The Honorable Chrigtine Todd Whitman
Adminigtrator
U.S. Environmenta Protection Agency
Arid RiosBuilding
1200 Pennsylvania Avenue, N.W.
Washington, D.C. 20460
date stamped December 23, 2002

Dear Ms. Whitman:

Enclosed for your consderation is the Report of the Small Business Advocacy Review Pand
(SBAR Pand or the Pandl) convened for the proposed rulemaking on the Control of Emissions of Air
Pollution From Land-Based Nonroad Compression Ignition Engines and Nonroad Diesdl Fud that the
U.S. Environmenta Protection Agency (EPA or the Agency) is currently developing.

On October 24, 2002, EPA’s Small Business Advocacy Chairperson (SBAC) convened this
Pand under Section 609(b) of the Regulatory Hexibility Act (RFA) as amended by the Smadl Business
Regulatory Enforcement Fairness Act (SBREFA) of 1996. In addition to the Chair, the Panel
conssted of the Deputy Director of EPA’s Office of Transportation and Air Qudity, the Chief Counsdl
for Advocacy of the Smdl Busness Adminidration, and the Adminigtrator of the Office of Information
and Regulatory Affairs within the Office of Management and Budget.

The Pand’ s findings and discussion are based on the information available during the term of
the Pand. EPA is continuing to conduct analyses relevant to the proposed rule, and additiona
information may be developed or obtained during the remainder of the rule development process and
from public comment on the proposed rule. Any options the Pand identifies for reducing therul€'s
regulatory impact on small entities may require further andysis and/or data collection to ensure that the
options are practicable, enforceable, environmentaly sound, and consistent with the Clean Air Act,
primarily sections 211(c) and 213(a) and (b).

Small Entities That May Be Subject to the Proposed Regulation

Nonroad Diesdl Engine and Equipment Manufacturers

EPA conducted a prdiminary industry profile to identify the engine and equipment
manufacturers that are in the nonroad diesdl sector. Using this, EPA identified atotal of 61 engine
manufacturers. Of the 61 manufacturers, 4 fit the SBA definition of asmall entity. These busnessesal
make lower horsepower (hp) engines, and comprise about one percent of the total engine salesfor the
year 2002.

In this same assessment, EPA identified over 700 nonroad equipment manufacturers. These



businesses include equipment manufacturers in the industrid, congtruction, agricultura, and outdoor
power equipment (mainly, lawn and garden equipment) sectors of the nonroad diesel market. The
equipment produced by these manufacturers ranged from small (sub-25 horsepower wak-behind
equipment) to large (in excess of 750 horsepower, such as mining and congtruction equipment). Of
these manufacturers, EPA believes that smal equipment manufacturers represent approximately 71
percent of total equipment manufacturers (and these manufacturers account for 11 percent of nonroad
diesdl equipment industry saes).

Nonroad Diesdl Fuel Industry

EPA’s current assessment is that 26 refiners (collectively owning 33 refineries) meet SBA’s
definition of asmall business for the refining industry. The 33 refineries gppear to meet both the
employee number and production volume criteria. The total number of refineries producing nonroad
diesd fud is91. These smdl refiners currently produce approximately 6 percent of the tota high-sulfur
died fud.

The industry that transports, distributes, and markets nonroad diesdl fuel encompasses awide
range of businesses, including bulk terminas, bulk plants, fudl oil dedlers, and diesdl fue trucking
operations. Thousands of entities have somerolein this activity. More than 90 percent of these entities
would meet smdl entity criteria There are ten smal common carrier pipeline companieswhich are dso
apart of the digtribution system.

Summary of Smdl Entity Outreach

Before beginning the forma SBREFA Pand process, EPA actively engaged in talking to entities
that would potentialy be affected by the upcoming rulemaking. With knowledge learned from the
highway diesd rulemaking, the Agency began conducting phone conferences and face-to-face meetings
with small fud refiners that produce nonroad diesd fuel well in advance of the SBREFA process. This
led to the sdlection of a set of potentid Small Entity Representatives (SERS) that represent a cross-
section of al smdl refiners. EPA dso had begun conversations with representatives of small nonroad
fud digtributorsin order to better understand that industry sector, and identified three potential SERsin
this process.

