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CPP Rollback May Impact SO2 Emissions Trading Markets
By David Fotouhi, Gibson Dunn & Crutcher LLP
Law360, New York (December 16, 2016, 11:43 AM EST) -- If the U.S. Environmental
Protection Agency’s Clean Power Plan is jettisoned or substantially scaled back by
the D.C. Circuit or the next administration, then the resulting short-term
regulatory uncertainty and the potential tapering of recent declines in sulfur
dioxide emissions may affect sulfur dioxide emissions allowance prices. Although
modifications to the Clean Power Plan will have the most direct effect on
greenhouse gas emissions, participants in sulfur dioxide emissions trading markets
should carefully monitor market reactions and real-world emissions data as they
engage in compliance planning in the coming years.
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The EPA’s stated purpose for the Clean Power Plan[1] for existing electricity
generating units is to reduce carbon dioxide emissions by more than 30 percent of
2005 levels by 2030.[2] The rule sets limits on carbon dioxide emission rates for sources in individual
states and promotes generation shifting from coal-fired electric generating units to renewable
sources.[3] The impacts of the Clean Power Plan, however, are predicted to extend far beyond a
reduction of greenhouse gas emissions. The EPA acknowledged — and has in fact touted — the Clean
Power Plan’s “co-benefits” of reducing emissions of other compounds.[4] Indeed, the EPA stated that
the Clean Power Plan “will reduce pollutants that contribute to ... soot and smog ... by over 20 percent
in 2030,” including a 318,000 ton reduction of sulfur dioxide (SO2) emissions.[5]
As a candidate for the presidency, President-elect Donald J. Trump advocated for “scrapping the EPA’s
so-called Clean Power Plan,” citing the cost of the regulations, impact on the coal industry and his
prediction that “[t]his Obama-Clinton directive will shut down most, if not all, coal-power electricity
plants — all over the country, they’re shutting down.”[6] The final rule is currently under review by the
D.C. Circuit — oral arguments took place before the en banc court in September, and a decision is
pending.[7] If the D.C. Circuit were to invalidate the Clean Power Plan, the EPA under the Trump
administration could refuse to defend the rule and not seek certiorari to the U.S. Supreme Court. Even if
the D.C. Circuit rejects the challenges to the Clean Power Plan, the EPA could initiate a new rulemaking
to rescind the rule’s provisions, limit its scope, increase its emissions targets or extend its compliance
deadlines. But just as implementation of the Clean Power Plan would result in so-called co-benefits on
other nongreenhouse gas emissions like SO2, unwinding of the Clean Power Plan could affect these cobenefits and could impact other EPA regulatory programs.

The cross-state air pollution rule (CSAPR) took effect on Jan. 1, 2015, and regulates SO2, annual nitrogen
oxide (NOx) and seasonal NOx emissions in 23 eastern U.S. states by means of a cap-and-trade
program.[8] The EPA divided these 23 states into two groups, and the CSAPR requires covered sources in
group 1 states to make a collectively larger reduction in emissions than group 2 states.[9]
Implementation occurs in two phases: phase 1 began in 2015 and phase 2 will begin in January
2017.[10] For each state, the EPA set an emissions budget for SO2 and for NOx — the sum of these state
budgets effectively acts as an emissions cap for each contaminant in phase 1.[11] In phase 2, state
emissions budgets generally will decrease from phase 1 levels.[12]
Sources within each group are allocated emissions allowances.[13] Sources must hold a sufficient
number of allowances in their compliance accounts each year to cover their emissions in order to
comply with the rule.[14] If a source is allocated more allowances than it needs for compliance in a
given year, it may trade these allowances within its group or bank these allowances to offset emissions
in future years.[15] If a source emits more than its allocation of allowances would cover, it can seek to
purchase additional allowances in the emissions trading market for its group.[16]
Phase 2 includes enforcement of an additional restriction: The EPA set an “assurance level” for each
state equal to 118 percent of that state’s phase 2 budget.[17] The assurance level is intended to account
for emissions variability while limiting the total amount of emissions that can be covered by allowances
(either allocated to the source, purchased by the source or banked by the source).[18] If all sources are
in compliance with phase 2 limits, emissions will not exceed the assurance levels in any state —
effectively serving as an emissions cap.[19]
