and H.B. 3507 § 18.006, 78" Leg., R.S. (2003).

%6 In 1999, as part of a GCD Operations Manual, the Texas Alliance of Groundwater
Districts, the Texas Water Development Board, and the Texas Natural Resource Conservation
Commission jointly developed a set of Model Rules for groundwater conservation districts. The
author is participating on an advisory committee that is updating the Manual and Model Rules to
reflect recent amendments to Chapter 36.

> TEX. WATER CODE ANN. § 36.113 (Vernon Supp. 2002).

%8 Many GCDs maintain websites with access to their permit rules. Rules may also be
obtained from the districts’ offices.
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Decrease in the Types
Of Wells that are Exempt from Permits

Senate Bill 2 decreased the types of wells that are exempt from permitting.
Currently, wells that are capable of producing 25,000 or fewer gallons per day,
when located on a tract of land larger than 10 acres and used solely for domestic
use or51;or providing water for livestock or poultry, are exempt from obtaining a
permit.

This is an important change in the law. Previous to 2001, all wells
producing 25,000 or fewer gallons per day were exempt from permitting.®
Responding to concerns about the draw-down of aquifers by domestic wells on
numerous small ranchettes, the legislature revised the exemption. While the
exemption for domestic/livestock wells of 25,000 gallons or less on 10 acres or
more is mandatory,®® Districts have the authority to exempt other wells.®* To the
extent authorized under the new law, some districts may opt to continue the
same exemptions that were previously required under Chapter 36, while others
will change their rules to allow only the mandatory exemptions. As a result, one
must review a specific district’s rules to determine which wells require a permit.

Well Spacing Regulations are Used
As a Tool to Manage Groundwater Resources

Well spacing is one of the tools a district may use to manage its
groundwater resources. Well spacing rules often require that wells be a certain
distance from other wells or from property lines. Not all districts have well
spacing rules, and those that do use a wide variety of distances. Some District
well spacing rules allow the neighboring landowner to waive the distance
requirements from the property line.®® Under the latest amendments to Chapter
36, one may expect that GCDs will expand the methods of limiting production
and expand the use of well spacing restrictions to prevent interference between

59

TEX. WATER CODE ANN. § 36.117(b) (Vernon Supp. 2002). Other exemptions, primarily
related to oil and gas operations, are found in § 36.117 but are not addressed here.

60 TEX. WATER CODE ANN. § 36.117 (Vernon 2000).

61 TEX. WATER CODE ANN. § 36.117(b) (Vernon Supp. 2002).

62 TEX. WATER CODE ANN. § 36.117(a) (Vernon Supp. 2002).

63 HiLL COUNTRY UNDERGROUND WATER CONSERVATION DISTRICT RULES (Nov. 9, 1999, as
amended Sept. 10, 2002) (“HiLL COUNTRY RULES), at § 5.6(B)(3) and BLANCO-PEDERNALES
GROUNDWATER CONSERVATION DISTRICT RULES (Feb. 11, 2002) (“BLANCO-PEDERNALES RULES),
at 8 4.2(A).
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wells and degradation of water quality.®* Table B shows some examples of well
spacing rules.
TABLE B

WELL SPACING REGULATIONS

COUNTY and GCD | SPACING REQUIREMENT

Model Rules 50 feet from the property line of any
adjoining landowner, but no restrictions on
distance from other wells.®®

Gillespie County, Minimum of 75 feet to the property line.

Hill Country UWCD | Sliding distance requirements between wells
and the property line depending on
production levels.®®

Hays County, No spacing requirements.®’
Hays Trinity GCD
Blanco County, Sliding distance requirements between wells

Blanco-Pedernales | and from the property line.®®
GCD

Production Limits Are Used
to Manage Groundwater Resources

A groundwater district has the authority to limit how much water a well can
pump or produce. Some districts correlate the maximum amount of groundwater
withdrawal with the surface acreage. This is known as correlative rights. For
example, the Panhandle Groundwater Conservation District authorizes what it
calls “high impact production permits” that allow a permittee to withdraw one
acre-foot of water per acre per year.?®

64 See TEX. WATER CODE ANN. 8§ 36.116 (Vernon Supp. 2002), as amended by Tex. S.B.
1639 and H.B. 3507 § 18.006, 78" Leg., R.S. (2003).

65 TEXAS WATER DEVELOPMENT BOARD, THE TEXAS NATURAL RESOURCE CONSERVATION
COMMISSION, AND THE TEXAS ALLIANCE OF GROUNDWATER DISTRICTS, MODEL RULES 8 5 (1999).
66 HILL COUNTRY RULES at § 5.6.

o7 HAYS TRINITY GROUNDWATER CONSERVATION DISTRICT RULES (Aug. 9, 2001). The
District is in the process of amending its rules and is considering instituting spacing
requirements.

68 BLANCO-PEDERNALES RULES at § 4.2.

69 PANHANDLE GROUNDWATER CONSERVATION DISTRICT RULES § 4.5 (Mar. 18, 1998).
These rules are in the process of being amended.
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Sometimes a district has an overriding district-wide limit on production that
is superimposed on the permitted amounts. Once again, using the Panhandle
GCD as an example, under District Rule 15.1 and the District's approved
management plan, the District set the goal of maintaining the Ogallala Aquifer so
that in 2050 it still has at least 50 percent of the water it had in 1998.”° In the
District, this is commonly referred to as the “50/50 Standard.”

The District's Rules provide detailed standards for regulating and
permitting groundwater wells and withdrawals, designed to ensure that the
District meets the 50/50 Standard. In the case of existing users, the rule is
implemented through the following process. The Board designates a “Depletion
Study Area” (DSA) in an area where the Board believes that the groundwater
level is declining at a greater than acceptable rate. It then determines whether
an acceptable decline rate is being exceeded, and if so, it establishes a
“Strategic Conservation Depletion Area” (SCDA). The Board may impose
additional regulations on existing users within the SCDA. While a permit may be
issued authorizing the full one-acre foot per acre per year, if in any given year the
use of that amount of water will breach the 50/50 Standard, the production will be
curtailed.”

GCD Authority Over
Groundwater Quality Is Evolving

Despite the extensive amendments to Chapter 36 during the 77"
Legislative Session, the powers of GCDs are primarily restricted to water
resource issues. While these political subdivisions have the general power to
regulate or protect the quality of groundwater, questions are being raised about
the extent of that authority. The GCDs authority over water quality is based on
the provisions of Chapter 36 summarized below.

Under Texas Water Code § 36.101, GCDs have the authority to make and
enforce rules to “prevent waste of groundwater.” “Waste” has many definitions in
the statute, two of which give GCDs power over groundwater quality:

“withdrawal of groundwater from a groundwater reservoir at a rate and in an
amount that causes or threatens to cause intrusion into the reservoir of water
unsuitable for agricultural, gardening, domestic, or stock raising purposes;”’?
and

70 PANHANDLE GROUNDWATER CONSERVATION DISTRICT, MANAGEMENT PLAN (July 8, 1998).

The Management Plan is in the process of being amended.
" PANHANDLE GROUNDWATER CONSERVATION DISTRICT RULES § 15 (Mar. 18, 1998).
2 TEX. WATER CODE ANN. 8 36.001(8)(A)(Vernon Supp. 2002).
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“pollution or harmful alteration of groundwater in a groundwater reservoir by
saltwater or by other deleterious matter admitted from another stratum or from
the surface of the ground.””®

Thus Chapter 36’s definition of “waste” provides GCDs with general authority
under their rulemaking power for protecting water quality.

To make this authority clear, § 36.101"* was amended in 2001 to
specifically grant rulemaking power to “prevent degradation of water quality.”
Likewise, § 36.116, which authorizes a GCD to regulate spacing and production
through its rulemaking powers, was amended to authorize such regulation “to
prevent degradation of water quality.”” The extent of Districts’ power to protect
water quality could be the subject of litigation as the newly formed GCDs begin
enacting and enforcing their rules, particularly rules that seek to regulate land
use as a means to protect groundwater quality.

Generally Accepted Rules Used by GCDs to
Protect Groundwater Quality

Groundwater Conservation Districts almost uniformly impose well construction
standards designed to protect water quality.

They also generally regulate abandoned wells and require them to be properly
plugged.

Districts have established a wide variety of water quality monitoring programs.
They may maintain a lab to test a limited number of chemical constituents, as
well as, coliforms bacteria. These may be performed at no cost to well
owners.’®

District spacing regulations often include required spacing from septic
systems or other potential sources of pollution.

” TEX. WATER CODE ANN. § 36.001(8)(D)(Vernon Supp. 2002).

74 See TEX. WATER CODE ANN. § 36.101(a)(Vernon Supp. 2002).

& See TEX. WATER CODE ANN. § 36.116(a)(Vernon Supp. 2002), as amended by Tex. S.B.

1639 and H.B. 3507 § 18.006, 78" Leg., R.S. (2003).

& See, for example, TEXAS ALLIANCE OF GROUNDWATER DISTRICTS (TAGD), Membership

Directory & District Activities, Jan. 2001 at p. 40 (Hill Country Underground Water Conservation

District). This information is also available on the TAGD website at
| http://www.texasqroundwater.orq/index.htr‘ril. Scroll vertically and click on “Members.”
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Does Authority Over Groundwater
Quality Allow Regulation of Surface Land Use?

How much authority GCDs have to be proactive in protecting groundwater
quality within their districts is unknown. Some GCDs focus on protecting water
quality in aquifer recharge zones, which they have the power to do under
Chapter 36. For example, the Barton Springs/Edwards Aquifer Conservation
District “works with federal, state and local regulatory agencies on projects
impacting the recharge zone.” They also have a staff of groundwater scientists
collecting and interpreting data such as dye trace studies, creek flow loss
measurements, and water quality trend analysis. These and other scientific
investigations are being used to develop strategies for managing the District’s
groundwater resources.”’

More controversial are rules such as those of the Edwards Aquifer
Authority (EAA), which bar new underground fuel storage tanks and require
upgrade of existing tanks over the recharge zone to protect water quality in the
aquifer.”® Also proposed was limiting impervious cover; additional water quality
buffer zones to cope with stormwater runoff; limiting the use of hazardous
substances in the recharge zone; banning dry cleaners, photo processors,
automotive repair and service shops, metal plating and other activities with a high
potential for contamination. The EAA believes that its enabling legislation clearly
authorizes this type of regulation.”” During the 78"™ regular Session, attempts
were rr816':1de by Senator Armbrister to curtail the EAA’s water quality protection
power.

Another example of a GCD that has restricted certain activities within the
District on the basis of protecting water quality is Hemphill County Underground
Water Conservation District. Their rules prohibit the import into or transport
within the District, for purposes of disposal, radioactive waste, toxic substances,
and PCBs. They also prohibit waste disposal wells and storage facilities for
these substances.®

7
78

Id. at p.2 (Barton Springs/Edwards Aquifer Conservation District).

See “October 2002: EAA bans new fuel tanks in recharge zone,” on the Edwards Aquifer
Authority website:| http://edwardsaquifer.net/news.html| (downloaded 7/15/03).

7 BRUCE DAVIDSON, San-Antonio Express-News Business Dept.; web posted 12/29/02.
80 See “May 2003: Legislature debates EAA powers; end result is little change,” at
[ http://edwardsaquifer.net/news.html|(downloaded 7/15/03).

o HEMPHILL COUNTY UNDERGROUND WATER CONSERVATION DISTRICT RULES (Nov. 16,
1999).
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The enabling legislation of most groundwater conservation districts does
not expressly provide such authority, so similar rules in those districts would be
based on the Chapter 36 language summarized above. Just how broad a GCD’s
power to protect water quality is, may be the subject of litigation as the newly
formed GCDs begin enacting and enforcing their rules.®?

Other Political Subdivisions Have Authority Over
Water Availability and Water Quality

Over the past five years, municipalities and counties have been given the
authority to require developers to certify that water is available to serve their
proposed projects. This has been in response to unscrupulous practices that
resulted in housing areas being built and sold without access to drinking water.

Counties in PGMAs Have
Enhanced Power Over Water Resources

Under Texas Water Code § 35.019, counties located within a Priority
Groundwater Management Area (PGMA) may adopt water availability
requirements in an area where platting is required. The county must determine
that the requirements are necessary to prevent current or projected water use in
the county from exceeding the safe, sustainable yield of the county’s water
supply.®® The counties that are currently totally or partially in designated PGMAs

82 For an in-depth discussion of this issue, see José A. Berlanda, Can a Groundwater

Conservation District Regulate or Impose Water Quality Standards? (presented at State Bar of
Texas' THE CHANGING FACE OF WATER RIGHTS IN TEXAS), February 13 — 14, 2003.
8 § 35.019. Water Availability
(a) The commissioners court of a county in a priority groundwater management
area may adopt water availability requirements in an area where platting is
required if the court determines that the requirements are necessary to prevent
current or projected water use in the county from exceeding the safe sustainable
yield of the county's water supply.
(b) The commissioners court of a county in a priority groundwater management
area may:
(1) require a person seeking approval of a plat required by Subchapter A,
Chapter 232, Local Government Code, to show:
(A) compliance with the water availability requirements adopted by the court
under this section; and
(B) that an adequate supply of water of sufficient quantity and quality is available
to supply the number of lots proposed for the platted area;
(2) adopt standards or formulas to determine whether an adequate water supply
exists for the platted area; and
(3) adopt procedures for submitting the information necessary to determine
whether an adequate water supply exists for the platted area.
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are shown on Table C. The authority granted counties under 8§ 35.019 is broader
than that under more recent legislation amending the Local Government Code,
discussed below.

TABLE C
Counties in Designated PGMAs®*
Bandera El Paso Midland
Bexar Gillespie Reagan
Blanco Hale Swisher
Briscoe Hays Travis
Comal Kendall Upton

Dallam Kerr

Cities and Counties May Require
Water Availability Certification for
Subdivisions Relying on Groundwater

In 1999, the Legislature added Local Government Code 88 212.0101 and
232.0031, which authorize municipalities and counties to require a water
availability certification for plat applications for subdivision of land when the
source of water supply is groundwater located under that land.?’

The Commission was required to establish the content and format of the
certification,®® which it did in 30 Texas Administrative Code, Chapter 230.%"

(c) The water availability requirements established by a commissioners court

under this section may require that:

(1) a person seeking approval of a plat or attempting to sell a lot in a subdivision:

(A) notify a purchaser of a lot in the subdivision if an approved water supply for

the subdivision does not exist; or

(B) if the person attempts to build a water supply system to serve one or more

lots within the subdivision:

(i) comply with federal, state, and local law; and

(i) establish an entity to construct and operate the system; or

(2) a planned or operating water supply system serving one or more lots within a

subdivision be built and operated in compliance with federal, state, and local laws

and rules related to public drinking water.
Added by Acts 1997, 75th Leg., ch. 1010, § 4.19, eff. Sept. 1, 1997. TEX. WATER CODE ANN. §
35.019 (Vernon 2000).
84 The list includes counties that are either totally or partially inside a designated PGMA.
See Commission Groundwater Report: 2003 at 20.
:2 TEX. LOCAL GOV'T CODE ANN. 88 212.0101 and 212.0031 (Vernon 2000).

Id.
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Thus, if a municipality or county decides to impose a water availability
certification requirement under the Local Government Code, they must look to
the Commission rules for the details of the certification itself.

Under these regulations, 8§ 230.10 requires groundwater availability
determinations to be based on aquifer parameters derived from site-specific
aquifer testing and water quality sampling, an annual groundwater demand
estimate, and the anticipated method of water delivery.®® Section 230.9 requires
specific water quality analyses. These must be compared to primary and
secondary public drinking water standards and the findings must be documented
as part of the water availability certification.®

Rule 230.10 requires that water samples be collected from each aquifer
being considered for water supply for the proposed subdivision.

For proposed subdivisions where the anticipated method of water delivery is
from an expansion of an existing public water supply system or a new
public water supply system, the samples must be submitted for bacterial
and chemical analysis as required by 30 Texas Administrative Code Chapter
290, Subchapter F (relating to Drinking Water Standards Governing Drinking
Water Quality and Reporting Requirements For Public Water Supply
Systems).

For proposed subdivisions where the anticipated method of water delivery is
from individual water supply wells on individual lots, samples must be
analyzed for chloride, conductivity, fluoride, iron, nitrate (as nitrogen),
manganese, pH, sulfate, total hardness, total dissolved solids, and the
presence/absence of total coliform bacteria.”

Not all counties and municipalities have taken advantage of these new
powers. Frequently, GCDs will actively encourage the county government and
cities within their jurisdiction to adopt these regulations because the GCDs see
these tools as helpful to their task of protecting the groundwater resources within
their boundaries.

87 30 TEX. ADMIN. CODE, Chapter 230 (West 2003), as amended by 28 Tex. Reg. 1206
(Feb. 13, 2003).

8 30 TEX. ADMIN. CODE § 230.10 (West 2003).

89 30 TEX. ADMIN. CODE § 230.10(e) (West 2003).

%0 30 TEX. ADMIN. CODE § 230.9 (West 2003).
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Water Ranching
The Texas Center for Policy Studies describes “water ranching” as follows:

The term “water ranching” has evolved to describe the practice of
landowners selling the right to pump the groundwater that lies
beneath their land to another entity, or the situation where an
outside interest purchases land with the sole intent of “mining” the
groundwater beneath it for use elsewhere. Water ranching usually
occurs in rural areas of the state where groundwater supplies are
still relatively untapped, and most often “ranches” have multiple wells
that are complemented by large pumps. What makes water
ranching different from more traditional uses of groundwater is that
the volumes of water being withdrawn are much greater than
historical withdrawals- much more than the landowner would have
ever used to irrigate his/her crops, or to support his livestock or
family. For this reason, issues like aquifer sustainability, fairness
and equity in withdrawal and legal rights to capture water, are
coming into question.

TEXAS CENTER FOR PoLICY STUDIES, Water Ranching in the Lone Star State
(published in the TEXAS WATER PoLIcY UPDATE), Dec. 2001.

In Texas, because of the prevailing Texas rule of capture, a surface
landowner generally may claim all of the groundwater that he captures. E.g.,
Houston & T. C. Ry. Co. v. East, 98 Tex. 146, 81 S.W. 279 (1904). Currently, no
governmental agency must approve a transfer or sale of groundwater rights.*
The only caveat is that if the groundwater is produced within a groundwater
conservation district, it may require a permit. Additionally, if the water will be
transported outside the district for use, it may require a specific export or
transporter permit from the district and may be assessed export fees.

o But see Tex. H.B. 423 (relating to restrictions on the transfer of groundwater from a rural

county to another county); H.B. 1618 (relating to allowing GCDs to limit the export of water);
H.B. 2417 (relating to regulation of the transfer of groundwater out of a GCD); and S.B. 326
(relating to the regulation of certain sales of water to be transported by pipeline). All cites are to
the 78" Leg., R.S. (2003). None of this legislation passed during the regular session.
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GCDs Power to Protect the
Resource is Increasingly Challenged by
Groundwater Marketing

Because of this lack of governmental regulation or oversight, many policy
makers believe that as water ranching becomes more common, there must be
some way of protecting rural communities, agriculture and ranching operations,
and environmental water needs from the increased withdrawals. Others argue
that an individual landowner’s right to use the groundwater is a private property
right and is inviolate.

Those who advocate protection of the resource, support modifying the rule
of capture “to take into account the rights of the neighbor- correlative rights- or
limiting water withdrawals to a reasonable amount for the land from which it is
produced — doctrine of reasonable use.”® These principles for groundwater are
used by many other states.”® As mentioned above, the Legislature recently
amended Chapter 36 to clarify that GCDs have the authority to limit production
based on tract size and reasonable use, whether or not that violates the rule of
capture.®® On this highly controversial topic, some believe this is not protection
enough.