For the engine and equipment manufacturers, an industry profile of businesses that manufacture
nonroad diesd engines and equipment was prepared. From this study, EPA was able to determine the
amadl entities that could potentidly be affected by this rulemaking. The Agency began talking to
manufacturers and trade associations to locate potential SERS to participate in SBREFA; EPA dso
contacted some of the SERs that were involved in the previous nonroad diesdl rulemaking SBREFA
processin 1997.

EPA provided each business with EPA/SBAC fact sheets on the SBREFA process and



background information on the nonroad diesdl sector and the rulemaking process. Once potentia
SERs were identified, EPA began having more discussions to better understand the needs of the smdll
entitiesin more detall.

Outreach meetings were held with the potential SERs on September 16, 2002 and November
13, 2002. On September 16, 2002, EPA held two separate two-hour meetings with groups of
potentid SERS representing the engine and equipment manufacturing industry and the fuels industry.
Fifteen potentiad SERs participated in the meetings. These outreach meetings were held to provide the
industry representatives with information on the SBREFA process and the role of a SER, and to solicit
initid feedback from the potentid SERs on the upcoming rulemaking. The potentiad SERs were
encouraged to provide EPA feedback on the material presented. About two months later, on
November 13, 2002, EPA held two additional separate two-hour meetings with each group of SERs.
These SERs represented the engine and equipment manufacturing and fuesindudtries. A totd of 20
SERs participated in the meetings either in person or by telephone, providing their input to the Pand on
the material presented in the SER outreach packet. Following each of the outreach mestings,
comments were received from the SERs. A summary and full text of these comments can be found in
the Panel report.

Regulatory Approaches

The technologies envisoned for the next step in the regulation of nonroad diesd engines
depends on the level of NOx/PM control required. The Pand assessed six engine emission standards
approaches with two underlying fud approaches. The base gpproach was premised on aftertreatment-
based NOx and PM standards across dl hp categories by 2012 with ultralow sulfur diesd fuel (15
ppm) in place in 2008 to enable these technol ogies which would begin to phase-in in 2009. The
remaining five gpproaches were variants from the base approach. Basic parameters were varied for the
engine emisson standards, such as implementation year, whether aftertreatment based standards would
be applied to dl horsepower categories or, if not, whether further reduction should be required in those
hp categories not likely to employ aftertrestment. The timing of the aftertreatment-based standards was
driven largely by when ultralow sulfur diesdl fuel would be available. The concept of varying
reguirements by engine hp category was based on cost concerns. 1n the gpproaches where the 15 ppm
diesd fud would not be available until 2010, the same gpproaches included an interim reduction to 500
ppm in 2007.

Pandl Findings and Discussion

The Pandl assessed each of the issues raised in the outreach meetings and in written comments
by the SERs. For smal engine manufacturers, the Pandl’ s key discussions centered on the limited
financid and engineering resources avallable to these companies and the identification of flexibilities
which would ad their trangtion to eventual compliance with the new standards. The Pand dso
discussed the Six regulatory approaches and agreed to recommend further assessment of the issues.



For smdl equipment manufacturers, essentidly dl of whom are dependent on outside suppliers for their
engines, the discussions focused on the difficulty of compliance due to new engine and equipment
modification cogts, limited engineering resources, and the many different equipment modds.
Furthermore, the Panel consdered whether the flexibilities would provide adequate interim relief and
whether previous (e.g., Tier 2 or Tier 3) Tier! engineswould be available for use when the flexibilities
are exercised. With regard to the diesd fuel provisons, the Panel discussion involved assessing the
best means by which to provide flexibility to the smdl refinersin light of ther different product mixes
(gesoline, highway diesdl, nonroad diesdl, etc.) and their technology position with regard to refinery
configuration and product desulfurization plans. For nonroad diesd fuel didtributors, the mgor focus
was understanding the impact of adding an additiona grade of nonroad diesel fuel on their operations
and identifying potential options to mitigate storage and distribution system impacts.

