o EPA/600/R-06/155 | July 2007 | www.epa.gov/ada
\7

United States
Environmental Protection
Agency

Wetlands and Water
Quality Trading:
Review of Current Science and

Economic Practices with
_oelected Case studies

] w“- . B PR
——

e r

Ground Water and Ecosystems Restoration Division, Ada, Oklahoma 74820
National Risk Management Research Laboratory
Office of Research and Development






EPA/600/R-06/155
July 2007

Wetlands and Water Quality Trading:
Review of Current Science and Economic
Practices With Selected Case Studies

Shane Cherry, Erika M. Britney, Lori S. Siegel, Michael J. Muscari, & Ronda L. Strauch
Prepared by Shaw Environmental Inc.
EPA Contract No. 68-C-03-097
Shaw Environmental Inc.
Cincinnati, Ohio 45212-2025

Timothy J. Canfield, Technical Monitor
U.S. Environmental Protection Agency
Office of Research and Development
National Risk Management Research Laboratory
Ada, Oklahoma 74820

Mary Sue McNeil, Project Officer
Ground Water and Ecosystems Restoration Division
National Risk Management Research Laboratory
Ada, Oklahoma 74820

National Risk Management Research Laboratory
Office of Research and Development
U.S. Environmental Protection Agency
Cincinnati, Ohio 45268



Notice

The U.S. Environmental Protection Agency through its Office of Research and
Development funded and managed the research described here under contract
No. 68-C-03-097 to Shaw Environmental Inc. It has been subjected to the Agency’s
peer and administrative review and has been approved for publication as an EPA
document. Mention of trade names or commercial products does not constitute
endorsement or recommendation for use.

All research projects making conclusions or recommendations based on en-
vironmental data and funded by the U.S. Environmental Protection Agency are
required to participate in the Agency Quality Assurance Program. This project did
not involve the collection or use of environmental data and, as such, did not require
a Quality Assurance Project Plan.



Foreword

The U.S. Environmental Protection Agency is charged by Congress with protecting the Nation’s land, air,
and water resources. Under a mandate of national environmental laws, the Agency strives to formulate
and implement actions leading to a compatible balance between human activities and the ability of natural
systems to support and nurture life. To meet this mandate, EPA’s research program is providing data
and technical support for solving environmental problems today and building a science knowledge base
necessary to manage our ecological resources wisely, understand how pollutants affect our health, and
prevent or reduce environmental risks in the future.

The National Risk Management Research Laboratory is the Agency’s center for investigation of technologi-
cal and management approaches for preventing and reducing risks from pollution that threatens human
health and the environment. The focus of the Laboratory’s research program is on methods and their
cost-effectiveness for prevention and control of pollution to air, land, water, and subsurface resources;
protection of water quality in public water systems; remediation of contaminated sites, sediments and
ground water; prevention and control of indoor air pollution; and restoration of ecosystems. NRMRL
collaborates with both public and private sector partners to foster technologies that reduce the cost of
compliance and to anticipate emerging problems. NRMRLs research provides solutions to environmental
problems by: developing and promoting technologies that protect and improve the environment; advanc-
ing scientific and engineering information to support regulatory and policy decisions; and providing the
technical support and information transfer to ensure implementation of environmental regulations and
strategies at the national, state, and community levels.

This publication has been produced as part of the Laboratory’s strategic long-term research plan. It is
published and made available by EPA’s Office of Research and Development to assist the user community
and to link researchers with their clients.

The goal of this report is to provide a review of the existing science and economic practices of using
wetlands as part of water quality trading programs. This report evaluates the technical, economic, and
administrative components of developing and implementing water quality trading (WQT) programs to nu-
trient removal is the primary focus to improve water quality. This report collates and synthesizes current
literature with the goal of providing a baseline understanding of the current state of the use of wetlands
in water quality trading programs. Although this document is intended to gather a significant amount
of the current scientific literature available at the time of publication, it should be noted that it does not
include all possible literature available on the subject due to the constantly evolving work in this area.
This document should be used as a component of all the science on this subject and not considered as
tephen G. Schmelling, Director

the sole document in this area.
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Executive Summary

The Groundwater and Ecosystems Restoration Division of the National Risk Management Research
Laboratory serves as the U.S. Environmental Protection Agency’s (USEPA) center for risk management
research on ecosystem protection and restoration. It provides detailed technical guidance through Technical
Directives (TD) for the technical review of papers, technical consultation, short-term project support, and
field support. The current assignment for Shaw Environmental, Inc. (Shaw) addressed by this technical
report is initiated by TD No. 20A618SF and titled “Water Borne Stressor (Nutrient) Trading Program to
Improve Water Quality: Science and Economic Review.”

The study evaluates the technical, economic, and administrative aspects of establishing water quality
trading (WQT) programs where the nutrient removal capacity of wetlands is used to improve water quality.
WQT is a potentially viable approach for wastewater dischargers to cost-effectively comply with regula-
tions and to improve water quality. The premise of WQT is that dischargers who cannot cost-efficiently
reduce their effluent loads (i.e., high cost) may buy water quality from more cost-efficient (i.e., lower cost)
dischargers. Such trades may include point source (PS) dischargers, nonpoint source (NPS) discharg-
ers, or both. This study focuses on WQT programs that allow PS-NPS trades where wetlands are used
to achieve the NPS discharge reductions. The report integrates the review of published peer-reviewed
literature and data sources addressing the nutrient removal function of wetlands, WQT, and the review of
four case studies of existing WQT programs. Findings are used to illustrate opportunities and challenges
associated with using wetlands in NPS nutrient trades. Along with any resulting research, this study should
provide a technical basis for USEPA to prioritize research and publish related information resources.

The literature review addresses three concepts: (1) wetland nutrient removal, (2) trading economics, and
(3) trading regulations. The case studies investigate these concepts in practice. Criteria to select the
case studies included the type of program (PS-NPS); the constituent traded (nitrogen and phosphorus);
implementation status; whether or not wetland construction/enhancement could be used to generate
credits; and the extent to which published information was available on the program. Four case studies
are evaluated: (1) Cherry Creek, Colorado; (2) Minnesota River and Rahr Malting Company (Rahr), Min-
nesota; (3) Lower Boise River (LBR), Idaho; and (4) Tar-Pamlico and Neuse Rivers, North Carolina.

The first category of literature review evaluates wetland nutrient removal of nitrogen and phosphorus.
Constructed and natural wetlands are compared and contrasted. Both buffer downstream nutrients by
storing and transforming nutrients, thereby effectively treating discharge from PSs and NPSs. The fate and
transport of nutrients in wetlands is a function of dynamic biological, physical, and geochemical processes.
The resulting complexities render each wetlands application unique. As such, each application warrants an
evaluation of nutrient availability and the wetlands removal efficiency. Besides nutrient removal, wetlands
also provide several human and ecological benefits such as flood control, habitat for endangered and
economically important species, erosion control, and recreation. Caution must be exercised, though, to
avoid unintended consequences of constructed wetlands. Potential negative consequences include the
loss of other productive land uses, the impairment of adjacent water bodies, danger to wildlife attracted
to the wetland, influx of invasive plants, odor issues, and influx of dangerous or nuisance animals. In
order for wetlands to be used for WQT, it is necessary to be able to quantify the nutrient load reduction
to calculate tradable credits. Performance measurements or models/calculations of nutrient removal data
can be used to quantify these credits. The lifespan of the credits, which is a function of how long the best
management practice (BMP) is effective at removing nutrients, with a margin of safety, is also critical to
determining the value of the wetlands for a given trade.

Economics are examined as the second category of the literature review. WQT involves buyers, sell-
ers, and, to varying degrees, regulators. Each of these stakeholders has their own interests, concerns,
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challenges, and gaps. Special interests with diverse specific concerns and the general public also affect
economic decisions. There are several economic trading challenges that make the risk and/or return of
investing in WQT strategy unattractive to the stakeholder, thereby hindering efficient and fair deal-making
and ultimately suppressing WQT. These challenges include simplified modeling of natural system impacts,
expensive risk factors, high transaction costs, and undefined property rights.

Several changes to WQT program design could help overcome these obstacles by facilitating stakeholder
decision-making based on an improved understanding of value and risk. While some of the changes may
not necessarily increase the number of active trades, they all serve to improve the market so that trades
reflect intended goals. Measures to increase the efficiency of the trading programs would ultimately reduce
the cost to develop and operate WQT exchanges. They also reduce the transaction costs of individual
trades. Increasing PS compliance liability will provide a significant driver for trading. Improvements to
market and non-market economic valuations of ecological services must be achieved and would help
to increase the real or perceived value and opportunities NPSs can realize as a result of participating
in WQT. WQT would also benefit from making tools for applying economic investment decision methods
available to potential participants. Probabilistic analyses for evaluating the risk and opportunity associated
with WQT should replace single-point estimate inputs, which are subject to error and bias. Probabilistic
analysis would provide decision-makers with more confidence in committing capital to WQT. Finally, System
Dynamics Analysis (SDA), which is a modeling process that evaluates the consequences and sequencing
of complex events and phenomena inherent in many systems, would optimize the performance of the
WQT market. Many of these changes simply require modifications to existing policies and have proven
effective for other applications, such as business strategy development and resource management.

Finally, trading regulations are examined in the literature review. The report describes the USEPA Water
Quality Trading Policy, specifically examining regulations related to wetlands. In 2003, the USEPA released
its Water Quality Trading Policy to offer guidance and assistance in developing and implementing trad-
ing programs. Trading is particularly encouraged by the policy for phosphorus and nitrogen loads. The
geographic area for trading programs is described by the policy as the watershed or area covered by
an approved total maximum daily load (TMDL). Surplus credits are defined by the policy as constituent
reductions greater than those already required by a regulation. Clear authority to trade along with unam-
biguous legal protection for using the purchased credits to meet established regulatory requirements is
crucial for a successful WQT program. Success also mandates compliance and enforcement provisions.
Programs vary based on the location and circumstances of the trading and are thus administered by the
states. While strict limits on discharges drives demand for WQT, the 2007 Farm Bill will likely drive sup-
ply by compelling more NPS participation in trading. If supported by Congress, BMPs subsidized by tax
dollars will become eligible to generate sellable credits.

Four case studies are evaluated according to technical, economic, and regulatory concepts. The first of
these is the Cherry Creek, Colorado, case study, which is an example of a clearinghouse type of mar-
ket. In 1989, the Cherry Creek Reservoir Control Regulation, listed as Regulation #72, set the stage for
WQT between PS and NPS discharges of phosphorus and mandated the Cherry Creek Basin Water
Quality Authority (CCBWQA) to administer the basin. The CCBWQA has been dedicated to creating and
maintaining its own phosphorus reduction facilities. Furthermore, it has been committed to fostering and
evaluating other BMP sources in the watershed. Three trades have occurred, one of which involved an
NPS. Although these trades allowed PSs to offset some of their discharges more cost effectively, the
water quality goal has yet to be achieved because the TMDL was established to accommodate growth.
Nonetheless, with its flexible trading approaches and unambiguous guidelines and oversight by the
CCBWAQA, future success is possible.

The second case study, Rahr, in Minnesota, is an example of a sole-source offset accomplished without
an established market there. In 1997, the Minnesota Pollution Control Agency (MPCA) issued to Rahr
a discharge permit requiring WQT in order to satisfy the conditions of no additional oxygen-demanding
discharge into the Minnesota River Basin. The permit specified acceptable BMP options, which included
the three selected: critical area set-asides and wetland restoration, erosion control, and livestock exclu-
sion. The NPS controls achieved the offsets within four years and must be maintained as long as Rahr
discharges effluent. The trades were necessary for Rahr's growth. The NPS controls implemented also
resulted in other environmental and economic benefits beyond improvements to water quality. Despite
the successes, limitations to the program’s success exist. Instead of validating the performance of NPS
controls through monitoring, reductions were evaluated by conservative assumptions, thereby requiring
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larger water quality improvements from the BMP projects to compensate for uncertainty, and this added
expense. Furthermore, NPSs are not regulated and therefore do not have the same marketable incentive
to engage in trading. Rahr will have to overcome this in the event it needs to purchase additional credits.
Overall, the benefits far outweighed the limitations, rendering this trading program a success.

The third case study is the trading program in the LBR in Idaho. The Effluent Trading Demonstration Project
is a start-up program for phosphorus trading in the LBR watershed in Idaho. Although the framework of
this exchange market has been established, the phosphorus TMDL has yet to be set, thereby delaying
the need for trades. Nonetheless, the WQT simulation of a scenario for generating credits used sediment
basins and constructed wetlands to reduce discharge. Unfortunately, high costs and use of resources to
develop the trading framework hinder the program. Water rights issues discouraged buyers and sellers from
participating. Potential regulation also deterred NPSs participation. Despite these issues, the participants
in the demonstration project felt that the LBR framework was successful. The project highlighted issues
of efficiency and uncertainties in credit calculations and BMP lifespan, and long-term fate of phosphorus
removed using BMPs such as constructed wetlands.

The fourth case study comes from the Tar-Pamlico and Neuse Rivers in North Carolina. Both of these
programs are based on a group cap-and-trade system and both rely on associations of PS dischargers.
A nutrient offset fee must be paid for each pound of nutrient discharged beyond that collectively allowed
for the association. This fee is paid to a state-administered fund for implementing BMPs to reduce the
nutrient load from NPSs. Both programs successfully implemented strategies to reduce nutrient loads.
The nutrient-sensitive water strategies for both basins relied heavily on public and stakeholder input.
While many lessons were learned, there remain many unanswered questions regarding issues such as
seasonality, nutrient removal efficiencies over time, and lifespan of the BMPs.

The literature review and case studies support a synthesis of the information regarding WQT involving
NPS reductions that utilize wetlands. This synthesis summarizes the key observations of the state of
WQT using wetlands based on examples provided by the case studies as well as warranted research and
modifications to encourage its viability. As a cautionary note, of the more than 80 WQT programs, pilots,
and simulations identified in the process of selecting the four case studies, these programs are among
the longest-standing. All were developed before the USEPA issued the Water Quality Trading Policy in
2008. It is therefore recommended that some of the most recent WQT programs, for which there is cur-
rently very little published data, be evaluated to determine how and to what extent these programs are
addressing the research needs and data gaps identified in this document. This said, the observations
made in this document include a comparison of performance monitoring versus conservative presump-
tion; motivations for NPS participation; effects of compliance thresholds; comparison of program structure;
credit life; economic challenges to trading; and property rights and transfer of liability.

Uncertainty drives the question of performance monitoring versus conservatism, whereby high trading
ratios are used to offset uncertainty. Such uncertainty derives from the dynamic, complex factors affect-
ing wetland nutrient removal efficiency and from spatial differences between the wetlands and the PS
location. Applying conservative safety factors often mitigates such uncertainty. The case studies illustrate
that typically program participants presume it is more cost-effective to apply such conservatism than to
directly measure the effectiveness of the constructed wetland.

WQT with NPS contributors depends on their desire to participate. The case studies demonstrate that
NPS nutrient loads often exceed PS loads to a watershed. WQT programs may be used to create an
economic incentive for NPSs to control their contributions by compensating them for load reductions.
This is feasible in certain circumstances based on the significant difference in costs. Unfortunately, NPS
contributors have a subtle disincentive to participate in trading programs in that they may lose their non-
regulated status or face stricter enforcement. Stronger incentives for NPS participation call for a better
understanding of nutrient loading on a watershed scale. Compliance thresholds directly affect trading
attractiveness. Discharge limits must be strict enough to oblige trading, while enforcement of these limits
must be credible to avoid dischargers from gaming the system instead of participating in trading.

Program structures vary considerably and include sole-source offsets, clearinghouses, and compliance
associations. The various models may all be valid when executed appropriately. Questions regarding
lifespan of BMPs concern the protocol beyond the expiration of credits, the temporal differences between
the times of credits generation and application, and the procedure to deal with surplus credits. Economic
trading challenges could suppress WQT by making the net economic value of trading less attractive than
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alternate compliance management strategies due to risks and uncertainties. These challenges could hinder
efficient and fair deal-making because they make the risk and/or return of investing in WQT high to the
buyer, the seller, or both. Lastly, the way property rights and liability transfer are addressed depends on
the program. Each of the case studies manages differently the question of liability in the event of BMP
failure. Lingering liability for the seller leaves unknown risk associated with trading plus additional costs,
and logistics associated with monitoring BMPs implemented on the credit seller’s property make WQT
less attractive to PSs. Additionally, the property rights to a wetland after the credits have expired must
be clear. Such doubts deter the use of constructed wetlands as a BMP in WQT programs. Long-term
regulatory implications of building constructed wetlands to generate credits for WQT programs need to
be clarified.

Finally, additional research recommendations within technical, economic, and regulatory categories are
presented in the final section of this document. Technical research needs concern reducing uncertainty
in trades involving wetlands. Several possible research topics emerge to address uncertainty in wetland
performance. SDA can evaluate the complex events and phenomena inherent in many systems, thereby
reducing uncertainty and quantifying risk. To address economic challenges, research must aim to deter-
mine value and risk associated with strategies that use wetlands to reduce nutrient loads. Administrative
research targets regulations that promote opportunities, minimize transaction costs, formally supervise
WQT implementation and compliance, assess methods to promote NPS participation, and minimize
gaming risks.

WQT using wetlands is a potentially viable alternative for achieving water quality standards. This report
reviews the current technical, economic, and regulatory status of this option. Based on the observed
strengths and identified challenges, Shaw recommends actions to promote such programs to their full-
est potential.
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1.0 Introduction

The Groundwater and Ecosystems Restoration Division (GWERD) of the National Risk Management Research Labora-
tory (NRMRL) serves as the U.S. Environmental Protection Agency’s (USEPA) center for risk management research on
ecosystem protection and restoration, focusing its efforts on studies to assess and enhance the ability of terrestrial and
aquatic ecosystems to support and maintain water quality, support native species of plants and animals, and to provide
ecological services on a watershed scale. Shaw Environmental, Inc. (Shaw) receives detailed technical guidance and
direction from NRMRL/GWERD in the form of Technical Directives (TD) for the areas of technical review of papers,
technical consultation, short-term project support, and field support. The current assignment addressed by this technical
report is initiated by TD No. 20A618SF and titled “Water Borne Stressor (Nutrient) Trading Program to Improve Water
Quality: Science and Economic Review.”

The relative importance of point sources (PS) and nonpoint sources (NPS) of nutrients varies from watershed to wa-
tershed. However, according to an agriculture handbook published by the U.S. Department of Agriculture (USDA), “na-
tional-scale water quality assessments strongly suggest that agriculture is a leading source of remaining water quality
problems” (Heimlich, 2003). Nutrient inputs into the waters of the United States continue to be one of the major reasons
that water bodies do not meet their designated uses as defined under the Clean Water Act (CWA; Federal Water Pollution
Control Act Amendments of 1972, later amended in 1977). USEPA instituted a Water Quality Trading Policy to encour-
age trading as an innovative way of meeting water quality goals within a watershed context (USEPA, 2003a). The policy
is based on the idea that different sources within a watershed may face drastically different costs to control the same
constituent. Trading programs, which have proved to be very successful in meeting air quality standards, allow facilities
facing higher discharge control costs to meet their regulatory obligations by purchasing environmentally equivalent, or
superior, reductions from another source at lower cost than they would incur by installing additional controls. To date,
this policy has been implemented to a limited extent for PS-PS trading. There is a great deal of interest in increasing the
implementation of this policy for PS-NPS trading, particularly through the use of wetlands (Schubauer-Berigan, 2005;
Raffini and Robertson, 2005), but there appear to be a number of possible gaps in the available scientific and economic
knowledge needed to implement such trading as part of a regulatory program.