On the other hand, districts do not have the authority to adopt rules
prohibiting the export of groundwater.”> A district may require an export permit
and if they do, they must follow the requirements of § 36.122 in determining
whether to grant or deny it. Section 36.122 also allows imposition of a
reasonable export fee, limited to 2-1/2 cents per thousand gallons of water (in a
tax-based district) or the district's standard production fee plus a 50%
surcharge.®

A district may not impose more restrictive permit terms on exporters than it
imposes on in-district permittees, except to the extent they are authorized by
836.113(e) relating to consideration of historic uses. The application processing
fee may not be higher than the fee for in-district applicants and the application
must be combined with the user’s applications for in-district use, and processed

92 TEXAS CENTER FOR PoLICY STUDIES, Water Ranching in the Lone Star State (published

;r; the TEXAS WATER PoLIcYy UPDATE), Dec. 2001.

Id.
9 See TEX. WATER CODE ANN. §8§ 36.002 (Vernon Supp. 2002) and 36.116 (Vernon Supp.
2002), as amended by Tex. S.B. 1639 and H.B. 3507 § 18.006, 78" Leg., R.S. (2003).
% TEX. WATER CODE ANN. 88 36.122(0) (Vernon Supp. 2002). Several of the districts
created by special legislation during the 77™ Session, however, are authorized to prohibit the
export of groundwater. Ellis and Houston, supra, at 61.

TEX. WATER CODE ANN. 88 36.122 (Vernon Supp. 2002).
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like all other in-district applications.’” An export permit must be for no less than
30 years, as long as construction has begun, or will begin, within five years.*®

This issue has come to a head in Kinney County. Water marketing in the
Kinney County Groundwater District has led to efforts to restrict the powers of the
District. Senator Madla introduced S.B. 1886, which would have directed the
District to recognize historic use in permitting, prohibited a Board member from
acting as General Manager, and directed groundwater export fees to be used for
economic development and education.®® The Texas Alliance of Groundwater
Districts believes that such legislation would “ruin the concept of local control. . .
and set an immediate precedent for those who don't like the methods of a local
district.”*%

The water ranching issue can be characterized as a rural vs. urban issue.
This is reflected in the Texas Farm Bureau 2003 Policy adopted at its annual
meeting. The Bureau recommended that groundwater conservation districts be
allowed to set unrestricted fees on water leaving their districts. They also
support allowing districts to set mitigation fees on high impact municipal or
industrial users and suggest that the revenue from such fees be used to mitigate
or offset damage to landowners from high impact users.'®*

The New Liquid Gold

Groundwater marketing has captured the imagination of entrepreneurs
throughout the State. Consideration of water marketing was one of the interim
charges made to the Texas Joint Committee on Water Resources prior to the
78" Legislative Session. In its Report to the 78" Legislature, the Joint
Committee discussed water marketing, both surface and groundwater. It
recommended developing mechanisms to benefit local communities from which
groundwater is exported, such as using revenues from exports for local needs
including counties and school districts.**

Such interest is also reflected in the increase in the frequency of water law
seminars and attendance at those events. For example, the May 2003 “Buying,

o7 TEX. WATER CODE ANN. §§ 36.113(d) (Vernon Supp. 2002).

%8 TEX. WATER CODE ANN. §§ 36.113(h) and (j) (Vernon Supp. 2002).

9 Tex. S.B. 1886, 78" Leg., R.S. (2003).

100 Mary Sanger, Hill Country Broadside (a publication of the HiLL COUNTRY ROUNDTABLE)
April 2003, quoting Harvey Everheart, President of the Alliance.

101 See article found atfwww.txfb.org. |Click on “Delegates address water, energy issues.”
Updated January 7, 2003.

102 The Texas Joint Committee on Water Resources, Interim Report to the 78" Legislature
(Nov. 2002), at p. 72.
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Selling and Exporting Groundwater: Implications for Groundwater Conservation
Districts” conference sponsored by Texas A&M University was highly successful
and its list of attendees highlights the variety of individuals interested in this
important topic. In addition to the familiar faces of water marketers, water
lawyers, consultants, and water district representatives, there were individual
rural landowners in surprising numbers, coming to hear about the valuable
resource beneath their land.

This interest is being driven by increasing population growth: a Statewide
population of 20 million today and an expected 40 million by 2050. Limited
surface water supplies fuel the trend: 12 of the 15 major rivers are fully
appropriated; there are fewer reservoirs being built; and junior rights and
interbasin transfer regulations restrict surface water transfers. Cities throughout
the State are facing shortages during drought. Finally, selling groundwater is a
new source of income for landowners and agriculture.**®

The following is a brief summary of some of the water marketing deals that
have received extended media coverage.

Groundwater Marketing is
Making the News in Far West Texas

Several major cities are seeking a solution to dwindling water supplies
through importing groundwater from surrounding areas. Despite aggressive
conservation and reuse strategies, the City of El Paso expects depletion of its
available freshwater supply by the year 2050. Its sister city, Ciudad Juarez,
expects its portion of the Hueco Bolson to be gone in the next five years.
Recommendations of the Far West Texas Regional Water Planning Group
include importing groundwater from surrounding areas.***

The ElI Paso Water Utilities has purchased two water ranches: the
Antelope Valley Ranch near Valentine (25,000 acres) and the Wild Horse Ranch
near Van Horn (22,000 acres). They are considering another purchase near Dell
Valley. All of these properties are located in groundwater conservation districts;
therefore, the Utilities would have to obtain a permit from those districts prior to
producing and exporting the water.*®

103 Ronald Kaiser, Texas Groundwater Marketing and Exporting (presented at Texas Water

Resources Education’s BUYING, SELLING AND EXPORTING GROUNDWATER: IMPLICATIONS FOR
GROUNDWATER CONSERVATION DISTRICTS), May 28, 2003.

104 Suzanne Staton, Water Woes (published in the Texas Comptroller of Public Accounts’
FiscAL NOTES), Sept. 2001, at 6.

105 TEXAS CENTER FOR PoLICY STUDIES, Water Ranching in the Lone Star State (published
in the TEXAS WATER PoLICY UPDATE), Dec. 2001.
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San Antonio is Looking Far and
Wide for Groundwater

Likewise the South Central Texas Regional Water Planning Group is
calling for importing groundwater to supplement the City of San Antonio’s
dwindling water supply. San Antonio currently obtains most of its water from the
Edwards Aquifer. Pumping from the aquifer is restricted by the Edwards Aquifer
Authority.*%

The San Antonio Water Systems (SAWS) has purchased groundwater
rights in northern Bexar County over the Trinity Aquifer. SAWS is the first to tap
the Trinity Aquifer to serve a large public water system. The anticipated
withdrawal will be 6,200 acre-feet per year. SAWS’ studies indicate that such
pumping will not affect nearby groundwater users. Nonetheless, questions
remain about the sustainability of the Trinity Aquifer under these conditions.
Additionally, concerns have been raised about the possible effect on the
recharge of the Edwards Aquifer, because water from the Trinity Aquifer
accounts for about 10% of the Edwards’ recharge.’®” On February 25, 2002
SAWS customers in northern San Antonio began receiving water from the Trinity
Aquifer.®

The properties are within the newly confirmed Trinity Glen Rose
Groundwater Conservation District.®® The legislation creating the District*'°
provides for an exemption from regulation for certain public water supply wells. If
the public water supply well was in existence on September 1, 2001 and was
drilled in compliance with technical requirements in effect at that time, the District
cannot regulate them. The bill also exempts from District regulation all public
water supply wells whose plans and specifications were approved by the
Commission prior to September 1, 2001 and the well was completed prior to
September 1, 2002.** An amendment to the Trinity Glen Rose Legislation

106
107

Staton, supra, at 6 — 7.

TEXAS CENTER FOR PoLICY STUDIES, Water Ranching in the Lone Star State (published
in the TEXAS WATER PoLICY UPDATE), Dec. 2001.

108 See article at_http://www.saws.org/latest news/NewsDrill.cfm?news id=18 (downloaded
7/15/03).

109 TEXAS CENTER FOR PoLICY STUDIES, Water Ranching in the Lone Star State (published
in the TEXAS WATER PoLIcY UPDATE), Dec. 2001.

110 House Bill 2005, Act of May 27, 2001, 77" Leg., R.S., ch. 1312, §16, 2001 Tex. Gen.
Laws 3222, 3226.

1 WECO applied for about 132 such wells and their plans were approved prior to
September 1, 2001. They recently asked the staff of the Commission to waive or except certain
requirements for completion of 60 of those wells. According to Joe Strauss, at the Commission,
the request was refused. Mr. Strauss estimates that about 20 or so public water supply wells
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clarifies which wells are exempt and that the GCD cannot prohibit the sale,
purchase, lease, or trade of groundwater by a private well owner under this
amendment.**?

SAWS is reportedly looking further a field for groundwater resources. The
Gonzales County Carrizo Aquifer Project is expected to provide the City with
between 20,000 and 30,000 acre-feet of water annually from Gonzales
County.™™® On January 14, 2003 SAWS signed a letter of intent to develop a
sustainable supply of groundwater from the Gulf Coast Aquifer from property
owned by the Welder family in Refugio County. Groundwater from the property
could potentially produce 20,000 acre-feet per year, subject to the permits issued
by the Refugio County Groundwater Conservation District.'* See also
discussion below regarding Kinney County.

Boone Pickens and Roberts County

Boone Pickens’ Mesa Group has been buying up groundwater rights in
Roberts County in the far northern portion of the Panhandle. He has amassed
water rights for 150,000 acres of land. He hopes to market the water to
customers such as the cities of Fort Worth, Dallas, and San Antonio. An initial
step was to obtain a high impact production permit from the Panhandle
Groundwater Conservation District. Mesa Group and aligned entities applied for
such permits in September 2000. They sought to withdraw one acre-foot per
acre per year.

The applications were protested by the Canadian River Municipal Water
Authority (CRMWA), which holds a high impact production permit from the
District and does not want the new project to interfere with its ability to utilize its
permit to its full extent.

The only other protestant parties were Walter and Marie Killebrew.!*> Mr.
Killebrew’s family has ranched their property for over a hundred years and they
were concerned that withdrawal of the quantity of water proposed in the
applications would end their way of life. The Killebrews own approximately 7,500
acres in a beautiful caprock setting northwest of Canadian, Texas, riparian to the
Canadian River. They have several spring fed ponds and two extensive hay
meadows that are sub-irrigated in the winter months. They also rely on

will be completed by the deadline and thus will be exempt from District regulation. Not all of
these wells will supply water to San Antonio.

12 S.B. 1570, 78" Leg., R.S. (2003).

13 The Victoria Advocate, Dec. 20, 2002.

114 Canyon Lake Times Guardian, Jan. 19, 2003.

115 The author represented Marie and Walter Killebrew in this matter.
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numerous shallow windmills for their domestic and livestock use. One of the
applicants, Courson Family Land Partnership, Ltd., sought permits for wells to be
located on property adjacent to the Killebrews’ property to the west.

While the Killebrews were forced to withdraw because of the escalating
costs of such a hotly contested case, the remaining parties ultimately reached an
agreement, which the District Board modified, The final order provided as
follows:

The permits were issued on a temporary basis.

The permit holders must identify the destination user, which must be a
municipal user within the State, and they must accomplish this within 5 years
or the permit expires without further action of the District Board.

After the destination user is identified, the permit holders must begin
construction within 2 years and complete construction within 5 years, or the
permit is terminated.

One critical issue to the protestants was whether the various applicants
would be allowed to aggregate their rights. For example, under ordinary
circumstances, if each applicant had 1,000 acres and applied for 1,000 acre-feet
per year, then each applicant could withdraw 1,000 acre-feet per year from wells
on her property. If several applicants could aggregate their permit rights,
however, then conceivably the several thousand acre-feet per year could be
withdrawn from wells located in a single area that would have potentially a much
greater adverse impact on the draw down of the neighbors’ wells in that area.
The District staff took the position that there can be no aggregation of wells on
non-contiguous tracts, even if those tracts have the same owner. With regard to
contiguous tracts, the issue of aggregation has been the subject of negotiation
with the result that it will be allowed for the Mesa Group applicants, but may not
be allowed without an additional hearing for other applicants.

Another issue vital to the Killebrews was requiring their neighbor’s wells to
have a greater setback from the property line than the one-half mile required by
the District rules. The Killebrews determined that this was the most effective way
of protecting their domestic and livestock use of the groundwater. The Killebrews
were unable to convince the District to protect those rights. The District staff took
the position that it has no authority under its current rules to require increased
setbacks to protect shallow wells or windmills. The District included in the
permits, however, a provision allowing the District to use a portion of the

29



production fees to pay for mitigation for neighbors whose wells are adversely
affected by pumping from the project.**®

Mesa Water Inc. and Boone Pickens have filed a petition to create a
freshwater district in northwest Roberts County. The petition is filed with the
County Commissioners. If approved, landowners within the district may sell
bonds, collect taxes and annex other property, as well as exercise the power of
eminent domain clearing the way for building a pipeline for the water. The
freshwater district represents about 46,000 of 150,000 acres of water rights Mr.
Pickens holds. The Roberts County Commissioners Court tabled a vote on Mesa
Water Inc.’s petition for a freshwater supply district on March 10, 2003.**’

The Boone Pickens/Mesa Group water ranching deal is not the only water
ranching occurring in Roberts County. Although much of the Ogallala Aquifer is
overused, the reserves in Roberts County remain largely untapped because the
topography of the County is not conducive to irrigated agriculture. Consequently,
over the last ten years, two other water ranching efforts have begun in Roberts
County. The Canadian River Municipal Water Authority has a high impact
production permit from the District to produce between 40,000 and 50,000 acre-
feet per year. The water is piped to Lake Meredith and then distributed to
CRMWA's customers, including Lubbock and Amarillo. The City of Amarillo also
has a high impact production permit from the District, which will be implemented
in 2025.

In other groundwater news in Roberts County, 130 landowners with
145,000 contiguous acres, are considering putting together a group to market
water similar to that of Mesa Water Inc. They have applied to the Panhandle
GWD for high impact production permits for 90,000 acres.™*®

High Stakes in Kinney County

Grass Valley Water, a newly formed limited partnership, has purchased
water rights from a 10,000-acre ranch in Kinney County. Their efforts to interest
the San Antonio Water System in purchasing this water were the subject of much
press coverage last fall. Also investing in and marketing Kinney County

116 For an interesting commentary on the permitting process written by Mesa’s attorney see

Michael V. Powell, Implementing Water Code Chapter 36: What Did the Mesa Water Case
Reveal About the State of the Law? (presented at 3 ANNUAL TRWA/TWCA WATER LAW
CONFERENCE) Jan. 24, 2003.

1 Rick Storm, Roberts County Tables Petition for Freshwater District, Amarillo Globe-
News, March 11, 2003.

118 Rick Storm, Group Wants to Sell, Amarillo Globe-News, May 14, 2003.
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groundwater is Native Valley Alliance, whose chairman is Buster Brown.
Speaker of the House Craddick reportedly owns a small percentage of the
company. This consortium claims the right to export 20,000 acre-feet of water
from Kinney County.**?

Groundwater Marketing and the
Rio Grande Watermaster

Two pieces of legislation that passed during the 78™ Legislature, Regular
Session, appear to lay the groundwork for further marketing of southwest Texas
groundwater. Under S.B.1902 (Lucio) and H.B. 2250 (Flores), groundwater may
be pumped into the Rio Grande and transported via bed and banks to be stored
in a reservoir for future delivery of the water to purchasers. It gives the
Commission authority to promulgate rules for issuing permits to convey this water
down the beds and banks of the river. The Rio Grande Watermaster would
administer the program. The bills define a new water law concept, “water in
transit,” which is “privately owned water, not including state water, that a person
has pumped from an underground reservoir and that is in transit between the
point of discharge into the river and the place of use or the point of diversion by a
person who has contracted with the owner of the water to purchase the water.”*?°

Groundwater Transactions

Although a discussion of the specifics of groundwater transactions is
beyond the scope of this paper, many excellent resources are available on this
topic. A few from 2003 are listed below:

Jimmy Alan Hall and Randall B. Wilburn, The Groundwater District: What is it,
What are its powers, How does it help my client? (presented at State Bar of
Texas’ THE CHANGING FACE OF WATER RIGHTS IN TEXAS), February 13 — 14, 2003.
Hall and Wilburn present a practical guide to obtain, preserve, and protect the
client’s groundwater rights.

Russell S. Johnson, Water Market Valuation (presented at State Bar of Texas’
THE CHANGING FACE OF WATER RIGHTS IN TEXAS), February 13 — 14, 2003.
Johnson addresses the factors influencing value including quantity,
reliability/sustainability, delivery costs, quality, and regulatory framework. See
also Russell S. Johnson, Groundwater Transactions: Buyer's Perspective
(presented at Texas Water Resources Education’s BUYING, SELLING AND

119 San Antonio Express-News, Nov. 10, 2002. See also, discussion of legislation

introduced to restrict Kinney County Groundwater District powers, supra.
120 Tex. S.B. 1902 and H.B. 2250, 78" Leg., R.S. (2003).
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EXPORTING GROUNDWATER: IMPLICATIONS FOR GROUNDWATER CONSERVATION
DISTRICTS) May 28, 2003.

Robin A. Melvin, Transferring Water Rights in Texas (presented at State Bar of
Texas’ THE CHANGING FACE OF WATER RIGHTS IN TEXAS), February 13 — 14, 2003.
Melvin discusses severance of groundwater rights and groundwater leases. The
paper includes sample groundwater leases.

Frank Z. Ruttenberg and Elizabeth C. Breazeale, Transferring Groundwater
Rights (presented at State Bar of Texas’ THE CHANGING FACE OF WATER RIGHTS
IN TEXAS), February 13 — 14, 2003. Ruttenberg and Breazeale include forms:
purchase agreement for groundwater rights; groundwater warranty deed and bill
of sale; groundwater lease.

Lynn Sherman, Presentation to the Texas Water Resources Education
Groundwater Conservation District Seminar Series 2003 (presented at Texas
Water Resources Education’s BUYING, SELLING AND EXPORTING GROUNDWATER:
IMPLICATIONS FOR GROUNDWATER CONSERVATION DISTRICTS) May 28, 2003.
Sherman discusses the need for groundwater transfers and the role played by
private enterprise.

Texas Farm Bureau, Model Lease of Groundwater Rights (presented at State
Bar of Texas’ RURAL LAW SEMINAR and at Texas Water Resources Education’s
BUYING, SELLING AND EXPORTING GROUNDWATER: IMPLICATIONS FOR
GROUNDWATER CONSERVATION DISTRICTS) May 9 and 28, 2003, respectively. The
Bureau refers to its Model Lease as the “Farmers and Ranchers 88.” The lease
was developed as a service to Bureau members and is copyrighted. It takes the
same approach as used in the oil and gas business.

Groundwater Regulation Is Here to Stay

The population of the State of Texas is growing rapidly, with the population
expected almost double by 2050. Most of that growth is expected to occur in
urban centers.”®* With that growth comes increasing need for development of
groundwater sources. This trend frequently pits rural interests against those of
urban areas that are seeking inexpensive and reliable sources of drinking water
for their residents. Likewise, in rural areas it often pits one neighbor against
another.

Groundwater conservation districts are deciding whether aquifers should
be managed on a sustainable basis or on the basis of eventual depletion. This

121 Texas Water Development Board, Water for Texas — 2002 (January 2002) at p. 3.
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decision relies heavily on the hydrologic characteristics of the aquifer itself.
Some recharge quickly, while others take hundreds of years for any significant
recharge.

Groundwater conservation districts are considering their roles in restricting
or encouraging marketing of groundwater for export out of the district. Likewise
they are exploring whether they have legal authority to require conservation,
recharge enhancements, rainwater harvesting, brush control, and more
controversial land use requirements such as restricting impervious cover and
certain hazardous activities in recharge zones.