Projected Reporting, Recordkeeping, and Other Compliance Requirements of the Proposed Rule

At this point in the process, EPA has not yet fully defined a program of reporting, record
keeping requirements, or compliance assurance for the engine and equipment entities that may be
subject to the proposed rule. For engine and equipment manufacturers, EPA expects to propose to
continue the reporting, recordkeeping, and compliance requirements prescribed for these categoriesin
40 CFR 89. For any fud control program, EPA must have assurance that fuel produced by refiners
meets the applicable standard, and that the fuel continues to meet the standard as it passes downstream
through the digtribution system to the ultimate end user. EPA expects that recordkeeping, reporting and
compliance provisons of the proposed rule will be fairly consistent with those in place today for other
fud programs, including the current 15 ppm highway diesd regulation. For example, recordkesping
would likely involve the use of product transfer documents, which are aready required under the 15
ppm highway diesdl sulfur rule.

If EPA adopts a provison dlowing smdl refiners to continue salling 500 ppm sulfur fuel when
the rest of the industry is producing 15 ppm, there would need to be provisions to ensure that refiners
aswell as downstream parties are subject to enforceable measures to prevent contamination and
misfueling (e.g., generd segregation requirements, labeling a pump stands), that would be modeled
largely after amilar provisons of the highway diesd program.

Other Relevant Federal Rules Which May Duplicate, Overlap, or Conflict With the Proposed Rule

The Pand is aware of afew other current or proposed Federd rulesthat are related to the
upcoming proposed rule. There are currently emission standards for nonroad diesdl engines and related
provisons for equipment manufacturers both of which are to be covered by the potentia proposed rule

L EPA generally sets standards in phases or "tiers", with one tier applying for alimited number of model
years until replaced by the next tier of standards.



(see 40 CFR 89). EPA’s proposed certification fees rule may have some impact on the upcoming rule,
and the Pandl encourages EPA to take into consideration the effects this rule may have on small
businesses.

The fud regulations that EPA expects to propose would be smilar in many respectsto the
exigting and future sulfur sandards for highway diesd fud. The Pand is not aware of any areawhere
the regulations under consideration would directly duplicate or overlgp with the existing federd, Sate,
or locd regulations. The Pand notes, however, that severd smdll refiners dso will be subject to the
gasoline sulfur and highway diesdl sulfur control requirements, aswell as air toxics requirements.

The Pand aso notes that more stringent nonroad diesel sulfur standards may require some
refiners to obtain permits from state and local ar pollution control agencies under the Clean Air Act's
New Source Review program prior to constructing the desulfurization equipment needed to meet the
standards.

The Pand notes that the Internd Revenue Service (IRS) has an exigting rule that levies taxes on
highway diesd fuel only. The IRS rule requires that nonroad diesd (un-taxed) fuel be dyed so that
regulators and customers will be able to distinguish fuel type. If there are two grades of nonroad diesdl
fud dlowed in the marketplace during the trangition periods, there may be a cost for smdl distributors
who choose to ingtall an extratank to segregate both grades.

Reaulatory Alternaives

The Panel consdered awide range of options and regulatory dternatives for providing small
businesses with flexibility in complying with the nonroad diesdl engine, equipment and diesd fue sulfur
gsandards. As part of this process, the Pandl requested and received comment on many idess that
were suggested by both the Pand members and the SERs. Taking into consideration the comments
received on these ideas, aswell as additiond business and technica information gathered from and
about potentidly affected small entities, the Pand summarizes the mgor options below. The complete
set of recommendations can be found in section 9 of the full Panel Report.

Major Pand Recommendations

Smdl Engine Manufecturers

Regulatory Flexihility Options for Smdl Engine Manufacturers

Currently, certified nonroad diesel engines produced by small manufacturers dl have arating of
80 hp or less. Theflexihilitiesto be considered depend upon what approach, or approaches, EPA
proposes. The Pand recommends the following:



. If EPA proposes an gpproach with two phases of standards, the engine manufacturer
could skip the first phase and comply on time with the second. Or, dternatively, the
manufacturer could delay compliance with each phase of standards.