1.1 What is Water Quality Trading?

Water quality trading (WQT) is a voluntary alternative for achieving regulatory compliance with water quality standards.
It is a program whereby parties can meet their discharge allowances by trading with each other. Although it has been
available for over two decades, this option is just recently garnering more attention. In WQT, cost-inefficient discharg-
ers' buy water quality credits from cost-efficient dischargers, who have earned credits by voluntarily implementing best
management practices (BMPs) for nutrient control. By trading credits, the overall cost of achieving nutrient reduction is
minimized. In an efficient market, WQT leads to lowest-cost nutrient reduction.

An established market or exchange provides the structure for the WQT transactions. The regulator or some other entity
plays a third-party role in the market, protecting the interests of the public by ensuring that trading maintains or improves
water quality and does not lead to degradation of the environment.

Overall, economists, regulators, dischargers, environmentalists, and other stakeholders have advocated WQT as a
way to use market-based solutions to reduce the cost of complying with water quality discharge limits. The approach
provides PSs with alternatives for controlling discharges with less regulation, less cost, and accelerated compliance.
The flexibility afforded by WQT that includes NPSs can create ecological value without increasing natural resource risk.
Regulatory oversight controls the process.

1.2 Report Overview

The initial work plan for the study included a broad assessment of published literature pertaining to WQT programs that
include NPS trades. As the study progressed, collaboration between the study sponsors and the authors focused the
scope of the study on the use of wetlands as an NPS control to reduce nutrient loads and create credits for trade.

1 In this document, “discharger” is a term used to refer to both PSs and NPSs whose discharge is due to human influences.



The study evaluates the technical, economic, and administrative aspects of establishing WQT programs that can use
and have used wetlands to generate credits for NPS trades. The evaluation relies upon a review of technical literature
combined with selected case studies. The literature review and case studies are used to identify critical scientific and
economic knowledge gaps that would impede the implementation of a WQT program including both PSs and NPSs.
Although examples from several case studies facilitate specific points in the wetlands, economics, and regulatory re-
views, this report considers the four programs included as case studies to illustrate the current state of practice of using
wetlands in WQT programs. Although the programs described in the case studies are not markets, they are illustrative
of important aspects of WQT involving wetlands. Based on the synthesis of this work, the USEPA will be able to develop
a plan to research gaps regarding using wetlands to generate NPS credits in WQT. Addressing these gaps will provide
insight towards assessing the feasibility of such programs and identify factors to opt for certain approaches.



2.0 Methods for Identifying Technical and Economic Analysis Needs

The current investigation combines a review of published literature and a case study analysis to establish and evaluate
the state-of-the-art in WQT programs. By evaluating existing regionally focused WQT programs, the study identifies data
and knowledge gaps and recommends research to address them. Ultimately, this review and any resulting research
would enable USEPA to publish technical information for using wetlands in PS-NPS WQT programs. This study inte-
grates two primary components: (1) review of published peer-reviewed literature and data sources addressing WQT
and wetlands nutrient removal functions, and (2) review of four case studies of existing WQT programs. The literature
review and case study analysis results are used to assess opportunities and potential pitfalls associated with using
wetlands in NPS nutrient trades.

Shaw collaborated with USEPA to develop a list of critical questions to screen and compile relevant literature and other
available sources of information for the area of WQT programs for nutrients. The primary sources of information are
derived from published peer-reviewed literature, including articles from scientific and economic journals, conference
proceedings, and books. Other information sources include relevant federal and state regulations. Information gained
from secondary and non-peer-reviewed sources, including conference proceedings, workshops, white papers, fact
sheets, web sites, etc., is used to illustrate the level of interest in WQT.

The literature review will produce a list of issues pertaining to the successful operation of WQT programs along with
published data and a bibliography addressing each of these issues. The association of issues and available data will
illustrate the nature and extent of data and knowledge gaps.

2.1 Literature Search Methodology

The literature review was conducted as an iterative process by listing issues to inform an initial literature search. Can-
didate source documents were compiled, screened according to the critical questions, and then sorted according to
subject. A combination of methods was used to identify documents included in the literature review. These methods
included use of internet search engines; personal communications with experts, such as the contact people for each of
the case studies; agency internet sites, such as the web pages for individual WQT programs; reviewer comments; and
references contained in publications already identified. A complete list of all documents identified during the literature
review is composed as an annotated bibliography in Appendix A.

The following internet search engines and search terms were used to identify relevant documents.

Table 2-1. Internet Search Engines and Search Criteria

Search engines Search terms Date limits
Agricola Wetland and nitrogen, wetland and treatment, wetland and con-
. . structed, WQT, assess WQT, assess nutrient trade, assess nutrient | 2000 to January
mtrﬁ/ /agricola.nal.usda.gov/webvoy. credit, assess nutrient models, validate nutrient models, compare 2006

nutrient models, nutrient trading

Ecological Society of America
http://www.esajournals.org/esaonline/ | Wetlands, nitrogen, nutrients, WQT, nutrient trading None
?request=search-simple

Minnesota Pollution Control Agency (MPCA), Rahr Malting Com-
Elsevier pany (Rahr), Cherry Creek, publications, WQT, total maximum daily
http://www.elsevier.com loads (TMDL), equivalence, wetlands AND WQT, specific author
names, nutrient trading

None

WAQT, NPS trading, pollutant trading programs, North Carolina case
study specific terms: Tar-Pamlico, Neuse, Trading Program, water None
quality, wetlands, specific author names, TMDL, nutrient trading

Google Scholar
http://scholar.google.com/




Search engines Search terms Date limits

WQT, assess WQT, assess nutrient trade, assess nutrient credit,
assess nutrient models, validate nutrient models, compare nutrient
Google models, MPCA, Rahr, Cherry Creek, WQT, Idaho DEQ, Idaho Soil
http://www.google.com Conservation Commission (ISCC), Lower Boise River (LBR), nitro-
gen, phosphorus, TMDL, equivalence, wetlands AND WQT, specific
author names, nutrient trading

None

PubMed database
http://www.ncbi.nIm.nih.gov/entrez/ Wetlands, nitrogen, nutrients, WQT, NPS trading, nutrient trading None
query.fcgi?CMD=search&DB=pubmed

Wetlands, nitrogen, nutrients, assess WQT, assess nutrient trade,
assess nutrient credit, assess nutrient models, validate nutrient mo- | None
dels, compare nutrient models, WQT, NPS trading, nutrient trading

MPCA, Rahr, Cherry Creek, publications, WQT, TMDL, equivalence,
wetlands AND WQT, specific author names, NPS pollution, nutrient | None

Science Direct
http://www.sciencedirect.com/

State environmental organization
search engines

trading
Wetlands website (SWS journal) . . . .
http://www.sws.org/wetlands/ Wetlands, nitrogen, nutrients, WQT nutrient trading None
Workshops

2nd National Water Quality Trading Conference, held May 23-25,
2006 in Pittsburgh.
(http://www.envtn.org/WQTconf_agenda.htm) None
Environmental Credits Generated Through Land-Use Changes:
Challenges and Approaches held March 8-9, 2006 in Baltimore.
http://www.envtn.org/LBcreditsworkshop/agenda.htm

Environmental Trading Network (ETN)
http://www.envtn.org/index.htm

Workshop

National Forum on Synergies Between Water Quality Trading and
Wetlands Mitigation Banking held July 11-12, 2005 in Washington, None
DC.
http://www2.eli.org/research/wqgt_main.htm.

Environmental Law Institute
http://www2.eli.org/index.cfm

2.2 Literature Review Questions

Literature screening criteria are grouped into three categories: Level 1 — Preliminary Screening Questions for Identifi-
cation of Case Studies; Level 2 — Case Study Analysis Questions; and Level 3 — General “State of the Art” Questions.
The case studies are used to address the Level 1 and 2 questions. The Level 3 group of questions was created with
the recognition that the case studies may not be able to directly answer these questions.

221 Level 1 - Preliminary Screening Questions for Selection of Case Studies

1. Are there any published case studies of WQT programs within the United States or other countries?

2. How far (spatially) are the benefits of a local nutrient load reduction realized within a water body? How does
this vary for different designated water uses? How does this vary between watersheds or different water
body types (e.g., estuary, river, lake) with distinct hydrologic, geologic, and ecologic conditions? How can
appropriate geographic trading areas be established?

3. To what extent does seasonal variability need to be accounted for in trading programs?

4. What are the economic factors that drive the feasibility of various nutrient load reduction measures? How
do these factors vary depending on location and watershed conditions?

5. How should the cap for nutrient concentrations in water bodies be defined, especially in multi-state waters?
How should a baseline be established?

6. What factors determine the effectiveness of wetlands for reducing or removing nutrients from surface wa-
ter?

7. If the price for a nutrient loads reduction credit from an NPS is fixed (e.g., $/Ib) within a trading program,
how are agencies determining the credit price?



8. How can nutrient reductions from NPSs be quantified? How is “effectiveness” of various management
practices measured and documented? How can a reduction be measured after a management practice
has been implemented? How can the initial NPS nutrient load be quantified?

9. What are the various ways that trading is being managed? What are the advantages (or drawbacks) of
each management approach? To what extent is the management approach dependent on program scale
or types of water body included in the program?

10. For multi-state (multi-jurisdiction) trading programs, how can legal authority be established?
222 Level 2 - Case Study Analysis Questions

1. What have been the key drivers for the implementation of a WQT focused on nutrients, or other environ-
mental performance trading programs (such as air quality and wetland mitigation)?

2. What factors contribute to the success of active WQT programs or limit their effectiveness?

3. What type of institutional framework can provide accountability of NPSs? How can compliance with regula-
tions be assured and enforced?

4. What role should environmental groups have in the planning and implementation process? How much public
participation is appropriate?

5. What is public perception of water-borne stressor (nutrient) trading programs? Are there organizations op-
posed to this type of program?

2.2.3 Level 3 — General “State of the Art” Questions

1. What federal regulations and guidance documents address WQT?
2. What state regulations and guidance documents address WQT?
3. Which states have active WQT programs?

2.3 Case Study Selection

A few basic selection criteria were used to choose case studies from the list of existing WQT programs compiled in
Table 2-2. The selection criteria include type of program (PSs and NPSs); constituent traded (nitrogen and phosphorus);
implementation status (the program needed to be fully developed); whether or not wetland construction/enhancement
could be used to generate credits; geographic distribution; and the availability of published literature. Four case studies
were selected:

1. Cherry Creek, Colorado

2. Minnesota River and Rahr, Minnesota

3. LBR, Idaho

4. Tar-Pamlico River and Neuse River, North Carolina

These case studies were selected to represent programs in different regions of the country in an attempt to illustrate
region-specific issues or limitations on feasibility if they exist. To the extent possible, case studies were selected to
include distinct watershed types varying in scale, topography, land use distribution, and proximity to coastal waters.
Market structure was not a selection criteria; the Cherry Creek and North Carolina programs may not fit the definition
of a “true market” because purchase and sale of credits occur via a clearing house. In addition, water quality credits in
the North Carolina program function more like an exceedance tax than trades within a market. The need for published
literature on the WQT program was also a factor that shaped this analysis. Of the more than 80 WQT programs, pilots,
and simulations identified in the process of selecting the four case studies, these programs are among the longest-
standing. All were developed before the USEPA Water Quality Trading Policy was published in 2003, although these
programs are far from static. As a result, it is likely that some of the newest programs have already been able to apply
lessons learned from the programs in their design and implementation.

The collective results of the case studies combined with the results of the literature review are used to identify common
lessons learned, successes and failures, and variations in key issues related to geography, watershed scale, land use,
and any other factors observed to affect the success of the case study trading programs.
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3.0 Literature Review — Wetland Nutrient Removal

The utility of wetlands in managing nutrient loads and their historical, current, and anticipated future implications in
WQT warrant focused review. Numerous studies or summaries of studies have investigated the function of wetlands
in the removal of pollutants, including high levels of nutrients (USEPA, 2005a; Fisher and Acreman, 2004; Mitsch and
Gosselink, 2000; Hunt and Poach, 2001; Kadlec and Knight, 1996; USEPA, 1999; USEPA, 1993a; Cooper and Findlater,
1990). Results from these studies have been summarized and used to guide the development of constructed wetlands
to treat water high in nitrogen and phosphorus (Kadlec and Knight, 1996). This review does not attempt to re-summarize
these studies, but references them for readers who desire more information. Rather, this review summarized information
on the nutrient removal function of wetlands specifically applicable to WQT.

A bibliography of published documents regarding constructed wetlands was compiled by USDA staff from the Ecological
Sciences Division of the Natural Resources Conservation Service (NRCS) and the Water Quality Information Center at
the National Agricultural Library. The references were acquired in part through searches of the AGRICOLA database.
The bibliography has been updated several times, most recently in June of 2000, and contains hundreds of entries,
many with abstracts (USDA, 2000). An annotated bibliography of urban stormwater and nonpoint nutrient control was
conducted by the Washington State Department of Ecology in 1986 and updated in 1991. The review was conducted
to determine the extent of information available on the long-term ecological impacts of stormwater on wetlands and on
the ability of wetlands to improve the water quality of urban stormwater (Stockdale, 1991).

Both constructed and natural wetlands function to buffer downstream nutrients by storing and transforming nutrients,
which are gradually released downstream (DeBusk, 1999). Consequently, wetlands have been considered an effective
means to treat PSs and NPSs of nutrients and improve water quality in downstream lakes and rivers. The benefits of
using wetlands to treat NPSs of pollutants include the ability to operate under a wide range of hydraulic loads, provide
internal water storage capacities, and remove or transform contaminants (Dierberg et al., 2002).

3.1 Wetland Removal of Nitrogen and Phosphorus - Technical Overview

Nutrients enter wetlands through various geologic, biologic, and hydrologic pathways; however, hydrologic inputs gener-
ally dominate elemental inputs into wetlands. The cycling of nutrients in wetlands has been extensively described and
studied (Mitsch and Gosselink, 2000). Inundation, water level fluctuations, and biota result in both aerobic and anaerobic
processes within the water column and wetland soils. These processes allow the transformation of nutrients like nitrogen
and phosphorus as they interact with the biogeochemistry of the wetland environment.

Wetlands function to remove phosphorus through sedimentation, plant uptake, organic matter accumulation, immobiliza-
tion, and soil sorption. Nitrogen is removed in wetlands by filtration, sedimentation, uptake by plants and microorganisms,
adsorption, nitrification, denitrification, and volatilization. Gaseous losses of nitrogen through denitrification are generally
the most significant nitrogen removal mechanism in natural as well as constructed freshwater wetlands (DeBusk, 1999;
Bowden, 1987; Faulkner and Richardson, 1989).

A description of inputs, outputs, and internal cycling of nutrients in wetlands can be described by chemical mass balances.
These mass balances for wetlands have been developed and discussed by others to describe the functions of wetlands
in nutrient production and cycling. Literature reviews of this subject have been provided by DeBusk (1999), Nixon and
Lee (1986), Johnston et al. (1990), and Johnston (1991). However, few investigators have developed a complete mass
balance for wetlands that includes measurement of all the nutrient pathways, sources, and sinks. Despite this lack of
comprehensive study, some generalizations have been made (Mitsch and Gosselink, 2000).

The function of wetlands as sources, sinks, and transformers of nutrients depends on the wetland type, hydrologic
condition, and the length of time the wetland is subjected to nutrient loading. Wetlands have been shown to be sinks
or storage places for nitrogen and phosphorus, although not all wetlands exhibit this trait. One study found seasonal
and permanent swamps had a net export of organic matter. Most of the inorganic phosphorus (60 to 90 percent) was
retained, but there was a net release of nitrates, probably associated with the net export of organic matter (Mwanuzi et
al., 2003). The location and chemical form of nutrients change within wetlands during the exchange of water and sedi-
ment as well as during plant uptake and decomposition (Atlas and Bartha, 1981). The availability of nutrients and the
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extent to which biogeochemical processes function affect the intracycling of nutrients and the productivity in wetlands.
The function of wetlands is closely related to adjoining land and water bodies; changes upgradient of a wetland will
affect processes occurring within the wetland. For example, the depth of an adjoining water body or the conveyance
capacity of the outlet stream are likely to modulate functions such as depth and storage capacity of natural wetlands
(Kadlec and Knight, 1996).

The productivity of wetlands is also directly correlated with nutrient input and transformation. Thus, the ability of wetlands
to store and transform nutrients is directly connected to the amount of nutrients available for storage and transformation.
However, this ability is not limitless, and once storage and transformation capacity is reached, excess nutrients leave
the wetland through atmospheric, surface, and subsurface outflows (Mitsch and Gosselink, 2000). If long-term nutrient
removal is an objective of a constructed wetland, significant maintenance up to and including re-construction may be
necessary, although expecting a constructed wetland to perform this function in perpetuity is likely ecologically and
economically unrealistic at best, and not reasonably feasible at worst.

Although several generalizations can be made regarding the function of wetlands as sources, sinks, and transformers
of nutrients, the complex and unique situation revolving around each wetland limits the application of generalizations.
Wetlands can be a sink for a form of nitrogen at one moment in time and a source for the same nitrogen element at
another time. Generalizations are also hampered by inconsistent study results and by the variety and imprecision of
approaches to measuring nutrient fluxes in wetlands. There is little consensus in the literature about nitrogen and phos-
phorus fate in wetlands. A few chemical imbalances have been studied and described, but a complete mass balance for
wetlands has yet to be developed (Mitsch and Gosselink, 2000). Furthermore, there has been a terrestrial-biased (i.e.,
applying processes found in uplands) approach in wetland research, especially regarding vegetation and productivity,
that limits the understanding and employment of soil and microbial processes specific to wetlands in nutrient reduction
(Wetzel, 2001; Johnston, 1991).

The chemical transformation of nitrogen and phosphorus is important to understanding how wetlands perform in nutri-
ent removal and sequestration. Inorganic and organic nitrogen and phosphorus enter wetlands through water inputs
such as overland runoff, outfall pipes, groundwater, and to a lesser degree rainfall. The inorganic and organic forms
are transformed or stored in the water, soil, and biota through several processes, including nitrification, denitrification,
ammonification, diffusion, plant uptake, litterfall, decomposition, adsorption, precipitation, sedimentation, volatilization,
and peat accretion (DeBusk, 1999). Following transformation and storage, both inorganic and organic forms of nitrogen
and phosphorus exit the wetland in water outflows or by gaseous states such as nitrogen gas (N,). Other gases are
emitted from wetlands, including carbon dioxide (CO,), nitrous oxide (N,O), and methane (CH,), which are produced
under highly reduced conditions (Mitsch and Gosselink, 2000).

