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On August 2, 1996, the New Jersey Department of En-
vironmental Protection (NJDEP) promulgated rules

governing its Open Market Emissions Trading (OMET)
program. With a goal to provide industry with a greater de-
gree of flexibility in meeting federal air compliance direc-
tives and simultaneously support the state’s progress toward
the attainment of federal air standards, this program has now
been terminated following scrutiny from the U.S. Environ-
mental Protection Agency (EPA), environmental groups,
and a new NJDEP administration.

This Article discusses the basis for this scrutiny and other
program flaws discovered through interviews with, and
public comments from, NJDEP and EPA officials, industry
representatives, environmental advocates, and former
members of the New Jersey State Legislature. The results of
this work are also placed against the political background
that gave rise to open market trading in New Jersey, and may
have hindered the program’s success. Finally, recommenda-
tions are offered for future open market trading (OMT) pro-
grams that may help to prevent some of the shortcomings
witnessed in New Jersey’s initiative.

I. Introduction

When it amended its statewide air pollution regulations in
1995, New Jersey became one of a very small handful of
states to give official sanction to an inventive, market-based
approach to control air pollution: OMT.1 More than just a
conventional credit swapping plan, New Jersey’s OMET
program was deemed to be a “national model for making
clean air profitable for polluters who reduce their own emis-

sions.”2 Some effusive commentators labeled it as “one of
the hallmarks” of former Gov. Christie Whitman’s (R-N.J.)
environmental policies and she herself heralded the pro-
gram at the national level after becoming head of EPA.3

The announcement, therefore, by current NJDEP Com-
missioner Bradley M. Campbell that the once acclaimed
credit trading scheme was “an experiment that failed” was
all that more surprising.4 As the program is now in the final
stages of its phaseout, the decision to end OMT in New Jer-
sey sparks important policy questions: on the basis of the
state’s failed experience, should we consider OMT to be
conceptually flawed and resist further efforts by federal and
state policymakers to implement similar initiatives to re-
duce air emissions? Alternatively, was the program’s failure
the result of poor implementation and/or careless manage-
ment by state officials once the program was operational?

Accurate answers to those questions can help to deter-
mine whether OMT has a place in the contemporary envi-
ronmental policy toolkit. Notwithstanding the apparent
debacle in New Jersey, EPA claims that OMT has the po-
tential to achieve sizable cost-effective reductions and
Robert Ayres5 speaks of OMT as a program that avoids
the structural and procedural shortcomings of U.S. air
policies. There would appear, therefore, to be considerable
merit in looking carefully at the demise of New Jersey’s
OMET program.

This evaluation comes as open market-like programs re-
main active in Texas, Illinois, Massachusetts, New Hamp-
shire, and Michigan.6 All of these programs, including the
one in New Jersey, were developed prior to the issuance of
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EPA’s final guidance on OMT.7 As a result, each state was
allowed to customize its particular program and to build in
a greater degree of flexibility than normally possible when
bound by regimented EPA directives. However, all the ex-
isting programs are premised upon the market-based ap-
proach to emissions credit trading established in 1995 un-
der the Northeast States for Coordinated Air Use Manage-
ment/Mid-Atlantic Regional Air Management Association
(NESCAUM/MARAMA) demonstration project.8

II. The Origins of OMT

Organized in 1993, the NESCAUM/MARAMAproject was
a joint effort involving industry, environmentalists, and air
quality officials that experimented with innovative ways to
reduce tropospheric ozone levels in the northeastern United
States. To accomplish this, the initiative focused on improv-
ing previously established air emissions trading programs
by implementing actual credit creation and use strategies.
Also, the participating parties were afforded the opportunity
to submit constructive criticism on the existing regulatory
structure governing emissions trading.9

This project’s recommendations called for, among other
things, the privatization of many civil duties associated with
emissions credit trading and the adoption of a more holistic
approach regarding emission budget programs.10 Conse-
quently, the reinvented emissions trading program, identi-
fied as an open market approach to trading, would enable a
source of air pollution to use market traded emissions cred-
its to comply with air quality regulations in an unprece-
dented, private manner.