As a general matter, phase 1 emissions budgets for SO2 were higher than actual SO2 emissions from
covered sources in 2015. For example, in group 1 states, the sum of phase 1 SO2 emissions budgets was
approximately 1.2 million tons greater than all actual SO2 emissions from covered sources in 2015.[20]
Emissions in 2016 have continued this declining trend. Again, taking group 1 as an example, covered
sources emitted approximately 620,000 tons of SO2 through September 2016. Thus, it appears likely
that SO2 emissions from these states in 2016 will fall under the aggregate CSAPR emissions budgets by
more than 1.5 million tons.[21] Under the CSAPR, sources may bank these unused allowances for
compliance in future years.[22]
The start of phase 2 in January 2017 will usher in lower SO2 emissions budgets for states in both groups
along with assurance provisions designed to limit aggregate SO2 emissions from all sources. However,
actual SO2 emissions in 2015 were already lower than phase 2 emissions budgets in all group 1 states
except for Kentucky, Ohio, Pennsylvania and Tennessee.[23] Extrapolating from the data for the first
nine months of this year, it appears likely that actual emissions in 2016 will not exceed the applicable
phase 1 SO2 emissions budgets or even the lower phase 2 SO2 emissions budgets (if they applied) in any
group 1 state.[24] To the extent that SO2 emissions in 2015 and 2016 are predictive of what emissions
will be in 2017, it appears likely that no group 1 state will exceed its SO2 emissions budget or
corresponding assurance level in the first year of phase 2 of the CSAPR.
Likely due to this delta between real-world SO2 emissions and emissions budgets, emissions allowances
have traded at relatively low prices. On Nov. 7, 2016, Platts assessed the price of 2016 vintage and 2017
vintage group 1 SO2 allowances at $1.75 per ton, and 2016 vintage and 2017 vintage group 2 SO2
allowances at $3.25 per ton.[25] Another factor likely putting downward pressure on prices is the Clean
Power Plan’s predicted impact on coal-powered electric generating units. Indeed, one expert’s analysis
concluded that the Clean Power Plan would result in coal unit retirements increasing by 45 gigawatts

through 2031, and coal-fired generation declining by about 29 percent over that same period.[26] The
U.S. Energy Information Administration has predicted coal unit retirements increasing by 50 gigawatts
through 2040, with “nearly all” retirements occurring by 2020.[27] A reduction in coal-fired electric
generating capacity to this extent nationwide would undoubtedly result in a decrease in SO2 emissions
from CSAPR covered sources.
Rolling back the Clean Power Plan will have the most direct impact on greenhouse gas emissions.
However, this action also could reverse the downward pressure on SO2 emissions allowance prices.
Without the Clean Power Plan’s push toward generation-shifting, covered sources may select not to
convert units from coal-fired generation or retire coal-fired generating units before the end of their
anticipated useful lives, which could slow or halt the rate of decline in SO2 emissions. Generators also
may choose to invest in new coal-fired generation facilities, which would be subject to the CSAPR.[28] If
the EPA were to further reduce phase 2 budgets through a future rulemaking, then these impacts would
be exacerbated.
Likely due to this new aura of uncertainty, allowance prices have risen since the Nov. 8 general
election.[29] On Nov. 23, 2016, Platts assessed the price of 2016 vintage and 2017 vintage group 1 SO2
allowances at $2.50 per ton, and 2016 vintage and 2017 vintage Group 2 SO2 allowances at $4.25 per
ton.[30] These recent moves represent a 70 percent increase from pre-election prices, signaling that
market participants may be weighing a potential rollback of the Clean Power Plan, uncertainty as to how
covered sources will react to regulatory changes, and the potential for fewer coal retirements and new
investment in coal-fired electric generating capacity. These developments could continue to affect the
markets and may reverse the downward pressure on prices.
However, the recent price increases may not be a sign of a forthcoming long-term trend unless the EPA
were to reduce phase 2 budgets in the future, given that SO2 emissions in 2016 likely will fall below the
levels of phase 2 budgets, and given that sources will likely be able to use an estimated 2.7 million
banked allowances from phase 1 for compliance in future years (subject to state assurance levels). In
light of these developments and as a part of their ongoing compliance planning, sources subject to the
CSAPR should closely monitor market prices of emissions allowances and emissions data of SO2
emissions in their state and CSAPR group.
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