To use wetlands to reduce nutrients from water before the flows enter downstream water bodies, the amount of nutrients
in the wetland outflow needs to be less than in the wetland inflow, and the reduction must be measurable. The USEPA
found that sequential nitrogen transformation within wetlands used to treat water quality results in a unidirectional shift
of elevated total and organic nitrogen forms to oxidized or gaseous nitrogen forms (USEPA, 1999). In addition, plant
detritus provides long-term storage of nitrogen in wetlands, and a portion of this nitrogen can eventually become avail-
able for nutrient cycling following decomposition, which can take from months to many years (Kadlec and Knight, 1996).
A summary of data collected in North American Wetlands for Water Quality Data Base (NADB) found that free water
surface wetlands on an annual mean average removed 61 percent of the total phosphorus (TP) in inflow water with a
standard deviation (SD) of 30 percent (USEPA, 1999). An approach to control the impacts of elevated nutrients is for
the nutrients to be in a form not readily available to biotic organisms such as algae, which consume oxygen during
uptake of nutrients. For example, phosphorus chemically bound to minerals (e.g., iron, aluminum, calcium, and organic
compounds) is not as readily available as dissolved phosphorus to algae or plants, but represents a long-term source
of phosphorus in a water system (NRCS, 2001).

One of the key environmental drivers in nutrient transformation is inundation. Inundation affects the oxygen content of
the soil and produces anaerobic conditions, although the near-surface soil tends to retain an oxidized layer due to the
proximity to the water column, oxygen translocation within rooted plants, and microbial activity (Tanner, 2001a). Some
studies have found oxygen availability to the sediment was the greatest limiting factor for nitrification (White and Reddy,
2003). Oxidation affects the reduction of elements such as iron, resulting in a brownish-red color at the soil surface
compared to the bluish-gray color of reduced sediments dominated by ferrous iron. Subsurface systems have been
found to display marginal or negative nitrogen removal because of the lack of oxygen (USEPA, 1993a). Inundation also
affects pH and redox potential, which influences the rates of nutrient transformation (Mitsch and Gosselink, 2000).

The results from studies on nutrient removal have shown inconsistencies in amount and efficiency of nutrient removal.
For example, results from an experimental constructed wetland showed that nutrient removal was primarily the result
of plant uptake and harvesting (15 percent of TN input, 10 percent of TP input). Other processes had a relatively minor
contribution: denitrification (8 percent of TN input), sedimentation and accumulation of organic matter in the soil (7 per-
cent of TN input, 14 percent of TP input) (Meuleman et al., 2003). Other studies have shown that denitrification is one
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of the more important mechanisms for removing nitrogen in wetlands. Nitrogen removal from septage with high solids
concentration resulted from sedimentation of waste solids (57.6 percent), denitrification (40.9 percent), and direct uptake
by plants (0.5 percent) of the total influent nitrogen (Hamersley et al., 2001). Recent studies show a wide range of nutrient
removal efficiency values. Studies of constructed surface flow wetlands in Norway found nitrogen removal efficiencies
between 3 and 15 percent, due to high hydraulic load and low temperatures (Braskerud, 2002). In constructed horizontal
reed bed wetlands in Germany, more than 90 percent removal of TN and phosphorus was achieved (Luederitz et al.,
2001). A compilation of data from 60 studies of 57 natural wetlands in 16 countries showed the mean percent change
in nutrient load between water entering and exiting the wetlands was 67 percent (SD of 27 percent) for nitrogen and
58 percent (SD of 23 percent) for phosphorus (Fisher and Acreman, 2004).

One of the primary ways nutrients are removed from inflow waters is through storage within the wetlands, typically
within soil, organic matter, or biota. For example, phosphorus is stored in wetlands in the soil by adsorption (i.e., surface
accumulation) with sediment particles and precipitation with other compounds, within peat and plant litterfall, and in
living plant and animal biomass (e.g., bacteria, algae, and vascular macrophytes). Sediment containing high organic
matter accumulated twice the nitrogen (Tanner, 2001b) and six times the phosphorus (Tanner, et al., 1998) of live and
dead plant tissue. Peat is considered a long-term storage location for nutrients (DeBusk, 1999). One study found that
twice as much phosphorus was sequestered in submerged aquatic vegetation as in sediment, but these nutrients had a
greater probability to be mobilized as plants decay (Dierberg et al., 2002). Dissolved organic phosphorus and insoluble
forms of organic and inorganic phosphorus are generally not biologically available until they are transformed into soluble
inorganics (Mitsch and Gosselink, 2000). Therefore, both storage of phosphorus within wetlands and the reduction of
downstream export of soluble inorganic phosphorus decrease the effective nutrient load of downstream waters and the
associated eutrophication.

Nutrient removal in constructed wetlands has been found to follow a seasonal pattern in most temperate conditions.
The amount of nitrogen and phosphorus removed depends on the form of the nutrient, type and density of the aquatic
plants, nutrient loading rate, and climate. During winter, nutrients sequestered in plants and plankton are released back
into the water column upon decomposition (USEPA, 1999). Typically, nutrients taken up by plants and microorganisms
in dissolved organic forms are returned later in complex organic forms (Tanner, 2001a). Seasonal temperatures also
influence transformation of nutrients. For example, nitrification is limited by temperature during all seasons when plant
gas exchange and oxygen input into the rhizosphere are limited. Denitrification was almost complete in midsummer
and was restricted at seasonal temperatures below 15°C in a study conducted on a constructed subsurface horizontal
flow wetland in Germany (Kuschk et al., 2003). Spring and autumn removal efficiencies responded to the nitrogen load
in a linear fashion. Efficiencies in winter and summer differed extremely (mean removal rates of 0.15/0.7 g m-2 d-1
[11 percent/53 percent] in January/August) and appear to be independent of the nitrogen load (0.7-1.7 g m-2 d-1)
(Kuschk et al., 2003). Wetland treatment systems in Hungary showed that removal performances varied by 40 percent
between summer and winter (Szabo et al., 2001). Several studies found that temperate regions show a rapid uptake of
nutrients in early spring with rising temperatures, which stimulates mineralization of organic matter accumulated over
the previous winter (Tanner, 2001a).

Although several studies demonstrated seasonal influences in water quality performance, a study of constructed wet-
lands in Florida found no seasonal pattern in phosphorus removal despite fluctuations in air temperature and sunshine
(Dierberg et al., 2002). Sub-tropical wetlands lack the annual cycle of fall-winter senescence and nutrient release that
is characteristic of northern climates. However, this lack of seasonality may add to the long-term stability of sediments
and detritus-bound nutrients in sub-tropical regions. Another regional characteristic found in Florida, but applicable to
other similar areas, is the high level of calcium and high alkalinity in runoff. This regional condition of runoff allowed
more phosphorus to be sequestered by co-precipitation with calcium carbonate (Dierberg et al., 2002). These examples
illustrate the influence regional factors have on nutrient removal performance of wetlands and may explain why wetland
nutrient removal performance is better in some regions than in others.

Climate influences the amount and timing of nutrient input, as well as nutrient concentration and transformation within
wetlands (Mitsch and Gosselink, 2000). Temperature affects growth and productivity of wetland biota. Also, oxygen lev-
els in wetlands fluctuate with temperatures; oxygen saturation is greater at cooler temperatures. Oxygen levels, in turn,
affect several nutrient transformation processes. For example, Woodwell and Whitney (1977) found a salt marsh uptake
of phosphate in cold months and export of phosphate in warm months. Areas with high precipitation have increased
hydrologic inputs, which can dilute nutrient concentration or increase nutrient concentrations if the precipitation picks
up nitrogen and phosphorus before entering the wetland through overland or groundwater flows. A study of several
streams throughout the United States found that concentrations of nitrogen and phosphorus increased with precipitation
in disturbed watersheds because of increased erosion, but decreased with stream flow in natural watersheds, presum-
ably because of reduced erosion and increased dilution (Omernik, 1977). Arid regions can concentrate nutrients as
water evaporates from wetlands, which leaves increased salts, affecting chemical binding rates and biological diversity.
Additionally, groundwater may be more influential in arid regions as the subsurface water picks up nutrients within the
soil prior to outfalling to wetlands (USEPA, 1993a).
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Climate also has considerable effect on the plant and microorganisms growing in wetlands. The quantity and variety of
these organisms influence the nutrient transformation and removal within wetlands. For example, temperate wetlands
retain more nutrients in the growing season primarily because of the higher microbial and macrophyte productivity.
Nutrients stored in biomass can be released back into the water column in the autumn following litter fall and subse-
quent leaching. This seasonality has application to the concept of using wetlands to reduce downstream nutrient loads.
Wetlands can function as sinks for nitrogen and phosphorus in summer, when the biotic community is most productive,
which corresponds favorably with the need to reduce summer algae blooms in downstream waters as a result of elevated
nutrients (Klopatek, 1978; Lee et al., 1975).

Nutrient removal has been shown to be higher in wetlands containing plants, mostly through denitrification and sec-
ondarily through plant uptake (Stein et al., 2003; Lin et al., 2002; Jing et al., 2002; Tanner, 2001a). Macrophytes have
been found to enhance nutrient removal by assisting solid sedimentation, reducing algae production, improving nutrient
uptake, and releasing oxygen (Jing et al., 2002; Bavor et al., 2001). Studies of surface flow horizontal reed beds in Aus-
tralia found removal efficiency with plants to be greater than 96 percent for both nitrogen (9.7 milligrams per liter [mg/L])
and phosphorus (0.56 mg/L) and without plants to be 16 percent for nitrogen (1.6 mg/L) and 45 percent for phosphorus
(0.26 mg/L) (Huett et al., 2005). Another study of constructed wetlands in Taiwan found that planted wetlands removed
80 to 100 percent of ammonium (NH,)-nitrogen (NH,-N) (Jing et al., 2002). High denitrification rates in the presence
of plants has been attributed to a high degree of soil oxidation (Matheson et al., 2002). An assessment of subsurface
constructed wetlands found that oxygen transport down to the roots by emergent plants was the prime source of oxygen
needed for nitrification (USEPA, 1993a).

Submerged aquatic vegetation communities have been found to exhibit phosphorus removal mechanisms not found
in wetlands dominated by emergent macrophytes (Dierberg et al., 2002). Constructed wetlands using floating aquatic
macrophytes have been used to improve drinking water supplies in Brazil (Elias et al., 2001). The submerged plants
directly assimilated phosphorus from the water column and mediated the pH so phosphorus co-precipitated with calcium
carbonate in soil sediment. Leaves and stems can also act as nucleating sites for co-precipitation. Under high iron and
oxygen conditions, phosphorus has been found to co-precipitate on iron oxide as evident from purple plaques observed
on roots and stems, contributing to a removal efficiency of 83.6 percent (Jardinier et al., 2001). Removal efficiencies
for organics, NH,-N, and orthophosphates were influenced by the health and growth rate of macrophytes (Jing et al.,
2002).

Even wetlands designed to treat wastewater through subsurface flows showed enhanced nitrogen and initial phospho-
rus removal when planted versus unplanted wetlands with gravel-bed substrates (Tanner, 2001a). Uptake and storage
of nitrogen and phosphorus in live plant biomass accounted for a fraction (3 to 19 percent TN; 3 to 60 percent TP) of
the improved performance of planted wetlands. The author suggests that plants primarily facilitate improved nutrient
removal indirectly through their effects on other removal processes rather than direct nutrient uptake (Tanner, 2001a).
A recent study of nitrogen uptake in the rhizosphere concluded that nitrate (NO,) uptake by wetland plants may be far
more important than previously thought. The modeled calculations showed that substantial quantities of NO , can be
produced in the rhizosphere of wetland plants through nitrification and taken up by the roots under field conditions and
that rates of NO , uptake can be comparable to those of NH_,. In addition, the model showed that rates of denitrification
and subsequent loss of nitrogen from the soil remain small even where NO , production and uptake are considerable
(Kirk and Kronzucker, 2005).

Many studies have shown that different species of plants perform better than others at nutrient removal from waste
water. Cattails were most efficient at nitrogen removal, and aquatic plants increased phosphorus removal in wetlands
constructed to treat saline wastewater in Thailand (Klomjek and Nitisoravut, 2005). Careful consideration should be given
to the choice of plant species used for nutrient removal systems. While many species can be desirable and effective for
nutrient removal in some regions, those same plants can be undesirable in other regions (Mitsch and Gosselink, 2000)
and can often be highly invasive, spreading to and causing problems in nearby aquatic systems. Other species that have
shown high rates of nitrogen removal from waste water include Phragmites (Mayo and Bigambo, 2005), Typha angus-
tifolia (Belmont et al., 2004), Scirpus validus (Fraser et al., 2004), and Schoenoplectus (Poach et al., 2003). However,
some studies found that plant species had little impact on nutrient concentration or removal (Jing et al., 2002; Huang
et al., 2000). A study of constructed wetlands in the Florida Everglades found that species differed in their uptake and
accumulation in plant tissue, but it was a minor contributing factor in overall nutrient removal (Dierberg et al., 2002).
In addition to plants affecting transformation processes, plants also take up nutrients into their tissues. Much of the
storage of nutrients in plants occurs in below-ground tissues, particularly in emergent species where up to 90 percent
of the plant productivity occurs in below-ground tissues (Tanner, 2001a; Wetzel, 2001). This is particularly true when
plants enter maturity and senesce as nutrients are translocated to root tissues for storage until the next growing sea-
son. Consequently, the removal of above-ground tissue is often not a practical method for removing nutrients from the
wetland (Wetzel, 2001; Matheson et al., 2002). Plant tissue analysis has shown that a single annual harvest of plant
material accounted for 10 percent or less of the nitrogen removed from constructed subsurface wetlands. Increased
harvest frequency may increase this performance, but would increase the operation costs of the constructed wetland
(USEPA, 1993a).
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Studies of the effect of hydrologic and hydraulic conditions show inconsistent results. Hydrologic and hydraulic conditions
in a wetland can influence the efficiency of processes that remove nutrients from water (Jing et al., 2002; Sakadevan
and Bavor, 1999). Hydraulic residence time was negatively correlated with TN and phosphorus removal in constructed
subsurface flow wetlands (Schulz et al., 2003). NH+, and total Kjehldahl nitrogen (TKN) concentrations within a wetland
decreased exponentially with increased residence time (Huang et al., 2000). TKN is the organically bound nitrogen in
a water sample that is released from organic matter through a digestive process before analysis. Knight et al. (2000)
found that removal of nutrients was a function of inlet concentrations and hydraulic loading rates, but in other studies
nutrient removal efficiencies were unaffected by variation in hydraulic loading rates (Lin et al., 2002). Dierberg et al.
(2002) found the greater the residence time, the greater reduction in nutrients.

Ideally, the optimal performance of a constructed wetland can be achieved by affecting the inflow concentration and
residence time. Consideration should be given to designs of constructed wetlands with localized inflows, which generate
a nutrient soil gradient. A study of wetlands used for 40 years to treat wastewater in Florida found that TP in wetlands
sediments was significantly correlated with depth and distance from the point of surface water inflow (White and Reddy,
2003). Nutrient retention has been found to be affected by wetland size relative to the watershed (and therefore reten-
tion time), land use of the watershed, any intrusion of groundwater, and the nature of the wetland in terms of its shape
and vegetation (Raisin and Mitchell, 1995). An assessment of subsurface constructed wetlands found that the media
(e.g., gravel, sand) affected the hydraulic conductivity and, subsequently, the nutrient removal performance. Systems
with sandy substrate had low conductivity and, therefore, needed to be larger in size to generate a retention capacity
effective at removing nutrients, which requires more land surface for construction and operation (USEPA, 1993a).

3.2 Factors that Affect Nutrient Load Reduction Efficiencies

Wetlands that are undersized compared to the amount of water that will flow through them are more susceptible to
frequent flushing by storms (which can flush out nutrients and organic matter) and are therefore not as effective as
properly sized wetlands. Wetlands need to be large enough to be able to store the total from the “first flush,” the first
1 inch of precipitation (Hunt and Doll, 2000). Bass (2000) indicated that current recommendations are that a wetland
surface area should be at least 1 percent of the contributing watershed area. However, given that the amount of runoff
from a drainage area will vary considerably depending of the amount of impervious area within the watershed, Hunt and
Doll (2000) calculated surface areas of wetland ranging from 7 percent for a watershed with a low permeability (curve
number [CN]=98)2 to slightly more than 1 percent for residential areas with fairly clayey soils (CN=60).

This illustrates one limitation of constructed stormwater wetlands relative to other stormwater BMPs: they require a large
area of land. Wetland designs can improve the overall performance of the wetland and partially address the problem of
stormwater flows flushing wetlands by including a high flow bypass (flow splitter) that allows larger storms to circumvent
the wetland (Hunt and Doll, 2000). In North Carolina, constructed stormwater wetlands have been located on watersheds
as small as 4 to 5 acres, but they are most commonly used for larger drainage areas and typically serve watersheds
ranging from 15 acres to more than 100 acres.

Geographic position and land use affect the nutrients flowing into wetlands (Mitsch and Gosselink, 2000). The size of
the watershed, the steepness or slope of the landscape, soil texture, and variety of topography influence these nutrient
inputs. The position of the wetland within the landscape, in addition to the climatic situation, influence the cycling of
nutrients within and through wetlands. For example, tidal salt marshes have significant tidal exchange while closed om-
brotrophic bogs have little material exchange except for gaseous matter into and out of the wetland. Upstream wetlands
have the ability to affect the amount and form of nutrients flowing into wetlands (e.g., a series of wetlands will produce
a different outcome compared to a single wetland). Land uses can affect nutrient inputs by affecting erosion rates, ap-
plying fertilizers, modifying hydrologic flows, and altering buffer features of wetlands. Adjacent land use practices also
may impact a wetland’s ability to store nutrients, thereby altering the structure and function of the wetland (Gathumbi et
al., 2005). Obvious direct input from sewage effluent, urban runoff, and industry can have dramatic impacts on nutrient
loads within wetlands. Studies of a natural wetland in New Zealand that received sewage oxidation pond effluent for
more than 30 years showed elevated nutrient concentrations in ground and surface water, increased weed invasion and
plant growth, and high concentrations of certain heavy metals (Chague-Goff et al., 1999).

Anthropogenic sources of nitrogen and/or phosphorus include sewage, fertilizers, animal waste, erosion, industrial
discharge, mining, drinking water treatment, synthetic materials, and fossil fuel burning. As previously discussed, both
phosphorus and nitrogen are present in wetlands in inorganic and organic forms. Both nutrients are used by living or-
ganisms for basic life processes, but too much can be harmful to aquatic environments. The potentially harmful effects
associated with anthropogenic enrichment of nutrients are most noticeable in environments where these nutrients are
normally in limited supply, such as within surface water bodies (e.g., eutrophication). Nitrogen and phosphorus are often
found in higher than natural levels in areas of human activity. Consequently, the negative effects of too much nitrogen

2 CN reflects the ability of a watershed to store water through initial storage and subsequent infiltration. A high CN indicates a
watershed with limited storage capacity.
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and phosphorus are concentrated downstream of these areas, leading to the need to reduce nitrogen and phosphorus
within water bodies. Removal of nutrients from water before the water is discharged downstream can reduce the poten-
tial for eutrophication; however, upgrades to treatment processes cannot eliminate this potential. For example, sewage
treatment typically decreases ammonia discharge, which results in increased NO, discharge, but does not address TN
discharge concentrations (Murphy, 2005).

Additional studies focusing on the design issues of constructed wetlands are necessary. These studies should look at
the impacts of scale and edge effects in research wetlands. Also, the delivery of treatment water at a single point or
dispersed delivery and in batches versus continuous flows should be studied further for modeling and application of
constructed wetlands and as treatment BMPs. Longer-term studies are also lacking within the literature. Further study
is needed on quantifying and comparing the oxygen release characteristics of different emergent species in response
to root-zone treatments and the effect of this release on removal efficiencies (Tanner, 2001a).