The Clinton Administration viewed the outcomes of
the demonstration project quite favorably and hailed
OMT as a much needed strategy for moving from public
to private oversight that was fully consistent with the
White House’s program of regulatory reinvention. An EPA
Open Market Trading Rule (OMTR) that encompassed the
NESCAUM/MARAMA project’s recommendations would
help to achieve public health standards for ozone at a lower
cost and quicker pace.11 Accordingly, work began almost
immediately to clear the ground for EPAto move forward on
creating credit trading programs modeled on the northeast-
ern demonstration project.12

EPA’s move to transition OMT from experimental con-
cept to widespread policy, was however disrupted by the
need for an immediate change in attitude on the part of fed-
eral regulators on how emission trading programs should
operate. The intricacies of OMT contradicted previous EPA
policy statements such as the 1986 Emissions Trading State-
ment and the 1994 Economic Incentives Program. For in-
stance, instead of trading reductions that offset same-time
emission rates for indefinite periods of time (so-called emis-
sion reduction credits), EPA had to endorse OMT programs
that traded discrete emission reduction (DER) credits be-
tween facilities. This modification would allow firms for the
first time to sell temporary, nonpermanent emissions reduc-
tions below their baseline levels to other facilities seeking
to satisfy temporary or permanent excesses in their allow-
able emissions.

Furthermore, in contrast to other trading programs that
operated under an emissions ceiling, OMT did not impose
any limits on the number of credits available for purchase.
As a result, firms could conceivably acquire a limitless
number of credits, a provision that would enable them to sat-
isfy certain technical standards through the continuous pur-
chase of emissions credits.13

Additionally, instead of requirements to use more con-
ventional means to accurately quantify emission cred-
its—for example through the use of continuous emissions
monitoring—OMT planners expected states and industry to
generate emissions quantification protocols to measure
emissions from individual operations.14 Those protocols
were critical as they served to determine how many credits
companies would be eligible to receive after additional con-
trols for emissions were in place. The development of such
procedures was deemed necessary by participants in the
NESCAUM/MARAMA demonstration project in order to
create confidence that purported emissions reductions were,
in fact, real.

Because New Jersey had been a key member of the
NESCAUM/MARAMAinitiative, local officials were open
to an inventive emissions trading program such as OMT and
adoption was, in many respects, a prefigured outcome. In
addition to NJDEP, several influential economic entities in
the state played major roles in the experimental project in-
cluding its largest electric utility, Public Service Enterprise
Group Inc. (PSEG), and a number of its most visible indus-
trial corporations such as Merck and Hoffman-La Roche.
These firms had all been successful in voluntarily reducing
their emissions of ozone precursors during the demonstra-
tion project and had come away from the experience as
strong supporters of a market-based approach.

The incentive for New Jersey companies to partake in the
NESCAUM/MARAMA initiative, according to industry
officials, was their desire to secure pollution credits that
they could later sell or use to expand existing operations.15

Other inducements, however, were also on the table, most
notably the looming impact of a new set of federal pollution
control requirements known as reasonably available control
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technology (RACT) that were scheduled to take effect in
1995. The Clean Air Act (CAA) Amendments, passed in
1990, required certain states to develop RACT regulations
to reduce emissions of nitrogen oxides (NOx) and volatile
organic compounds (VOCs) and to implement these mea-
sures as soon as practicable, but no later than the end of May
of that year. In turn, companies subject to this requirement
were responsible for installing appropriate pollution control
devices. Without easy access to credits to offset their emis-
sions, several large industrial facilities in the state fell be-
hind schedule to meet the deadline and would not have been
able to comply.

New Jersey was also among the states required under the
CAAAmendments to achieve a 65% reduction in NOx emis-
sions by 1999. An emissions trading program would, ac-
cording to industry officials, enable the state “to clean up the
air, speed it up, and do it at a reasonable cost.” In the absence
of this innovative action, the state would be able to achieve
only one-half of the required reduction.16

The notion of OMT received further inducement from a
series of scripted credit transactions due to be conducted un-
der a memorandum of understanding between companies.
In March 1994, PSEG announced its intention to sell 500
tons of NOx credits to Connecticut-based Northeast Util-
ities. Northeast Utilities would in turn distribute the credits
to several hospitals and small factories in its service area
that operated aging boilers and were struggling to meet the
1995 standard.17

The executive director of NESCAUM, Michael Bradley,
described the pending transaction between PSEG and
Northeast Utilities as a possible “catalyst to a regional mar-
ket that would help quite substantially in reducing the ozone
levels in the summertime.” The Connecticut utility then in-
jected its own sense of urgency into the discussion by openly
declaring that the availability of open market-like credits
were critical “if we’re going to avoid businesses’ shutting
down and moving out of the area.”18 Despite scrupulous
planning, the PSEG-Northeast Utilities transaction never
occurred as the Connecticut company withdrew from the
deal on the premise that “regulations on interstate trading of
pollution rights had not yet been written.”19