Texas has traditionally had a plentiful groundwater supply. The State has
made a commitment to local control of this valuable resource, but there are many
unanswered issues to be addressed. Increasing population and changing
demographics highlight the need for resource sharing and raise the specter of
rising competition between rural and urban areas for water.
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EXECUTIVE COMMITTEE MEMBER/OFFICER: Served as Section Officer for six terms.
Served two additional terms on Executive Committee.

LAW SCHOOL COMMITTEE: Chair 1986 - 1990. The Committee develops seminars for
Texas law students and solicits student articles for the Environmental Law Journal, published by
the State Bar of Texas.

ENVIRONMENTAL LAW JOURNAL: Co-editor 1986 - 1988 of "Recent Developments -
Natural Resources."

PUBLICATIONS AND SEMINAR PARTICIPATION

West’s Texas Practice Series, Environmental Law, Co-editor of treatise on Texas environmental
law authored by members of the Environmental and Natural Resources Law Section, State Bar of Texas,
published 1997 and updated annually.



Planning Committee Member for various environmental law seminars including:

STATE BAR OF TEXAS: Advanced Environmental Law Course, 1994; Business Law Section's
"What Every Business Lawyer Needs to Know About Environmental Law," 1993.

NATIONAL ASSOCIATION OF ENVIRONMENTAL LAW SOCIETIES: "Alternative
Dispute Resolution in Water Law" panel at the 1992 national convention.

ENVIRONMENTAL AND NATURAL RESOURCES LAW SECTION: "Texas Environmental
Superconference," 1990, 1994, 2000, 2001, 2002, and 2003.

TEXAS AGRICULTURAL AND NATURAL RESOURCES SUMMIT INITIATIVE OF THE
TEXAS A & M SYSTEMS: “Texas Water Summit: Focusing on Water for Agriculture and
Natural Resources,” 2003.

Speaker, Author, and Moderator for various seminars including:

“Sustainability of Texas Ground Water — Science and Policy,” co-author for the October 2003
Annual meeting of the American Institute of Hydrology.

“Environmental and Water Law Go Local,” invited speaker and author for the May 2003
Litigation Section of the Travis County Bar Association’s seminar: “Representing Clients in the
Multi-Jurisdictional Setting.”

“Roundtable on Groundwater District Powers: Enough, Not Enough, Just Right?” panelist for the
March 2003 Environmental Defense seminar: “Texas Groundwater: Yours? Mine? Ours?”

“Open Government Requirements for Texas Groundwater Conservation Districts,” speaker and
author for the January 2003 Texas Water Resources Institute of Texas A & M University
seminar: “Groundwater Conservation District Seminar Series: Being an Effective Board
Member.”

“Groundwater Regulation in Texas,” author for a legislative briefing paper provided to Texas
legislators by the Texas Alliance of Groundwater Districts in January 2003.

“Groundwater Regulation in Texas,” speaker and author for the January 2003 meeting of the
Industry Council on the Environment; the February 2003 meeting of the Austin Industry
Environmental Counsel; and invited speaker and author for the 2003 Environmental
Superconference.

“Groundwater in Rural Texas,” speaker and author for the May 2002 meeting of the Real Estate
Section of the Travis County Bar Association; the September 2002 meeting of the Central
Texas Section of the Water Environment Association of Texas meeting; and the November
2002 meeting of the San Antonio Bar Association, Environmental Law Section.

“H.B. 801,” speaker and author for the 2001 CLE International Water Law Conference, Austin,
Texas.

“Sustainable Development,” speaker and author for the 2001 Environmental Superconference
sponsored by the Environmental and Natural Resources Section of the State Bar of Texas.

“Texas Water Rights” speaker at the 2000 and 2001 NBI Texas Water Law Conference,
Austin, Texas.



“Groundwater Conservation Districts 101" panelist at the 2001 Texas Groundwater Legal
Defense & Education Fund seminar.

"Agency Mediation at the Texas Natural Resource Conservation Commission" presented at the
1994 Texas Environmental Superconference.

"Citizen Participation Panel" presented at the 1994 State Bar of Texas Advanced
Environmental Law Course.

"Current Issues in Citizen Participation™ presented at the 1993 University of Texas School of
Law Hazardous & Solid Waste Management Institute.

"The Use of Alternative Dispute Resolution in Federal and State Environmental Agency
Proceedings" presented at the 1993 Business Law Section, State Bar of Texas PDP Course.

"The Use of Negotiations in Resolving Facility Siting Issues before the Texas Water
Commission" presented at the 1992 From Conflict to Cooperation seminar at the University of
Houston-Clear Lake.

"Expediting Complex Hearings" presented at the 1992 Texas Environmental Superconference.

COMMUNITY ORGANIZATION M EMBERSHIPS

The Austin Kiwanis Club - 1998 to Present. Board member, 2000 - 2001. Membership Chair, 2000
- 2001. President -Elect and Programs Coordinator, 2001 — 2002. Currently Club President.
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Navigable Waters — Waters of the U.S.

Lynn Bortka — BP America, Inc.
August 2003

Expansive View
SWANCC*
- Migratory Bird holding 2

- Dicta > ' *?

Voluminous Citations and Law Review Articles

SWANCC Majority

“We cannot agree that Congress’ separate definitional use of the
phrase ‘waters of the United States’ constitutes a basis for reading
the term “navigable waters’ out of the statute.”

“... 1t is one thing to give a word (navigable) limited effect and quite
another to give it no effect whatsoever”

“Significant nexus”



Further Complications

Navigable v. Navigable “in fact”
Significant Nexus?
Tributaries and Intermittent Streams

Adjacency

Impact of Definition

Penalties for spills to Navigable Waters
Agreed to disagree

SPCC plans

Storm water

NPDES permits



Navigable (by what?)

Navigable v. Navigable in Fact **°

Boats & Ships in Commerce ® "8
Study to determine navigability *
Redefined by CWA * *°

Concessions

What is a Significant Nexus?

Tributaries
1st v. 10"

Distance >°
Intermittent *
9, 10, 12

Impact requirement

Adjacent Wetlands
Riverside Homes *’

Adjacent to what?



Tributaries

Unbroken line not required *°

Direct to Navigable Waters ' **

Only some hydrological connection required *

Minimal connection no longer enough *2

Distance from Navigable Waters * > *°

Man-made 3 1°

Adjacency

To an open body of Navigable Waters ***®

To a tributary ***8

Hydrological connection *°



Interstate Commerce

Congress’ Power to Regulate

- Power plants
- Fish camps
- Municipal water supplies

CWA deals with Navigable Waters

Advance Notice of Proposed Rule Making
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CASE CITATIONS

Solid Waste Agency of Northern Cook County v. United
States Army Corps of Engineers; 531 U.S. 159; U.S.
Supreme Court (March 29, 2001)

Headwaters, Inc. v. Talent Irrigation District; 243 F. 3d 526;
9™ Circuit Court of Appeals (March 12, 2001)

United States v. Lamplight Equestrian Center Inc.; 2002
U.S. Dist. LEXIS 3694; U.S.D.C. for Northern District of
lllinois, Eastern Division (March 8, 2002)

United States v. Buday; 138 F. Supp. 2d 1282; U.S.D.C. for
Montana, Butte Division (April 11, 2001)

Rapanos v. United States; 190 F. Supp. 2d 1011; U.S.D.C.
for Eastern District of Michigan, Southern Division
(February 21, 2002)

The Daniel Ball; 77 U.S. 557, U.S. Supreme Court (1870)
The Montello; 78 U.S. 411; U.S. Supreme Court (1871)

Aiello v. Town of Brookhaven; 136 F. Supp. 2d 81; U.S.D.C.
for Eastern District of New York (March 15, 2001)

United States v. Deaton, 332 F.3d 698 (4th Cir. Md. 2003)
SWANCC,; Dissent by Justice Stevens

Rice v. Harken Exploration Co., 250 F.3d 264 (5th Cir. Tex.
2001)

FD&P Enterprises v. United States Army Corps of
Engineers; 239 F. Supp. 2d 509, U.S.D.C. for New Jersey
(January 15, 2003)
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United States v. John Paul Jones Jr.; 2003 U.S. Dist. LEXIS
10640; U.S.D.C. for Middle District of Georgia, Macon
Division (June 4, 2003)

Idaho Rural Council v. Bosma, 143 F. Supp. 2d 1169;
U.S.D.C. for Idaho (June 4, 2001)

Harris v. Oil Reclaiming Company; 94 F. Supp. 2d 1210;
U.S.D.C. for Kansas (April 11, 2000)

San Francisco Baykeeper v. Cargill Salt Division; 263 F. 3d
963; 9" Circuit Court of Appeals (July 9, 2001)

United States v. Riverside Bayview Homes; 474 U.S. 121
(1985)

United States v. RGM Corporation; 222 F. Supp. 2d 780;
U.S.D.C. for Eastern District of Virginia (July 25, 2002)

United States v. Newdunn Associates; 195 F. Supp. 2d 751;
U.S.D.C. for Eastern District of Virginia, Norfolk Division
(April 3, 2002)

California Sportfishing Protection Alliance v. Diablo
Grande Inc.; 209 F. Supp. 2d 1059; U.S.D.C. for Eastern
District of California (March 20, 2002)



Lynn Alan Bortka

Mr. Bortka received a masters degree in Environmental Engineering and worked for Amoco
Production Company as a petroleum engineer for 13 years with responsibilities in the U.S., Latin
America, and Europe.  Amoco funded his legal studies and moved him into the corporate law
department in 1990 after he received his law degree. Mr. Bortka has practiced environmental
law since that time and has been responsible for Amoco's, and its successor, bp's, environmental
practice for company operations in the lower 48 and the Gulf of Mexico.

Mr. Bortka has served on the Texas Bar Association's Environmental and Natural Resource Law
Committee's Executive Committee and currently chairs Texas Oil and Gas Association's
Environmental Committee.



Storm Water Permitting

Texas Pollutant Discharge Elimination System
Stephen M. Ligon
Texas Commission on Environmental Quality

I. INTRODUCTION

Amendments to the Federal Water Pollution Control Act (Clean Water Act, 402(p)) in 1987
made clear that storm water discharges were point source discharges and therefore subject to the
National Pollutant Discharge Elimination System (NPDES) permit program. The U.S.
Environmental Protection Agency (EPA) identified two classes of storm water runoff as being
potentially significant contributors of pollution, storm water associated with industrial activities
and storm water discharges from publicly owned separate storm sewer systems (referred to as
municipal separate storm sewer systems or MS4s). Dischargers subject to permitting were
delineated in 40 CFR Part 122.26. The implementation of the regulations for storm water
discharges associated with construction sites has been considered separately from the other types
of industrial activities, so that in practice there are three types of storm water discharges subject
to regulation: 1) storm water associated with industrial activities; 2) storm water associated with
construction activities; and 3) municipal separate storm sewer systems.

I1. Phase | and Phase Il NPDES Regulations

The development of regulations for such a large and diverse universe of dischargers was a
formidable task, and therefore EPA decided to develop the permit program in two phases. Phase
I NPDES storm water regulations were finalized in 1990 and addressed the dischargers
determined to be the more significant potential sources of pollutants. Phase I required
authorization for discharges from large construction activities (those disturbing five or more
acres of land), MS4s operated by medium and large sized cities (cities with a population of
greater than or equal to 100,000 persons), and industrial activities defined by standard industrial
activity code in 40 CFR Part 122.26. Operators of Phase | MS4s were issued individual NPDES
permits, with varying effective dates. General NPDES permits were finalized for construction
and industrial activities on September 9, 1992 (Federal Register, VVol. 57, No. 175, September 9,
1992).

Phase 11 storm water regulations were finalized on December 8, 1999 (Federal Register, VVol. 64,
No. 235) and addressed discharges from MS4s operated within U.S. Bureau of Census defined
“urbanized areas” and small construction sites disturbing less than five acres but at least one acre
of land. Authorization for these discharges was required by March 10, 2003.

I11.Texas Pollutant Discharge Elimination System (TPDES)
The Texas Commission on Environmental Quality (TCEQ) is the permitting authority for the

NPDES storm water program in Texas. TPDES permits are issued under authority of Chapter 26
of the Texas Water Code with requirements and provisions for compliance with the Clean Water



Act. The TCEQ became the permitting authority on September ??, 1998. Through a
memorandum of agreement with EPA, the TCEQ assumed implementation of the TPDES storm
water program through a phased approach. The EPA remained the administrator of all effective
permits until the date that they expired, when the TCEQ would reissue the permits. For all new
storm water permits, including development of Phase Il permits, the TCEQ would be the
administrating authority.

Phase | TPDES Permits

Twenty-two Phase | MS4 NPDES permits were issued by EPA to MS4 operators in Texas. Each
permit was issued for a five-year term, and each has a specific issuance and expiration date. The
TCEQ is currently developing and reissuing these permits as TPDES permits as they reach the
expiration dates.

TPDES general permit TXR050000 was issued on August 05, 2001, authorizing discharges of

storm water associated with industrial activities. There are approximately 8,000 facilities
currently authorized under this permit.

Phase Il TPDES Permits

There are no separate Phase Il permit requirements for storm water discharges associated with
industrial activities.

TPDES general permit TXR150000 was issued on March 5, 2003 to authorizing discharges of
storm water associated with construction activities. This permit includes provisions for both
Phase | (large) and Phase 11 (small) construction activities. Only operators of Phase |
construction activities are required to provide notice to the TCEQ to obtain authorization. More
than 1,500 Phase | construction activities are authorized per month under this permit.

The TCEQ has not yet issued a TPDES Phase 11 general permit for small MS4s. The permit is
expected to be final in September 2003. Operators of small MS4s located in urbanized areas will
have a ninety-day time frame from the effective date to prepare a storm water management plan
and to provide notice to the TCEQ to obtain authorization.

A-151830_1.DOC
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Wastewater Permitting Section
Texas Commission on Environmental Quality

Stephen Ligon received his Bachelor of Science in Biology from Southwest Texas State
University. He began his professional career in 1981 with the U.S. Fish and Wildlife Service in
Galveston, Texas, evaluating U.S. Army Corp of Engineer permits for impact on wetland areas.
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In 1988 he began a 3-year position with the City of Tyler as the city’s Storm Water Drainage
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In 1992 Mr. Ligon began work for the Texas Water Commission (predecessor to the Texas
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the implementation of state water quality standards for discharges of storm water runoff, drafting
industrial wastewater discharge permits as a member of the Industrial Permits Team, and
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development of TPDES storm water discharge permits and for the development of other TPDES
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Water Quality Hot Issues — SPCC and TMDL
Bane Phillippi
Haynes and Boone, LLP

. Spill Prevention Control and Countermeasure Plans — Amendment to Rule

On April 17, 2003, the U.S. Environmental Protection Agency (“EPA”) extended, by eighteen
months, the date for a facility to amend and implement an Spill Prevention Control and
Countermeasure (“SPCC”) Plan. This extension was a result of feedback received from EPA
regarding its August 16, 2002 rule revising the Oil Pollution Prevention Regulations. 67 Fed.
Reg. 47041 (July 17, 2002). This section of the paper, discusses the major rule revisions of the
August 16, 2002 final rule, and incorporates the changes to the implementation schedule under
the April 17, 2003 Rule.

The Qil Pollution Prevention Regulations were promulgated under the federal Clean Water Act
and contain provisions relating to prevention of oil spills, which require preparation and
implementation of SPCC Plans, and provisions relating to response to oil spills, which require
preparation in and implementation of Facility Response Plans (“FRPs”). Revisions to the rules
affect requirements applicable to both SPCC Plans and FRPs. The revised rule, among other
things, revises the applicability of the regulation and requirements for completing SPCC Plans.

Major Rule Revisions

General Applicability of the Rule. New Section 112.1(a)(1) of the revised rule extends the
geographic scope of the regulation to conform with earlier amendments to CWA to include
discharges not only navigable waters of the U.S. and adjoining shorelines, but also to waters of
the contiguous zone, or in connection with activities under the Outer Continental Shelf Lands
Act or the Deepwater Port Act of 1974, or that may affect natural resources. New Section
112.1(b) of the revised rule adds users of oil to those subject to the rule and changes the phrase,
“harmful quantities” to “quantities that may be harmful.”

Completely Buried Tanks Not Included in Threshold. New Section 112.1(d)(2)(i) provides
that completely buried tanks, which are subject to the technical requirements of 40 C.F.R. Parts
280 and 281, do not count in the calculation of the 42,000 gallon threshold for regulation of
buried tanks. It also clarifies that permanently closed tanks do not count in the calculation of the
threshold.

Threshold for Aboveground Storage Capacity. New Section 112.1(d)(2)(ii) eliminates the
requirement to prepare and implement an SPCC Plan if any single container has a capacity
greater than 660 gallons, and maintains the threshold of 1,320 gallons total stored in all
containers. Only containers with a capacity of 55 gallons or more are counted in the calculation
of aboveground storage capacity. The rule also clarifies that permanently closed containers do
not count in the calculation of aboveground storage capacity.

Completely Buried Storage Tanks. New Section 112.1(d)(4) provides that completely buried
storage tanks, which are subject to the technical requirements of 40 C.F.R. Parts 280 and 281, are



no longer required to comply with SPCC provisions. EPA believes that, under this new
provision, most gasoline service stations will drop out of the SPCC program.

Minimum Size Container for Regulatory Threshold. New Section 112.1(d)(5) exempts
containers with a storage capacity of less than 55 gallons of oil from all SPCC requirements.

Wastewater Treatment Facility Exemption. New Section 112.1(d)(6) provides that a facility
or part of a facility used exclusively for wastewater treatment will no longer be subject to SPCC
requirements unless it is used to meet any other requirements Part 112,

Case-by-case Authority to Require Plan. New Section 112.1(f) allows for EPA to require an
SPCC Plan for a facility exempted from SPCC requirements, if it becomes necessary to achieve
purposes of CWA.

Definition of Facility. New Section 112.2 clarifies that a facility may be as small as a piece of
equipment (e.g., a tank) or as big as a building or entire installation.

Schedule for Implementation. New Section 112.3. On April 17, 2003, the U.S. Environmental
Protection Agency (“EPA”) extended, by eighteen months, the date for a facility to amend and
implement an SPCC Plan. Therefore, if a facility were in operation on or before August 16,
2002, it must maintain its SPCC Plan, but must amend it, if necessary, on or before August 17,
2004, and must implement the plan as soon as possible but not later than February 18, 2005. 68
Fed. Reg. 18890 (April 17, 2003). If the facility becomes operational after August 16, 2002
through February 18, 2005 (and could reasonably be expected to have a discharge as described
in 40 C.F.R. § 112.1(b)), it must prepare a plan before February 18, 2005, and fully implement it
as soon as possible but no later than February 18, 2005. If the facility becomes operational after
February 18, 2005 (and could reasonably be expected to have a discharge as described in 40
C.F.R. §112.1(b)), it must prepare and implement a plan before it begins operations.

Certification by Professional Engineer. New Section 112.3(d) requires that the PE consider
applicable industry standards and certify that the Plan is prepared in accordance with the
requirements of Part 112. [This requirement is more specific than the previous version of the
rule, which required only that the PE attest that the Plan has been prepared in accordance with
good engineering practice.] The revised rule also allows an agent of the PE to visit and examine
the facility in place of the PE, but the PE must review the agent’s work and certify the Plan.
New Section 112.5(c) clarifies that a PE must certify only technical amendments (as opposed to
non-technical amendments, such as phone numbers and names).

Maintain Plan at Facility. New Section 112.3(e) requires that a copy of the Plan is maintained
at the facility if is attended at least 4 hours a day. [The previous version of the rule required that
a copy of the Plan be maintained at the facility if it were attended at least 8 hours a day.]

Submittal of Information for Discharges. New Section 112.4(a) requires that whenever a
facility with an SPCC plan has (1) discharged more than 1,000 U.S. gallons of oil in a single
discharge (as described in Section 112.1(b)), or (2) discharged more than 42 U.S. gallons of oil



(as described in Section 112.1(b)) in each of 2 discharges within any 12-month period, the owner
or operator must submit to EPA 8 items of information within 60 days.