3.3 Natural versus Constructed Wetlands

Natural wetlands exist where water inundates land, even seasonally, or groundwater is shallow enough to create hydric
soils near the surface, which supports hydrophytic plants adapted to living in water or saturated soils. Constructed wet-
lands developed to improve water quality are defined as engineered or constructed wetlands that use natural processes
involving wetland vegetation, soils, and their associated microbial assemblages to assist in the treating of effluent or
other water sources (USEPA, 2000a). Because constructed wetlands are typically designed specifically for water quality
improvement functions, many of the wildlife habitat functions provided by natural wetlands are lacking in constructed
wetlands (DeLaney, 1995). A third type of wetland, often referred to as a created wetlands, are often designed to pro-
vide wildlife habitat functions similar to natural wetlands as mitigation for project impacts (Hammer, 1996). There are
generally two types of constructed wetlands: subsurface and free-water-surface systems (USEPA, 1999; USEPA, 1993a;
Hammer, 1989).

Restored and enhanced wetlands are historical, naturally occurring wetlands that have been disturbed through filling,
dredging, water elevation changes, plant community alterations, and/or modifications to buffers surrounding the wetland
that impact the wetland characteristics or functions. Restoration of disturbed wetlands usually involves rehabilitation of
hydrologic conditions and reestablishment of vegetation (Mitsch and Gosselink, 2000). Degraded wetlands offer opportu-
nities for restoration and enhancement through the careful application and operation of them for water quality treatment.
However, this approach should only be attempted if the water quality of the wetlands would not be degraded, there was a
net benefit to the wetland, and it would promote a return of historic or natural conditions to the wetland (USEPA, 2000a).
In natural wetlands with low productivity, nitrogen and phosphorus are often limiting factors, and adding nutrient-rich
water can increase productivity (Mitsch and Gosselink, 2000; Ewel and Odum, 1984). Restoring wetlands is an effec-
tive strategy for reducing agricultural NPS nutrient discharge. These systems can remove 90 percent to 100 percent of
suspended solids, 85 percent to 100 percent of TP, and 80 to 90 percent of TN (DeLaney, 1995). A compilation of data
from 60 studies of 57 natural wetlands in 16 countries showed that 80 percent of the wetlands reduced nitrogen loading
and 84 percent reduced phosphorus loading. The mean percent change in nutrient load between water entering and
exiting the wetlands was 67 percent (SD of 27 percent) for nitrogen and 58 percent (SD of 23 percent) for phosphorus
(Fisher and Acreman, 2004).

Constructed wetlands designed to retain nutrients from wastewater can function similarly to natural systems. They have
similar physical and biological processes and the operation is more passive and requires minimal operator interven-
tion as compared to WWTPs (USEPA, 2000b). Planning and design considerations for building constructed wetlands
have been developed by USEPA (1999). Wetzel (2001) provides a summary of the fundamental processes in natural
and constructed wetlands. Both natural and constructed wetlands exhibit plant and microbial metabolism involved in
nutrient/pollutant uptake, sequestering, and retention that is highly dynamic on daily, seasonal, and long-term annual
scales (Wetzel, 2001; Kadlec and Knight, 1996; Ewel and Odum, 1984). Furthermore, the amount and concentration of
nutrient loading influence these processes at all scales. Nutrient removal rates have also been shown to be very high in
some natural and constructed wetlands. A study of 50 years of treating wastewater by flowing it through existing forested
wetlands in the Mississippi Delta showed that nitrogen and phosphorus were reduced by more than 90 percent (Day
et al., 2004). A constructed wetland in France was reported to have removed 54 to 94 percent of TN from coke plant
wastewater (Jardinier et al., 2001).

Though there are similarities between natural and constructed wetlands, there are also several differences. Constructed
wetlands often vary in the shape and structure from natural wetlands. Often, constructed wetlands are shaped to fit into
the landscape with other features such as roads, buildings, or mature vegetation. This “fitting in” can limit the ability to
create a natural-looking and -functioning wetland. Many of the studies of constructed wetlands use conveniently-sized
plots (e.g., mesocosms) that provide straightforward control of soils, plants, and water levels as well as inflow and outflow
controls, which ease measurement of water quality parameters (Dierberg et al., 2002; Jing et al., 2002). Additionally,
constructed wetlands often have engineered substrates composed of gravels or artificial liners, which affect the sub-
surface nutrient removal processes.
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Natural wetlands are typically higher in biodiversity, while constructed wetlands are typically planted with a few select
plants and occasionally are inoculated with microorganisms (Wetzel, 2001). This greater diversity often allows more
light to penetrate deeper into the water, increasing the vertical extent of photosynthesis and survival of microorganism
assemblages. The increased species diversity and productivity maximizes nutrient retention, recycling, and storage
(Wetzel, 2001).

Guidelines for constructing wetlands produced in 2000 identified more than 600 active projects using constructed
wetlands to treat municipal and industrial wastewater, as well as agricultural and stormwater sources (USEPA, 2000a).
Using these projects and wetland science, USEPA developed “Guiding Principles for Constructed Treatment Wetlands”
to develop wetlands that improve water quality as well as provide wildlife habitat (USEPA, 2000a). The document gives
guidance on planning, siting, designing, constructing, operating, maintaining, and monitoring of constructed treatment
wetlands. Other guidance documents on constructing wetlands have been developed and provide useful information to
consider when constructing wetlands (Davis, 2003; Moshiri, 1993; Cooper and Findlater, 1990; Hammer, 1989 and 1996;
Kadlec and Knight, 1996). USEPA also developed two technical assessments of different constructed wetlands: Free
Water Surface Wetlands for Wastewater Treatment: A Technology Assessment (USEPA, 1993a), and Subsurface Flow
Constructed Wetlands for Wastewater Treatment: A Technology Assessment (USEPA, 1999). These can help determine
the selection and design of an appropriate constructed wetland.

Some recent studies provided additional information on design and performance of constructed wetlands. For example,
interspersing open water with emergent vegetation appears to maximize NH, removal efficiency (Thullen et al., 2002).
Adding maerl (calcified seaweed) to a laboratory wetland resulted in 98 percent reduction in phosphorus (Gray et al.,
2000). Wetzel (2001) suggests that all wetland treatment strategies should maximize physical contact and duration of
contact between water and microorganisms and periphyton. Periphyton growing on aquatic vegetation have been found
to be significant in their assimilation of nutrients (Dierberg et al., 2002). The importance of submerged aquatic vegeta-
tion and periphyton in improving constructed wetland performance in removing nutrients was demonstrated in studies
in the Florida Everglades (Goforth, 2001). Research also indicates that the uptake and return of nutrients are separated
in time and occur on different temporal scales, which should be taken into account during the design and operation of
constructed wetlands (Tanner, 2001a). A comparison of subsurface systems found that wetlands performed better at
removing ammonia when incorporating three design elements: no algae, longer detention times, and deep root penetra-
tion of emergent plants, rather than only one or two elements (USEPA, 1993a).

Even though natural and constructed wetlands have been used for water quality treatment for many years, there are
still gaps in knowledge on performance and design factors. Studies are still needed to better understand the chemical
and physical characteristics of various nutrient fractions in runoff as well as the nature of nutrients that remain after
passage through wetlands (Dierberg et al., 2002). Other studies have suggested the need for a widespread measure-
ment program to provide a more detailed evaluation of wastewater treatment systems to identify variability and factors
contributing to variability (Szabo et al., 2001). The nutrient removal rates and capacity in both natural and constructed
wetland systems need further investigation to allow identification and comparison of nutrient removal in a wide spectrum
of wetland types, scales, landscape positions, regional climates, geology, and nutrient inputs.

3.3.1 Related Outcomes of Constructed Wetlands

Constructed wetlands designed to treat water high in nutrients generate related beneficial and detrimental outcomes.
These outcomes provide additional advantages and disadvantages to using constructed wetlands as BMPs in a WQT
program that should be considered when selecting this BMP to generate WQT credits. Knight (1992) provides an over-
view of the ancillary benefits and potential problems with the use of wetlands for NPS nutrient discharge. These related
outcomes are discussed briefly and incorporated with other study findings.

Constructed wetlands can provide many benefits in addition to water quality treatment (Kadlec and Knight, 1996). These
benefits include: photosynthetic production; secondary production of fauna, food chain, and habitat diversity; export to
adjacent systems; and services to human society such as aesthetics, hunting, recreation, and research (Knight, 1992).
One of the key biological benefits of constructed wetlands is their ability to provide habitat for plants and animals. Many
plants and animals live in wetlands, and many periodically use wetlands as drinking sources, breeding sites, or foraging
areas. For example, a series of shallow ponds constructed to maximize NO, removal in California had an average avian
specie richness ranging between 65 and 76 species per month, including both common and rare species. Wetlands
also provide a food source for animals such as nutria and muskrats; however, these species can consume much of the
vegetation and reduce the nutrient removal function of constructed wetland (USEPA, 1999).

A summary of 17 case studies located in 10 states found that constructed wetlands can provide valuable wetland
habitat for waterfowl and other wildlife (USEPA, 1993b). However, wildlife can sometimes be detrimental to the nutrient
removal efficiency of wetlands. For example, in a constructed wetlands near Chicago, a large number of carp were
found foraging and resuspending sediment, thus decreasing the performance of the wetland. These fish had arrived as
juveniles in the inflow and grew up in the wetland. In another example, a wetland constructed to remove nitrogen from
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municipal wastewater included open water habitat to attract waterfowl. Wintering waterfowl and colonial red-winged
blackbird (Agelaius phoeniceus) used the open water areas, but contributed a small amount (2.6 percent nitrogen and
7.0 percent phosphorus of mean daily loads from WWTP) to nutrient loading during November through March (Ander-
sen et al., 2003).

Using wetlands for nutrient treatment can have demonstrated additional water resources benefits within the wetland and
downstream. The use of a natural forested wetland in the Mississippi Delta for wastewater treatment over 50 years has
shown significant sedimentation and resulted in increased accretion rates (Day et al., 2004). The results of the study
suggest that the application of nutrient-rich wastewater, and the resulting sedimentation, can also gradually increase
wetland elevations and counteract some of the negative effects of sea level rise on coastal wetlands.

Adding nutrient-rich water into natural wetlands has been demonstrated to increase productivity of woody vegetation,
measured as stem diameter growth, and growth of herbaceous emergent and aquatic vegetation (Day et al., 2004).
The additional growth of emergent and aquatic vegetation contributes more to sediment accretion. This sedimentation
function also improves downstream habitat. Water typically flows slowly through both natural and constructed wetlands
because of their gentle gradient and vegetation. The slow flow allows fines to settle out or deposit on vegetation. Con-
sequently, fewer fines are transported downstream, benefiting fish. Fines in streams can fill interstitial spaces within
gravel substrates, reducing the quality of spawning success in fish.

In addition to improving fish spawning habitat, constructed wetlands can provide additional benefits by ameliorating flood
waters, storing water for multiple uses, and recharging groundwater (Feierabend, 1989; Slather, 1989; Knight, 1992).
Watersheds composed of 5 to 10 percent wetlands are capable of providing a 50 percent reduction in peak flood period
compared to those watersheds that have none. Therefore, constructed wetlands can be valuable in watershed manage-
ment strategies, especially in areas where wetlands have been lost (DeLaney, 1995). The effectiveness of wetlands is
determined in part by the location of each wetland in the watershed. In arid regions, the reuse of wastewater through
treatment wetlands can be especially helpful in serving to conserve water, provide habitat, recharge groundwater, and
maintain longer instream flows downstream (USEPA, 2000a).

Wetlands built along shorelines of streams, lakes, and marine environments can help control erosion from flows, wind,
and shoreline uses. The erosion is largely controlled by the rooted vegetation established in the wetland, which disrupts
the flow velocities and binds the soil. Constructed wetlands positioned along shorelines need to be carefully designed,
constructed, and maintained to ensure inflow water is treated by the wetland before discharging to adjacent water bod-
ies (Hammer, 1992).

There are several direct human benefits possible from constructed wetlands. The improvement of water quality by
wetlands has been found to benefit human health by reducing disease-causing bacteria and viruses (Jing et al., 2002).
Wetlands remove toxic chemicals found in wastewater in addition to nutrients. Harvesting of wetland vegetation has
been used for the production of methanol (USEPA, 1999). Constructed wetlands with public access and public use pro-
vide recreation, research, and educational opportunities. Public education has ancillary benefits of generating support
for water quality and watershed protection. Constructed wetlands have been used in combination with other treatment
mechanisms to provide safe drinking water (Elias et al., 2001).

Even though there are many benefits from constructed wetlands designed to treat water quality, these wetlands can
also have detrimental outcomes. For example, the use of farmland to construct a wetland results in a loss of that land
for farming or another land use. Constructed wetlands located in other water bodies (i.e., wetland, stream, or lake) or
immediately adjacent to natural water bodies can negatively affect the natural water quality or quantity of these water
bodies (USEPA, 2000a). This effect depends on the quality of the natural water body and the design of the constructed
wetland.

Constructed wetlands that attract wildlife may have a negative consequence. For example, siting a constructed wetland
near an airport might attract birds, which present a hazard for airplanes and the birds. Constructed wetlands can also
be a hazard to wildlife if they provide large amounts of habitat where many birds of various species can interact and
spread diseases. Attraction of wildlife could also lead to increased encounters with domestic animals, leading to direct
or indirect harm to both animal groups (USEPA, 1999). As mentioned above, wildlife can negatively affect the nutri-
ent performance of a wetland through direct input of nutrients or remobilization of nutrients. If water input is episodic
or seasonal, the high fluctuations in water level and potential drought periods could be detrimental for organisms that
reside in the wetland. Constructed wetlands can be directly harmful to organisms if the water quality is poor or even
toxic. For example, selenium has been found to bioaccumulate in constructed wetlands, leading to reproductive failure
in fish and aquatic birds (Nelson et al., 2000; Lemly and Ohlendorf, 2002).

The building of constructed wetlands requires disturbance of soil and vegetation. Disturbed areas are prime locations
for colonization by invasive plant species, especially if sources are nearby. Additionally, nutrient loading of wetlands
can result in a shift in plant species assemblages, often seen as an increase in weed invasion at the point of effluent
discharge (Chague-Goff et al., 1999). Consequently, constructed wetlands can provide habitat and opportunity for
spreading invasive species.
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Public health and safety may be compromised by constructed wetlands if they are not designed and maintained care-
fully. Wetlands can have odors that are unpleasant for neighboring communities. Odors in constructed wetlands are
typically associated with high organic loadings, especially near the inlet. Also, without safeguards, wetlands can pose a
safety hazard to visitors to the wetland. Constructed wetlands used to treat wastewater need to prevent human contact
with the untreated water, which could carry pathogens harmful to human health (USEPA, 1999). In some areas of the
country, dangerous reptiles, including poisonous snakes and alligators, could be attracted to constructed wetlands. A
USEPA study is examining if treatment wetlands are more or less likely to create risks to wildlife species than adjacent
natural wetlands (USEPA, 1999).

Another species attracted to wetlands that can be a nuisance or harmful to humans is mosquitoes. Studies of mosquitoes
have concluded that the number of breeding mosquitoes in treatment wetlands is not higher than in adjacent natural wet-
lands (Crites et al., 1995). Controlling vegetation to create dispersed open water patches can result in reduced mosquito
populations by limiting mosquito refuge areas and increasing predation areas (Thullen ef al., 2002). However, another
study found that vegetation management within constructed wetlands conducted in autumn to stimulate denitrification
correlated with higher mosquito abundance than control wetlands lacking management (Walton and Jiannino, 2005).
According to a USEPA fact sheet (2004), as long as wetlands function as healthy ecosystems—i.e., are able to sustain
mosquito-eating fish, amphibians, birds, and insects—they are not uncontrolled breeding grounds for mosquitoes. In
fact, it was found that mosquito habitat was reduced by almost 100 percent and the Culex species of mosquito almost
eliminated after a degraded wetland no longer requires mosquito control measures (USEPA, 2004).

There are also potential negative impacts to air from constructed wetlands. Denitrification process within microbes
that occur in wetlands converts NO, to N,O, which is released to the atmosphere and has negative effects on local
ground-level ozone (DeBusk, 1999). This process occurs in anaerobic conditions, typically below the soil surface. A
study of constructed wastewater treatment wetlands in Sweden showed that N,O emissions varied seasonally during
two years of measurements: large spatial and temporal variations were measured in N,O flux; the largest positive flux
of N,O occurred in October, and the smallest positive flux in July (Johansson et al., 2003). The release of CH, gas is
also a negative outcome of denitrification (Wetzel, 2001). CH, gas emissions from wetlands can contribute to local odor
issues and add to greenhouse gas levels. Emissions of greenhouse gases (CH, and CO,) were measured throughout
an annual cycle and shown to be positively correlated with water temperature in shallow wetland ponds constructed
for nitrogen removal (Stadmark and Leonardson, 2005). CH, production was most pronounced from May to September
when NO, concentrations were low. The study concludes that constructed nutrient removal ponds emit greenhouse
gases comparable to lakes in the temperate region.

Knight (1992) provides guidance on optimizing the appropriate ancillary benefits and avoiding undesirable side effects
while achieving primary nutrient control goals. Many of the benefits and problems with constructed wetlands can be ad-
dressed during the planning and designing process. Maintenance following construction of the wetland is also important
in prolonging and enhancing the nitrogen and phosphorus removal efficiency and ancillary benefits, while minimizing
detrimental outcomes. Thus, the design for constructed wetlands needs to provide access for maintenance.

There are several techniques to improving nutrient removal. For example, partial nitrification of swine waste water prior
to discharge to a constructed wetland increased TN removal rates (Poach et al., 2003). Another study found that adding
iron to the substrate significantly improved phosphorus retention (Cerezo et al., 2001). A model showed that increasing
nitrification rates in the summer and denitrification rates in the winter would improve nitrogen removal efficiencies. This
might be accomplished by increasing carbon supply in winter (Gerke et al., 2001).

The selection of the appropriate plants for constructed wetlands affects the performance and maintenance of the wetland.
Floating aquatic systems are more affected by pests and cold temperatures and are more expensive to construct and
operate than surface-flow systems planted with emergent plants (Payne and Knight, 1997; Hunt and Poach, 2001).

Common plant species used as emergents include bulrushes (Scirpus sp.), cattails (Typha sp.), and rushes (Juncus
sp.). These plants are important in transporting oxygen from the leaves and stems to roots, providing an oxidized mi-
croenvironment in the typically anaerobic root zone of wetlands (Armstrong, 1964).

The juxtaposition of aerobic and anaerobic zones at the soil-water interface is important for nitrification when ammonia
is transformed into NO, (Hunt and Poach, 2001). Thus, the amount of oxygen reaching the root zone affects the rate of
nitrification. Different plant species transport oxygen at different rates to this zone; therefore, plant selection affects the
performance of constructed wetlands at treating nutrients. For example, bulrushes have higher rates of oxygen transport
than cattails (Reddy et al., 1989; Széqi et al., 1994), and the sediment around bulrush roots was aerobic 30 percent of
the time versus 0 percent of the time around cattails (Szdgi et al., 2004). Even so, Wetzel (2001) suggests that rooted
emergent plants cannot be expected to aerate saturated sediments because the function of translocating oxygen to the
roots is to support the metabolic needs of the root tissues, not to oxidize the sediments.
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Although the results of some of the studies cited above suggest that certain plants may transport excess oxygen down
to the sediments, if very high levels of nitrogen removal are required from a treatment wetland, procedures that increase
oxidation of wastewater prior to entering the wetlands or designs to include open water areas might be needed to in-
crease nutrient removal efficiency (Hunt and Poach, 2001).