Even in the absence of a formal open market program to
advance interstate trading, firms in New Jersey had strong
incentives to trade emission credits. In fact, a credit ex-

change did occur in June 1995, between Merck and PSEG
that enabled the pharmaceutical company to comply with
state and federal RACT requirements. The exchange al-
lowed Merck to purchase up to 75 tons of NOx credits in
1995 (and each year thereafter until 1998). Some observ-
ers were highly critical of this deal—one that had yet to
receive the endorsement of NJDEP—and claimed the ex-
change represented a new service that PSEG could pro-
vide to its customers—a right to pollute.20 For its part,
Merck retorted that the trade was a “pioneering effort to
develop a market-based, regional response to ozone prob-
lems in the Northeast.”21

However, without a formal trading program in place,
firms in New Jersey lacked a legally sanctioned means with
which to transact credits generated during the demonstra-
tion project without going through an extended state ap-
proval process involving not only extensive bureaucratic re-
view, but also time-consuming public comment periods.
These obstacles were especially problematic for PSEG be-
cause the utility company had amassed a sizable number of
credits and had several other trades under consideration.22

At NJDEP, state environmental officials publicly sup-
ported OMT and the strength of its endorsement increased
in the press after the informal unveiling of EPA’s proposed
OMTR in June 1995. Commissioner Robert Shinn urged
EPA to finalize the rule quickly so New Jersey could
promptly adopt its own OMT program.23 Also enticing New
Jersey to embrace OMT was EPA’s promise to automatically
approve the program if it incorporated the forthcoming
OMTR in its entirety.24

According to one of my respondents, though, support for
OMT at the highest levels of NJDEP, while genuine, was
also a testament to a state political context that was unwill-
ing to pursue required emission reductions through conven-
tional means. This resistance was neither unfamiliar nor
particularly surprising. New Jersey historically avoided ex-
treme pollution reduction initiatives due to the fact that it re-
ceives sizeable volumes of air pollution from out-of-state
sources that regularly put it in violation of federal air quality
standards.25 Economic concerns have also deferred state ac-
tion to suppress air emissions, especially after implementa-
tion of the CAAAmendments of 1990, which imposed com-
petitive disadvantages on local industry.26
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The state’s opposition to curtailing emissions reached a
crisis point in 1994 with the new Republican majority at
the national level. During this time, according to one of
my respondents, NJDEP was “beaten to death” by the
state legislature because the environmental body was
viewed as a heavy-handed regulatory institution. Further-
more, any efforts to achieve drastic emissions reductions
pursued by NJDEP at that time were perceived by the state
legislature as an invitation to restructure the department’s
top management to make it more receptive to restrained
policy measures.

By concurrently tending to the need for cleaner air and
economic competitiveness, OMT provided state environ-
mental officials with an ideal political resolution. At the
same time, the ground had already been prepared for the in-
troduction of a market-based air quality program.27 For in-
stance, New Jersey had already begun to integrate more
fully the market-based concepts and regional organization
tools that were part of the 1990 CAA Amendments, a move
that was driven by the prospects of federal sanctions due to
delayed noncompliance with air quality standards.28 More-
over, the state had agreed to participate in the federally es-
tablished Ozone Transport Commission (OTC) in 1992 and
this gave further momentum to the collective approach that
states were seeking to meet those standards.

Additional interviews with key participants confirmed
this support for OMT at the high political echelons of
NJDEP, but also suggested that this endorsement was not
widespread across the agency more generally. As one of my
respondents pointed out, environmental officials responsi-
ble for the actual management of the air program within
NJDEP viewed OMT as an avenue for industry to circum-
vent air quality regulations, and they did not trust a private
market approach. Managers were specifically concerned
that companies would be granted DER credits for emissions
reductions “that would have happened anyway” and feared
the creation of hot spots within the state as a result of the ac-
cumulation of large numbers of credits in specific geo-
graphic areas.

Resistance to the unique trading program within NJDEP,
though, was soon trumped by a major overhaul of the state’s
air pollution law in August 1995, that provided the vehicle
to operationalize OMT in New Jersey. The changes came
when New Jersey was facing multiple federal deadlines to
amend the law, and were passed by a legislative majority
that, according to one respondent, “did not understand what
they were voting on.”

The amendments required NJDEP to establish an emis-
sions trading program that used “economic incentives to
make progress toward the attainment or maintenance” of
federal air standards,29 although an open market approach
was not specifically delineated.30 However, the language of
the bill, and the timeline for implementing the program, all

but guaranteed the selection of OMT. The legislation specif-
ically called for NJDEP to “consider the role of a third party
in the banking, verification . . . and program audits associ-
ated with emission reduction credits” and to “create and pre-
serve opportunities for private sector participation in any
emission trading program established by the department.”31

All of these features were characteristic of OMT. In addi-
tion, the provision that the trading program’s rules be pro-
posed within 90 days was a clear declaration to select OMT
because of its low startup requirements.