. If the approach EPA proposes entails only one phase of standards, the manufacturer
could opt to delay compliance.

The Panel recommends that the length of these delays be a three year period, and recommends that
EPA take comment on whether this delay period should be two, three, or four years. Each delay
would be pollutant specific (i.e., the delay would gpply to each pollutant asit is phased in).

Hardship Provisons for Smal Encine Manufacturers

The Pand is dso recommending that two types of hardship provisions be extended to smdll
engine manufacturers. These provisons are;

. For the case of a catastrophic event, or other extreme unforseen circumstances, beyond
the control of the manufacturer that could not have been avoided with reasonable
discretion (i.e. fire, tornado, supplier not fulfilling contract, etc.); and

. For the case where amanufacturer has taken all reasonable business, technica, and
economic steps to comply but cannot do so.

A manufacturer would have to demondtrate to EPA’ s satisfaction thet failure to sal the noncompliant
engines would jeopardize the company’ s solvency. Either rdief provison would provide additiond lead
time for up to 2 modd years (in addition to the flexibilities listed above) based on the circumstances, but
EPA may require recovery of the lost environmenta benefit through the use of programs such as
supplementa environmenta projects.

In terms of gpplicability, the Panel recommends that engine manufacturers and importers must
have certified enginesin modd year 2002 or earlier in order to take advantage of these provisions.
Each manufacturer would be limited to 2500 units per year. This number dlows for some market
growth.

Other Smdl Engine Manufacturer Provisons

The Panel dso recommends that an averaging, banking, and trading (ABT) program be
included as part of the overdl rulemaking program, the Pand aso recommends that EPA take comment
on the incluson of aspecific ABT provison for andl engine manufacturers.

Based on the SERS concerns about the technical feasibility of the Tier 4 sandards, and the
technical information discussed in the Pand report, SBA recommends that EPA include atechnologica
review of the sandards in the 2008 timeframe in the rulemaking proposa. The Pandl recommends that



EPA condder this recommendation.

SBA Observations

The Chief Counsdl for Advocacy of the SBA offers some observations about the impacts of the
regulatory approaches on affected smal engine and equipment manufacturers. While the other Panel
members do not join in these observations, the Pand recommends that the Adminigtrator carefully
consder these points and examine further the factud, legd and policy questions raised herein
developing the proposed rule. Firg, given the avallable information, the Office of Advocacy has
subgtantia doubts about the technica feasbility and cost of engineering aftertrestment devicesinto a
wide diversity of nonroad diesdl gpplications for engines under 50 kilowatts (kW) (70 hp).
Considerable concern has been raised regarding the technica feasibility of aftertreatment devices, even
for larger engines, and particularly in the case of NOx adsorbers. Second, the low retail cost and low
annud production for many of these gpplications make it extremdy difficult for the equipment
manufacturer to absorb these additionad costs. Therefore, the Office of Advocacy believes that, based
on the available information, EPA does not have a sufficient basis to move forward with a proposa
that would require nonroad engines under 50 kW to use aftertrestment devices.

Asisexplained in the Pand report, EPA estimates the total cost of adding aftertreatment
devicesto smdler hp engines (gpproach 1 versus approach 3) at approximately $800 million annualy,
with a difference in emission reductions of 18,000 tons of PM and 116,000 tons of NOx nationwide.
The Office of Advocacy notes some uncertainty about the costs of these new requirements. In light of
the costs and the emission reductions here, and the statutory requirements, the Office of Advocacy
guestions whether there are other more cost-effective opportunities for achieving these emission
reductions than the more expensive regulatory approaches.