Removing accumulated emergent biomass and physically limiting the area available for vegetation reestablishment sig-
nificantly improved the ammonia removal efficiency. Limiting emergent plants mimics early successional patterns with
actively growing plants and results in interspersed open water, which also reduces mosquito populations by increasing
predation areas (Thullen et al., 2002). Harvesting shoots may not be important for long-term nitrogen removal because
most of the nitrogen is removed through denitrification (Wetzel, 2001; Matheson et al., 2002). Tanner (2001b) found that
sediment containing high organic matter accumulated twice the nitrogen and six times the phosphorus than live and
dead plant tissue (Tanner et al, 1998). Therefore, harvesting the above-ground portions of emergent vegetation might
provide only a small contribution to long-term removal of nitrogen and phosphorus from the system.

Because constructed wetlands mimic natural systems, they are, by design, naturally functioning, passive, and require
limited operational maintenance. However, the imitation of natural systems does not eliminate the need for maintenance
of constructed wetlands. The most critical element of maintenance is the quick identification and action when water level
adjustments are needed (USEPA, 2000b). Water level affects many of the processes occurring within the wetland and
the survival of aquatic organisms. Regular inspections are fundamental to identifying problems and taking corrective
actions, such as adjusting weirs or other water level control features (Kadlec and Knight, 1996).

Constructed wetlands have maintenance requirements similar to stormwater ponds, including hydraulic water and
depth control, inlet/outlet structure cleaning, grass mowing of berms, inspection of berm integrity, wetland vegetation
management, disease vector (e.g., mosquito) control, and accumulated sediment/organic matter management. Subsur-
face systems are prone to clogging and are limited in function by oxygen diffusion (USEPA, 1993a). Surface systems
may need extraction of built up sediments or vegetation that block flows (USEPA, 1999). Inspections may identify the
need to eliminate or control invasive or nuisance species (USEPA, 2000a). Sprinklers have been used successfully to
control adult mosquito populations in constructed wetlands because the sprinklers disrupt the water surface, affecting
ovipositioning (Epibare et al., 1993).

Review of the related outcomes of constructed wetlands identified several research needs. The quantitative magnitude of
related benefits and detriments may vary greatly from one system to another (Knight, 1992). Therefore, related outcomes
need to be quantified and compared to different designs, regional variation, human values, etc. For example, studies are
lacking on odor associated with constructed wetlands used for water quality treatment, especially in comparison with
natural wetlands (USEPA, 1999). The causes, controls, and magnitude of odors as well as their community acceptance
would benefit from research.

There is additional need to monitor reference wetlands to compare performance of constructed wetlands and impacts
of external factors on wetlands. Monitoring should also include surrounding area as well as the constructed wetland.
The design and management of constructed wetlands lack complete understanding and incorporation of problems of
channelization, altered microhydrology at the spatial scale of microbes, and assimilation versus physical absorptive
retention (Wetzel, 2001). More research is needed on the temporal nature of nutrient removal by constructed wetlands.
For example, one study found nitrogen removal efficiency dropped from 79 to 21 percent in one year (Tanner et al.,
2005). Removal efficiencies also dropped between the first and second year in experimental mesocosms (Hench et
al., 2003). These changes in removal efficiency could be attributed to seasonality, wetlands maturity rates, or regional
factors. The use of constructed wetlands for trading programs could benefit from additional planning and understanding
about the long-term performance and fate of constructed wetlands.

34 Modeling Nitrogen and Phosphorus Removal by Wetlands

Modeling is used to quantify the performance of processes and to attempt to optimize this performance. Models are
useful for acquiring information about performance when actual measurement is prohibitively expensive (Johansson
et al., 2004). The benefits of accurate models include improved designs, reduced monitoring, and predictability of per-
formance. This predictability could be used to define credits in a market-based WQT program. A predictive model for
constructed wetlands should be able to describe and predict wetland hydraulics, because this directly affects the treat-
ment performance of a wetland according to basic water quality modeling such as the k-C* model (Bojcevska, 2005;
Persson, 2005; Kadlec, 2000; Persson et al., 1999; Wong and Geiger, 1997; Kadlec and Knight, 1996).

Although the physical and biological processes that drive wetland systems are complex, many mathematical models
have been developed to simulate nutrient removal in wetlands. Many of these models were developed by accounting for
hydrologic conditions and nutrient dynamics. A mathematical model was developed from studies of lowland rice fields
and can be used to assess the extent of absorption from the rhizosphere by wetland plants growing in flooded soil,
incorporating important plant and soil processes (Kirk and Kronzucker, 2005). McBride and Tanner (1999) developed a
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mathematical model to simulate patterns of nitrogen removal that were observed in experimental studies of constructed
wetlands treating NH,-rich water. Brown (1988) developed a simulation model to predict water quality of outflow water
from natural and constructed wetlands. The model requires data input for wetland type, discharge rate, and concentra-
tion of nutrients in surface water inflow (Brown, 1988). Another mathematical model that simulates wetland hydrology
and nutrient-driven interactions between wastewater and wetlands was tested by comparing simulations with data
from a wastewater treatment facility (WTF) (Kadlec and Hammer, 1988). The simulation accurately predicted solute
concentrations, biomass growth patterns, changes in the litter pool, and soil accretion rates. Another two-part model
was developed by Dorge (1994) that contains a hydrological submodel and a more complex biological submodel. The
model was developed to determine the retention and removal of nitrogen in wetlands as water flows from cultivated
agricultural land through wetlands to aquatic systems. The model can be used to describe the transport and turnover
of nitrogen from fertilization through soil and groundwater to aquatic systems (Dorge, 1994).

Some models have focused specifically on plant uptake of nutrients (Langergraber, 2001; Mankin and Fynn 1996; Romero
et al., 1999; Wegehenkel, 2000). Langergraber (2001) developed a model (CW2D) to simulate plant uptake of nutrients
in constructed subsurface flow wetlands relative to water uptake. The model was tested with indoor pilot-scale con-
structed wetlands. Langergraber (2005) tested the CW2D model for the portion of nutrient removal attributable to plant
uptake and concluded that it is possible to simulate plant uptake of nutrients in constructed wetlands with a model that
links nutrient uptake with water uptake. Another model, HYDRUS-2D, also models nutrient uptake by plants coupled
with water uptake (Simunek et al., 1999). A mass balance method was used to quantify the performance of nutrient
storage systems in an experimental artificial wetland (Breen, 1990). In this simulation, hydrologic design to maximize
wastewater-root zone contact was determined to be important for treatment performance. Furthermore, uptake by plants
was found to be responsible for most of the nutrient removal, and plant biomass was determined to be the primary
nutrient storage mechanism. Other studies that included field measurements of nutrient uptake in constructed wetlands
often come up with the opposite result; plant uptake is a relatively small component of total nutrient uptake compared
to microbial processing (Hamersley et al., 2001; Lin et al., 2002; Stein ef al., 2003).

Simulations of natural wetlands have also been modeled. A model was developed specifically for riverine wetlands to
describe the interaction and processing of carbon, nitrogen, and phosphorus (van der Peijl and Verhoeven, 1999). The
simulation results showed a good fit to data collected on riverine wetlands in southwestern England. In a later test of
the model to study nutrient enrichment of a riverine wetland, results diverged from the field studies when the simula-
tions predicted a far greater role for nitrogen as limiting factor than the field experiments (van der Peijl et al., 2000). The
lack of agreement between the simulation and the field experiments was attributed to differences in the environmental
conditions (e.g., weather and area measurements) between the field experiment and the computer simulation.

Field-scale simulation models have recently been practiced instead of intensely and expensively surveying farms or
conducting field trials for the myriad of conditions in a watershed (Johansson et al., 2004). The advantage of field-scale
models is that they account for variability in land cover, soil, tillage, and drainage practices. An example of this type of
model is the Agricultural Drainage and Pesticide Transport (ADAPT) model. This model simulates the nutrient loads
and crop yields resulting from alternative phosphorus BMPs using variable management practices (e.g., crop choice,
fertilizer use) and climatological data (Johansson et al., 2004).

Watershed modeling has been used to predict nutrient loadings (Arheimer and Wittgren, 2002; Gowda et al., 1998). For
example, a study in Eastern Europe between Estonia and Russia used a large-scale geographic information system
(GIS)-based nutrient transport model over a 15-year period to model the change in nutrient levels caused by reduced
agriculture experienced by the region since the restructuring of the former USSR (Mourad and van der Perk, 2004). The
study applied the modeling approach developed by De Wit (1999, 2001), the PolFlow model, which used large-scale,
spatially variable estimates of sources, transport, and decay of TN and TP over five-year periods. The model consists
of three steps: estimating both diffuse (i.e., nonpoint) and PS emissions; calculating long-term hydrological fluxes; and
modeling the transport of emitted nutrients through the soil, groundwater, and surface network.

Results from applying the PolFlow model were compared to measured loads and were found to coincide reasonably
well with one river and overestimate loadings for another with a smaller drainage basin. In the model, nutrient retention
within a drainage basin is simply modeled using a transport fraction factor that is determined by slope and discharge.
The study found that modeling was complicated by the transfer of nutrients from nonpoint emissions, which is strongly
governed by the retention in and periodic release from storages such as root zone, tile drains, ditches, channels,
substrates, floodplains, etc. Future research is needed to refine the quantification of this nutrient transport fraction.
Improvement to modeling nonpoint emissions was suggested by increasing knowledge about the spatial and temporal
distribution of various nutrient storage and fluxes along pathways between the soil surface and water bodies (Mourad
and van der Perk, 2004).

In north Georgia, watershed-scale modeling is being used to estimate phosphorus loads for different NPS agricultural
practices. The Soil Water Assessment Tool (SWAT), based on the USEPA Better Assessment Science Integrating Point
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and Nonpoint Sources software, is used for rural watersheds and can estimate phosphorus loads by calculating soil
loss. The model is calibrated using field samples and local watershed data. Calibration is conducted for two reasons:
to determine the parameter values that characterize the general hydrology of the watershed, and to find the parameter
values that describe phosphorus and sediment losses from agricultural sources and the effect of BMPs (River Basin
Center [RBC], 2003).

The DUFLOW model was developed in The Netherlands for simulating one-dimensional unsteady flow and water quality
in open channel systems (EDS, 1998). This model allows for the modeling of pollutant transport and defines processes
and pollutant interactions. A similar model was developed and applied to wetlands surrounding Lake Victoria, Tanzania,
to simulate the buffering process of wetlands and the capacity of individual natural wetlands to absorb sediments,
nutrients, and pollutants. This model estimated the impacts of inputs on water quality, quantity, and accumulation rates
in permanent fringe wetland and seasonal floodplain wetlands. This model included both nitrogen and phosphorus
compounds and 28 different parameters. The application of the model showed that there was seasonal flow from the
lake to the wetlands (Mwanuzi et al., 2003).

A study in southwest Sweden was conducted to examine the applicability of the GLEAMS model to simulate the drain-
age discharge and nitrogen and phosphorus concentrations in the discharge water from a clay field with drain tiles
(Shirmohammadi et al., 1998). The results indicated that GLEAMS was capable of simulating reduction of NO, and dis-
solved phosphorus losses reasonably well, but there were no algorithms to simulate the particulate phosphorus losses
via drain tiles. Therefore, a submodel, “PARTLE,” was developed and tested. These two models, combined, provided
reasonable estimates of particulate phosphorus loss via drainage through soil. The study concluded that considering
the impact of preferential flow and the ratio of annual drainage discharge to annual precipitation is necessary for proper
predictions of particulate phosphorus in structured soils.

Modeling fate and behavior of pollutants requires simulation of both transport and controlling processes such as sedi-
mentation, biomass uptake, sorption, etc. (Mwanuzi et al., 2003). Modeling nitrogen flux in the lower Mississippi River
has been investigated by Mclsaac et al. (2002). One model they examined accounted for 85 percent of the variation in
observed annual NO, flux, but tended to underestimate high NO, flux and overestimate low NO, flux. Another model
that used water yield and net anthropogenic nitrogen inputs (NANI) accounted for 95 percent of the variation in riverine
nitrogen flux. The NANI approach accounted for nitrogen harvested in crops and assumed that crop harvest in excess
of the nutritional needs of the humans and livestock in the basin would be exported from the basin. The U.S. White
House Committee on Natural Resources and Environment (CENR) developed a more comprehensive nitrogen budget
that included estimates of ammonia volatilization, denitrification, and exchanges with soil organic matter. The residual
nitrogen in the CENR budget was weakly and negatively correlated with observed riverine NO, flux. When the CENR
nitrogen budget was modified by assuming that soil organic nitrogen levels had been relatively constant, and ammonia
volatilization losses were redeposited within the basin, the trend of residual nitrogen closely matched temporal variation
in NANI and was positively correlated with riverine NO, flux in the lower Mississippi River (Mclsaac et al., 2002).

Crop yield simulation models that incorporate spatial information may apply to modeling nutrient removal in constructed
wetlands. Many of these models predict nutrient cycling such as nitrogen and phosphorus fertilization, nutrient transfor-
mations, crop uptake, and nutrient movement (Priya and Shibasaki, 2001).

Typically, robust and general models combine both empirical and mechanistic modeling. To gather large amounts of
data for empirical modeling, large databases have been developed. One of the most comprehensive summarization ef-
forts to date was the development of the NADB, funded by USEPA (USEPA, 1994). Two versions of the database were
ultimately distributed. Version 1, completed in 1994, used an MS®-DOS database system known as Dbase Il and was
the most widely distributed version. Version 2 of the NADB was built upon an MS® Windows Access database engine.
Collected data is analyzed using regression to determine relationships between variables. However, regression does
not necessarily indicate causality; thus, spurious relationships can be modeled. Research databases have been used
to validate and modify computer models (Humboldt University, 2000).

The first NADB database fell short of meeting its goal of providing sufficient information to optimize the design of treat-
ment wetlands (USEPA, 1999). The bulk of the entries in the revised USEPA-sponsored database (NADB Version Il)
have been placed into a new database called the Treatment Wetland Database (TWDB). This web-based database adds
many additional treatment wetlands to the USEPA-revised database. While the emphasis is on constructed wetlands,
natural wetlands are also included in the TWDB database (Humboldt University, 2000).

Rigorous models for constructed wetland systems need to be developed by designing a comprehensive series of iterative
studies, collecting data based on quality-controlled specifications, and analyzing the relationships between design
features, environmental parameters, and performance. An assessment of current modeling efforts suggests that an
effective plan is needed for the design of studies that will provide a comprehensive understanding of the processes that
occur within constructed wetlands. The study design should include extensive, quality-assured, transect data at numerous
selected sites to capture spatial variation over an extended period of time to identify temporal variation. Using existing
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mathematical models of wetlands processes combined with the study data, an iterative model of complex systems can
be developed and used (USEPA, 2000b).

Modeling constructed wetlands is complicated by the complexity of the reaction mechanisms within these systems,
the difficulty in charactering the constituents within the inflow water, and the accountability of influential physical and
external factors. Additional challenges include the ability to scale up, shortcomings in analytical and sampling methods,
and the capacity to verify models with long-term monitoring (USEPA, 2000b). Modeling is also problematic because
wetlands are highly ephemeral in capabilities and efficiencies for uptake and especially biologically-mediated retention
of nutrients and pollutants (Wetzel, 2001). Proper model selection is one of the most important steps in any modeling
exercise (Priya and Shibasaki, 2001). Many of the current design models for constructed wetlands rely on the assump-
tions of steady-state water flow conditions and first-order decay of pollutants. Studies have suggested that this is not
representative of field conditions (Kadlec and Knight, 1996; Persson et al., 1999; Persson and Wittgren, 2004). Thus,
there is a need for more experimental data to further define how hydraulic patterns are affected under different envi-
ronmental conditions, both spatial and temporal.

Further research is needed to improve nutrient models, including detailed hydraulic investigations of full-scale wetlands,
simulations of outdoor constructed wetland systems, investigation of plant uptake models, improving the simulation tool
by accounting for substrate clogging processes, and developing experimental techniques to measure model param-
eters (Langergraber, 2003). More work is needed to adequately account for field environmental conditions in computer
simulations (van der Peijl et al., 2000). Modeling nutrient removal by wetlands should account for delays in nutrient flow
pathways through groundwater. There are temporal lags in groundwater flow depending on the size of the aquifer extent
and recharge zone, as well as soil type and geology. Consequently, land-use management practices to reduce nutrient
loading to a watershed might not result in water-quality improvements for many years, especially if implemented on land
far from streams (Wayland et al., 2002).

Additional incorporation into models of microbial and hydrological influences on nutrient uptake could improve the pre-
dictability of nutrient reductions. Models tend to underestimate that most nutrients from influent sources are assimilated
directly by microbiota (i.e., bacteria, algae, fungi) rather than plants and are intensively recycled amongst these microbial
communities, which cover all wetted surface in aquatic ecosystems (Wetzel, 2001). Channelization and variability in flow
velocity are among the greatest limitations to maximizing retention capacities of nutrients in wetlands (Wetzel, 2001).
If these channels and flow patterns are not included in models, then the predictability of the models is hindered by the
inadequate consideration of these patterns and their effect on absorption/adsorption rates. Advances in understand-
ing the hydraulic performance in wetlands can be gained by studying water flow patterns or hydraulic residence time
distributions obtained from tracer experiments (Persson, 2005).

3.5 Defining Nutrient Load Reduction Credits

A comprehensive review of WQT in the United States identified 40 trading initiatives in 17 states, 29 of which specifically
cover nitrogen or phosphorus (Breetz et al., 2004). According to the information on WQT programs compiled by Breetz et
al. (2004), potential NPS WQT partners include: new or expanding WWTPs trading with stormwater BMP retrofits, street
sweeping, land reclamation, surplus reductions from existing WWTPs, diverted flow from existing WWTPs, conversion
from surface to subsurface discharges, removal of poorly functioning septic systems, or wetland restoration.

The service area for WQT programs (i.e., the area in which trades are allowed) is most often defined by a watershed
or sub-basin boundary. A trading program in New York allowed trades only within the same basin, with the exception of
one WWTP that received credit for reduction in upstream phosphorus in a basin hydrologically connected to the basin
of discharge (Breetz et al., 2004). Establishing a trading service area can be further complicated by political boundaries,
particularly in watersheds that cross state boundaries. Further division of hydrologically-related boundaries into trading
zones may be necessary in some area because of non-uniform mixing of nutrients in water bodies (Kramer, 2000).
Credits are often restricted to sources upstream from the point of discharge (Breetz et al., 2004).