According to multiple respondents, though, the specific
language of the bill was not predicated on input from
NJDEP. Concomitantly, the bill’s sponsors did not have any
specialized knowledge of the intricacies of OMT. Indeed,
the open market-like references within the legislation were
the direct result of a successful lobbying campaign on behalf
of industry, including PSEG, led by Bradley, the former
NESCAUM director-turned-consultant for the large utility
company and other businesses around the state interested
in OMT.

As a result, New Jersey quickly began to implement the
industry-sponsored program which, according to one of
OMT’s biggest advocates, Governor Whitman, would “help
New Jersey improve air quality and the quality of life
for business.”32

III. Program Development

The state legislature’s call for an immediate emissions trad-
ing program in 1995 imposed a significant and urgent obli-
gation on state environmental officials.33 With “no infra-
structure to implement the [OMET] program” at that time,
according to one NJDEP respondent, environmental offi-
cials took on the responsibility of OMT when department
resources were being cut 20% in regulation, permitting, and
enforcement under Governor Whitman.34 There was, ac-
cording to this individual, an “unwillingness to assign peo-
ple to manage the [OMET] program,” despite the gover-
nor’s claim that the 1995 bill gave “the Department of Envi-
ronmental Protection the resources it needs.”35

Still awaiting a final EPA rule on OMT and under an “ex-
tremely tight schedule,” NJDEP sought to include “those
provisions of USEPA’s proposed OMTR for which a con-
sensus appeared to exist” and at the same time “address[ed]
issues which the proposed OMTR [did] not yet address,”
that the department believed had to be in place for trading to
begin promptly.36 That combination enabled, if not forced,
New Jersey to set t le on a program that was
self-implementing and called for minimal state oversight.37
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Consequently, NJDEPsidestepped time-consuming mea-
sures to safeguard the OMET program, most important in
this regard was the failure to establish approved emission
quantification protocols or secure EPA-approved protocol
guidance governing the use of DER credits. Reliable proce-
dures were critical to enable firms to accurately estimate
their reductions and credit needs in the program.

Federal EPA officials who were watching guard over the
program’s maturation wanted New Jersey “to list some cri-
teria in the rule on what should be addressed in the [quantifi-
cation] protocols.”38 EPA’s proposed rule recognized the
important role that protocol use and development would
have in open market programs. However, the need to have in
place government-approved protocols before trading took
place was considered to be an impediment to the develop-
ment of OMT systems. NJDEPwould need dozens, and pos-
sibly hundreds, of specific protocols to address the diverse
nature of mobile and stationary sources authorized to gener-
ate and trade DER credits.39

In response to this obstacle, EPA sought to work with
states to establish only guidance for acceptable protocols
that would outline the data that companies would need to
support the number of credits they claimed to be generating
or that they needed to comply with federal regulations. In
turn, industry would be held to this guidance and to create
accounting practices that were specific to various commer-
cial operations.40

Instead of collaborating with EPA to achieve federal ap-
proval, NJDEPinstead sought to “rely on its own experience
and expertise with stationary and area sources” to develop
quantification procedures for companies within the state.41

Companies could then use this guidance to formalize their
own protocols that would utilize compliance mechanisms
such as stack emission testing already in use. New Jersey’s
unilateral approach stemmed from discontent with EPA’s
prior efforts to develop protocols for stationary and mobile
sources that required “complicated quantification tech-
niques, which included statistical analysis, that were over-
whelmingly objected to by process participants” and led to
the creation of an “unmanageable trading system.”42

Other contentious issues in the state’s program included
DER verification and liability. The delegation of credit
verification to the private market was “the area most peo-
ple in [EPA] headquarters [had] concerns about when dis-
cussing NJ’s OMET program,”43 a position that signaled
EPA’s ongoing resistance to one of OMT’s rudimentary ele-
ments. The issue of liability associated with DER credits
posed separate concerns. Under New Jersey’s program, if
credits previously verified and used for compliance were
eventually found to be invalid, the credit user would not be

liable for the bogus credits, and no penalty would be ap-
plied. The user would only be expected to replace the invalid
credits with legitimate ones.44 EPA’s OMTR stated that the
principle of buyer liability would be most effective to assure
DER quality.45

These examples of New Jersey’s go-it-alone approach to
OMT exemplified the difficulty of developing a state open
market program in the absence of a final, binding OMTR.46

EPA Region 2 officials quickly realized the program’s dis-
tinctive nature, the extent of which led them to “not judge
NJ’s rule against the OMTR” as the state’s program was
“something different” from EPA’s proposed rule. Instead,
New Jersey’s trading program would be classified as a
stand-alone economic incentive program (EIP) and would
consequently “be judged by the criteria for all State Imple-
mentation Plan submissions—that they be enforceable,
compatible with the [CAA], protective of the National Am-
bient Air Quality Standards, etc.”47