Smal Equipment Manufacturers

Regulatory Hexibility Options for Smdl Equipment Manufacturers

Experience gained in implementing the Tier 1 and 2 nonroad diesdl engine emission standards
indicates that providing equipment manufacturers some flexibility asto which Tier of enginesthey use
(new or previous Tier) provides Sgnificant opportunity for manufacturers to phase-in equipment
redesigns by aigning their redesign efforts with more norma business practice. The Panel recommends
that EPA propose to continue these flexibilities, as set out in 40 CFR 89.102, with some potentia
modifications. The recommended flexibilities are:

. Percent of Production Allowance: Over aseven model year period, equipment
manufacturers may ingal engines not certified to the new emisson sandardsin an
amount of equipment equivaent to 80 percent of one year’ s production. Thisisto be
implemented by power category with the average determined over the period in which




the flexibility is used.

Smdl Volume Allowance: A manufacturer may exceed the 80 percent dlowancein
seven years as described above, provided that the previous Tier engine use does not
exceed 700 total over seven years and 200 in any given year. Thisislimited to one
family per power category. Alternatively, manufacturers may choose, by hp category,
aprogram that eiminates the “sngle family provison” redriction with revised totd and
annud saeslimits as shown below:

- For each hp category <175 hp asdefined in the regulation - 525 previous Tier
engines (over 7 years) with annua cap of 150 units
- For each hp category > 175 hp as defined in the regulation - 350 previous Tier
engines (over 7 years) with annua cap of 100 units.

The Pandl recommends that EPA seek comment on the total number of engines and
annua cap vaues listed above.

In contrast to the Tier 2/Tier 3 rule promulgated in 1998, SBA expects the trangtion to
the Tier 4 technology will be more costly and technically difficult. Therefore, the small
equipment manufacturers may need more liberd flexibility alowances especidly for
equipment using the lower hp engines. The Pand’s recommended flexibility may not
adequately address the gpproximately 50 percent of smal business equipment models
where the annual sales per modd is less than 300 and the fixed costs are higher. Thus,
SBA and OMB recommend that EPA seek comment on implementing the smdl volume
alowance (700 engine provision) for smal equipment manufacturers without alimit on
the number of engine families which could be covered in any hp category.

In addition, due to the changing nature of the technology as the manufacturers trangtion
from Tier 2to Tier 3 and Tier 4, the Panel recommends that equipment manufacturers
be permitted to borrow from the Tier 3/Tier 4 flexibilitiesfor usein the Tier 2/Tier 3
timeframe.

To maximize the likelihood that the gpplication of these flexibilities will result in the
availability of previous Tier engines for use by the samdl equipment manufacturers, the
Pandl recommends that these three flexihilities be provided to dl equipment
manufacturers.

The Panel recommends that EPA seek comment on the need for and value of specia

gpplication specific sandards for smal equipment manufacturers for equipment
configurations which present unusualy chalenging technicd issues for compliance.

Hardship Provisons for Smal Equipment Manufacturers



The Pand is dso recommending that two types of hardship provisions be extended to smdll
equipment manufacturers. These provisons are:

. For the case of a catastrophic event, or other extreme unforseen circumstances, beyond
the control of the manufacturer that could not have been avoided with reasonable
discretion (i.e. fire, tornado, supplier not fulfilling contract, etc.); and

. For the case where amanufacturer has taken all reasonable business, technica, and
economic steps to comply but cannot do so. In this case, relief would have to be
sought before there isimminent jeopardy that a manufacturer’ s equipment could not be
sold and a manufacturer would have to demonsrate to EPA that fallure to sl
equipment with a previous Tier engine would creste a serious economic hardship.
Hardship reief of this nature cannot be sought by a manufacturer which dso
manufactures the engines for its equipment.

Hardship rdlief would not be available until other alowances have been exhausted. A manufacturer
would have to demondtrate to EPA’s satisfaction that fallure to sl the equipment would creete a
serious economic hardship. Either relief provison would provide additiona lead time for up to 2 model
years based on the circumstances, but EPA may require recovery of the lost environmenta benefit.

To be digible for the flexibilities and hardship provisons listed above, the Pandl recommends
that equipment manufacturers and importers must have reported equipment sales using certified engines
in model year 2002 or earlier.