Building sufficient credit inventory to make a trading program cost-effective can be accomplished in areas that have
certain conditions favorable for the establishment of WQT programs. Favorable conditions usually include a wide varia-
tion in PS control costs, a large number of PSs, and the availability of low-cost NPS reductions (Kramer, 2000). The
seasonality of NPS reductions through implementation of BMPs is also an important factor to consider. The extent to
which the spatial and temporal patterns in wetland (or other BMP) nutrient removal performance match the spatial and
temporal patterns in load reductions needed by the PSs can determine whether NPS reductions would be appropri-
ate to offset PS discharges (Crumpton, 2006). Further organizational details that are required for a successful trading
program are outlined by Stavins and Whitehead (1996). These details include clearly defining responsibility for total
discharge; defining trading area; establishing legal authority for trades through rulemaking, legislation, and NPDES
permits; monitoring or statistical models to verify compliance; establishing procedures to reduce the costs of identifying
potential trading partners, negotiating trades, and program administration; encouraging public involvement to help speed
the regulatory process; and regular evaluation of the program for overall efficiency.
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Most BMPs used in WQT programs are general and are applicable to many agricultural operations; a few are specific to
certain farming activities. Example BMPs used in WQT programs include: livestock exclusions, buffer strips, constructed
wetlands, wet ponds, alternative surface tile inlets, cover cropping, roof gutters, filter walls and filter strips, manure
storage pits, conservation tillage, runoff control systems, settling basins, concrete barnyards, diversions, underground
outlets, livestock exclusion rotational grazing, wetland restoration, land set-asides, nitrogen application restriction, ma-
nure incorporation, sediment reductions through land acquisition, conservation easements, streambank stabilization,
development of silt basins, dry dams, terraces, grassed waterways, filter strips, and grade control structures (Breetz et
al., 2004; Kramer, 2000).

Determining credit value for NPS operations is primarily based on getting agency concurrence of acceptable BMPs that
reduce nitrogen and phosphorus loading. Some agencies have developed a list of BMPs that are eligible to be used in
WQT programs (Idaho Department of Environmental Quality [IDEQ], 2003). The nutrient reductions from these BMPs
are usually required to be surplus, quantifiable, permanent, and enforceable.

Creating credits can be difficult in watersheds where agricultural sources are significant contributors to nutrient loads. A
common assumption is that agriculture can be a primary supplier of these credits; however, the willingness of farmers
to participate in such programs can be problematic for several reasons. Often, trading guidelines prohibit farmers from
selling credits when making legally required (e.g., by state regulation) land management changes?® or for which the farmer
has already been paid (e.g., green payments). These prohibitions reduce the ability of farmers to supply low-cost credits.
Because they require farmers create credits by implementing BMPs in addition to current practices and then demonstrate
that the BMPs do indeed reduce discharge levels (King, 2005). Many BMPs do not show direct improvements and are
not easily validated. Rahr, LBR and North Carolina have skirted this issue by assigning typical performance values to
specific BMPs. Applying additional BMPs and validating their effectiveness can be a risky endeavor for credit producers
because there is no guarantee that the time and money spent will generate more credits.

The need to establish a baseline nutrient load and show reduced discharge levels after BMP implementation creates
two additional obstacles for farmers considering supplying credits. First, in order to establish the baseline to quantify
marketable credits, an outside party must determine what nutrient-reducing land management practices and/or BMPs
farmers have already implemented.) This evaluation is something most farmers are leery about because it could gener-
ate questions regarding their justification for green payments or repercussions related to the legality of their land use
practices with respect to state requirements. Second, farmers know that their NPS nutrient discharge is currently not
regulated as much as PS discharge because NPSs can be difficult to measure, are weather-dependent, and can be
costly to control. By showing that they can create baseline information and then reduce their discharges below baseline,
they are actually demonstrating that NPS discharge is measurable and that perhaps it should be regulated the same
as PS discharge (King, 2005). Farmers are reluctant to participate in a program that could lead to additional regulatory
controls over their activities. The LBR program attempts to sidestep this issue through the approach for calculating nu-
trient credits. The baseline load of a NPS is first determined using the USDA-NRCS Surface Irrigation Soil Loss (SISL)
model. Credits generated by a BMP are calculated by subtracting the individual NPS share of nutrient reduction required
in the TMDL from the total nutrient reduction created by a BMP (baseline load multiplied by the BMP effectiveness ratio
[Breetz et al., 2004]).

3.5.1 Measuring Nutrient Removal Performance

Estimating or quantifying existing NPS nutrient loads is necessary for calculating credits and for providing a baseline to
measure performance. Methods for measuring baseline conditions and performance of NPS nutrient reduction efforts
are highly dependent on the type of activity being conducted and the associated land use practices. Credits have been
granted for reductions in nutrient loads achieved through livestock exclusion, stabilization of eroding stream banks, con-
version of farmland back to floodplain, and vegetation restoration. These activities result in reductions in sediment and
soil loss as well as the associated nutrient reductions (Fang and Easter, 2003). Other programs have granted credits
for voluntary reductions as quantified by a “qualified soil and water conservation professional” according to standardized
procedures (Breetz et al., 2004).

Where nutrient reduction data are limited and models contain uncertainties, as is currently the case of constructed
wetlands on a watershed scale, measurements of nutrient reductions can be taken to determine credits. Performance
can be measured as power (nutrient mass removed over time) or efficiency (nutrient fraction removed over time). Direct
measurement of nutrient reduction performance of a constructed wetland requires measuring the difference in nutrient
concentration between water inflows to and outflows from the wetland. The amount of actual nutrient reduction can be
measured using grab samples taken during the BMP operation. In the LBR WQT program, the measurement schedule
is determined in the trading contract for specific watershed-scale BMPs and regulatory guidance (ISCC, 2002).

3  State land management requirements are relatively rare. North Carolina is an example of a state with land management re-
quirements in some watersheds.
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Measuring the nutrient removal performance of a BMP has advantages and disadvantages. An advantage of measuring
over calculating nutrient reduction is that it diminishes uncertainties, especially in terms of modeling nutrient loss, nutrient
removal by the BMP, and final nutrient loading in downstream water bodies. A disadvantage of measuring the effective-
ness of nutrient reduction is that it is very difficult and time-consuming in natural and restored wetlands because the
inlets and outlets often extend over relatively broad areas. It is much easier to measure the effectiveness of constructed
wetlands than natural wetlands because they can be designed with limited inlets, and outlets are often confined in order
to control water levels. The difference in concentrations of phosphorus, nitrogen, and other water quality parameters of
interest can be measured at the inlet and outlet, and can be taken as a direct measure of nutrient removal efficiency of
the wetland. However, measurement approaches need to account for diurnal, seasonal, and spatial variability in nutrient
retention efficiency (Wetzel, 2001). A review of 60 wetland studies showed that the duration and frequency of sampling,
as well as which nutrient forms were analyzed, influenced in part whether the wetland appeared to reduce or increase
nutrient loading (Fisher and Acreman, 2004). Studies that included frequent sampling during high-flow events, or that
were conducted for more than one year, were more likely to indicate that the wetland increased nutrient loading, which
is the opposite of the expected result. Nutrients can be flushed out of wetlands during high-flow events, which results
in an increase of nutrients contained in water exiting a wetland. Wetland design can be used to mitigate or prevent this
from happening. Measurements need to be taken throughout the year in order to capture the variations in removal ef-
ficiency that wetlands experience over time and seasons (Fisher and Acreman, 2004).

In addition to temporal factors, removal efficiency can vary depending on the position the wetland has in the landscape
and in the watershed. For example, wetlands high in the watershed may have limited opportunity to intercept nutrients,
and wetlands low in the watershed may have a flow-through rate that limits efficiency. Efficiency is also affected by the
geologic and ecologic conditions in the wetland, where different plant species or vegetation structure vary in their ability
to influence nutrient removal (Mitsch and Gosselink, 2000). As described in the following section, WQT ratios can be
designed to account for the location of a BMP within a watershed.

3.5.2 Modeling and Calculating Nutrient Removal

Credits generated by implementation of BMPs can be modeled or calculated if it is too costly or infeasible to measure
the actual performance of the BMP. The first step in calculating credits is to determine the amount of nutrients produced
at a location. For example, to estimate the current phosphorus loads from cropland, formulas, such as the Revised
Universal Soil Loss Equation and SISL Equation, are used as the most accurate and simple method to estimate soil
loss from surface-irrigated cropland (ISCC, 2002; ETN, 2003). These tools can be used to calculate the tons of soil loss
per acre per irrigation season. Phosphorus reduction is compared against the phosphorus loads in baseline years used
for the TMDL (ISCC, 2002). As another example, reductions in phosphorus loads from cattle exclusion and rotational
grazing can be derived by calculating the volume of manure deposited and the associated phosphorus content and
delivery ratio (Breetz et al., 2004).

Once the nutrient load has been calculated, the nutrient reduction from BMPs is needed to generate credits. One method
of calculating potential nutrient reduction is by estimating the average nutrient load reduction associated with a BMP.
Nutrient load reductions achieved through agricultural BMPs can also be estimated using field-scale water management
simulation models such as the ADAPT model. The ADAPT model can be used to model erosion and sediment transport,
which allows for an estimate of phosphorus load reductions from cover cropping, tillage practices, fertilizer applications,
crop rotation systems, and planting/harvest dates (Fang and Easter, 2003).

When modeling or calculations are used to estimate nutrient reductions, WQT programs tend to apply a discount to
compensate for the uncertainty associated with the effectiveness of the BMP, the accuracy of the modeling results, and
geographic variations in nutrient loads and environmental benefits. The multiplier, which is often expressed as a ratio
(e.g., 2.1:1 is the trading ratio used by the Neuse River Basin WQT program), is used by WQT programs to reduce the
number of transferable credits generated by a BMP. The trading ratio is designed to account for the level of uncertainty
associated with the methodology selected to calculate credits, and it is also often established for WQT between NPSs and
PSs to include a margin of safety to account for uncertainty in the determination of load reduction (Kramer, 2000).

Credits are also sometimes discounted using delivery ratios to account for location of the BMP project versus the loca-
tion of the nutrient source that is purchasing the credit. Location within the trading service area can affect credit value.
Delivery ratios were developed for the LBR program, which vary from 100 percent in riparian areas, to 20 percent within
Y4 mile of the receiving water body, to 10 percent at distances greater than % mile from the receiving water body (Breetz
et al., 2004). Ratio discounts range from 1.1:1 to 3:1. Overall, trading ratios are applied in WQT programs to ensure
that water quality in a watershed is protected and trades between sources distributed throughout a watershed result in
environmentally equivalent or better outcomes at the point of environmental concern (IDEQ, 2003). To minimize local
impacts or hot spots from PSs off-setting some of their nutrient discharges through trades, NPDES permits may place
a limit on the total amount of the nutrient discharge the PS may be off set through Another common approach to mini-
mizing the creation of hot spots, requiring prior approval from the organization that administers the trading program or
the state WQ regulator ensures the trade does not result in localized impacts to water quality.
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Other WQT programs have developed several ratios used in combination to address uncertainties. In Idaho, a River
Location Ratio accounts for the transmission loss of phosphorus occurring within the river system. Site Location Fac-
tors account for transmission loss due to phosphorus uptake by plants, water reuse, and the portion of phosphorus
that will bind with river sediments and settle out. Drainage Delivery Ratios are determined using a linear calculation
of phosphorus transmission loss in the subwatershed’s main channels (IDEQ, 2003). Additional information on trading
ratios is also included in Section 4.3.2.5.

3.5.3 Assessing and Verifying Performance

The performance of BMPs needs to be assessed and verified to ensure a WQT program is successful. In the Idaho
WQT program, BMPs are certified as installed according to NRCS and meeting applicable laws and regulations. Once
the BMP is certified and operational, phosphorus reduction credits can be generated and traded (IDEQ, 2003). Monitor-
ing is another way to evaluate performance of BMPs. In Idaho they are used to demonstrate that the BMP is designed
and maintained properly, and the program guidance requires at least one annual field inspection to evaluate BMP per-
formance. Constructed wetlands are to be evaluated before and during the middle of the season of use (ISCC, 2002).
Another program suggests field spot checks should be performed for BMPs with a maintenance life of over one year.
The number of checks is determined based on an annual percentage of those BMPs (ETN, 2003).

Although protocols that produce reliable, quantifiable results have been established to monitor discharges from PSs for
most industries, similar protocols are not available to measure discharges from NPSs. Generating reliable, long-term
monitoring data of NPS discharges is one of the major challenges faced by WQT programs (Breetz et al., 2004). Many
trading programs do not have systems for monitoring discharges from NPSs because it would be prohibitively expensive
and a long monitoring period is required to provide conclusive results (Breetz et al., 2004; Jaksch 2000, Fang and Easter
2003). Periodic reviews of BMPs are often used in lieu of quantifiable monitoring. Some programs use a combination of
site-specific inspection at 5 to 10 percent of BMPs and continuous water sampling every eight hours at four locations
on a sub-watershed scale (Breetz et al., 2004).

Models used to determine nutrient loads and nutrient reductions also need to be verified. A common method to verify
models is to calibrate them using local data. For example, stream flow conditions are monitored and grab samples are
collected to calibrate SWAT for flow and phosphorus removal rates. In addition, background levels of soil phosphorus
are determined by soil samples and used to calculate a soil phosphorus extraction coefficient, which is used to calibrate
SWAT. Other models can also be calibrated using daily data of groundwater, interflow, and overland flow from differ-
ent land use and soil combinations. Several years of data are required for accurate calibration (RBC, 2003). Validating
models must consider spatial and temporal scales as well as data sources and manipulation (Priya and Shibasaki,
2001). Modeling nutrient fate and transport within a watershed is an extremely complex technical field, and a large
volume of information is available on various modeling techniques used in watersheds across the United States. As-
sessing the various methods being used to model nutrients within a watershed is beyond the scope of this paper, but
is an important research need.

3.5.4 Determining the Useful Life of Credits

Many programs establish time limits on the useful life of BMPs, after which it may no longer be effective. The length
of time a BMP can be used to generate credits, tends to be a function of how long it tends to be effective at removing
nutrients, with a margin of safety added (ETN, 2003). A comprehensive survey of trading initiatives found that structural
BMP credits were assigned a 10-year useful life, and non-structural BMP credits were typically good for 3 years (Breetz
et al., 2004). A BMP’s maintenance life and a margin of safety for uncertainties are used to determine the duration of
credits (ETN, 2003). Credited reductions are also sometimes limited in time to be contemporaneous with credit use
(e.g., the term of a NPDES permit) (Kramer, 2000).

BMPs have been given individual life spans to assure credit buyers that credits would be available and to assure credit
sellers that opportunities to market their credits persist for at least the designated life span of the BMP they choose to
implement. In some WQT programs, the life span assigned to BMPs reflected the professional judgments of scientists,
regulators, and field practitioners. In the LBR case study, constructed wetlands were originally assigned a 5-year life
span, but this was increased to 15 years based on discussion within a technical focus group (Koberg, 2006). In the Tar-
Pamlico case study, the credit life span for constructed wetlands is currently 10 years. The handling of credits that have
been banked, but not used within 10 years, is one of the issues participants in this WQT program are currently working
to resolve (Huisman, 2006). More research and discussion are needed to evaluate and determine the ecologically and
programmatically functional life spans for constructed wetland BMPs used in WQT programs throughout the United
States, the change in BMP performance over this life span, and the relationship of this life span and performance to
water quality credit value.
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4.0 Economic Literature Review

Traditionally, PS dischargers have three alternatives for managing their discharger liability: (1) meet allowances by
investing in additional control measures, (2) meet allowances by trading for WQT credits, or (3) evade regulations and
use legal and political processes to minimize enforcement penalties that are unavoidable (Kydland and Prescott, 1977).
Because direct action (i.e., items 1 and 2) has been expensive and financially ineffective, strategies involving avoidance
or liability transfer have become popular recently (King, 2005; Faeth, 2000).

WAQT is a voluntary alternative for achieving regulatory compliance. It is a relatively new program, whereby parties can
meet their discharge allowances by trading with each other. In WQT, cost-ineffective dischargers buy nutrient allowances
or credits from cost-effective* dischargers, who have earned them by voluntarily implementing BMPs for nutrient control.
By trading credits, parties reduce the overall cost of achieving nutrient reduction targets. In an ideal market, this process
minimizes the cost of nutrient abatement.

An established market or exchange provides the mechanism for WQT transactions. The regulator may play a third-party
role in the market, protecting the interests of the public by ensuring that trading does not lead to degradation of the
environment, and setting the ground rules for trading. At a minimum, the regulator must recognize WQT as a legitimate
alternative to discharge compliance.

Overall, economists, regulators, dischargers, environmentalists, and other stakeholders have advocated WQT as a way to
use markets to reduce the cost of nutrient compliance. For example, a simulated trade for the Idaho LBR trading program
estimated cost savings to be $10 to $158 per pound of phosphorus reduction using a sediment basin and constructed
wetland in series over PS controls (Breetz et al., 2004). Furthermore, the Tar-Pamlico Basin Association (Association)
estimated potential costs at $7 million to achieve a comparable level of nutrient reduction that a $1 million investment
in NPS controls yielded (DeAlessi, 2003). The approach diversifies discharger alternatives for controlling nutrient with
less regulation, less cost, and accelerated compliance. This diversification allows for optimum utility of the watershed
without increasing natural resource risk. In all the case studies reviewed, regulatory oversight controls the process.

WQT is an attractive strategy for managing and reducing nutrient discharge. It presumes that PS dischargers will prefer
to meet their allowances by buying credits on the market if it is less expensive than installing and operating new controls.
It also presumes that NPS dischargers will elect to generate and sell credits by implementing and operating BMPs, if
risks and return on investment are favorable compared to other uses of the land.

As of 2004, more than 70 WQT initiatives have been set up in the United States, establishing several WQT trades
and pilot projects (Breetz et al., 2004). USEPA (2004) has simplified the task for future exchanges, providing technical
information for setting up an exchange, measuring equivalency of nutrient discharges, developing rules of exchange,
establishing trading baselines, and structuring liability transfers (see Section 5.0 for more information on the USEPA
Water Quality Trading Policy).

Despite established market infrastructure and strong institutional support, nutrient trades have been relatively scarce to
date. However, some trades have resulted, especially PS-NPS trades characterized by high financial leverage. Scarce
nutrient credit supply from NPSs and lackluster credit demand from PSs are primarily responsible for this weak market
performance (King, 2005; King and Kuch, 2003). Incomplete economic valuations of WQT alternatives may lead to
hesitation to participate in WQT. Price should reflect the intersection of the supply and demand curves, which define the
relationships between how much a seller will supply and a buyer will demand for a given price, respectively. However,
several factors affect each of these relationships and thus the market efficiency. A more reliable approach to credit
pricing, based on thorough and cost-effective economic valuation accounting for risk, which will more accurately define

4  Cost effectiveness refers to the cost of achieving desired outcomes in terms of relevant outputs, programs or administered
expenses. Cost effectiveness of an output or program is different than efficiency. The latter refers to output per unit of input.

Economic efficiency allocates resources to people who are the most successful at gaining social power. In the economist’s

ideal world, the rich get richer and the poor get poorer... There is an assumption in economics that the market system handles
resource allocation in an efficient manner unless proven otherwise (Tietenberg, 2001; Nguyen et al., 2004).
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the supply-demand curves, is needed to enable traders to value their option to reduce their nutrient management costs
by WQT.

Based on a review of past initiatives, particularly those of the four case studies presented in Sections 6 through 9, this
section identifies the primary economic challenges to developing a robust WQT market involving wetlands and to set-
ting up these exchanges. Potential solutions to these problems are introduced and suggestions are offered to stimulate
the WQT market and accelerate nutrient reductions in watersheds and receiving waters. With the focus on the utility
of wetlands as a means to earn sellable credits, these challenges are not necessarily generalizations applicable to all
of WQT.