Despite clear uncertainties in New Jersey’s pending trad-
ing program, federal officials remained inclined to “let NJ
try it.”48 The OMET program could, in fact, then be viewed
as an experiment in regulatory incentives to improve air
quality. In other words, the sole federal publication on OMT
would not be the standard for a proper or improper open
market program. Instead, New Jerseyians were subjected to
the trials and errors of an untested initiative and the novelty
of this experiment should have prompted careful oversight
by NJDEP. Such vigilance would not be forthcoming. On
the contrary, state officials remained lax, if not negligent,
throughout the program and simultaneously promoted the
air quality benefits of a credit trading program that could
never be appropriately quantified for or accepted by EPA.

IV. Reasons for Closure

There is ample evidence that NJDEP failed to execute the
limited number of obligations for which it was responsible
under the state’s OMET initiative, namely the auditing of
credits and the mobilization of enforcement. Consequently,
the program’s shortcomings were cloaked under a myriad of
complementary announcements that gave the impression
the program was a promising initiative. These lone civil re-
sponsibilities to a program largely under the control of the
private sector were especially warranted following the deci-
sion to grant private facilities unprecedented control to
quantify and generate emissions credits that they could later
sell to companies seeking to comply with federal air stan-
dards. Furthermore, state environmental officials failed to
respond even in the face of highly publicized events that
should have, by any reasonable measure, prompted them to
assume greater oversight authority.

A significant deficiency in New Jersey’s OMET program
derives from an inability to communicate and to confirm the
program’s actual environmental benefit. The federal OMTR
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was clear in its intention to simultaneously reduce the cost
of compliance and to promote emissions reductions that
provided immediate public health benefits. Federal guid-
ance already in place also stipulated that any state seeking
to incorporate EIP’s had to ensure they were “designed to
benefit both the environment and the regulated entity.”49

The OMET program clearly violated this condition on all
accounts. New Jersey’s own state implementation plan
(SIP) submission to EPA for OMET’s approval boldly
stated that “no VOC or NOx emissions reductions were pro-
jected to be associated with the implementation of the NJ
OMET program.”50

However, the absence of any reductions in the state’s SIP
did not thwart state efforts from promoting or publicizing
the program’s ability to improve air quality. NJDEP admin-
istrators, elected officials, and corporate managers that had
successfully lobbied for OMT regularly identified and pro-
moted OMET on the basis of the program’s environmental
benefits. For instance, they regularly stated that the emis-
sions trading component of the 1995 air pollution control
law amendments would result in lower pollution overall and
companies expressed the program would clean up the air.51

Former NJDEP Commissioner Shinn went as far as to as-
sert the program resulted in 10,000 tons of emissions reduc-
tions between 1995 and 1996,52 a statement that gave the im-
pression that the OMET program was not merely an addi-
tional compliance option for industry, but also an innovative
way to achieve environmental improvements.

The foundation for OMET’s environmental benefit
claim, though, was masked by an overall goal to provide in-
dustry “with a flexible compliance alternative in meeting its
continuing, shrinking emission reduction requirements, and,
on the same hand, offering an environmental benefit, in that it
encourag[ed] early emission reduction and guarantee[ed] a
10 percent retirement of emissions upon use.”53 While news
organizations widely reported this claim of a 10% retirement
benefit for the sake of the environment, no one publicized the
fact that, according to one respondent, EPA officials would
not allow the state to claim those reductions as a means to
show that companies in New Jersey were spewing out less air
pollution. In other words, EPA was in fundamental disagree-
ment with New Jersey’s claim that its own guidance was suf-
ficient to deter the production of bogus emissions credits.

The lack of a serious mechanism to ensure that the gener-
ation of credits was attributable to real emissions reductions
would become the central argument against the state’s trad-
ing program advanced by environmental groups.54 This ar-
gument, according to one NJDEP respondent, was not spe-

cious because allowing industry to generate their own quan-
tification protocols was a “big mistake.” Such a provision
gave firms an incentive to “push a protocol their way” and to
“take advantage of the program.” These were outcomes that
the official believed did indeed occur.