Deviations from Substantive Requirements. New Section 112.7(a)(2) allows for a deviation
from most of the rule’s substantive requirements (except for secondary containment
requirements). To obtain deviations, the owner or operator must provide an explanation of the
reasons for nonconformance and provide alternative measures for equivalent environmental
protection.

Review of Plan. New Section 112.5(b) requires that the Plan be reviewed at least every 5 years
from the date a facility becomes subject to the SPCC regulations or for an existing facility, 5
years from the date the last review was required. The Plan must be amended within 6 months of
the review to include more effective prevention and control technology and implemented within
6 months of amendment. The owner or operator must document completion of the review and
evaluation and must sign a statement as to whether the Plan will be amended.

Integrity Testing. New Section 112.7(d) requires that, if it is not practicable to install secondary
containment, the owner or operator must provide an explanation of why the containment is not
practicable and provide a strong oil spill response plan. The revised rule adds new requirements
for periodic integrity testing of containers and periodic integrity and leak testing of the valves
and piping. New Section 112.8(c)(6) requires that aboveground containers be tested for integrity
on a regular schedule and when material repairs are done. The owner or operator must combine
visual inspection with another testing technique such as hydrostatic testing, radiographic testing,
ultra sonic testing, acoustic emissions testing, or other system of non-destructive shell testing.

Training Requirements. New Section 112.7(f) requires that owner or operator, at a minimum,
train oil-handling personnel in the operation and maintenance of equipment to prevent the
discharge of oil. Discharge prevention briefings must be conducted at least once a year. [The
previous version of the rule did not limit training to just oil-handling personnel and required
briefings at “intervals frequent enough to assure adequate understanding of the SPCC Plan for
that facility.”]

Corrosion Protection. New Section 112.8(d)(1) requires that all buried piping installed or
replaced on or after August 16, 2002 must have protective wrapping and coating and cathodic
protection, or otherwise satisfy the corrosion protection provisions for piping in 40 C.F.R. Part
280 or 281, for all soil conditions.



I1. Total Maximum Daily Load — Withdrawal of 2000 Rule

On March 13, 2003, EPA withdrew the controversial 2000 final Total Maximum Daily Load
(“TMDL”) rule that would have revised EPA’s program to clean up impaired waters. This
section of the paper briefly discusses the background of the TMDL program, the current TMDL
regulations, and the withdrawal of the 2000 final TMDL Rule.

Generally, a TMDL is the sum of the allowable loads of a single pollutant from all contributing
point sources, nonpoint sources and natural background that a waterbody can receive and still
meet water quality standards. See generally 40 C.F.R. 8130.2. Water quality standards are
generally set by each state and identify uses for a waterbody and criteria necessary to protect
those uses. See 40 C.F.R. 8130.3 and Tex. Water Code § 26.023.

Section 303(d) of the federal Clean Water Act requires states® to identify waters that do not meet
state water quality standards. 33 U.S.C. 8 1313(d)(1)(A). The states are required to establish a
priority ranking for these waters that takes into account the severity of the pollution and the uses
to be made of such waters. Id. The states also are required to establish, for each of the waters
identified in the priority ranking, the TMDLSs for each pollutant. Id. at §1313(d)(1)(C). States
are required to submit the waters identified and the loads established for the waters, for EPA’s
approval. 1d. at §1313(d)(2). If EPA disapproves the identification and load submitted by the
state, EPA will identify such waters in the state and establish loads for those waters as EPA
determines are necessary to implement the applicable water quality standards. Id.

Current Program

The program is currently operating under regulations adopted in 1985, which were amended in
1992. See 40 C.F.R. Part 130. These regulations, among other things, set the scope of lists of
impaired waters, require that states submit their list of waters on a two year cycle, and discuss

the methodology used to develop lists and components of a TMDL.

States must list waters that are impaired and threatened by pollutants and that require a TMDL to
achieve applicable water quality standards. See 40 C.F.R. § 130.7(b). This list is to include a
priority ranking of the water segments that takes into account the severity of the pollution, the
uses to be made of the waterbodies (e.g., fishing, swimming, drinking water), and the pollutants
that are causing the violations of the water quality standards. 1d. at 8 130.7(b)(4). States must
consider “all existing and readily available water quality-related” information to develop the
lists. 1d. at § 130.7(b)(5). This list of waters, the pollutants causing impairment, and the priority
ranking that includes waters targeted for TMDL development, must be submitted to EPA on a
two-year cycle, on April 1 of each even-numbered year. 40 C.F.R. 8 130.7(d).

Along with the submittal of the list, states must provide documentation to EPA to support the
determination to list (or not list) its waters, which includes a description of: (1) the methodology
used to develop the list; (2) the information used to identify the waters; and (3) the rationale for
any decision to not use any existing and readily available data for any of the waters. 40 C.F.R. 8§

! Territories and tribes are other governmental entities subject to TMDL regulations. Generally, in this paper, when
states are discussed, territories and tribes are also subject to the discussion.



130.7(b(5)(iv). EPA has 30 days from the date of submission to approve or disapprove a state’s
list and the TMDLs. 40 C.F.R. 8 130.7(d)(2). If EPA approves the list and TMDLSs, the state
then incorporates them into a water quality management plan. 1d. If EPA disapproves the list or
TMDL, EPA has 30 days to establish the list and TMDL (and EPA must seek public comment on
the list or TMDL it establishes). 1d.

Withdrawn Program

EPA developed a rule to revise the TMDL program, which was published on July 13, 2000. 65
Fed. Reg. 43585 (July 13, 2000). However, EPA withdrew the rule, on May 13, 2003, after
receiving extensive comments and court challenges® and after Congress prevented
implementation of the rule through appropriations bills that prohibited EPA from spending
money on it. 68 Fed. Reg. 13608 (May 13, 2003). This 2000 rule, among other things, provided
that:

- states provide a more comprehensive list of impaired waters;

- lists would be submitted every four years;

- impaired waters would remain on the list until water quality standard are achieved,

- TMDLs would include 10 elements, including an implementation plan;

- the public would be notified and have opportunity to comment on the methodology,
lists, priority rankings, schedules and TMDLs before submission to EPA;

- limitations could be imposed on NPDES permits to be consistent with TMDL;

- EPA could object to state-issued NPDES permits that were expired, but administratively
continued.

65 Fed. Reg. 43585 (July 13, 2000).

A-151741.2

2 See generally Pronsolino v. Nastri, 291 F.3d 1123 (9" Cir. 2002) (upholding EPA-promulgated TMDLSs for waters
polluted only by nonpoint sources), cert. denied (U.S. June 16, 2003) (No. 02-1186).
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Representation of applicants in water rights adjudications
with Edwards Aquifer Authority.


bane.phillippi@haynesboone.com

EPA POLICY
DIRECTIONS
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MEMORANDUM

SUBJECT: Smart Enforcement

FROM: John Peter Suarez
Assistant Admini

TO: All OECA Staff o
All Regional Enforcement Staff
Regional Administrators
Deputy Regional Administrators

The purpose of this memorandum is to set forth the framework for enhancing and
strengthening our enforcement and compliance assurance program. EPA’s enforcement and
compliance assurance program is fortunate to have a cadre of dedicated and talented staff who
are committed to ensuring that the air we breathe is cleaner, the water is purer, and the land is
better protected. We are challenged each and every day with making decisions that enable us to
produce results that will further benefit the public.

Governor Whitman has stressed the need for this Agency to use sound science, common
sense, and our collective experiences to enhance the environment and to protect public health.
In the context of the enforcement and compliance assurance program, these principles mean that
we must be “smart” in the work that we do. As a result, the enforcement and compliance
assurance program will embrace the notion of “smart enforcement” in all aspects of the
enforcement and compliance assurance program.

“Smart enforcement”, in many respects, is the culmination of the work and experience
within the enforcement and compliance assurance program over the past several years. The
program has strategically focused efforts on some of the largest emitters of air and water
pollution. Under the banner of “Enforcement First,” the Superfund enforcement program
aggressively seeks response and restitution from responsible parties. Regions have creatively
integrated all of the program’s enforcement and compliance tools to target regional
environmental problems, including those in environmental justice communities, and to address
widespread noncompliance in a host of sectors. However, these collective experiences have also
demonstrated a need to more sharply focus the resources of the program on issues and problems
that matter. Thus, “smart enforcement” embodies a common sense approach to problem solving
and decision making.
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Simply put, “smart enforcement” is the use of the most appropriate

enforcement or compliance tools to address the most significant problems to
achieve the best outcomes.

For the enforcement and compliance assurance program, “smart
enforcement” entails five keys area of focus:

(1) Addressing significant environmental, public health, and compliance
problems;

(2) Using data to make strategic decisions for better utilization of
resources;

(3) Using the most appropriate tool to achieve the best outcome;

(4) Assessing the effectiveness of program activities to ensure continuous
program

improvement and desired program performance; and

(5) Effectively communicating the environmental, public health and
compliance

outcomes of our activities to enhance program effectiveness.

“Smart enforcement” crystalizes lessons learned in the enforcement and
compliance assurance program, into a series of specific action items that will be
undertaken in the next eighteen months to improve program performance. It is
my desire that the implementation of these activities will be led by specific OECA
program offices or specific OECA senior managers. The implementation of these
activities will be further enhanced by collaboration with regional offices, program
media offices, and states. Accordingly, the significant action items to be
implemented in furtherance of “smart enforcement™ are attached.

Many of the action items described above are well underway. Nevertheless,
the list of action items represents a significant commitment to this effort, and will
require close cooperation among all of us. I believe that if we are successful in
implementing these action items, then there will be little doubt that EPA’s
enforcement and compliance efforts will be the model against which all others are
compared. As we move forward in the enforcement and compliance assurance
program, we will continue to meet and exceed our expectations by focusing our
resources on the most significant problems to achieve the best outcomes. I am
very proud of the work that we do and I am confident that “smart enforcement”
will enhance our efforts to achieve cleaner air, purer water and better protected
lands.

cc: Christine Todd Whitman
Linda Fisher
Tom Gibson

Attachment



Attachment

SIGNIFICANT ACTION ITEMS TO BE IMPLEMENTED IN
FURTHERANCE OF “SMART ENFORCEMENT”

® Activities to Address Significant Environmental, Public Health,

and Compliance Problems

(@)

Development of Case Selection and Forum Criteria

Supporting Smart Enforcement

- Enhances ability to address significant
environmental, public health, and compliance

problems.
] Office of Regulatory Enforcement (ORE)
u July 2003

Refinement of Parallel Proceedings Protocol to Support Civil
and Criminal Program Collaboration
- Ensures selection of proper forum for enforcement.
u ORE/Office of Criminal Enforcement,
Forensics and Training (OCEFT)
u September 30, 2003
Workforce Deployment Analysis
- Addresses program’s ability to deploy resources to
address significant environmental, public health, and
compliance problems
] Deputy Assistant Administrator (DAA)
L August 2003
Refine Key Priority Areas for 2004
- Ensures that short term priorities address significant
environmental, public health, and compliance
problems
u Office of Compliance (OC)/ORE/OCEFT
] August 2003
Development and Implementation of Environmental Justice
Enforcement and Compliance Initiative
- Enhances program’s ability to address environmental,
public health, and compliance issues in low income
and minority communities
u DAA/ORE/OC/OCEFT/Office of Planning,
Policy Analysis and Communication
(OPPAC)/Federal Facilities Enforcement
Office (FFEO)/Office of Site Remediation
Enforcement (OSRE)
u July 2003



Activities to Support Using Data to Make Strategic Decisions and
Better Utilization of Resources

O Establishment of OECA Planning Council (OPC)
- Enhances program ability to collaboratively make
strategic decisions concerning program priorities in
FY2005 with States, Regions, and Program Media
Offices
u OoC
| April 2003
O Identify and develop expertise in data analysis
- Strengthens the ability of HQs and Regions to make
strategic decisions that are supported by data

u OoC
] July 2003
O Complete Inventory of Federal, EPA, and private data sources

- Enhances program’s ability to make strategic
decisions from a broad spectrum of sources

u oC
u September 2003
o Apply compliance rate methodology to selected regional
Initiatives
- Strengthens credibility of statically valid compliance
rates
u OC/OPC

u December 2004

O Refine “Watch List” methodology

- Increases program’s ability to address issues related to

significant noncompliance
u OoC
u May 2003

o Development of QA/QC Protocol for Data Quality
u OoC
u June 2003

Activities to Support Appropriate Tool Selection

O Develop Guide for Tool Selection
- Provides framework for program staff to make
decisions regarding appropriate enforcement and
compliance tools
u OC/OPPAC/ORE
u June 2003
O Develop Criteria for Identifying Program Areas Appropriate
for Expedited Settlements and Methodology for



Implementation
- Ensures that the expedited settlement tool is
effectively utilized
u ORE
u June 2003
Promote Early and Comprehensive Potentially Responsible
Party (PRP) Searches and Maximize Enforcement
Opportunities throughput Superfund Cleanup Process
- Revise Potentially Responsible Party Search Manual
u OSRE
] September 2003
Develop Strategy for Assessing Enforcement Response
Policies to Support Smart Enforcement Principles
- Provides foundation for reviewing selected
enforcement response policies to enhance program’s
ability to address significant environmental, public
health, and compliance issues
u OC/ORE/OPPAC
] July 2003

® Activities to Support Assessment of Program Effectiveness

@)

Formation of cross regional, state, HQs workgroup to
establish model state program review protocol
- Addresses issues of state performance in delegated
enforcement and compliance programs
u OPPAC/OC
u January 2004
Completion of Pilot Program Performance Assessment for
NPDES
- Provides framework for assessing program
performance
u oC
] January 2004
Pilot Assessment of Program Performance in Key Program
Area by a Third Party
- Strengthens program credibility by partnering with a
third party to evaluate selected program areas
u OPPAC
L October 2004
Distribution of Monthly ICIS Reports
- Enhances management’s ability to manage for results
with “in-time” program data.
u oC
| April 2003



Activities to Support Effective Communication and Improved
Outcome Measurement

O Development of Model Communication Tools
- Strengthens program’s ability to communicate
program success
u OPPAC
u October 2003
o Assessment and Recommendations for Improvement of
OECA Website
- Ensures effective utilization of internet as a
communications tool

u OPPAC
u October 2003
O Improved Outcome Measurement in Preventive Programs

- Captures outcomes from preventive program and
increases ability to communicate significant outcomes
in preventive programs

u oC
u June 2003
o Improved Outcome Measurement in Compliance Assistance
Program

- Captures outcomes from compliance assistance
program and increases ability to communicate
significant outcomes through the use of compliance
assistance
u oC
u June 2003

o Increased Use of Case Conclusion Data Sheets in All Media

Areas

- Institutionalizes the use of case conclusion data sheets
to capture all program outcomes
u OC/Regions
] April 2003

o Development of National Enforcement and Compliance

Assurance National Conference

- Strengthens communications within program at all
management levels
L OPPAC/Office of Administration and

Resource Management Support (ARMS)
u May 2004
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MEMORANDUM
SUBJECT:

FROM:

TO: Assistant Administrators
' Regional Administrators -
Deputy Assistant Administrators
Deputy Regional Administrators
All OECA Staff
All Regional Enforcement Staff

As a follow up to my February 21, 2003 memorandum, Steve Shimberg, Associate
Assistant Administrator and staff from the Office of Regulatory Enforcement (ORE) have
discussed a variety of Supplemental Environmental Projects (SEP) Policy issues and ideas for
new SEPs with Headquarters program offices and Regions. We have found the discussions to be
extremely helpful in gaining insight into ways to simplify the SEP Policy, and useful in
educating senior Agency staff about SEPs. These discussions reinforced our belief that certain
SEP Policy revisions and clarifications are necessary. The purpose of this memorandum,
therefore, is to summarize the foundation underlying our SEP Policy and to announce the actions
we are taking to encourage and expand the use of SEPs in the settlement of enforcement actions.

During FY2002, 10% of our civil judicial and administrative penalty settlements included

SEPs valued at a total of $56.5 million dollars. While we should be proud of these figures, I
believe that we have a tremendous opportunity to achieve greater benefits for the environment
and communities affected by violations. Through settlements containing SEPs, we have the
opportunity to not only bring regulated entities into compliance, but to secure public health and

- environmental benefits in addition to those achleved‘by compliance with applicable laws. As
such, all enforcement staff should consider every opportunity to increase our use of SEPs and
include more environmentally significant SEPs wherever possible.

In order to facilitate such efforts, we have begun to implement some activities to assist in
maximizing the opportunity to include SEPs in settlements. For example, this week we are
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issuing an Interim Final Guidance on Community Involvement in SEPs, and a guidance on
when it is appropriate to give penalty mitigation for entities who undertake environmental
management systems as SEPs. In addition, as discussed in further detail below, we are
launching an effort to simplify the SEP Policy, and are piloting a SEP library which will serve as
a clearinghouse for possible SEPs.

SEP Basics

SEPs are environmentally beneficial projects that a violator is not otherwise legally
required to perform but agrees to undertake in settlement of an enforcement action. While the
Agency has secured significant environmental benefits through SEPs, we must remain mindful
of the legal guidelines that limit the Agency’s ability to consider and approve some SEPs.

These guidelines flow from the U.S. Constitution and Miscellaneous Receipts Act' (MRA) and
preserve congressional prerogatives to appropriate funds as provided for in the U.S. Constitution.
As such, these guidelines define the foundation on which the SEP Policy is premised. Within
these legal boundaries, the Agency has broad discretion to settle environmental enforcement
cases, including the discretion to include SEPs as an appropriate part of the settlement.

To ensure the Agency’s enforcement discretion is used appropriately and in compliance
with the U.S. Constitution and the MRA, all SEPs must satisfy several key elements. To be
approved as a SEP, a project must:

Be related to or have a “nexus” to the underlying violation;

Provide significant environmental and public health benefits;

Benefit the community affected by the violation; and

Secure public health and/or environmental improvements beyond what
can be achieved under applicable environmental laws.

Moreover, in light of the legal boundaries set by the U.S. Constitution and the MRA,
there are several types of commonly proposed projects that are not acceptable as SEPs, and other
limitations on SEPs, including:

Donations to third parties;
EPA management of funds obtained through a SEP;
Augmentation of appropriations (absent express congressional
authorization); and

. Projects for which a violator is already receiving federal financial
assistance, i.e, a federal loan, contract or grant.

These concepts and legal guidelines are fundamental to the success and appropriateness of

! The Miscellaneous Receipts Act, 31 U.S.C. § 3302, requires that penalties due and
owing the United States must be placed into the U.S. Treasury.

2



any project and are more fully defined in the SEP Policy. While they do limit the Agency’s
discretion in agreeing to some SEPs, we believe that the enforcement program’s track record has
established that they do not limit our ability to develop and approve creative and important SEPs.
With these concepts in mind, we have begun taking steps to review and, where appropriate,
revise certain aspects of the SEP Policy and how it is implemented. We believe that these
changes, outlined in the list of action items attached, will help promote the use of SEPs in
enforcement settlements by simplifying some provisions in the SEP Policy and by providing
additional incentives to violators to agree to conduct SEPs.

Next Steps

Attached is a list of action items that represents a significant commitment to promoting
the use of SEPs. Included in this list are projects designed to provide greater information on
SEPS to Agency enforcement staff, violators and the public.

SEP Policy Simplification

During the discussions to date, several Regional and Headquarters offices raised questions
about the complexity of the existing SEP Policy. Specifically, we heard a number of questions
concerning how to define an appropriate nexus in certain situations, and whether or not nexus
can be waived in a particular circumstance. As discussed above, nexus is important to ensure
compliance with the MRA, and as such cannot be waived. Given this, however, we believe that
there may be ways to simplify nexus, and still ensure that there remains a connection between
the underlying violation and the SEP.