WQT provides an alternative way to quickly implement policy that includes NPSs and ensures a reduction in water nutrient
loads. Two strategies are available to the NPS dischargers: (1) function as status quo, discharging at accepted baseline
levels and (2) reduce discharges from baseline levels through BMPs, thereby generating tradable credits The selection
of a strategy involves an assessment of costs and benefits, accounting for risk. Only the second strategy provides NPS
dischargers with opportunity to invest in BMPs and WQT. Only the generation of credits by NPSs and the demand for
credits by PSs provide the environment for a trade. This does not mean a trade will be executed.

Agency policy controls the risk of degrading the watershed. As such, the value of WQT is well defined in terms of “overall
reduced pollution rate,” (pounds/time) within concentration limits (mg/L), rather than the rate of economic value creation
(dollars/time). As a result, regulators supporting WQT only have to guide strategies that lead to constituent mass rate
reductions. Beyond that, regulators may also contribute to developing, implementing, and monitoring the market. The
implication is that reducing nutrient discharge for credit generation increases the services of ecosystems reliant on that
water, and thereby the potential to create economic value in the future.

In WQT, nutrient reduction is driven by discharge limits imposed on PS. The price of nutrient credits is in part determined
by the demand for and supply of credits. Economic valuation of strategic alternatives, i.e., accounting for risk aversion, is
a valuable metric for potential trading participants to decide whether to trade, and negotiating the terms and conditions of
the trade. Although a full economic valuation may encourage an active market, it is not critical for successful trades.

4.1 What Factors Determine the Cost of Creating a Market?

WQT requires establishing certain structures: (1) approved use of discharge credit trades to achieve compliance, (2) a
trading platform or exchange, (3) sources of supply and demand, (4) a pricing structure that accounts for liability transfer,
and (5) a governing body responsible for oversight and enforcement. Although Step 1 mandates regulatory involvement,
the remaining steps are plausible with varying degrees of it. Likewise, actual trading involves private transactions with
varying degrees of regulatory oversight.

A team of oversight and contributing agencies assumes most concept development and market development costs.
Individual and associated dischargers, independent investors, private and public grant institutions, and other enterprises
contribute as well.

Certain costs are usually incurred when WQT markets are developed and launched, as listed below. These are one-time
set-up costs, which may span several years. Once the market is operational, administration and governance costs are
embedded in transaction costs, as described in Section 4.3.3

¢ Concept review and approval cost
¢ Baseline assessment cost

¢ Objective—setting cost

¢ Allowance allocation cost

e Market development cost

¢ Pricing structure cost

¢ BMP development cost

e Stakeholder buy-in cost

Each of the selected case studies—i.e., Cherry Creek in Colorado, Rahr in Minnesota, LBR in Idaho, and Tar-Pamlico
River and Neuse River in North Carolina—demonstrate these cost structures (e.g., Breetz et al., 2004; Jaksch, 2000;
Anderson, 2000; Kieser and Associates, 2004).

To cut costs and improve internal efficiencies, certain lead agencies hire dedicated staff for WQT market and permit
development. In the Rahr (PS) Malting Company trade, MPCA absorbed 85 percent of the dedicated staff cost. As the
WQT credit buyer, Rahr paid the remainder (Jaksch, 2000).
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41.1 Concept Review and Approval Cost

Agencies and/or dischargers interested in WQT thoroughly assess the viability of WQT in their jurisdictions, considering
watershed-specific issues, such as hydrology, geology, biology, ecology, economics, source distribution, stakeholder
interests, and so forth. The agencies engage local, state, and federal stakeholders potentially interested in the process
(e.g., USEPA, US Department of Fish and Wildlife Service). They explore the viability of forming teams of regulators
experienced in WQT, as well as agricultural, industrial, environmental, and other stakeholders.

The cost of completing this review is highly variable, and dependent on watershed-specific physical conditions, natural
resources, stakeholder views, agency positions, and other matters. For example, each of the four trades for Rahr required
concept review and approval, contributing to total transaction costs of $105,000 (Fang and Easter, 2003).

4.1.2 Baseline Assessment Cost

As part of concept evaluation to achieve a watershed’s TMDL, agencies oversee field studies that assess the distribution
of nutrients in surface waters and shallow groundwater. Ecosystems, hydrology, biota, and other natural systems are
studied as well. In addition, field investigations and records audits establish or approximate nutrients discharge history
for PSs (e.g., NPDES-permitted dischargers) and NPSs (e.g., non-permitted agricultural, forested and urban land) in
the watershed.

In certain situations, validated information from detailed studies is needed to implement watershed management mod-
els, ecosystem models, land use models, or commodity models (e.g., timber production). For example, $300,000 were
spent to develop a special estuary model to track and predict the behavior of nutrients in the Tar-Pamlico WQT region
of North Carolina, (Gannon, 2005a). An association of prospective PS traders paid the cost to develop this sophisticated
model.

Environmental grants, subsidies, and special contributions might be available to offset most or all of the baseline as-
sessment costs, including those for model development.

4.1.3 Regional Water Quality Objective Costs

Regional watershed water quality objectives, such as TMDLs, provide the over-arching driver for WQT. These water
quality objectives can be expressed as constituent caps, step-down caps, fractional rate reductions, or other metrics
that are clearly measurable in space, time, and mass. When distributed to individual PS dischargers, these measures
become potentially tradable allowances.

Typically, the regulatory cost to set up and manage watershed discharge limits is built into existing regulatory duties.
However, in some cases, regulators undertake special scientific studies to establish the bioequivalence of nutrients
discharged to different parts of the watershed. Depending on scope, these studies can comprise simple calculations
or expensive field measurements and laboratory analyses. The studies are used to aid in fair allocation of allowances
in a heterogeneous watershed, and provide a balanced platform for trading water quality credits from different source
areas. The cost of such “equivalence studies” is described in Section 4.3.1.

Delayed promulgation of a watershed’s water quality objectives, such as TMDLs, can add significant cost to WQT. As a
specific example, WQT markets were developed in a Maryland jurisdiction, but were only used when regional TMDLs
(and thus individual allowances) were imposed (King, 2005). Lacking a tradable commodity, buyers and sellers did not
appear. In the interim, regulators developed innovative command-and-control measures to encourage PS investment in
traditional wastewater treatment. Innovative subsidies were also offered to NPSs, for the use of BMPs. This procedure
led to nutrient reductions at a risk-free cost significantly higher than would be expected in WQT. The difference between
the use of WQT market compliance and the implemented programs is an avoidable opportunity cost® of delayed TMDL
development.

41.4 Allowance Allocation Cost

Whether a constituent-specific cap is driven by a TMDL, total maximum annual load (TMAL), a remedial action plan,
or some other water management action plan, allocations must be distributed amongst dischargers. The total load for
a water body is generally determined as the sum of the loads from PSs and NPSs, accounting for projected growth,
seasonality, and a margin of safety. Monitoring and modeling typically determine the distribution of total load to individual
dischargers. Sensitivity analyses on various combinations of allocations factor into allocation development, with the aim
to collectively meet a desired load reduction (Michigan DEQ, 2002; USEPA, 1996; USEPA, 2002a). By allocating allow-
ances, regulators create a marketable commodity with an exchange value.

5  The opportunity cost of capital is the minimum rate of return, or “hurdle rate,” which is used for discounted cash flow analysis
calculations.
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Allowance allocations are critical for creating a WQT program. However these costs are generally considered external
to the costs for developing and implementing a WQT program because the requirement to establish an allowance al-
location (TMDL, TMAL, etc) is present, regardless of whether or not a WQT program is established.

415 Market Development Cost

Market structures must be created to fit the stakeholder needs, physical situation, regulatory jurisdiction, local economy,
and impacted natural resources. Regulatory agencies may facilitate this process by establishing a marketable commodity,
proposing an attractive market framework, and retaining control of nutrient discharge risk. However, the onus for this in
a predominantly free market environment falls solely on the buyers and sellers. In the Cherry Creek case, 40 percent of
the Cherry Creek Basin Water Quality Authority’s (CCBWQA) budget is assigned to monitoring, special studies, planning
documents, technical reports or memoranda, and administrative costs (CCBWQA, 2005). While some of those allotted
funds are used for previously discussed costs, they mostly fall into the market development category.

4.1.5.1 Creating the Exchange

Creating the exchange begs several questions, such as which kinds of trades should be allowed (e.g., PS-PS; NPS-
PS, NPS-NPS), and how to delineate the geographic limit of allowed trades. At a minimum, regulators must authorize
WAQT as a valid alternative to internal control methods to satisfy discharge limits and confirm the necessary generation
of credits. In a free market, regulator involvement would cease there. However, regulators may structure the market
framework so that engaging in the market is attractive. Efforts are made to control the transactional cost of trading (see
Sections 4.3.3 and 4.4.2.3). In addition, the regulators may create and manage the trading organization responsible for
approving trades, protecting the environment, and administering the data generated by trading. The regulators could
also appoint and advise the governing body for the exchange, which is usually a Board of Directors, an independent
enterprise, an academic institution, a government organization, or other group.

Market structures are categorized as exchanges, clearinghouses, bilateral negotiations, and sole-source offsets® based
on several criteria, including: (1) the commodity traded, (2) the market size, (3) the market structure, (4) the purpose of
the program, and (5) the governing authority for water quality (King and Kuch, 2003). As examples, the Cherry Creek
Basin program functions on a clearinghouse structure; the Rahr trade is a sole-source offset; the Association and
Neuse River Compliance Association (NRCA), each of which is issued a collective NPDES permit based on the sum of
members’ allocations, create exchanges internally and function as an exceedance tax or group cap and trade program
within the watershed; and the LBR program in Idaho relies on bilateral negotiation. (Breetz et al., 2004).

Ultimately, market structures must balance the needs for fluid, low-cost trades that ensure environmental protection with
minimal oversight. Clear delineation of rights, responsibilities, and liability are essential considerations. The selection
of best market structure involves research, professional collaboration, optional fee consulting, and careful assessment
of stakeholder perspectives.

4.15.2 Creating Demand

Market designers create demand by assigning source responsibility for effluent control and setting discharge limits. The
allowances should be measurable, and readily quantified or calculated by all parties.

Demand for WQT arises when the command-control cost of compliance is significantly higher than the trading cost of
compliance, accounting for risk. The wider the spread between control cost and traded cost, the higher the demand for
credits. Note, however that gaming the system” becomes an attractive strategy when either: (1) regulations are weak or

6 The literature on this topic is confusing and contains references to credit trading, allowance trading, offset trading, emission
trading, pollution trading, etc. It also refers to different types of trading systems using terms such as clearinghouses or market
style or commodity-type trading as opposed to bilateral trades or centrally managed allowance offset contracts or sole-source
agreements. The taxonomy used here was presented in a recent paper by Richard T. Woodward & Ronald Kaiser, Market
Structures for U.S. Water Quality Trading, 24 Rev. of Agric. Econ. 373 (2002), which does a good job of explaining critical dif-
ferences in these market structures (quoted verbatim from King and Kuch, 2003).

7  “Gaming the system” refers to when a dischargers perceive small expected environmental liability in failing to meet permitted
discharge requirements. These dischargers may elect to “game the system” as a preferred strategy. They invest to avoid, defer,
or dispute compliance requirements, accepting the expected cost of enforced compliance as a cost of doing business.
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absent, or (2) the cost of enforcement and penalties is low (King, 2005).8 Either of these conditions suppresses demand
for WQT, and for NPSs to sell credits.

As an example, strict regulations prohibiting any new discharges compel trading with NPS dischargers. Rahr had to
implement BMPs in order to build its own treatment facility. Without trading with NPSs, their only other alternative was
to continue paying fees to the WTF, stifling growth.

Only three trades have been executed in the Cherry Creek Basin program, and water quality standards for phosphorus
remain in violation. In this case, WQT demand has been soft because the cost of command-control compliance has
been low, due to TMDLs that are achieved through affordable technology. More stringent load allocations would likely
improve water quality and stimulate trading.

Demand-side risk is an important factor in creating WQT credit demand and in credit pricing. As described below, re-
vocation risk, insolvency risk, and knowledge risk apply to WQT, but not to adding control measures. To some extent,
each risk suppresses demand. Accordingly, although regulations addressing these issues are not critical to WQT, they
should encourage trading.

* Revocation risk: Regulatory enforcement risk presents significant concerns to both buyers and sellers. A major
concern is that WQT schemes will not meet the requirements of the CWA in the future, if challenged. A CWA rul-
ing against WQT could negate or reverse credit sales, returning the compliance liability to the PS discharger. A
similar result could be caused by regulatory changes or rulings that revoke permission to trade nutrients as a way
to achieve compliance. A revocation would require the PS discharger to reassume compliance liability. Compliance
could require significant investment in technology, capital equipment, and regulatory relations over a long time. This
would be substantially more expensive than using WQT to comply with discharge allowances.

¢ Insolvency risk: This is the risk that an NPS trading partner becomes insolvent, and financially unable to meet BMP
requirements established by agencies. In this case, the PS discharger might have to take direct responsibility for
maintaining, monitoring, operating, and reporting on BMP activities at the NPS property. The relative cost of this
scenario is unclear, but certainly less than direct compliance through traditional command-and-control.

* Knowledge risk: The buyer may be responsible for implementation of a BMP on an NPS property. In that case, the
buyer assumes certain, limited risk by having to pay for practices of business and environmental compliance in
which they are not expert. In this area of exposure, the buyer hopes that the Seller does an efficient job managing
their BMPs.

4.1.5.3 Creating Supply

Supply is created when NPSs (and other low-cost dischargers) implement cost-effective BMPs, which reduce their
discharges below their allowances. In so doing, the NPSs earn tradable credits that can be sold or banked for later use.
Tradable credits are in surplus when supply exceeds demand, signaling that credit prices should decrease. Many fac-
tors influence the supply of nutrient credits, including compliance risk, financial risk, the cost of the BMP, the expected
selling price (unserved demand) and transaction costs.

* Following is a list of risks that influence the generation or tradability of WQT credits. The magnitude of these risks
depends on the site-specific conditions of the NPS, including discharges, allowances, receiving water conditions,
impacted ecosystems, business operations, NPS finances, regulatory jurisdiction, and impacted stakeholders. Revo-
cation risk: Likewise for the buyer risk premium, contractual enforcement risk presents significant concerns to both
sellers, as well. A revocation would require the NPS to maintain BMP obligations and liabilities without offsetting
(credit sale) contributions from PSs.

* Non-compliance risk: By joining a WQT program, NPSs accept regulatory audit and inspection of existing operations.
Despite their typically unregulated discharge, NPSs may be regulated for other facets of operation. The inspection
will determine if current operations meet practices that are already required by law. If not, regulators could cite the
facility for non-compliance. Thus, by joining a WQT program, a non-compliant NPS assumes the risk that inspec-
tions will identify liabilities that had been avoided previously.

e Subsidy and green payment risk: In conducting baseline assessments, regulators might evaluate how subsidies
and green payments are used to control or mitigate discharges at NPSs. This review could identify situations where

8 Certain dischargers may perceive small expected environmental liability in failing to meet permitted discharge requirements.
These dischargers may elect to game the system as a preferred strategy. They invest to avoid, defer, or dispute compliance
requirements, accepting the expected cost of enforced compliance as a cost of doing business. Perceived enforcement costs
might be high, including fines, penalties, imposed “best-available technology,” dispute cost, and regulatory charges. However,
dischargers electing this strategy view the probability of enforcement and penalties as exceedingly low, offsetting the cost
exposure.
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funds are used inefficiently, resulting in additional regulatory obligations or loss of compensation. The risk is that the
net income from subsidies or green payments could be reduced with additional regulatory scrutiny or obligations.
The frequency or likeliness of it occurring is neither readily measurable nor reported.

¢ Discharger status risk: Most NPSs are unregulated or implementing voluntary discharge programs. By entering a
WAQT program, these dischargers embark on a path that increases regulatory involvement in their operations. Once
tradable discharge allowance is definable, an NPS could become liable to manage nutrient loads as a discharger
named in a waste discharge agreement or permit. Thus, certain NPSs might risk losing their “non-regulated” status,
potentially leading to substantial future regulatory liabilities and costs. For example, the American Beef Cattle Asso-
ciation worries that a nutrient discharge baseline set by allocated allowances would be a disincentive for WQT. They
propose that most beef producers would prefer to set voluntary discharge limits (voluntary baseline), and gain credits
by exceeding them. Farmers would be encouraged to apply BMPs to generate credits and drive the market.

» Trade risk: This is the risk that NPS credits are not salable once generated on the WQT market, leaving the NPS
with a residual, uncompensated BMP risk or cost. This could happen if the NPS implements a BMP due to specula-
tion when the market is robust only to have the market lose its viability. The actual demand could fall so far short of
the predicted demand so as to preclude a sale. It could also occur if the contracted buyers could no longer afford
the credits.

» Performance risk: There is no guarantee that all BMPs will perform up to expectations. However, BMPs that turn out
to be expensive will be unmarketable, leaving an NPS discharger with the cost of operating the BMP (or discontinu-
ing maintenance and foregoing the possibility of selling credits) without offsetting contribution from a PS. In these
situations, the return on BMP investments may be low or possibly even negative.

» Litigation defense risk: Failing to manage nutrient loads or implement BMPs presents litigation risk to the NPS com-
mitted by contract. Advocates of public interest might sue NPS dischargers for failing to contain or mitigate known
or should-have-known nutrient discharges. This risk increases as the values of natural resources increases, and
special interests become more effective in using litigation as a way to leverage green behavior by NPS.

As with the effects of risks on demand, each of these risks may suppress supply. The structure of the WQT market
should aim to alleviate these concerns. Doing so at the outset or during WQT programs will encourage participation,
credit supply, and the benefits of trading. Agencies can reduce nearly all these risks when they structure the WQT
market programs by removing regulatory uncertainty, influencing price, protecting discharger status and income, and
providing legal protections. Accordingly, although regulations addressing these issues are not critical to WQT, they
should encourage trading.

In one example, supply issues were blamed for lackluster trading in the Cherry Creek Basin market. Aside from the
credits for the Phosphorus Bank, phosphorus reductions achieved from BMPs were not eligible for trading if they were
funded by the CCBWQA, the government entity charged with administering and managing the water quality issues of
this watershed. Furthermore, additionality® dictated that credits be generated from controls satisfying one of the following
criteria: (1) controls where there were not any previously, (2) modifications to existing controls to improve the reduction
capabilities, or (3) new controls to reduce phosphorus loadings to less than the NPS TMAL allocation (Breetz et al.,
2004). Eliminating these as potential sources for trading has dampened the supply of nutrient credits.

4.15.4 Creating Pricing Structure

Depending on the market environment, regulators, prospective traders, and other stakeholders all may be responsible
for creating the broad pricing structure for WQT during market creation and initial trading. This structure is set by direct
negotiations, auctions, or by a permitting authority. Direct negotiations are used when buyers and sellers together de-
cide on the price of a credit for the specific trade. The trades for Rahr were priced in this way. This approach may be
inefficient for larger markets due to complexities of scale. Instead, several auction alternatives are available. Uniform
price auctions promote equitability in that a single credit price is determined through the bidding of buyers’ and sellers’
bids and offers for credits. Once determined, the credit price is used for all transactions. Finally, the permitting authority
may set the price of credits in a reserve pool to sellers in default.

The authority-set price for credits in the reserve pool is greater than the market-set price for credits exchanged between
buyers and sellers. Reserve pool credits are to supplement the credits of a seller who would otherwise default on the
trade agreement with a buyer. The Cherry Creek and Tar-Pamlico programs offer examples of this special case of price
setting (Negotiation Team, 2001).