Evidence of this perceived abuse emerged in 1998 when a
very contentious issue—one that had undergone much de-
bate inside EPA—surfaced. Ten companies in New Jersey
were given the authority to sell credits generated before
New Jersey’s OMET program became active in 1996, most
of which were reductions that were carried forward from the
NESCAUM/MARAMA demonstration project. EPA offi-
cials had “been fighting against this [claiming pre-1996
credits] all the way.”55 In spite of this federal resistance, in
February of that year, EPA agreed to allow those companies
in New Jersey to use pre-1996 credits, a decision that would
allow them to cash in on just over 10,000 tons of purported
reductions. More than 9,500 tons of those credits belonged
to PSEG that, based on a credit transaction that occurred in
1997, had a market value between $9 and $12 million.56

As a condition for EPA’s approval, NJDEP was required
to submit to EPA all documentation the 10 companies had
that showed all pre-1996 credits were calculated appropri-
ately. In October 1998, as requested, NJDEPhanded over 10
credit generation strategies that had been employed by com-
panies such as Conectiv, PSEG, BASF Corporation, and
Interbake Foods Incorporated. EPA soon determined that
all 10 credit strategies not only failed to meet New Jersey’s
own criteria for quantifying credits under the OMET pro-
gram, but also found those strategies to be inconsistent with
EPA’s guidance.57

While EPA’s harsh assessment posed a significant blow to
the program’s credibility, the larger, more pressing issue at
hand involved the impact that EPA’s review would have on
the balance of credits generated after 1996—most notably
those that had been based on protocols developed in the pri-
vate sector and, according to one respondent, that were at-
tributable to the demonstration project. By 1999, NJDEPac-
knowledged that in the three-year period since the program
commenced in August 1996, companies in the state’s four
most heavily urbanized counties had accumulated more
than 2.5 million pounds of NOx and VOC credits.58

Instead of investigating the validity of the credits that had
been formally generated under the OMET program, NJDEP
instead distanced itself from this and other unidentified
problems. According to one respondent, when compliance-
related problems began to surface, senior staff was “dis-
couraged from referring things to enforcement” because the
commissioner at the time “wanted to give the program a
chance” and “was in favor of the program and wanted it to
succeed.” Such problems included clear violations of the
state’s OMET rules as “some of the companies, at least two
or three, maybe more . . . stated they were using credits to
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compensate for emission limit exceedances as [dictated] by
their permit.” Even when agency enforcement authorities
were alerted, this particular respondent stated that “enforce-
ment never got to the point of checking it out and issuing a
violation, but they were made aware of it.”

Of course, responsibility for safeguarding against the use
of completely bogus or skewed credits by exerting its audit-
ing authority was one of the few real obligations NJDEP had
in the OMET program. Because generation, verification,
registration, transfer, and use of DERs was delegated to the
private sector, the department had an especially prominent
duty to conduct comprehensive programmatic reviews. Au-
dits would provide assurance that the credits firms were
claiming were genuine and indeed the result of reductions in
excess of what was required by law.

Early on in the program, NJDEP in fact did view auditing
as a way to prevent companies from claiming credits from
emissions reductions that would have occurred anyway.59

State environmental officials also made specific commit-
ments at the onset of the program to, at a minimum, “meet
any program audit requirements established in federal regu-
lations or guidance (at least every three years).” That prom-
ise was advanced in response to EPA’s concerns that credit
trading in the OMET program would lessen the state’s abil-
ity, and areas downwind, to meet federal air standards.60

Here, too, NJDEP failed to fulfill its public commitment.
According to one NJDEP respondent, with only one
full-time staff person committed to the OMET program, au-
diting was not “high enough on the department’s priority list
to do,” but “one could say that maybe the department didn’t
want to know what was going on.”

Formally, the state’s position to EPA was that New Jersey
“didn’t need to complete a program audit until three years
after EPA’s approval of the OMET program.” However,
New Jersey formally sought that approval at the end of
1998, two years after the program was in operation. EPAdid
not agree with New Jersey on this issue and tried to point out
to NJDEP that the audit was based on implementation of the
program and not on implementation of the program after
EPA approval. In fact, according to one EPA respondent,
EPAtold New Jersey “it was in their interest to complete the
audit outside of the SIP process and that positive audit re-
sults could help toward OMET’s approval.” The result was
that throughout the entire time OMET was operational,
from 1996 to 2003, NJDEP never conducted a program au-
dit or verified the accuracy of a single DER credit.

In the face of these administrative lapses and resource
limitations, state environmental officials did not take any
other measures to ensure that the OMET program was not
vulnerable to abuse. Quite the opposite, NJDEP instead
pushed to loosen permit requirements in December 1999, in
an attempt to accelerate DER credit use, a move that was
premised upon a desire to give businesses increased flexibil-
ity over emission levels during periods of high production.61

The new rules, outlined under Stage II of the program,
would “allow companies to exceed permitted pollution lim-

its for limited periods of time” and allow companies “to pay
off an expanded number of permit violations with credits.”62

As NJDEP officials sought to revise the state’s OMET
program, they also embarked on efforts to resist the incorpo-
ration of any safeguards that federal officials deemed to be
appropriate. For instance, in November 1999, two months
after EPA published a draft version of the new federal guid-
ance pertaining to EIPs, New Jersey asked EPA to grandfa-
ther the state from any new provisions that would pertain to
its OMET program.63 In the absence of such a provision, the
OMET program would have to meet the new EIP guidelines
as New Jersey’s program had not yet been approved.