In addition to nexus, some offices raised questions about the appropriate minimum
penalty that must be collected as part of a settlement that includes a SEP. Specifically, the issue
raised is whether or not going below economic benefit would be appropriate in some cases. The
current SEP Policy is based upon the premise that collection of at least economic benefit ensures
that violators are not allowed to obtain an economic advantage over their competitors who
complied with the law.

We recognize that there are a number of strongly held opinions about how to proceed
with any proposed changes to such basic premises and, as such, no decisions have been made on
whether to change these two critical parts of the existing SEP Policy. Therefore, we will initiate
a dialogue on these important issues to more fully understand the implications of change and, if
necessary, to clarify various aspects of the SEP Policy.

In addition to the dialogue, we understand that it may be helpful to shorten and simplify
the current SEP Policy. We have begun work on several such changes, e.g., clarification on the
role of EPA staff in community involvement, and will have a draft revised SEP Policy to the
Regions for comment in November 2003.

Information on SEPs




We have also included in the action item list, two projects designed to provide greater
access to information on both SEPs that are part of concluded settlements, and ideas for new
SEPs. Specifically, an EPA intranet link, which includes information on SEPs that are part of
concluded settlements, will be available in August 2003 through the Integrated Compliance
Information System (ICIS). OECA plans to make this SEP link available on the internet in the
near future. With respect to ideas for new SEPs, OECA will create a SEP Library Pilot, whereby
staff from ORE will work with Headquarters Program Offices and Regions to solicit and develop
project ideas generated from within the Agency and will include these ideas in a repository of
potential SEPs. During the pilot, the list of project ideas will be available to Agency staff only
via the Intranet.

Conclusion

We sincerely appreciate the time and effort that the Regions and Headquarters offices put
into providing us with information on specific program ideas, and on ways to clarify/simplify the
SEP Policy. Your efforts to include SEPs and ensuring their implementation shows your sincere
commitment to finding creative ways to better the environment for the communities and
environment affected by violations. We look forward to continuing to work with you on finding
ways to encourage SEPs, and welcome your participation in our efforts to do so.

Attachment

cc: Christine Todd Whitman
Linda Fisher
Tom Gibson
Tom Sansonetti, US DOJ
John Cruden US DOJ
Bruce Gelber US DOJ



ATTACHMENT

SIGNIFICANT ACTION ITEMS TO BE IMPLEMENTED IN FURTHERANCE OF
“SUPPLEMENTAL ENVIRONMENTAL PROJECTS”

Efforts to Provide Information on SEPs to the Public and EPA staff

o Community Involvement in SEPs

O Provide education and guidance to EPA, violators and communities on SEPs
— Allows for better understanding of SEPs;
— Provides additional incentives to violators who reach-out to affected
communities
— Emphasis on environmental justice
— Office of Regulatory Enforcement (ORE)
— Interim Guidance signed May 21, 2003

o Guidance on the Use of Environmental Management Systems (EMSs) in
Enforcement Settlements as Injunctive Relief and SEPs

O Provides that EMSs by State and local governments and small businesses that meet the
criteria in the SEP Policy will be eligible for SEP penalty mitigation credit as “other
types of projects” without advance Headquarters approval
- Office of Planning, Policy Analysis and Communication (OPPAC)
and ORE
- Guidance to be issued in June 2003

[ Promoting Appropriate SEPs

O Development of SEP link to the ICIS Database via Intranet and Internet
— Enhances ability to review SEPs that are part of a concluded settlement,
from FY 1998 to present
- ORE
- Intranet ready, August 2003
- Internet ready, First Quarter, FY 2004

O Implement a SEP Library Pilot, whereby Regions and Program offices can propose
possible SEPs
- Provides vehicle for proposing potential projects that are important to a
particular office mission
- Pilot library will include project ideas generated by Agency-staff only;
available to Agency personnel only via Intranet, during pilot timeframe



- Pilot library for one year; review success, then revise if necessary and
evaluate ability to make internet available
- ORE
- Memorandum soliciting project ideas sent to Regions, Sept. 2003
- Intranet ready, FY 2004
- Review/revise, August 2004

O Institute periodic memorandum from OECA AA advising enforcement staff (Regions

and HQ and DQ)J), of priority SEPs to support program priorities

- Provides an opportunity for program offices to promote office priorities
- ORE
- First memorandum issued September 2003

O Encourage the use of SEPs in state settlements
- Begin dialogue with states regarding the benefits of including SEPs in state
settlements
- Use existing discussions, i.e., MOA discussions, meetings with ECOS and
NAAG to encourage SEPs
- ORE, Regions

Efforts to Simplify and Provide Additional Guidance on SEP Policy

Simplify SEP Policy

O Review various sections of the SEP Policy to simplify and shorten 1998 Policy;
- Allows for better understanding and easier application of SEP Policy
- ORE
- Draft for Regional, Headquarters and Department of Justice (DOJ)
review, November 2003

O Begin dialogue on nexus and minimum cash penalty provision with Regional and HQ
SEP Coordinators

- ORE

- August 2003

Guidance on Use of Third Parties (will be combined with Guidance on Aggregating
SEPs and SEP Dollars, as issues are closely related)

O Provides information to EPA on proper use of third parties by defendants/respondents to
implement SEPs, i.e, a contractor
- Includes recommended approach for including language into settlements to
allow for use of third parties
- ORE



- Guidance to be issued June 2003

Guidance on Aggregating SEPs and SEP dollars

O Provides information and guidance to EPA on legal impediments to aggregating or
“pooling” SEP dollars
O Provides guidance on possibility of aggregating several SEPs, i.e., where several
different defendants undertake discrete pieces of a SEP
- Recommends contacting ORE for assistance when considering aggregating
SEPs
- ORE
- Guidance to be issued June 2003

Guidance Permitting Profitable Projects as SEPs

O Provides guidance for determining the value of profitable projects for mitigation
purposes and parameters for determining whether to accept a profitable project as a SEP
- ORE
- Guidance to be issued August 2003
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FROM: John Peter Suarez, Assistant Administrator /&,
TO: Regional Administrators (I-X)

Regional Counsel (I-X)

Through this Guidance, the Office of Enforcement and Compliance Assurance (OECA) is
reiterating our support for the use of Environmental Management Systems (EMSs) by all sizes
and types of organizations, whether they are in compliance or determined to be in violation. We
will promote EMSs as a potentially valuable tool for maintaining compliance, achieving beyond-
compliance results, and minimizing environmental impacts in non-regulated areas.

OECA will continue to encourage incorporating compliance-focused EMSs as injunctive
relief in enforcement settlements when necessary to address the root causes of the violations.
When EMS settlement terms are necessary as injunctive relief, enforcement staff should consult
the OECA-National Enforcement Investigations Center’s (NEIC) Compliance-Focused
Environmental Management System (CFEMS) - Enforcement Agreement Guidance (revised
August 2002).

Currently, the Supplemental Environmental Project (SEP) Policy provides that “Other
Types of Projects” may be accepted with advance OECA approval. This Guidance provides that
EMSs by State and local governments and small businesses that meet the criteria in the SEP
Policy are now eligible for SEP penalty mitigation credit as “Other Types of Projects” without
advance Headquarters approval. Each Region must consult with the Office of Planning, Policy
Analysis and Communications (OPPAC) and the Office of Regulatory Enforcement (ORE)-
Multimedia Enforcement Division (MED) prior to extending SEP credit to the first EMS for
either a State or local government or small business under this Guidance. Regions are
encouraged to consult with OPPAC and ORE-MED on subsequent State and local government
and small business EMS SEPs.
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EMSs by medium-size or large companies may be proposed for SEP credit as “Other
Types of Projects.” These SEPs will continue to require approval from the ORE-MED Director.

Finally, we are clarifying that EMSs that are not formally incorporated into settlement
agreements as injunctive relief or SEPs may be considered for penalty adjustments in the context
of settlement penalty calculations. This discretion may be exercised to the extent permitted
under EPA’s Audit Policy and media-specific penalty policies.

This Guidance is intended to apply to settlement negotiations, only. It is effective
immediately. The attachment includes a list of OECA contacts for questions concerning EMSs
and SEPs. OECA will continue to also support compliance audits as SEPs, as described in my
January 10, 2003 memorandum, “Clarification and Expansion of Environmental Compliance
Audits Under the SEP Policy.”

Attachment

cc: Phyllis P. Harris, Principal Deputy Assistant Administrator
Steven J. Shimberg, Associate Assistant Administrator
John Cruden, Deputy Assistant Attorney General, DOJ-ENRD-EES
Media Enforcement Division Directors (I-X)
Regional Enforcement Coordinators, Regions I-X
OECA Office Directors
ORE Division Directors
OECA & Regional EMS and SEP Contacts
Steve Sisk, OCEFT-NEIC
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Guidance on the Use of Environmental Management Systems in Enforcement
Settlements as Injunctive Relief and Supplemental Environmental Projects

EPA has determined that properly designed and implemented Environmental
Management Systems (EMSs) can help promote positive environmental outcomes. OECA
supports the Agency’s EMS policy as expressed in the USEPA EMS Position Statement.
Together with Regional compliance and enforcement programs, we have and will continue to
play a leading role within the Agency in actively promoting EMSs.! OECA supports and will
promote EMSs for industry, state and local governments, and federal facilities of all types and
sizes, whether in compliance or determined to be in violation.

EMSs as Injunctive Relief in Enforcement Settlements

EPA’s approach in all enforcement actions is to seek appropriate injunctive relief to
return violators to compliance and minimize or eliminate the potential for repeat violations by
addressing the root causes of noncompliance. Where EPA determines, taking into account a
violator’s size, characteristics, and overall compliance obligations, that the root cause of a
defendant’s or respondent’s violations is the absence of a systematic approach to identifying,
understanding, and managing the regulated entity’s compliance with applicable environmental
requirements, the appropriate injunctive relief should include an EMS with a compliance focus.
In addition, where specific elements or requirements common to EMSs are independently
required by law or regulation, such elements/requirements should be sought as injunctive relief
whether or not a compliance-focused EMS, per se, is sought. Since 1993, OECA and the
Regions have concluded cases requiring the defendants to develop and implement compliance-
focused EMSs at 258 facilities nationwide.’

Y The USEPA Position Statement on EMSs at <http://www.epa.gov/ems/policy/position.htm>
(EMS Position Statement; May 15, ‘02) articulates the Agency’s policy that EMSs can help improve
environmental performance when they are implemented diligently, supported with adequate resources,
and continually improved. The EMS Position Statement encourages the widespread use of EMSs across a
range of organizations and settings, with particular emphasis on adoption of EMSs to achieve improved
environmental performance and compliance, pollution prevention through source reduction, and continual
improvement.

% The enforcement cases with EMS injunctive components concluded to date address a range of
facilities sharing the common characteristic of compliance issues requiring EMS-type solutions to address
the violations’ root causes. Examples of multi-facility settlements with EMSs as injunctive relief include
the December 19, 2000 settlement in U.S. v. Nucor Corporation, Inc. (Nucor) and the January 16, 2003
settlement in U.S. v. Koppers Industries, Inc. (Koppers) addressing thousands of Clean Water Act (CWA)
violations, in addition to some Clean Air Act (CAA), and Resource Conservation and Recovery Act
(RCRA) violations. EMSs have also been obtained as injunctive relief in actions involving universities,
e.g., U.S. v. Massachusetts Institute of Technology (April 18, 2001), single media cases with root cause
management issues, e.g., U.S. v. National Railroad Passenger Corp. [AMTRAK] (September 19, 2001),
and an action addressing a federal facility, Department of Energy, Brookhaven National
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OECA practice is to seek, as injunctive relief in settlements, EMSs that are developed
pursuant to the OECA-National Enforcement Investigations Center’s (NEIC) Compliance-
Focused Environmental Management System (CFEMS) - Enforcement Agreement Guidance
(revised August 2002). CFEMS describes an EMS with policies and procedures addressing
twelve key elements designed by NEIC, based on extensive, practical field experience, to assist
in preventing and addressing noncompliance caused by management problems. The CFEMS
Guidance includes model consent decree language to assist in settlement negotiation, and may be
consulted on a case-by-case basis in litigated matters where the Agency is seeking a CFEMS or
features of a CFEMS as injunctive relief.

The CFEMS Guidance is intended to supplement, not replace, EMS standards such as
ISO 14001 developed by voluntary consensus standards bodies. The CFEMS 12 elements
support the broad, multimedia, beyond-compliance approaches that are the hallmarks of an
effective, functioning EMS. They supplement existing EMS voluntary consensus standards by
filling potential compliance-related gaps and actively promoting compliance-focused approaches
and results.” An EMS that has been enhanced by the CFEMS elements is thus tailored to address
the specific, additional compliance-focused needs of violators with systematic management
issues.*

It is possible to use the CFEMS 12 elements as a starting point for development of a new
EMS based on the “plan-do-check-act” management cycle. In practice, violators subject to
enforcement actions may have EMSs — or a variety of discrete management elements such as
policies, training programs, corrective action procedures, etc., that are common precursor
elements to formal EMSs — already in place prior to the discovery of the violations by EPA.
From a performance-based perspective, when violations whose root causes are management-
based occur despite the prior existence of EMSs or precursor management elements, those EMSs
or management elements have not achieved their goals. EPA can add significant value, when
negotiating injunctive relief in appropriate settlement agreements, by requiring the violators to
enhance their existing EMSs to achieve and maintain actual compliance (as opposed to merely

Laboratory Memorandum of Agreement (March 23, 1998). An EMS was required in a criminal action
against a municipality, U.S. v. City of Roanoke, Virginia (January 10, 2000), as a condition of probation.

For example, while ISO 14001 requires organizations to express a “commitment to comply”
and to identify and periodically evaluate compliance with legal obligations, the standard does not
expressly require actual compliance, operational controls for assuring compliance, or that an organization
establish compliance objectives and targets.

4 CFEMSs include: an environmental policy with an express statement of management’s intent
to provide adequate EMS personnel and resources; processes and monitoring to ensure sustained
compliance; written targets, objectives, and action plans, for each organizational subunit, fo achieve and
maintain compliance with all environmental requirements; a mandatory pollution prevention program; a
program for ongoing community education and involvement in the environmental aspects of the
defendants’ operations; procedures for investigating and promptly correcting violations and their root
causes; and ongoing evaluation of facility compliance, including periodic compliance audits by
independent 3" party auditors.
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committing to compliance as an internal policy goal).’

While OECA strongly encourages all organizations interested in focusing their EMSs on
compliance to reference the CFEMS model as a potentially useful tool for supplementing
existing EMS standards, it is not OECA’s position that EMSs associated with voluntary EPA
programs, e.g., National Environmental Performance Track (NEPT) and the Public Entity
Environmental Management System Resource (PEER) Center/Local Government Program ©,
need to incorporate the CFEMS 12 elements. NEIC developed the CFEMS model for application
in enforcement actions as injunctive relief for defendants with violations caused by management
failures. In our view, such organizations warrant the compliance focus embodied in the CFEMS
approach. Different considerations may exist in addressing top performers who are pre-screened
for compliance (e.g., “green track™ programs) or other facilities not demonstrated to be currently
in noncompliance (e.g., compliance assistance programs).

EMSs as Supplemental Environmental Projects (SEPs) for Small Businesses and State and Local
Governments:

OECA is clarifying the eligibility of EMSs, under the SEP Policy (May 1, 1998)’ for
penalty mitigation credit and encouraging their inclusion in settlements as SEPs when they meet
the SEP Policy’s terms and are not appropriate to require as injunctive relief. In the past, under
the SEP Policy, OECA has allowed enforcement personnel to propose penalty mitigation credit
for EMSs as “Other Types of Projects,” but has required prior approval by the Director of the
Multimedia Enforcement Division (MED) within the Office of Regulatory Enforcement (ORE).®

®  To ensure the most effective process possible for both parties, EPA staff should endeavor to

the maximum extent possible to merge the CFEMS elements into the violators’ preexisting EMSs or
management elements. This includes utilizing a company’s preexisting nomenclature, if it differs from
the language employed in the CFEMS Guidance, as long as the requisite substantive enhancements are
achieved.

® The PEER Center is supported by a cooperative agreement between EPA’s Office of Water and
the Global Environment and Technology Foundation. OECA has supported and provided funding for this
program. The PEER Center has developed a national clearinghouse of EMS information with a focus on
municipalities. In July 2002, EPA also designated eight Local Resource Centers around the country to
provide assistance to local governments interested in adopting EMSs. The PEER Center website may be
accessed at <http://www.peercenter.net/>.

" EPA Supplemental Environmental Projects Policy (May 1, 1998). The SEP Policy is posted at
<http://www.epa.gov/compliance/resources/policies/civil/seps/sepfinal2.pdf>.

For example, Region 3 recently proposed, and OECA approved, SEP credit for an EMS in
settlement of In the Matter of: State of Maryland, Department of Public Safety and Correctional Services,
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OECA is now waiving the prior ORE-MED approval requirement for EMSs by state and
local governments and small businesses’ that otherwise meet the criteria in the SEP Policy and
this Guidance, i.e., EMSs by State and local governments and small businesses that meet the SEP
Policy criteria are eligible for penalty mitigation credit as “Other Types of Projects” without
advance ORE-MED approval. Each Region must consult with the Office of Planning, Policy
Analysis and Communications (OPPAC) and ORE-MED prior to extending SEP credit to the
first EMS for either a State or local government or small business under this Guidance. Regions
are encouraged to consult OPPAC and ORE-MED on subsequent State and local government
and small business EMS SEPs. EMSs by medium-size or large companies may be proposed for
SEP credit where not appropriate as injunctive relief but will continue to require prior ORE-
MED approval.

OECA recognizes that defendants and respondents often come to the settlement table
with multiple SEP proposals. In such cases, the most environmentally beneficial candidate
project(s) for SEP credit may be an EMS alone, an EMS in conjunction with one or more other
projects, or the alternative projects. Consistent with smart enforcement principles, in choosing
between multiple SEP candidates when violator funds and/or penalty mitigation opportunities
are limited, EPA case teams should include in the settlements those projects which promise the
greatest overall environmental benefits.

The decision as to whether to accept a proposed EMS for SEP credit under the SEP
Policy remains within the discretion of EPA and the case team. The Settlement Justification
Memoranda in all cases should explain how the EMS meets the SEP Policy’s conditions,
including a nexus to the violations'® and documentation of key underlying facts and
expenditures. The remainder of this section provides additional guidance on when and under
what circumstances EMSs are appropriate for consideration as SEPs.

Guidance on When EMSs Are “Supplemental” Projects: The SEP Policy, and federal law,

Division of Correction, EPA Docket No. RCRA-3-2001-0404/CWA-3-2001-0403 (Consent Agreement
and Final Order; May 6, 2003).

Under the SEP Policy, a small business is one that is owned by a person or another entity that
employs 100 or fewer individuals. Small businesses can be individuals, privately held corporations,
farmers, landowners, partnerships and others. Experience suggests that some small businesses are
unlikely to implement EMSs as a normal course of business due to resource constraints. State and local
governments face similar limitations that often lead to EMS design and implementation activities not
receiving support during budget development. Providing penalty mitigation under the SEP Policy to
these organizations is thus likely to produce positive environmental outcomes of benefit to the public
which would not otherwise be realized.

1% The SEP Policy defines “nexus” as the relationship between the violation and the proposed
project. This relationship exists where the project is designed to reduce the likelihood that similar
violations will occur in the future, reduces the adverse impact to public health or the environment to
which the violation at issue contributes, or reduces the overall risk to public health or the environment
potentially affected by the violation at issue. SEP Policy at 4.
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require SEPs to be “supplemental” projects that the violators are “not otherwise legally required
to perform.” Under this requirement, the SEP Policy disallows projects that “the defendant/
respondent is likely to be required to perform as injunctive relief.” Actions already required of
violators by permit, order, or other similar enforceable mechanism are also not “supplemental.”
Therefore, enforcement personnel should consider first whether the nature of the violations in
any given case, given their root causes, warrants seeking an EMS as injunctive relief. The
decision as to whether to accept a proposed EMS for SEP credit under the SEP Policy, versus
requiring an EMS as injunctive relief and/or accepting other types of SEPs, is a matter of
Agency discretion to be exercised based on case-specific facts.