Fud Refiners

The Pand consdered arange of options and regulatory dternatives for providing smal refiners
with flexibility in complying with new sulfur sandards for nonroad diesd fuel. Taking into congderation
the comments received on these ideas, as well as additiona business and technical information gathered
about potentialy affected small entities, the Panel recommends that whether EPA proposes a one-step
or atwo-step approach, EPA should provide for delayed compliance for small refiners as shown
below.

Small Refiner Options Under Potential 1-Step and 2-Step Nonroad Diesel Base Programs
Recommended Sulfur Standards (in parts per million (ppm))*

2006 2007 2008 2009 2010 2011 2012 2013 2014 2015+

Under 1-

Sep
Program




Non- -- -- 15 15 15 15 15 15 15 15
Small**

Smdl -- -- -- - - - 15 15 15 15

Under 2-

Sep
Program

Non- -- 500 500 500 15 15 15 15 15 15
Snd I* **

Smdl -- -- -- - 500 500 500 500 15 15

*

New standards are assumed to take effect June 1 of the applicable year.

** - Assumes 500 ppm standard for marine + locomotive fuel for non-small refiners for 2008 and later and for small refiners for 2012
and later.

*** - Assumes 500 ppm standard for marine + locomotive fuel for non-small refiners for 2007 and later and for small refiners for
2010 and later.

If EPA were to propose a base program approach different from the one-step and two-step
approaches represented in the table above, the Panel recommends that such a proposal include small
refiner delays that are equivadent to those in thetable. Similarly, if EPA were to propose that
locomotive and marine diesdl fud be reduced to 15 ppm in the base program, the Panel recommends
that a standard of 500 ppm for this fuel be continued at least for saverd yearsfor small refiners.

Smdl Refiner Incentives for Early Compliance

In addition to these standards, the Panel recommends that EPA propose certain provisonsto
encourage early compliance with lower sulfur standards. The Pand recommends that EPA propose
that smdl refiners be digible to select one of the two following options:

. Creditsfor Early Desulfurizationt The Panel recommends that EPA, as part of an overdl trading
program, propose a credit trading system that dlows smal refinersto generate and sdll credits
for nonroad diesd fud that meets the small refiner sandards earlier than that required in the
above table. Such credits could be used to offsat higher sulfur fud produced by that refiner or
by another refiner that purchases the crediits.

. Limited Relief on Smdl Refiner Interim Gasoline Sulfur Standards: The Panel recommends that
asmdl refiner producing its entire nonroad diesdl fud poal a 15 ppm sulfur by June 1, 2006,
and that chooses not to generate nonroad credits for its early compliance, receive a 20 percent
relaxation inits assgned small refiner interim gasoline sulfur sandards. However, the Panel
recommends that the maximum per-galon sulfur cap for any smal refiner remain at 450 ppm.

Refiner Hardship Provisons

10



The Pand recommends that EPA propose refiner hardship provisons modeled after those
established under the gasoline sulfur and highway diesdl fud sulfur program. See 40 CFR 80.270 and
80.560. Specificdly, the Pand recommends that EPA propose a process that, like the hardship
provisions of the gasoline and highway diesd rules, allows refiners to seek case-by-case approva of
gpplications for temporary waivers to the nonroad diesel sulfur standards, based on a demonsiration to
EPA of extreme hardship circumstances. This provison would alow domestic and foreign refiners,
including smdl refiners; to request additiond flexibility based on a showing of unusud circumstances that
result in extreme hardship and significantly affect the ability of the refiner to comply by the gpplicable
date, despite its best efforts.

Nonroad Diessl Fuel Distributors and Marketers

The diesd fud gpproaches being considered by EPA both include the possibility of there being
two grades of nonroad diesd fuel (500/15 ppm) in the market place for at least atrangtion period. The
distributors support a one-step gpproach because it has no significant impact on their operations. The
distributors offered some suggestions on how they might deal with thisissue, but indicated that there
would be adverse impact in some circumstances. The Pandl recommends that EPA study thisissue
further.
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