To justify this request, NJDEP stated that the OMET rules
were based “on the federal model open market trading rule
for ozone smog precursors, proposed by USEPA in 1995”
and that NJDEP had attempted “to adhere to all applicable
rules and guidance issued by USEPA.”64 In actuality, as dis-
cussed earlier, New Jersey’s efforts to conform to the 1995
OMTR did not include and/or follow through on key provi-
sions of the federal rule, namely assurances that measurable
environmental benefits would be realized, auditing func-
tions would be properly fulfilled, and proper enforcement
mechanisms would be put in place.

The requirements of the forthcoming federal EIP guid-
ance could have had severe impacts on the state’s OMET
program. As Commissioner Shinn stated: “[A] decision to
make the new federal EIP guidance applicable to already
promulgated [state] rules would effectively remove the
availability of open market trading as an administrative in-
strument that could lower compliance costs for at least two
years, if not permanently.”65 However, this statement was
not entirely true. The pending EIP guidelines would not re-
move OMT as an administrative tool, but would rather rep-
resent EPA’s final action and conditions for OMT that in-
cluded, among other things, the requirement for industry to
certify, upon credit generation, that their internal guidelines
met “all relevant requirements of EPA’s quantification pro-
tocol development criteria.”66

In a move that would eventually shelter the state’s EIP
from conforming to EPA’s final policy requirements on
OMT, NJDEP called on EPA headquarters in June 2000, to
“proceed as soon as feasible to finalize the action of the
USEPA” and approve New Jersey’s SIP to incorporate the
state’s OMET program.67 Coincidentally, EPA proposed to
approve conditionally New Jersey’s program in January
2001, the same month the new federal EIP guidance was
published. This action exempted New Jersey’s OMET pro-
gram from the new incentive guidance because any program
that had already been conditionally approved by EPAwould
not be subject to the new provisions.68 Instead, EPA Region
2 officials sought to work with New Jersey in subsequent
years to improve various areas of concern. EPA personnel
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conceded that this task would be more easily accomplished
before the OMET program was approved.69

Conditional approval of New Jersey’s program in January
2001, while beneficial for the state’s commitment to facili-
tate emissions trading, ultimately proved to be its ruin be-
cause this action catalyzed a series of high profile events that
uncovered several unfavorable program liabilities that had
been festering under NJDEP’s complacency. The public
comment period required by the provisional authorization
prompted the New Jersey chapter of the Sierra Club and
Public Employees for Environmental Responsibility, a na-
tional watchdog group, to jointly prepare comments to the
EPA’s Inspector General (IG).

Those formal assessments itemized the two groups’ ma-
jor concerns regarding EPA’s proposed approval in the face
of numerous cautionary findings already acknowledged by
the office of the IG itself that OMT programs “may be
deeply flawed and . . . pose a hazard to public health.” In
addition, the groups collectively claimed that facilities
“used this never-approved program both to generate cred-
its and use them to demonstrate ‘compliance’ with the
[CAA’s] requirements.”70

The IG was clearly interested in New Jersey’s program,
especially with respect to the validity of DER credits in the
state, and stated that “quantification was one [concern] that
[environmental groups] raised and that we intend to pur-
sue.”71 This particular focus proved to be warranted as the
eventual investigation found that “data quality objectives
were not consistently used to minimize the risk of invalid
trades in the 84 trades [IG] reviewed in New Jersey.”72 The
IG also confirmed something that was already widely
known in the state—that no EPA- or state-approved proto-
cols were used to calculate credits.

However, the IG’s finding that had the most significant
impact on the OMET program was not something initially
targeted by the investigation. During the course of the re-
view, EPA inspected the trades to which PSEG had been a
party and “alleged [that the utility had] violated [new source
review] requirements by modifying two plants without ob-
taining required permits that would have established lower
compliance levels.” In other words, PSEG was purportedly
in violation of the CAA and, if this assessment was substan-
tiated, would be required to have had a lower emissions limit
for certain operations. With lower lawful levels, PSEG’s
emission reduction credits would not have been as great as
initially claimed. Another local utility, Conectiv, was found
to have used credits at inappropriate times of the year, a vio-
lation that the IG claimed NJDEP could have detected if the
department had been reviewing program data.73

Federal officials and PSEG reached a settlement in Janu-

ary 2002 in which the utility company retired roughly
18,600 tons of DER credits valued at more than $16 million,
a fine according to one respondent that was rather insignifi-
cant, since the credits were never independently verified as
genuine in the first place.74 The larger problem stemming
from the settlement, though, related to the impact that the
agreement would have on the existing DER market. The re-
moval of PSEG’s credits markedly curtailed the supply
from which companies could purchase to stay in compli-
ance with technical standards.75 This reduction of DER
credits, combined with the closure of the program’s credit
registry at the end of 2001 when the contractor withdrew,
created a tumultuous situation.