Federal Facilities: Executive Order (E.O.) 13148 requires appropriate federal facilities to
develop and implement EMSs by December 31, 2005. Federal facilities subject to E.O. 13148
remain ineligible to receive SEP credit for EMSs because they are already required to develop
and implement EMSs pursuant to the E.O. Any exception to this policy for federal facilities will
require the advance approval of the Assistant Administrator for OECA.

CERCLA Remediation Actions: OECA has not, at this time, identified a sufficient nexus
between EMSs and CERCLA remediation actions to satisfy the SEP Policy’s nexus criterion.
Therefore, EMSs should not be accepted as SEPs in these actions without prior ORE-MED
approval, even for small businesses and State or local governments.

Guidance on When EMSs Are “Environmentally Beneficial Projects” Providing “Public
Benefits”: An EMS is a systematic process of understanding and managing a facility’s
environmental risks and hazards (aspects and impacts). Adopting an EMS does not ensure
compliance with legal requirements. Nevertheless, as stated in the EPA EMS Position Statement,
EMSs can help promote positive environmental outcomes and are encouraged by EPA. OECA
has determined that the SEP Policy’s “environmentally beneficial projects” and “public benefits”
SEP criteria can generally be satisfied when the terms of settlement require the violators to
implement their EMSs for at least one full EMS cycle', identify and report performance results
on two or more EMS targets and objectives promoting beyond-compliance results with public
benefits'?, ensure that issues and priorities of concern to the communities in which the facilities

A full cycle of EMS implementation means that the EMS is developed, put into practice, and

a full “Plan-Do-Check-Act” cycle is completed, including auditing of conformance against the EMS
standard, management review of the EMS (including the results of the audit), and any necessary
adjustments to the EMS for continual improvement.

2" The intent of this requirement is to encourage the adoption of targets and objectives that can
produce real and quantifiable beyond-compliance environmental benefits. Examples of such benefits,
with corresponding metrics, can be found in the Environmental Performance Table at pages 24-27 of the
National Environmental Achievement Track (NEAT) Application Package (EPA240-B-00-003;
December 2000). The Environmental Performance Table was developed by the Office of Policy,
Economics, and Innovation (OPEI), based on the Global Reporting Initiative (GRI) and in the context of
the NEPT program, to address essentially the same beyond-compliance/quantification/reporting issues of
concern in the SEP context. The Table is posted at
<http://www.epa.gov/performancetrack/apps/table.pdf>.
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are located are identified and considered, and submit to EPA SEP Completion Reports
describing what the violators have done to develop, implement, and act on their EMSs.
Settlement agreements should provide for copies of the parties” EMS Manuals, with trade secrets
and other confidential business information redacted, to be made available to EPA upon request.

Guidance on EMS Costs Eligible for SEP Credit. SEP credit should be extended only to EMS
expenditures that produce significant benefits accruing primarily to the public. EPA compliance
and enforcement personnel may choose to limit the costs that are eligible for credit to
developmental, as opposed to implementation/operational costs (though costs associated with
implementing targets or objectives promoting beyond compliance results may be eligible for
SEP credit) and/or require an appropriate expenditures/penalty adjustment ratio, to reflect an
apportionment of the EMS benefits between the violator and the public or distinguish between
efforts necessary to get EMSs up and running versus maintaining them once they are in place.
Providing SEP credits for EMS developmental costs may be a particularly effective way to
promote facilities to implement them, thereby realizing the public and private benefits that EMSs
can provide. Where SEP credit consists primarily of (or is limited to) developmental costs, as
discussed above, the settlement agreement should nevertheless specify EPA’s expectations
concerning EMS implementation and performance measurement.

Guidance on SEP Mitigation Credit: The exact percent of mitigation credit that can be given for
any SEP is within the enforcement personnel's discretion. In general, for an EMS SEP, the
Regions can offer up to 80% mitigation credit depending upon the level of performance in terms
of anticipated public and environmental benefits. While the SEP Policy allows up to 100%
mitigation credit for State and local entities and small businesses, the mitigation percentage for
an EMS SEP should not exceed 80% unless the defendant/respondent can demonstrate that the
EMS is of outstanding quality. An EMS satisfying all12 CFEMS key elements that also
provides environmentally beneficial, beyond compliance public benefits as described above
under Guidance on When EMSs Are “Environmentally Beneficial Projects” Providing “Public
Benefits,” may be considered to be of outstanding quality for this purpose.

Other SEP Policy Requirements: The EMS projects described in this guidance, like all SEPs,
must be consistent with the SEP Policy to qualify for penalty mitigation. These include the “in
settlement of” and “nexus” criteria. The SEP Policy provides a full discussion of these factors.

Other Penalty Adjustments for EMSs That Are Not Incorporated Into Settlement Agreements as
Injunctive Relief or SEPs:

EPA’s Audit Policy creates additional incentives for regulated entities to develop and
implement EMSs as a means of achieving and maintaining compliance. A violator who
discovers, corrects, promptly discloses, and prevents a recurrence of a violation through the
implementation of an EMS will generally meet the Audit Policy’s “due diligence” criterion. The
Audit Policy provides for 100% of the gravity-based penalty to be waived in such circumstances
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if all other conditions of the Audit Policy are met.”> A municipality with an EMS developed
pursuant to the Agency-supported PEER program (see f.n. 6, above), for example, that uses its
EMS to discover, correct, and disclose its violations under the Audit Policy would be expected to
satisty the “due diligence” criterion.

Pursuant to the Agency’s statute-specific penalty policies, EPA personnel have the
discretion to calculate a settlement penalty that reflects relevant actions by violators. With
respect to EMSs, the range of possible scenarios where a violator’s actions may be considered in
adjusting a penalty downward from the preliminary penalty amount include where a company
discovers a violation through an existing EMS and corrects the violation prior to EPA’s
discovery or the company lacks a preexisting EMS but puts one into place before concluding
settlement negotiations. For example, where EPA discovers that a company has identified and
corrected violations through the implementation of an EMS, EPA may consider the
implementation of that EMS, along with other case-specific facts, as an example of the
defendant’s/respondent’s good faith efforts to comply, particularly where the violator institutes
changes in its EMS to prevent recurrence of the violation. This proactive use of an EMS by a
company is the type of responsible behavior we want to encourage through the penalty
calculation formula.

It may also be appropriate to consider whether and to what extent a violator has
implemented an EMS in assessing the degree of willfulness and/or negligence. For example, the
RCRA Civil Penalty Policy provides that EPA should consider whether the violator took
“reasonable precautions against the events constituting the violation,” in assessing the degree of
the violator’s willfulness and/or negligence. Applying the RCRA Civil Penalty Policy to a
particular set of facts which include a preexisting EMS, EPA may determine that it is appropriate
to adjust the penalty downwards. An example might be where, as part of its EMS, a company
has a good system for identifying, labeling, storing, and inspecting its on-site hazardous waste
containers but committed isolated violations. On the other hand, where an EMS was in place but
violations occurred nonetheless as a result of a lack of management commitment to the process,
an upward penalty adjustment to reflect the willfulness or negligence of the violation may be
appropriate.

Disclaimer

This Guidance is intended to apply to settlement negotiations, only. The procedures set
out in this document are intended solely to guide government personnel. They are not intended
to, and cannot be relied upon to create, rights, substantive or procedural, enforceable in any party
in litigation with the United States. EPA reserves the right to act at variance to this Guidance or
to change it at any time without public notice.

Contacts

1B “Incentives for Self-Policing: Discovery, Disclosure, Correction and Prevention of

Violations,” 65 FR 19,618 (April 11, 2000) (Audit Policy). The Policy is posted at
<http://www.epa.gov/compliance/resources/policies/incentives/auditing/finalpolstate.pdf >.
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If you have questions concerning EMSs, generally, please contact Jon Silberman of the
Office of Planning and Policy Analysis (OPPAC) at (202) 564-2429. For questions on CFEMS,
please contact Steve Sisk of the National Enforcement Investigation Center (NEIC) at (303) 236-
6683. For questions concerning SEPs, generally, please contact Melissa Raack (202-564-7039)
or Beth Cavalier (202-564-3271) of the Office of Regulatory Enforcement (ORE)-Multimedia
Enforcement Division (MED). For questions concerning SEPs at Federal facilities, please
contact Melanie Garvey of the Federal Facilities Enforcement Office (FFEO) at (202) 564-2579.
For questions concerning SEPs and site remediation, please contact Mike Northridge of the
Office of Site Remediation Enforcement (OSRE) at (202) 564-4263.
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How Do You Win the Battle for Clean Air
When You Keep Shooting Yourself in the Foot
Past Choices and a Path Forward

The challenge for Texas to come into compliance with Federal Air Quality Standards is
becoming more difficult — in large part by self-inflected wounds by the Texas
Commission on Environmental Quality. Texas also has a habit of promoting federal
initiatives that further imperil the State’s ability to achieve attainment rather than
influencing federal programs to make the challenge easier.

This paper provides examples where actions taken by the TCEQ or the Legislature result
in even more difficulty in cleaning up the air that Texas citizens breathe. The paper then
offers two opportunities for Texas to improve its situation by commenting appropriately
on pending federal rulemakings.

Eight-hour Ozone — Proposed Designations

The most recent example of the TCEQ choosing the path of the least possible action is
the proposed designations under the eight-hour ozone standard. Governor Perry,
following the recommendation of the TCEQ, has proposed the designation of Travis
County as nonattainment in the Austin MSA while the surrounding counties in the MSA
(Hays, Williamson, Bastrop, Caldwell) would be designated as attainment. Similarly, in
the San Antonio MSA, Bexar County would be designated nonattainment while the
surrounding counties in the MSA (Comal, Guadalupe, Wilson) would be designated as
attainment. Finally, in the Northeast Texas region, Gregg County would be designated
nonattainment while the surrounding counties (Harrison, Rusk, Smith, Upshur) would be
designated as attainment.

Under this proposal, the TCEQ has indicated its presumption that air quality problems are
primarily the result of activities in the urban core and that activities in surrounding
counties play a minor role, if any, in contributing to poor air quality. This approach
ignores the pervasive nature of ozone and the transport of ozone and its precursors,
coupled with the effects of population density, traffic and commuting patterns,
commercial and industrial development and area growth. It is also inconsistent with
long-standing clean air law and policy.

Environmental Defense believes that this approach contravenes the fundamental
philosophy behind the Early Action Compact that Texas has actively promoted. The
Early Action Compact is based upon the concept of accelerated efforts to achieve the
public health standard for air quality on a scale that encompasses the full metropolitan
areas implicated by unhealthy ozone levels. The potential flexibility Texas has sought
under the Early Action Compact approach has been characterized by Texas as an
incentive for the accelerated regional pollution abatement efforts.

We believe it is inconsistent for the TCEQ to on one hand purport to embrace a process
that encourages adoption of additional and accelerated clean air measures on a regional



basis and on the other hand propose minimal designations that 1) misinform citizens with
respect to their local air quality conditions, 2) deny the regional nature of ozone
formation and the contribution of neighboring counties, and 3) remove any obligation of
contributing counties to implement clean air measures.

Many local officials have echoed this view, speaking clearly that the TCEQ’s
designations undermine their efforts to develop regional approaches to clean up the air.
The San Antonio Express News quoted several officials who commented along these
lines:

Bexar County Judge Nelson Wolff, who disparaged the commission's recommendation as
"illogical,"” said elected leaders in Comal, Guadalupe and Wilson counties will be
reluctant to approve any effective emissions controls that also are unpopular. "The
problem that you're going to have with this is that in the other three counties, politically
it's going to be very difficult,” Wolff said. "They'll be able to say, 'This is a Bexar County
problem. It's not our problem."™

"There is no doubt in my mind it makes it much more difficult,” said Jay Millikin, a
Comal County commissioner who also serves as chairman of an Alamo Area Council of
Governments committee.

"Particularly when it comes to vehicles, which are a huge part of the air quality picture,
we've got to look to those counties which have a large number of vehicles that come into
Bexar County," said David Newman, San Antonio's environmental services manager.

New Source Review

TCEQ has also filed comments supporting Administration proposals to weaken New
Source Review regulations. Weakening New Source Review regulations has the effect of
removing one more tool from the Texas air quality toolbox. The new source review
program requires power plants and other industrial facilities to modernize pollution
controls when they make a change at their facility that significantly increases air
pollution. Polluters may take any number of actions that never trigger review, so long as
there is no significant increase in pollution. Without this important program, millions of
tons of additional air pollution would have been emitted over the past two decades.

For proof that existing laws such as new source review work, we need look no further
than Alcoa's Rockdale smelter. A citizens group sued Alcoa for violating the new source
review policy, and as a result of the suit, Alcoa agreed to reduce emissions by 90 percent
by 2007 (52,000 tons SOx and 15,000 tons NOx). Without new source review, the
pollution would continue.

Unfortunately, the Environmental Protection Agency has proposed numerous changes to
the program that would effectively gut it. For example, a new investment-based test
would allow industrial sources to invest millions of dollars to revamp their facilities and
never be subject to review. If investments fall under an arbitrary cost threshold, a facility
may increase pollution levels an unlimited amount. Americans want clean air. The



government should enforce existing pollution laws, not create new loopholes that make it
easier to pollute. And Texas should not be a co-conspirator in this act.

Texas Emission Reduction Program

The State Legislature shares some blame with the TCEQ in taking a minimal approach to
improving air quality in the Texas Emission Reduction Program amended in the 2003
session. But I believe that they are often poorly counseled because of the TCEQ’s
unwillingness to “tell truth to power” and tell the Legislature things that they might not
want to hear.

One example of this is the funding level for the TERP. The TCEQ has underestimated
the funding required to achieve the emissions reductions attributed to the TERP by basing
their total cost estimates on a small set of disproportionately low cost measures. In other
words, they based the cost estimates on the lowest hanging fruit but unfortunately there is
not that much low hanging fruit available.

Other areas of the TERP where the Legislature bears full responsibility is the cutting of
the energy efficiency programs and the light duty vehicle program. Chairman Bonnen,
praising his bill for its lack of ambition said, “Does it come close? You bet it comes
close, because the people of Texas demand that we do simply what is required of us -- not
any less, not any more." His statement would be understandable if in fact the State had
ever done “what is required of us,” but Texas has yet to submit a SIP that identifies the
complete list of measures necessary to bring Houston to attainment.

Houston SIP Rollback

Instead, Texas is pulling emission reduction measures out of the SIP. Remember, even
under the TCEQ’s own accounting, the Houston SIP is at least 42 tons short of achieving
attainment — and this is assuming every proposed measure works perfectly. So when
recent modeling suggested that some reductions in VOC emissions might improve air
quality in Houston, what do you think happened? Knowing that Houston was at least 42
tons short under the one-hour ozone standard, and who knows how many tons short under
the new eight-hour standard, did the TCEQ take the approach that any benefits from a
VOC strategy could be used to close the gap? No. They adopted the VOC strategy — and
then took previously adopted emission reduction strategies and threw them away. This
action also sent a message to companies such as BP that had agreed to make the earlier,
more aggressive NOx emission reductions that no good deed goes unpunished.

Cumulative Impact of TCEQ Decisions

This pattern of behavior by the TCEQ makes the task of achieving the air quality
standard much harder. It does so by relinquishing the tools that can help us and
undermining those public officials and companies willing to step up to the plate to seek
improvement. “Everything is bigger in Texas” is a phrase we are all familiar with. It’s



hard to believe that when it comes to air quality our slogan is all too often “as little as
possible.”
Opportunity for Improvement

Luckily there are opportunities for Texas to improve its situation. Texas needs to
participate in federal rulemakings and legislation with one goal — how does this help us
protect public health of Texas citizens. And any time there is a tool on the table that
allows the Feds to do some of the work or bear some of the political pain, Texas should
take advantage of it rather than throwing it away.

Two examples of current rulemakings where Texas should comment are the EPA
rulemaking on nonroad diesel engines and the rulemaking to implement the eight-hour
ozone standard.

Nonroad Diesel Engines

One of the oft-repeated statements in committee hearings at the Texas Legislature is “the
Feds give use these clean air requirements but don’t carry their own load on areas under
federal jurisdiction.” Well, on April 14", the EPA announced a new proposal to cut 90
percent of harmful emissions from nonroad diesel engines used in construction,
industrial, and agricultural equipment by 2014. The EPA estimates that nonroad diesel
engines affected by the proposal currently account for about 44 percent of total mobile
source diesel PM emissions and about 12 percent of total NOx emissions from mobile
sources nationwide. In this case the Feds have clearly stepped up to the plate and Texas
should strongly support EPA’s proposal.

While Environmental Defense supports the proposal, there are areas that if improved can
provide even greater benefits for Texas. First, all sizes of nonroad diesel engines should
be covered. The EPA should not build in exemptions for the smallest and largest engines.
The EPA already allows phase-ins of standards over several years therefore all nonroad
engines covered by this rule should meet the same rigorous trap-based emissions
standards.

Second, the proposal does not set engine standards for locomotives and ships. Railroads
and railway maintenance equipment are responsible for about 27% of the nonroad diesel
inventory for NOx and 10% of the nonroad diesel inventory for PM 2.5. Marine vessels
account for 22% of nonroad diesel inventory for NOx and 18% of that inventory for PM
2.5. Texas should recommend that engine standards for commercial marine and
locomotives be comparable to those for onroad heavy-duty diesels and the ones that have
been proposed for nonroads. In addition, EPA should require 15ppm diesel fuel for
locomotives and commercial marine engines.

Finally, the rule can be implemented on a faster time frame. The EPA should adopt the
proposed alternative that requires 15ppm fuel in 2008 and all engine standards
completely phased in by 2012.



8-hour Implementation

In the current rulemaking, EPA proposes to exempt vast numbers of 8-hour ozone
nonattainment areas nationally from the statutory requirement to carry out proven, cost-
effective ozone control measures. Since the advent of the modern Clean Air Act in 1970,
EPA has had some striking successes in lowering harmful airborne contaminants. But as
Congress recognized during the 1990 Clean Air Act Amendments, one glaring failure of
the Act was that ozone levels had not decreased as expected. Prior to 1990 Congress
treated all ozone nonattainment areas alike with little success, and by 1990 Congress
conceded “in the case of ozone .... we had no ‘magic’ solutions.”* Congress recognized
that no single solution would work and enacted instead the multiple classification scheme
of subpart 2 of part D of the Act, which established different attainment dates and
specified control strategies for nonattainment areas depending on the extent of the area’s
ozone pollution concentrations. Subpart 2 thereby contains a graduated ozone control
program codifying proven ozone-reducing technologies and cost-effective solutions to
reverse the past failures in lowering harmful ozone levels.

But EPA proposes to classify 8-hour ozone nonattainment areas under Subpart 2 only if
the area’s 1-hour ozone level was also in nonattainment. Otherwise, the remaining 8-
hour ozone nonattainment areas would be subject to the very general planning framework
under Subpart 1. This option violates the Supreme Court’s opinion in American Trucking
and nullifies the congressionally-crafted rigors of Subpart 2. EPA estimates that its
proposal would render Subpart 2 inapplicable to more than half of the 8-hour ozone
nonattainment areas. But Justice Scalia admonished in American Trucking that Subpart 2
“unquestionable does” apply to the revised ozone standards. EPA’s proposal also has the
irrational and perverse result of treating two areas with the same 8-hour ozone
concentrations differently depending on the status of the areas 1-hour ozone levels.

If the Texas Early Action Compacts are successful, this proposal will have less meaning
for Texas, but in the event the EACs fail, retention of the Subpart 2 requirements will
bring about automatic air quality improvements and provide tools that ensure that as
communities grow their air quality is maintained.

Conclusion

Texas has been struggling to achieve the public health standard for air quality for more
than thirty years. But the State too often seems to be fighting the standards themselves
rather than fighting to achieve them. Federal standards for fuel and engine performance
can help, and Texas should support them. But as long as officials send Texas citizens and
industry the signal that “as little as possible” is the operating principle, clean air is still
far, far away.

! Legislative History of the Clean Air Act Amendments of 1990 at 3170-71.
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A REVIEW OF EPA’S NSR ENFORCEMENT INITIATIVE:
WHAT DOES THE FUTURE HOLD?

By Christopher C. Thiele
Vinson & Elkins L.L.P.

l. INTRODUCTION

The Environmental Protection Agency’s (“EPA”) new source review (“NSR”)
enforcement initiative began in the late 1980s and has increased in intensity over time. Most
recently, in the fall of 1999, EPA filed NSR lawsuits against seven electric utilities operating
coal-fired power plants. At the same time, EPA issued an administrative compliance order
(“*ACO”) against the Tennessee Valley Authority (“TVA”) for alleged NSR violations involving
its coal-fired power plants.

Many of the utility enforcement actions are not yet resolved, and while EPA appears
committed to pursuing those lawsuits that have already been filed, the signals coming from DOJ
and EPA regarding the future of NSR enforcement are mixed. Recent statements from the
Department of Justice (“DOJ”) that leveling the corporate playing field is among its top
enforcement priorities lead one to believe that EPA is not finished with NSR enforcement. On
the other hand, there are also signs that EPA has changed its focus. For example, EPA recently
adopted long-awaited revisions to the NSR program. Also, Clear Skies legislation has been
proposed by the Bush Administration. If passed, this legislation could significantly reduce
emissions from electric utilities without the need for further NSR enforcement thus making the
fate of this legislation key to the future of EPA’s coal-fired electric utility enforcement initiative.
Given these mixed signals, the best indicator of EPA’s willingness to pursue future NSR
enforcement actions may be the upcoming rulings in two electric utility lawsuits where trials
have recently concluded.

This paper will provide an overview of EPA’s NSR program and the key disputes
between EPA and industry regarding the applicability of NSR requirements. It will then provide
a history of EPA’s NSR enforcement initiative followed by a summary of EPA’s ongoing coal-
fired electric utility initiative, including a summary of recent settlements and the status of active
cases. Finally, the paper will address recent programs and other developments that are relevant
to EPA’s NSR enforcement initiative in an attempt to provide some insight into what the future
may hold with respect to EPA’s enforcement initiative.

1. WHAT IS NSR AND WHY HAS THERE BEEN ENFORCEMENT?
A PSD and NNSR Permitting
The Clean Air Act (“CAA”) requires EPA to adopt and periodically revise national

ambient air quality standards (“NAAQS”) for pollutant (“criteria” pollutants) that may
reasonably be anticipated to endanger public health and welfare.® To date, NAAQS have been

142 U.S.C. §§ 7408-7409 (2002).



established for six criteria pollutants: sulfur dioxide (“SO2”), nitrogen oxides (“NOx”), carbon
monoxide, particulate matter, lead, and ozone.? Following the establishment of NAAQS, all
regions of the country are classified as attainment or nonattainment based on whether they meet
or exceed the NAAQS for each criteria pollutant.® The goal of the CAA is to bring
nonattainment areas into attainment and to maintain the NAAQS in attainment areas. Among the
various means for accomplishing this goal are the NSR provisions of the CAA.

As described in more detail below, NSR refers to the preconstruction permitting
programs that apply to the construction of new major sources and major modifications to existing
sources. Because of the two distinct goals of the CAA with respect to attainment and
nonattainment areas (ensuring that air quality is not significantly degraded in attainment areas
and that air quality improves in nonattainment areas), there are two separate NSR programs —
prevention of significant deterioration (“PSD”) and nonattainment NSR (“NNSR”). These NSR
programs are run either by EPA or, if a state has obtained EPA approval, by the applicable state
or local agency.

The PSD permitting program applies to sources emitting pollutants for which an area
meets the applicable NAAQS. Sources that trigger PSD are required to demonstrate that the
project will not cause a NAAQS violation or significant degradation of air quality and install best
available control technology (“BACT”). NNSR applies to sources emitting pollutants for which
the area is classified as nonattainment. Sources that trigger NNSR are required to meet strict
lowest achievable emission rate (“LAER”) technology requirements and offset emissions
increases associated with the project. Because the NAAQS are established on a pollutant
specific basis and air quality is assessed with respect to each criteria pollutant, it is possible that a
source may be subject to both PSD and NNSR permitting requirements if it is located in an area
that is classified as attainment with respect to certain criteria pollutants and nonattainment with
respect to others.

B. Modification

While the major source thresholds for NNSR are lower than those that trigger PSD, both
programs apply to the construction of new “major stationary sources” and to “major
modifications” of existing sources.* Although not always the case, EPA’s NSR enforcement
initiative has been based primarily on allegations that major modifications were made to existing
sources, many of which were built before NSR requirements were in place.” This is especially
true with respect to EPA’s recent coal-fired electric utility initiative. As a result, central to these
enforcement cases is the definition of “modification.”

A “modification” is defined in the CAA as *“any physical change in, or change in the
method of operation of, a stationary source which increases the amount of any air pollutant
emitted by such source or which results in the emission of any air pollutant not previously

240 C.F.R. 88 50.4-50.12 (2002).

342 U.S.C. § 7407(d) (2002).

440 C.F.R. 88 51.165(a)(2), 52.21(i).

® EPA has initiated enforcement actions against companies for failing to obtain NSR permits prior to constructing
new major stationary sources. See, e.g., U.S v. Louisiana-Pacific Corp., 682 F. Supp. 1141 (D. Colo. 1988).



emitted.”® Thus, there are three elements to a modification: (1) a physical or operational change
(2) that causes (3) an increase in or new emissions. A “major modification” is essentially
defined as a modification to a “major stationary source” that results in “a significant net
emissions increase.”’

1. Physical or Operational Change

While the first element of the definition of “modification” and “major modification”
might appear straightforward, it is actually this element that is at the heart of much of the NSR
controversy. Although EPA’s NSR regulations do not define what a physical or operational
change is, they do list several types of changes that do not constitute “[a] physical change or
change in the method of operation” for the purpose of defining “major modification.”® Among
the excluded changes are “routine maintenance, repair and replacement.”

The phrase “routine maintenance, repair and replacement” (hereinafter “routine
maintenance”) is not defined in EPA’s NSR regulations. This, coupled with a lack of clear
guidance as to what constitutes routine maintenance, has resulted in the dispute that lies at the
center of EPA’s ongoing enforcement initiative involving coal-fired electric utilities.

In its enforcement action against Tennessee Valley Authority (“TVA”) (see Sections
IV.A. and IV.C. herein), EPA argued before the Environmental Appeals Board (“EAB”) that to
ascertain whether the routine maintenance exception applies requires a case-by-case analysis
weighing the nature, extent, purpose, frequency, and cost of the work, as well as other relevant
factors.”® However, as the EAB explained, EPA’s four (actually five) part test is not itself the
heavily disputed issue.™

Instead, the real issue revolves around how the four factor test is applied. TVA argued
that when applying the four factor test, primary consideration should be given to whether the
activity is “*common within a relevant source category.””** In support of its view, TVA cited the
following preamble language from EPA’s 1992 amendments to its NSR regulation: “whether the
repair or replacement of a particular item of equipment is ‘routine’ under the NSR regulations,
while made on a case-by-case basis, must be based on the evaluation of whether that type of
equipment has been repaired or replaced by sources within the relevant industry category.”*
According to TVA, when determining whether a project qualifies as routine maintenance, one
should look to industry practice to determine whether the same or similar projects are routinely
undertaken elsewhere; if they are, they should be regarded as routine.’* Needless to say, TVA
felt that the projects it had undertaken were common in the industry.

642 U.S.C. § 7411(a)(4) (2002).

740 C.F.R. 88 51.165(a)(1)(v)(A), 52.21(b)(2) (2002).

8 40 C.F.R. 88 51.165(a)(1)(v)(C), 52.21(b)(2)(iii).

940 C.F.R. 8§ 51.165(a)(1)(v)(C)(1), 52.21(b)(2)(iii)(a).

19 |n re Tennessee Valley Authority, 9 E.A.D. 357, 393 (E.A.B. 2000).
md.

2d. (quoting TVA’s Reply Brief at 23).

13 57 Fed. Reg. 32314, 32326 (1992) (emphasis added).

1 In re Tennessee Valley Authority, 9 E.A.D. at 394.



On the other hand, EPA argued that the fact that a number of facilities within an industry
may have undertaken a project does not render such a project “routine.”® Instead, according to
EPA, whether a project is “routine” should be determined by “the significance of the project in
the life of the unit in question.”*® In other words, according to EPA, an activity is “routine” only
if it is not unusual in the life of a given unit."’

The EAB sided with EPA, stating that TVA’s view would allow it to rebuild an entire
facility without triggering NSR so long as it did so via multiple projects performed elsewhere in
the industry — thus allowing the routine maintenance exception to swallow the NSR requirement
that modifications be permitted.’® According to the EAB, such an outcome cannot be reconciled
with the objectives of the CAA and the NSR program to increase the use of air pollution control
technology over time.*

Prior to reaching a settlement with EPA in its NSR enforcement case (see Sections IV.A.
and IV.B. herein), Southern Indiana Gas & Electric Company (“SIGECQO”) also took issue with
EPA’s application of its four factor routine maintenance test. In a motion for summary
judgment, SIGECO argued that EPA’s view that the routine maintenance exemption applies only
to activities that are routine for a generating unit rather than the industry as a whole constituted a
new interpretation of routine maintenance and that it did not have “fair notice” of EPA’s new
interpretation.’ The court concluded that EPA’s interpretation of routine maintenance was
reasonable and persuasive and that SIGECO did have “fair notice” of EPA’s interpretation.”!

2. Causation

According to EPA’s NSR regulations, “[a]n increase in the hours of operation or in the
production rate . . . ” does not constitute a “physical change or change in the method of
operation” and, therefore, cannot trigger a “major modification.”?> Therefore, a frequently
disputed issue regarding the causation element of a “modification” is whether the emissions
increase was caused by an increase in hours of operation or production rate.

3. Emissions Increases

The third element of a “modification” — an emissions increase — is also the subject of
disagreement between EPA and industry. As stated previously, a “major modification” is
essentially defined as a modification to a “major stationary source” that results in “a significant
net emissions increase.”? Pursuant to EPA’s NSR rules, calculating the “net emissions
increase” that results from a physical or operational change requires consideration of, among

Bd.

%d.

7d.

81d. at 394-95.

91d. at 391, 395.

% United States v. Southern Indiana Gas and Electric Co., 245 F. Supp. 2d 994, 1009 (S.D. Ind. 2003). The fair
notice doctrine is a due process doctrine under which a person (or company) may not be held liable for violating a
law unless the law (or itsimplementing regulations) makes clear the conduct it prohibits or requires. 1d. at 1010.
211d. at 1009, 1024.

240 C.F.R. 88 51.165(a)(1)(v)(C)(6), 52.21(b)(2)(iii)(f) (2002).

%40 C.F.R. 88 51.165(3)(1)(V)(A), 52.21(b)(2) (2002).



other things, any resulting “increase in actual emissions.”* Calculating the “increase in actual
emissions” requires a comparison of actual emissions prior to the physical or operational change,
or the source’s baseline emissions, to the projected emissions after the change.®® Not
surprisingly, in the TVA case, EPA and TVA did not agree on the method of calculating either
baseline or projected emissions.

a. Baseline Emissions

According to EPA’s NSR regulations, baseline emissions are “the average rate, in tons
per year, at which the unit actually emitted the pollutant during a two-year period which . . . is
representative of normal source operations.”®® In the TVA case, EPA argued that baseline
emissions must be based on the two-year period immediately prior to the physical change, unless
there is evidence that an alternative period is more representative.”” According to TVA, the
twenty four month period having the highest annual emissions rate during the five years
preceding the project should be used to establish baseline emissions in its case in order to
account for fluctuations in unit utilization due to weather and availability of other units in the
system.”® The EAB found that TVA had introduced evidence that a period other than the
immediately preceding two-year period was more representative and that EPA had not
sufficiently rebutted TVA’s evidence.? Therefore, the EAB ruled that baseline emissions should
be based on the highest two years out of the preceding five year period as TVA had argued.*

b. Post-Change Emissions

Key to determining the projected post-change emissions is the fact that EPA’s NSR
regulations provide that, except with respect to certain electric steam generating units, for any
unit “which has not begun normal operations . . . actual emissions shall equal the potential to
emit of the unit.”®* Thus, EPA’s method of calculating a project’s resulting emissions increase is
often referred to as the “actual-to-potential” test. This test is based on the theory that prior to a
physical or operational change, a unit has not begun normal post-change operations and its post-
change actual emissions are, therefore, not yet known.

In 1990, EPA’s “actual-to-potential” test was addressed by the Seventh Circuit Court of
Appeals in Wisconsin Electric Power Co. v. Reilly (“WEPCO™).* This case resulted from
WEPCQ’s challenge of EPA’s determination that WEPCOQO’s “life extension” project triggered
PSD permitting requirements. WEPCO’s “life extension” project involved five of its coal-fired
steam generating units that were placed in operation between 1935 and 1950.* The purpose of
the project was to renovate the units so that they could operate beyond their planned retirement

2 40 C.F.R. §8 51.165(a)(1)(vi)(A)(i), 52.21(b)(3)(i)(a) (2002).

25 See 40 C.F.R. §8 51.165(a)(1)(xii), 52.21(b)(21) (2002).

2 40 C.F.R. §8 51.165(a)(1)(xii)(B), 52.21(b)(21)(ii) (2002).

T In re Tennessee Valley Authority, 9 E.A.D. at 430.

2 |d. at 431.

2|d. at 432.

¥ d.

3140 C.F.R. §8 51.165(a)(1)(xii)(D), 52.21(b)(21)(iv).

¥ \Wisconsin Electric Power Co. v. Reilly, 893 F.2d 901 (7th Cir. 1990).
¥ 1d. at 905.



dates and to render the units capable of generating at their design capacity.** To accomplish this,
WEPCO planned to repair or replace turbine generators, boilers, steam drums, air heaters,
mechanical and electrical auxiliaries, and common plant support facilities.*

The Seventh Circuit ruled that EPA’s use of the plant’s post-renovation potential
emissions, which assumed continuous operation, to calculate the emissions increase from the
project was improper given that the WEPCO units had never operated continuously in the past.*
In response to the Seventh Circuit’s decision, EPA subsequently adopted the WEPCO rule - the
“actual-to-projected actual” method of calculating emissions increases, but only with respect to
electric utilities.>’

Despite the WEPCO rule, EPA argued in the TVA case that the “actual-to-potential” test
should be used to calculate emissions increases from the projects at issue.® The EAB found that
EPA’s position was inconsistent with the ACO issued by EPA which provided that because the
units involved were electric utility units, pursuant to the WEPCO ruling baseline emissions
should be compared to “projected actual emissions after the modification.”* TVA found this
“actual-to-projected actual” method of calculating post-change emissions also unacceptable.
TVA argued that there was no need to project post change actual emissions because post-change
emissions could be determined from available post-change data. ** According to TVA, an
“actual-to-confirmed actual” test should be used.*

The EAB rejected TVA’s argument that the “actual-to-confirmed actual” test should be
used.** According to the EAB, because the CAA and EPA’s NSR regulations contemplate pre-
construction review and permitting, actual post change data was not appropriate for
consideration.** This ruling is consistent with the federal district court’s ruling in the SIGECO
case. In that case, SIGECO filed a motion for summary judgment based on its claim that there
was no evidence that, following completion of the projects at issue, there was an actual
emissions increase.** The court in the SIGECO case also concluded that whether NSR was
triggered must be determined by reviewing evidence of projected, not actual post-project
emissions.*

*1d. at 906, 911.

®1d. at 906.

*®1d. at 918.

% See 40 C.F.R. 88 51.165(a)(1)(xii)(E), 52.21(b)(21)(v) (2002).
% |n re Tennessee Valley Authority, 9 E.A.D. at 434.

#1d. at 434-35.

“'|d at 436.

“d.

“21d.

“d. at 437.

4 United States v. Southern Indiana Gas and Elec. Co., No. 1P99-1692-C-M/F, 2002 WL 1629817 (S.D. Ind. July
18, 2002).

*®1d. at *3.



1. HISTORY OF NSR ENFORCEMENT
A. EPA’s Wood-Products Enforcement Initiative

EPA’s first industry-wide effort to enforce the NSR requirements of the CAA began in
the late 1980s, with EPA’s wood-products initiative. This industry-wide enforcement initiative
followed EPA’s enforcement against Louisiana-Pacific Corporation for failing to obtain PSD
permits for two of its waferwood plants in Colorado.*® In 1993, EPA reached an NSR settlement
agreement involving Louisiana-Pacific plants nationwide. To date, EPA’s wood-products
initiative has resulted in settlements with four additional wood-products manufacturers including
Weyerhauser in 1995, Georgia-Pacific in 1996, Willamette Industries in 2000, and Boise
Cascade as recent as 2002. When the settlement with Boise Cascade was announced last year,
EPA indicated that it would “continue to investigate CAA compliance at smaller [wood-
products] facilities and to work with the states to quickly resolve any uncovered violations.”*’

B. EPA’s Petroleum Refinery Initiative

In the mid to late 1990s, EPA began investigating possible NSR violations within several
other industrial sectors, including refineries, pulp and paper manufacturers, and coal-fired
electric utilities. EPA’s petroleum refinery initiative resulted in multi-issue (including NSR) and
multi-facility settlement negotiations between EPA and several major petroleum refining
companies, and civil judicial actions against two other refiners. As a result of these “global”
settlement negotiations and judicial actions, petroleum refining companies that combined
represent over thirty percent of the nation’s petroleum refining capacity have entered into
“global” settlements with EPA.*® As for EPA’s future plans with respect to it petroleum refinery
initiative, EPA has indicated that it plans to turn the enforcement program over to the states.
More specifically, EPA has indicated that it will “(1) conclude all company-wide settlement
negotiations; (2) complete Agency investigations; and (3) develop state capacity to begin
investigations of companies/refineries that choose not to enter into (or back out of) settlement
negotiations, especially in states with a large number of refineries (e.g. Texas and Louisiana).”*

“ See United States v. Louisiana-Pacific Corp., 682 F. Supp. 1141 (D. Colo. 1988).

" Press Release, United States Department of Justice and United States Environmental Protection Agency, U.S. and
Boise Cascade Reach Clean Air Act Settlement; Wood Products Industry New Source Review Case Settled (Mar.
13, 2002).

“8 Refineries that have entered into global consent decrees with EPA include Navajo Refining Company, Montana
Refining Company, Conoco, Murphy Oil Refining Company, BP Exploration and Oil, Motiva Enterprises, Equilon
Enterprises, Deer Park Refining, Koch Petroleum, Marathon Ashland Petroleum, Premcor Refining Group, and Lion
Oil Company.

49 United States Environmental Protection Agency, Office of Enforcement and Compliance Assurance, FY
2002/2003 OECA Memorandum of Agreement Guidance, June 2001 Final Guidance 15 (2001).



V. EPA’S COAL-FIRED ELECTRIC UTILITY INITIATIVE
A. Lawsuits Filed Against Nine Electric Utilities

According to EPA, electric utility plants collectively account for 70 percent of all SO2
emissions and 30 percent of all NOx emissions in the United States.® Therefore, it is not
surprising that electric utilities have become a target of EPA’s NSR enforcement initiative. EPA
initiated its investigation of the coal-fired electric utility industry in 1996 by sending CAA § 114
information requests to several utilities.® Following what then EPA Administrator Carol
Browner referred to as “one of the largest investigations in the history of EPA,” in the fall of
1999 the DOJ, on behalf of EPA, filed lawsuits against the following seven electric utility
companies operating coal-fired power plants in the Midwest and South - American Electric
Power Company (“AEP”), Cinergy Corporation, Ohio Edison Company, Illinois Power
Company, SIGECO, Southern Company, and Tampa Electric Company (“TECO”).>? In each of
these cases, EPA has alleged that these electric utilities made “major modifications” to their
coal-fired power plants without obtaining necessary PSD permits, thereby avoiding the
requirement to install BACT.>® Examples of targeted projects include boiler tube assembly
replacements, cyclone replacements, turbine repair and replacement, and pulverizer
replacements.