The final exam that the OMET program would ultimately
fail was the evaluation by then-new NJDEP Commissioner
Campbell. According to Campbell, the settlements resulting
from the IG investigation “highlight[ed] the need to reeval-
uate New Jersey’s failed emissions trading program” to
make sure communities were not being shortchanged.76 The
resultant reassessment prompted Campbell to ask EPA to
hold off on the final approval of the state’s OMET program
in May 2002 with the hope that NJDEP officials would sub-
stitute the OMET program with a more “workable” alterna-
tive.77 This search was aborted after only four months and
Campbell concluded that the OMET program had failed and
had hurt the state’s effort to reduce air pollution. For their
part, environmental advocates described the program as “an
environmental con game that did not work.”78

V. Conclusions and Recommendations

As pointed out by one respondent, the experience garnered
during New Jersey’s emissions credit trading program high-
lights a potential misconception over the conjoining of mar-
ket mechanisms and environmental policy—that market-
based solutions can independently solve environmental
problems, or, more appropriately for the OMET program,
provide industry with an alternative method of regulatory
compliance. OMT pushed the regulatory envelope in that
the state delegated the necessary tasks associated with credit
trading to the private sector in an entirely unprecedented
manner. The state’s legislature and its environmental offi-
cials simply overestimated the public’s tolerance for the ab-
rogation of government oversight in the conduct of environ-
mental management.

The limit of that tolerance was ultimately violated by the
absence of real safeguards and numerical targets essential to
achieving substantiated environmental improvements. The
need for an environmental goal, as pointed out by EPA’s IG,
was especially warranted in the OMET program to confirm
that the initiative provided emissions reductions equiva-
lent to those achievable under the prevailing system of
technical standards.79 Combined with the careless manner
that NJDEP administered the program, one can easily con-
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clude that prolonging this experiment would only result in
poorer air quality and an increased incidence of public
health hazards.

It is therefore not surprising that the feedback collected in
this study on how to improve the OMET program focused
on conservative means to employ market-based policies
such as OMT. Recommendations included the creation of
significant oversight and the need to begin an OMT program
with a small number of participants to build confidence in
both the regulatory agency and the public that a worthwhile
and well-intended program is in place. Moreover, an effec-
tive emissions trading program requires a commitment to
strict enforcement and regulatory authorities should ac-
tively investigate and confirm the validity of a sufficient
number of DER credits to ensure that real emission reduc-
tions are taking place.

To avoid concerns regarding the prominence of private
parties in open trading, the need for accurate quantification
protocols and scrupulous guidance must be at the core of
any OMT program. Since regulatory authorities must de-
vote considerable effort to developing protocols for every
industrial application involved in credit generation, they
should prioritize those operations and reduction techniques
that are most prevalent in industry and have the capacity to
produce the largest number of credits due to the sheer vol-
ume of source emissions. Those protocols should ideally be
approved by either EPA or the appropriate state agency, or
both, before credit generation can take place. For smaller
emission sources where approved quantification protocols

are not justified, environmental authorities must develop
guidance that is agreeable to both state and federal officials.
Facilities subject to these provisions should be the focus of
enforcement audits to confirm that they are following ap-
propriate procedures for generating credits.

In many respects, the decision to integrate OMT into the
state’s existing air quality regulations could be portrayed as
a sensible policy decision. New Jersey was struggling to
find methods of regulation that simultaneously balanced air
quality improvements and protected the competitiveness of
its industry. In addition, the use of market-based measures
and interstate approaches to achieve emission reductions,
particularly ozone precursors, were being pursued as strate-
gies that could satisfy economic and health concerns while
recognizing the regional nature of the ozone problem.

The real value of OMT, though, should not be predicated
upon the actual volume of emission reductions that are tak-
ing place. Open market trading represents a rare regulatory
tool that can spur smaller and more numerous businesses to
identify innovative, rewarding ways to improve their envi-
ronmental performance. As Ayres points out: “[W]ith more
accurate information about the costs of reaching pollution
control goals, policymakers can make more informed deci-
sions with respect to such goals.”80 The advantage of pro-
moting and learning from that innovation justifies the con-
tinued experimentation with OMT as an option for achiev-
ing cost-effective pollution reduction targets.
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