In a separate but related action, EPA at the same time issued an administrative order
against the federal agency TVA®* The DOJ also filed a lawsuit against Duke Energy
Corporation in December 2000, bringing the total number of electric utilities having been sued to
nine, including TVA.> In all, 44 power plants have been targeted by EPA through these actions.

B. Settlements

Since the initiation of its electric utility NSR enforcement initiative, EPA has reached
settlements with three of the nine electric utility companies discussed above.

TECO - On February 29, 2000, DOJ and EPA announced the first
settlement to be reached under EPA’s coal-fired electric utility

% Press Release, United States Department of Justice and United States Environmental Protection Agency, U.S.
Sues Electric Utilities in Unprecedented Action to Enforce Clean Air Act (Nov. 3, 1999) (hereafter “November 3,
1999 DOJEPA Press Release”).

L CAA 8§ 114 information requests are commonly used by EPA to investigate potential violations of the CAA and its
implementing regulations. 42 U.S.C. § 7414 (2002).

%2 November 3, 1999 DOJEPA Press Release. In March 2000, EPA expanded the lawsuits against AEP, Cinergy
Corporation, and Southern Company. Press Release, United States Department of Justice and United States
Environmental Protection Agency, U.S. Expands Clean Air Act Lawsuits Against Electric Utilities (Mar. 1, 2000).
Also, Alabama Power Company was dismissed on jurisdiction grounds from the case brought against Southern
Company thus requiring EPA to file a separate lawsuit against Alabama Power in January 2001.

8 November 3, 1999 EPA Press Release. EPA aso claims that the utilities violated the New Source Performance
Standards of the CAA.

> November 3, 1999 EPA Press Release.

% Press Release, Department of Justice, U.S. Files Clean Air Lawsuit Against Duke Energy (Dec. 22, 2000).



enforcement initiative.® The settlement agreement involved TECO’s
Gannon and Big Bend electric generating stations located near Tampa,
Florida.>” Pursuant to the settlement agreement, TECO is required to
undertake various actions at Big Bend and Gannon to reduce emissions
including installing new pollution control equipment, and to pay a civil
penalty of $3.5 million.®

Cinergy Corporation — On December 22, 2000, DOJ and EPA announced
that they had reached an agreement in principle with Cinergy.*
According to the announcement, the settlement agreement which involved
ten of the company’s coal-fired power plants (even though the
enforcement action against Cinergy only targeted six of its plants), was
valued at $1.4 billion.®® EPA Administrator Carol Browner referred to the
settlement as the “largest settlement agreement ever reached by [EPA]
under the Clean Air Act.”®" Notably, however, despite the announcement
of an agreement in principle approximately two and a half years ago, a
final consent decree has yet to be entered.

SIGECO - On June 6, 2003, DOJ and EPA announced the most recent
settlement with an electric utility, this one with SIGECO.”?> The
settlement agreement involves SIGECO’s F.B. Culley Station plant in
Newburgh, Indiana and calls for SIGECO to pay a civil penalty of
$600,000, carry out an environmental mitigation project valued at $2.5
miIIioGr;, and install and upgrade pollution control devices at the Culley
plant.

In addition to the nine lawsuits filed by EPA, other NSR enforcement actions involving
coal-fired power plants have recently resulted in settlement agreements.

PSEG Fossil LLC - In January 2002, DOJ, EPA, and the State of New
Jersey announced that they had reached an NSR settlement with PSEG
involving two coal-fired power plants located in Jersey City and Hamilton,
New Jersey.*

% Press Release, Department of Justice, U.S. Settles Landmark Clean Air Act Case Against Electric Utility (Feb. 29,
2000).

1d.

% d.

* Press Release, Department of Justice and Environmental Protection Agency, U.S. Announces Clean Air Act
Settlement With Cenergy (Dec. 22, 2000).

0 d.

o d.

%2 Press Release, Department of Justice and Environmental Protection Agency, U.S. Reaches Settlement With
Southern Indiana Gas & Electric Co. On Clean Air Act Power Plants Initiative (June 6, 2003).

& d.

® Press Release, Department of Justice and Environmental Protection Agency, United States and New Jersey
Announce Clean Air Act Coal-Fired Power Plant Settlement with PSEG Fossil LLC (Jan. 24, 2002).



Alcoa, Inc. — On April 9, 2003, DOJ and EPA announced a CAA
settlement with Alcoa.®> The settlement was the result of a suit filed by
various citizen groups alleging NSR violations involving the power plant
at Alcoa’s aluminum production facility in Rockdale, Texas.®

Virginia Electric Power Company (“VEPCQO”) - On April 21, 2003, DOJ
and EPA announced that they and VEPCO had reached the largest electric
utility CAA settlement to date involving eight of the company’s coal-fired
power plants in Virginia and West Virginia.®” According to the
announcement, as part of the settlement agreement VEPCO agreed to
spend $1.2 billion by 2013 to reduce sulfur dioxide and nitrogen oxide
emissions from the eight plants.®

WEPCO - On April 29, 2003, DOJ and EPA announced a CAA settlement
with WEPCO involving five of its coal-fired electric utility generating
plants, four in Wisconsin and one in Michigan.®®

C. Status of Litigation

As for the six remaining coal-fired electric utility lawsuits, trials in the cases involving
Ohio Edison and Illinois Power concluded in late February and late June of this year,
respectively. The only other of the nine utility enforcement cases that has reached any sort of
resolution to date is the case involving TVA.

As previously mentioned, EPA issued an ACO against TVA in November 1999 alleging
NSR and other CAA violations involving fourteen coal-fired electric generating units at nine of
TVA'’s plants located in Kentucky, Tennessee, and Alabama. After negotiations between TVA
and EPA and multiple revisions to the ACO failed to result in a settlement, in May 2000 EPA
notified TVA that the EAB would “reconsider” the ACO by “adjudicating” the issue of whether
TVA had violated the CAA by making “major modifications” without first obtaining a PSD
permit.”” Following a rushed reconsideration process that provided for limited discovery and
testimony, on September 15, 2000 the EAB affirmed most of the amended ACO.” On
November 13, 2000, TVA petitioned the Eleventh Circuit for review of the EAB Order affirming
the ACO.” When the Eleventh Circuit issued its opinion in the TVA case on June 24, 2003, it

% Press Release, Department of Justice, United States Announces Clean Air Act Coal-Fired Power Plant Settlement
with Alcoa (Apr. 9, 2003).

%1d.

% Press Release, Department of Justice and Environmental Protection Agency, U.S. Announces Largest Clean Air
Act Settlement with Utility — VEPCO Agrees to Spend $1.2 Billion to Clean Up Power Plants (Apr. 21, 2003).

%1d.

% Press Release, Department of Justice and Environmental Protection Agency, U.S. Announces Major Clean Air Act
Settlement with Wisconsin Electric Power Co. — Company Agrees to Reduce More Than 105,000 Tons of Pollutants
Annually (Apr. 29, 2003).

® Tennessee Valley Auth. v. Whitman, Nos. 00-15936, 00-16234, 00-16235 and 00-16236, 2003 WL 21452521 at *5
(7th Cir. June 24, 2003); In re Tennessee Valley Auth., 9 E.A.D. 357, 357 (E.A.B. 2000).

™ In re Tennessee Valley Authority, 9 E.A.D. 357 (E.A.B. 2000).

2 Tennessee Valley Auth. v. Whitman, Nos. 00-15936, 00-16234, 00-16235 and 00-16236, 2003 WL 21452521 at *7
(7th Cir. June 24, 2003).
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avoided the substantive CAA issues by ruling that it lacked jurisdiction to review the ACO
issued by EPA because it did not constitute “final” agency action.” According to the Eleventh
Circuit, the EPA must prove that TVA violated the NSR provisions of the CAA in federal district
court.™

V. WHAT DOES THE FUTURE HOLD?

The claims made by EPA against refineries and electric utilities as part of its NSR
enforcement initiative are such that there exists an almost unlimited universe of companies that
EPA could pursue for similar NSR violations. This raises the question of whether EPA will
bring lawsuits against other companies in the future. While EPA does appear to be serious about
continuing to pursue the existing coal-fired electric utility cases, the extent to which additional
coal-fired utilities or other industries will be targeted, is uncertain. The following, however, may
provide some indication of where EPA is headed.

A. EPA’s Response to TVA Decision

A decision in the TVA case had been long awaited and much anticipated by the other
electric utilities involved in NSR enforcement cases, and a ruling in EPA’s favor may have
spurred additional settlements. Others interested in the outcome of the TVA case were those
hoping for some indication as to whether EPA might file lawsuits against additional utilities or
even expand its NSR enforcement investigations to non-electric utility companies, a proposition
that seemed at least somewhat more likely had EPA prevailed on substantive grounds against
TVA. However, given the Eleventh Circuit’s recent ruling in the TVA case, electric utilities and
others must now wait for decisions from the district courts in the Ohio Edison and Illinois Power
cases for a ruling on the substantive issues related to EPA’s NSR enforcement claims.

The TVA decision may, however, provide some insight into the future of NSR
enforcement. According to the Eleventh Circuit, EPA must prove that TVA violated the NSR
provisions of the CAA in federal district court.”” Therefore, if EPA desires to continue to pursue
enforcement against TVA, it must either appeal the decision of the Eleventh Circuit to the
Supreme Court or file suit against TVA in federal district court. EPA’s willingness to take either
action may indicate that EPA is in fact still serious about pursuing existing and possibly future
NSR enforcement lawsuits, rather than instead focusing on NSR reform and the Clear Skies
Initiative.

B. EPA and DOJ Enforcement Priorities

Recent statements from Attorney General John Ashcroft regarding DOJ’s enforcement
priorities indicate that DOJ may be planning to file additional NSR lawsuits in the future. On
March 11, 2003, DOJ announced the top three enforcement priorities for its Environmental and

"1d. at *19.
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Natural Resource Division (“ENRD").”® According to DOJ, ENRD’s first priority will be to
“level the corporate playing field” by ensuring “that violators pay a premium for failing to abide
by federal laws.””" Cited as a recent example of this priority by DOJ are the complaints filed by
ENRD against several large oil refiners and settlements reached with oil refiners under the
CAA.”® This example, however, appears to be somewhat misleading given that only about a
third of the oil refiners have reached global CAA settlements, unless DOJ and EPA found
violations at only a third of the oil refineries. Given the nature of EPA’s allegations, however,
this latter scenario seems unlikely.

C. DOJ’s Analysis of NSR Enforcement Actions

In May 2001, the National Energy Policy Development Group (“NEPDG”) directed the
DOJ to review existing NSR enforcement actions to ensure that they are consistent with the CAA
and EPA’s NSR regulations.”® In January 2002, DOJ issued the results of its analysis.*® Based
on its review, DOJ concluded “that EPA may reasonably argue that the [NSR] enforcement
actions are consistent with the Clean Air Act and its regulations, as well as the Administrative
Procedure Act.”®!

As part of its review, DOJ focused on two questions: (1) do the NSR enforcement actions
against coal-fired power plants constitute a substantive change in EPA’s interpretation of the
CAA and its regulations that would require notice and comment rulemaking under the
Administrative Procedures Act, and (2) is EPA’s interpretation of the routine maintenance
exception reasonable.’ With respect to the first question, DOJ concluded that EPA has a
reasonable basis for its position that its NSR enforcement actions do not rely on an interpretive
change that required notice and comment rulemaking.®® As for the second question, DOJ pointed
out that EPA’s interpretation of the routine maintenance exception is entitled to deference and
found that EPA has a reasonable basis for concluding that its interpretation of “modification” is
consistent with the CAA and NSR regulations.®*

Notably, DOJ indicated that the level of scrutiny it applied to EPA’s views was “a modest
one” and that it did not consider whether different policy judgments by EPA would be

" Fact Sheet, Department of Justice, Civil Environmental Enforcement Priorities (Mar. 11, 2003); Prepared
Remarks of Attorney General Ashcroft, Department of Justice, Meet and Greet With Environmental Press (Mar. 11,
2003).

1d.

"8 Fact Sheet, Civil Environmental Enforcement Priorities, March 11, 2003.

™ | etter from John Ashcroft, Attorney General, Office of the Attorney General (Jan. 15, 2002).

® |d.; United States Department of Justice Office of Legal Policy, New Source Review: An Analysis of the
Consistency of Enforcement Actions With the Clean Air Act and Implementing Regulations (Jan. 2002) (hereafter
“DOJ New Source Review Analysis’).

8 DOJNew Source Review Analysis at 39.

&d. at 24.

8 1d. at 33. In the SIGECO case, SIGECO filed a motion for summary judgment in which it contended that EPA’s
“new” interpretation of routine maintenance is a new rule or policy that should have been reported to Congress
under the Congressional Review of Agency Rule Making Act. United States v. Southern Indiana Gas and Electric
Co., 1P99-1692-C-M/S, 2002 WL 31427523 (S.D. Ind. Oct. 24, 2002). The court held that SIGECO failed to
demonstrate that EPA has changed it interpretation of routine maintenance. Id. at *10.

8 DOJNew Source Review Analysis at 39.
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reasonably supported in fact and law.*® Also, DOJ did not consider whether EPA’s interpretation
of the CAA and NSR regulations or EPA’s NSR enforcement strategy were wise as a matter of
policy.® Nevertheless, DOJ indicated that in light of its conclusions, the ENRD will continue to
prosecute vigorously EPA’s civil actions to enforce NSR laws.®’

D. NSR Reform

The NEPDG also recommended in May 2001 that EPA, in consultation with the
Department of Energy and other relevant agencies, determine the impact of NSR regulations on
investment in new power plant and refinery capacity, energy efficiency, and environmental
protection.®® On June 13, 2002, EPA submitted its report on NSR to President Bush.*® EPA’s
report concluded that while the NSR program has not significantly impeded investment in new
power plants or refineries, the program “has impeded or resulted in the cancellation of projects
that would maintain and improve reliability, efficiency, and safety” of existing power plants and
refineries.®

Along with its report on NSR, EPA issued recommendations for the improvement and
streamlining of the NSR program.®® These recommendations included the finalization of reforms
proposed in 1996.% Following these recommendations, on December 31, 2002 EPA announced
final action on several of the recommended reforms.”® While EPA’s rules became effective on
March 3, 2003, states like Texas with SIP-approved NSR programs are given until January 2,
2006 to adopt and submit SIP revisions which implement these changes.®® Briefly, the reforms
include:

Baseline Actual Emissions Determination — Allows existing electric utility
units to calculate baseline emissions using any two-year period out of the
five years immediately preceding the modification.” Other sources may
choose any consecutive 24-month period within the preceding ten years.*

Actual-to-Projected Actual Test — Revises the method for calculating post-
change emissions for purposes of calculating emissions increase
associated with a modification.”’

81d. at iv.

81d. ativ, 2.

& 1d. at vi.
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Plantwide Applicability Limits (“PALs”) - PALs allow for the
establishment of annual emissions limits for an entire plant and create the
flexibility to make changes without triggering NSR provided the changes
do not increase emissions above the PAL.%

Clean Unit Exemption — Sources that install state-of-the-art emissions
contrggs (Clean Units) are allowed to make changes without triggering
NSR.

Pollution Control Projects — Exempts modifications that result in a net
environmental benefit from NSR.'%°

On December 31, 2002, EPA also proposed rules creating two categories of activities that
would be considered routine maintenance.'® Briefly, these are:

Annual Maintenance, Repair, and Replacement Allowance — Would allow
certain activities undertaken to “promote the safe, reliable and efficient
operation of a facility” to be excluded from NSR provided the aggregate
annual cost of such activities does not exceed an “annual maintenance,
repair and replacement allowance.”*®® The annual allowance would be
established on an individual stationary source basis and would be equal to
the product of the replacement cost of the source and a specific
maintenance, repair, and replacement percentage to be established on an
industry-specific basis.'*

Equipment Replacement Provision — Would allow equipment to be
replaced under the routine maintenance exclusion if the replacement
component is functionally equivalent to the replaced component and does
not change the basic design parameters of the unit, and the replacement
cost does not exceed a designated percentage of the total replacement cost
of the process unit.%*

E. Clear Skies Legislation

The Clear Skies Initiative, aimed at reducing pollution from power plants, was originally
proposed by President Bush in February 2002. The program was submitted as proposed
legislation (Clean Skies Act of 2002) to both Houses of the United States Congress in 2002, but
the 2001-2002 session of Congress did not pass the legislation. The program was reintroduced to
Congress in February 2003 as the Clear Skies Act of 2003.

% |d. at 80208.
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The proposed legislation would amend Title IV of the CAA to create a national “cap-and-
trade” program for SO2, NOx, and mercury in an effort to reduce power plant emissions of these
pollutants by approximately seventy percent from current levels.'™® The Clear Skies Act would
continue the existing cap-and-trade program for SO2 and would reduce SO2 emissions from 11.2
million tons in 2000 to 3 million tons in 2018.1% NOx emissions would be reduced from 5
million tons in 2000 to 1.7 million tons in 2018.%" Because of regional differences, the Clear
Skies Act would establish two trading zones for NOx with a more stringent cap on NOX
emissions applying in the Eastern United States.® Clear Skies would establish the first-ever
national cap on mercury emissions from coal-fired power plants. The mercury cap would be
aimed at reducing mercury emissions from 48 tons in 2000 to 15 tons in 2018.1%

The Clear Skies Act would significantly modify the NSR program for power plants.
Existing power plants would not be required to go through NSR for modifications.™*
Additionally, new power plants would no longer be subject to the entire NSR process, although
they would have to demonstrate that they will not cause or contribute to a violation of the
NAAQS.™ Instead, new sources would be required to meet new source performance standards
(“NSPS”) for NOx, SO2, mercury, and particulate matter set by the statute at levels significantly
more stringent than existing NSPS.*?2

VI. CONCLUSION

As the DOJ has indicated, prosecuting EPA’s NSR enforcement cases is very resource
intensive."™®* While pursuing NSR enforcement cases against coal-fired electric utilities that
account for 70 percent of all SO2 and 30 percent of all NOx emissions in the United States may
be worth the effort, the Clear Skies Initiative would provide a much more efficient means of
reducing emissions from the electric utility sector. Therefore, the passage of the Clear Skies Act
of 2003 may be the key to the future of EPA’s coal-fired electric utility enforcement initiative.
In fact, although her statements were made in the context of NSR reform rather than
enforcement, EPA Administrator Christine Todd Whitman stated in her letter to President Bush
that “EPA . . . believes . . . that for the power generating sector the benefits currently attributed to
NSR can be achieved much more efficiently and at a much lower cost through the
implementation of a multi-emission national cap and trade program, such as [the] Clear Skies
proposal for the power plant industry.*** Should the Clear Skies Act of 2003 pass, DOJ’s only
incentive for continuing its coal-fired electric utility enforcement initiative would be to exact
penalties from the electric utilities in an effort to further level the playing field.

195 Environmental Protection Agency, Summary of Clear Skies Act of 2003 1 (Feb. 27, 2003) (hereafter “ Summary
of Clear Skies Act of 2003"); Environmental Protection Agency, Clear Skies Act of 2003 Fact Sheet 1 (Feb. 27,
2003) (hereafter “Clear Skies Act of 2003 Fact Sheet”).
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14 |_etter from Christine Todd Whitman, Administrator, United States Environmental Protection Agency, to George
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As for other industries, EPA’s willingness to pursue additional NSR enforcement may
very well depend on EPA’s success in the current electric utility cases. Although the Eleventh
Circuit did not provide a