9 Additionality stipulates that any NPS offset that would have occurred regardless of the trading program cannot count toward
a trade. This prevents double counting by ensuring that a nutrient control activity counts toward only one objective if multiple
objectives are met (Fang and Easter, 2003; Jaksch, 2000).
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Private value is reflected in the buyer’s cost of compliance (or avoided compliance) and the seller’s cost of BMP-gener-
ated credits eligible for trading. The cost to create market-pricing structure depends on the type, size, and complexity of
the developed WQT market. New programs should draw lessons from previous programs in North Carolina, Minnesota,
Colorado, Idaho, and other states.

4.1.6 Acceptable BMP Cost

Regulatory lead agencies may be charged with identifying and listing BMPs that NPSs could use to generate credits. In
a de-regulated environment, the traders would have to identify appropriate BMPs; however, regulatory agencies would
still have to approve the chosen approach. In most cases, this list is extracted from a broader list of potential mitigation
technologies and strategies that have been used in site-specific instructions to dischargers. Initial cost assessments
may extrapolate from previous experiences or from literature. The first phase of the Tar-Pamlico cost assessment drew
from BMP development for the adjoining Chowan River basin (Research Triangle Institute & USEPA, undated). The
incremental cost for this activity should be modest unless special studies or extensive research are needed.

41.7 Stakeholder Communication Cost

Lead agencies may be responsible for identifying and engaging stakeholders at the WQT program level and individual
project level. However, this is often not the case, few states have led trading efforts. Most pilots have been bottom up,
with state agencies coming to the table as participants. Grants have supported most of these efforts. Obligations include
arranging education and public outreach, leading public hearings, addressing stakeholder concerns with appropriate
strategies, developing and maintaining communication channels, maintaining public records, and so forth. The regula-
tory cost of these services is relatively high at the outset of WQT market development. Project-specific costs for these
services vary, depending on the regulatory structure proposed and the stakeholder sensitivities and special interests
involved (Fang and Easter, 2003). The project-specific stakeholder costs are included as transaction costs, described
in Section 4.3.3, or are subsidized.

4.2 What Factors Determine the Cost of Creating a Credit?

The private cost of the party seeking to generate credits is the sum of three sub-costs: (1) the cost to create the oppor-
tunity by engaging trading parties, (2) the cost to implement the BMP, and (3) the cost to manage the BMP. Analysis of
WQT cost-effectiveness must consider the sum of these costs, not just the cost of the BMP implementation, versus the
cost of alternative actions, i.e., PS control, gaming the system, or zero-growth (King and Kuch, 2003). Because credits
are marketable goods and services, the costs of creating credits may be estimated and used to guide credit develop-
ment and trading strategy decisions, a potentially daunting task in the absence of an established market.

The private benefit includes the increase in marketable value afforded to the seller and other responsible parties. Ex-
amples include improved land use (e.g., more efficient farming) and asset creation (e.g., higher property value).

Since BMPs leverage private investment to create public benefit, a thorough net benefit valuation is appropriate to assess
the value of BMP strategy for: (1) selecting the BMP to implement, (2) obtaining stakeholder approval, and (3) valuing
credits in the marketplace. Such an evaluation is not critical and has yet to be thoroughly performed, but it could indicate
additional BMP value, thereby encouraging WQT.

4.2.1 Project Initiation Cost

Low-cost dischargers who seek to earn credits by implementing BMPs to reduce discharges may incur regulatory cost,
especially if a third party is not involved. Agencies may be involved in every step of the process, starting with an as-
sessment of the applicability and potential success of BMP projects under consideration. This can involve field studies,
baseline assessments, technical research, stakeholder communication, and negotiations with the discharger. They may
also support or directly pursue grant applications for funding, on the part of the discharger or the agency. Alternatively,
in a de-regulated environment, these tasks fall on the traders.

42,2 BMP Selection Cost

A free market requires dischargers to invest in the identification, evaluation, and selection of BMP alternatives. As market
regulation increases agencies take on an increasingly larger share of these responsibilities. Acceptable alternatives are
based on: (1) the physical and constituent conditions of the discharger and the watershed, (2) the available investment
budget, (3) the regulatory and discharger objectives, and (4) the project timeline. This process usually involves a short-
listing of BMP alternatives and some level of field testing. Analytical testing of system performance is an optional step,
aiming to optimize project design. Investments in formal work planning, permitting, documentation, risk communication,
and stakeholder involvement are inevitable and appropriate.
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The total cost of this phase of work can vary widely, depending on the complexity and size of the project, the diversity
of stakeholder interests, the risk of failed innovative technology, and the sensitivity of impacted ecosystems (private
and public).

4.2.3 Approval and Permitting Cost

The regulatory cost to review, approve, and permit proposed BMPs depends on the complexity of the program. Involv-
ing stakeholder participation and even public hearing(s) may add to these expenditures. Project-specific costs may be
wrapped into cost for typical regulatory activity.

424 BMP Implementation Cost

The responsibility to manage the cost of BMP implementation is typically borne by the PS without compensation, by the
NPS with compensation, or by a third-party entity. For example, cost management for Rahr’s traded BMPs was managed
by a five-person board, with one member being an employee of Rahr, but otherwise independent.

This cost normally includes expenses incurred in the design, installation, and management of BMPs during construction.
Most BMPs are simple, and involve no one other than the discharger (e.qg., relocation of livestock) or farm equipment
operators (e.g., change in tillage by tractor operator). The discharger maintains records of these BMP expenditures for
regulatory reporting, tax reporting, real estate appraisals, WQT credit pricing, and other purposes.

Private dischargers typically determine the cost of implementing BMPs. Once committed, these costs are sunk, re-
gardless of credits generated or trades made. On the other hand, the regulator (market administrator) values the BMP
investment from a public perspective, whereby they participate in the selection of BMPs. Their value metric is cost per
mass of nutrients reduced, which measures the effectiveness of BMPs before the application of a safety factor. This
value is calculated by dividing the cost of implementation ($) by the nutrient reduction achieved (pound).

The cost of BMP implementation can range widely. In the Tar-Pamlico case, values for agricultural BMPs ranged from
$1 to $80 per pound of nitrogen reduced from discharge streams. Similar values for wetland restoration ranged from
$11 to $20 (Table 4-1). More expensively, values for stormwater BMPs ranged from $57 to $86 per pound of nitrogen
removed from urban runoff (Gannon, 2005a).

Table 4-1 Nitrogen Removal Cost-Effectiveness Comparison

Practice (30-ye$z/aI|P e 2:3?\?alent)

Agriculture

o Water control structure $1.20

¢ Nutrient management $7 - $9

o \egetated filter strip $7 - $8

e Conservation tillage $20 - $80
Stormwater / Bioretention $57 - $86
Riparian wetland restoration $11 - $20

Source: Gannon, 2005a.

The owner of many BMP projects for Cherry Creek has been the CCBWQA, the government entity charged with ad-
ministering and managing the water quality issues of this watershed. Using three-year projections, BMP implementation
costs are separated into design, capital, land acquisition, and operation and maintenance (O&M). Their 2004 projections
totaled $9,691,000 for capital costs, $600,000 for land costs, and $243,000 for O&M costs. Water requirements were
also considered, but were not valued (CCBWQA, 2005). These costs were phased over three years.

A simulated BMP development for the Idaho trading program estimated costs by breaking them down into capital, includ-
ing engineering, construction, contingency, land acquisition, and O&M. Capital was estimated at $3,004,000, including
a 20 percent contingency factor and $10,000 per acre of land. O&M was estimated at $145,800, including $71,800 for
annual O&M and $74,000 for harvesting wetlands plants every five years. Assuming a 30-year life span and a 3 percent
inflation rate, annualized cost for removal of TP was $118 per pound or $67,000 per acre. This simulated cost is very
high compared to the cost of constructing wetland systems for treating stormwater, estimated at $10,000 to $30,000
per acre (Zentner, 1995; Reed, 1991).
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The Rahr trades with four NPSs cost $250,000 (plus an extra $50,000 for a failed BMP) to implement. The cost of
credits was estimated based on the capital and O&M costs of the project, the estimated pounds of offset nutrients it
could deliver, trading ratios, and safety factors. Assuming a 20-year lifetime and applying an 8 percent discount rate, the
average cost of reduction decreases to $0.20 per pound CBOD5 and $1.56 per pound of phosphorus. The long-term
measures, such as conservation easements and re-vegetation, are the most effective of the BMPs because they provide
greater nutrient reduction with low investment. Furthermore, the BMPs are expected to remain effective for the same
amount of time over which the nutrient reductions are estimated, minimizing the uncertainties associated with the trade
(Fang and Easter, 2003).

4.2.5 BMP Monitoring Costs

Once BMPs are operational, the installing discharger is responsible for meeting permit requirements including, but not
limited to, uninterrupted monitoring, appropriate maintenance, organized data management, and timely compliance
reporting. The WQT process is available to compensate the NPS discharger for his costs for system installation and
these ongoing responsibilities.

Failure to comply can result in fines or penalties paid by either the NPS discharger (before trading) or the PS discharger
(after acquiring credits by trade). As an example, the Tar-Pamlico WQT market stipulates that the ultimate penalty for
non-compliance is reversion to Best Available Technologies discharge regulations (Gannon, 2005b).

Monitoring criteria may be judged by performance, i.e., how well the BMP reduces discharges, or by activity, i.e., that
changes to reduce discharges have been implemented. (King and Kuch, 2003). Costs will be negligible for simple prac-
tices, such as rearranging ranch grazing. Costs for network monitoring will be low to moderately expensive, depending
on: (1) the technology applied, (2) the size and density of the monitoring network, and (3) the frequency of monitoring
events. Capital costs for fixed monitoring devices can add to the costs significantly.

4.3 What Factors Determine the Dollar Value of a Credit?

WQT credits are private goods and services that have private value set by trader negotiation, and are subject to a few
adjustments that are made to protect public interests (environmental goods and services). The marketplace sets the
value of WQT credits, specifically: (1) the buyer and seller cost of compliance using non-trading strategies, and (2) the
difference between generating and transacting water quality credits accounting for risk. The dollar value of WQT credits
is unique to the trading situation, and dependent on many criteria. For simple agricultural BMPs, the cost of credits is
a function of: (1) the present worth cost to implement BMPs for an extended time period, (2) an equivalency factor,10
(3) a contingency for technical uncertainty, or “safety factor”'! designed to ensure non-degradation of natural resources,
(4) an “administrative factor,”'? designed to finance agency oversight of WQT, and (5) the number of credits generated.
Stormwater and other NPS credits are priced using more complicated formulae involving stormwater flows, the cost-ef-
fectiveness of nutrient management, nutrient reduction goals, project life span, drainage rate, land cost, and so forth. The
pricing structure for WQT is based on simple supply and demand for credits, within guidelines set by those responsible
for administering the market or by the market itself.

4.3.1 Equivalence

Water quality varies in space and time. As a result, the actual and potential human health and natural resource damage
or loss caused by discharges is site-specific. Therefore, the nutrient allowances should vary from place to place. As a
preliminary step in valuing credits, regulators establish a baseline discharge allowance that applies equally throughout the
watershed. Site-specific nutrient discharges and credits are normalized to this watershed baseline by applying equivalency
factors (multipliers) to measured rates. Discharges that are less harmful to the environment than the baseline will have
equivalency factors less than 1.0. Discharges that are more harmful will have equivalency factors greater than 1.0.

Equivalency factors are applied in trading, to normalize the risk of continuing discharge at one location in exchange
for reducing discharge elsewhere.

Establishing nutrient equivalency for trading can be expensive. For example, the Rahr WQT case spent roughly $100,000
of regulatory, trader, and third-party consulting time to establish quality equivalency factors for discharges of malt in Min-
nesota (Fang and Easter, 2003). This case posed unique challenges to achieving equivalence. In particular, the traded
nutrients were not the same as the TMDL targeted constituent, requiring equivalence among phosphorus, nitrogen,
sediment, and CBOD (Jaksch, 2000). Diligent efforts used site-specific modeling to estimate ratios.

10 An equivalency factor is a multiplier to establish the environmental substitutability of PS and NPS loading (Jaksch, 2000).
11 A safety factor is a multiplier to account for a margin of safety.
12 An administrative factor is a multiplier to account for administrative costs associated with the trade.
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4.3.2 Establishing Offset Fees

Offset fees are the cost basis for trading, incorporating BMP cost, safety factors, administrative factors, and BMP ef-
ficiency in reducing nutrient. Following are descriptions of the components of these fees.

4.3.2.1 BMP Cost

BMP cost comprises seller investments made to design, permit, and implement a BMP that potentially generates credits
for trading. Note that, depending on the program, credits from certain BMPs may not be tradable, including those gen-
erated from practices that are required by law and practices that are funded by subsidies, green payments, or govern-
ment programs that do not involve WQT. This reduces NPSs’ potential to generate credits (King, 2005). As presented
in Section 5.2, if a 2007 agricultural bill passes, it would indeed recognize subsidized BMPs as eligible for WQT, likely
driving more NPS participation in WQT.

The total cost to implement a BMP is the net present value of cash flow for: (1) the plant, property, and equipment
needed to construct the BMPs, plus (2) the operational, regulatory, maintenance, and replacement costs to effectively
run the system throughout its useful life, minus (3) relevant subsidies or green payments received, plus (4) depreciation
and other accounting benefits. The unit credit cost is the total BMP cost divided by the number of credits generated by
the process.

4.3.2.2 BMP Effectiveness

The effectiveness of BMPs in reducing nutrient discharges is an important component of credit value. Relatively ineffective
BMPs are worth proportionally less than effective ones, and this value impact is reflected in trading ratios, equivalence
factors and price. The BMP effectiveness is less than or equal to 1.0.

4.3.2.3 Safety Factors

A “safety factor” is a multiplier that is applied to offset the uncertainty or risk of degradation or other negative con-
sequences of WQT. Since each BMP and trade is unique, safety factors are unique to site-specific BMP and trading
opportunities. Within a watershed, separate safety factors might be developed for separate watershed zones, different
seasons, and constituent species. As such, safety factors often account for equivalency factors.

A risk-neutral trading opportunity would have a safety factor of 1.0, meaning the risk of compliance without trading is
the same as the risk of compliance with trading. In contrast, high safety factors are applied to WQT where the risk of
negative environmental effects is high, relative to compliance without trading.

Predictably, conservative (large) safety factors inhibit trading, by deeply discounting the value of the NPS credit to the
PS buyer. However, overly optimistic safety factors can lead to abundant trades that threaten the environment by allow-
ing too much PS discharge above limits. Thus, the regulatory challenge is to use safety factors to encourage trading
while protecting the environment.

Most safety factors are in the range of 1 to 2.5. Safety factors of 3 (or more) can suppress the market, because buyers
have to pay for three (or more) credits in order to acquire one credit. Nonetheless, the CCBWQA for the Cherry Creek
program, which sets a minimum trading ratio of 2:1, recently removed the trading ratio cap of 3:1 to stimulate more
trading with NPSs farther from the Cherry Creek Reservoir (CCBWQA, 2005).

4.3.2.4 Administrative Factors

Administrative factors are applied to baseline cost to cover the cost of setting the ground rules for the WQT program.
In the Tar-Pamlico and Neuse River Basin case studies, this value was 10 percent, i.e., 1.1:1 (Breetz et al., 2004). The
Tar-Pamlico program also applied a 200 percent safety factor to the 10 percent administration fee, creating a 2.1:1
“trading ratio” for purchase of nitrogen offset credits. The fee to purchase nitrogen offset credits in the Neuse River
Basin Nutrient Trading Program takes into account a required 30-year BMP life span, as well as land costs (Breetz et
al., 2004; Gannon, 2005b).

4.3.2.5 Trading Ratio

The trading ratio is the number of credits that a buyer must purchase in order to receive one nutrient credit. It is a func-
tion of the safety and administration factors, such that:

Trading Ratio = (1+safety factor)*(1+admin factor)

Every WQT has a trading ratio. Nearly all these ratios exceed one because safety factors are usually significantly greater
than 1.0.

38



As trading ratios increase, the demand for nutrient credits is reduced. Payoffs, in terms of avoided capital cost to the
buyer or return to the seller, become relatively small, compared to risks plus “transaction costs.”'®

4.3.2.6 Offset Fee

The offset fee is the present worth BMP cost times the trading ratio. As an example, the offset fee for the Tar-Pamlico
program in North Carolina considered uncertainty in BMP effectiveness and administration costs (Gannon, 2005a). The
base offset fee took into account farmers’ capital costs, maintenance costs, BMP effectiveness, area affected, and BMP
life expectancy. BMP effectiveness values were based on a literature review that included empirical studies of conserva-
tion tillage, terracing, and buffer strip BMPs in the Chesapeake Bay. The offset fee also includes the 2.1:1 trading ratio
that reflects a 10 percent administrative factor and a 200 percent safety factor (Breetz et al., 2004; Gannon, 2005b).

Within a program, evaluations of different BMPs should reflect their specific lifetimes. Tar-Pamlico credits for structural
BMPs were assigned a useful life of 10 years, while non-structural BMPs were assigned a credit life of 3 years (Breetz
et al.,, 2004; Gannon, 2005b). Evaluations often analyze the sensitivity of lifetime impacts as a way to compare costs
per year.

4.3.3 Transaction Costs

Transaction costs may be incurred by the regulator and/or by the traders. These costs are built into the price of credits,
as a cost of doing business. Keeping transaction costs to a minimum is essential for robust trading, as these are bottom-
line expenses to a WQT strategy. Excessive transaction costs are cited as a primary reason for limited trading within
well-established markets and exchanges (Collentine, 2003; Fang and Easter, 2003; Tietenberg, 2001).

4.3.3.1 Agency Transaction Costs

Several regulatory expenditures are directly tied to the agency development, execution, and oversight of specific trades.
Trade-specific regulatory transaction costs are incurred for:

* Audit and verification cost: These costs are incurred when regulators confirm the site-specific baseline for trades at
the NPS facility. This work includes site inspection and confirmation of correct BMP implementation by the seller.
Sampling and analysis cost might be included.

* Administrative and consulting costs: Regulatory costs to track the status and performance of the trade, and provide
regulatory consultation to traders as requested. Included are regulatory costs incurred to confirm that trades adhere
to transaction standards for equivalency, additionality, and accountability.

» Trade oversight: These costs relate to obtaining regulatory approval for the trade concept and the preparation of
agreements and permits. This includes unbiased trust fund management costs assigned to the project and con-
struction management oversight.

* Monitoring and enforcement cost: Trade management, monitoring, and enforcement were trade-specific agency
duties in the case studies. These costs include, but are not limited to, direct measurement of discharges at PSs,
indirect calculation of discharges, or fractional discharge reductions at NPSs. Also included are costs for internal
tracking of discharges, credits, credit reallocations, computerized data, stakeholder communications, and external
reporting to state and USEPA.

* Stakeholder communication cost: The regulator incurs costs associated with communicating with stakeholders po-
tentially impacted by the proposed trade to gain consensus support for the trade. Included are costs for education,
public hearings, special meetings, expert consultation, presentations, and related expenditures.

The detail of agency transaction costs is often blurred, since certain trade support activities overlap with normal agency
duties. However, documentation usually presents the overall costs, which must be borne by credit traders. For example,
for the Cherry Creek program, applications cost $100 and a discharger must pay an additional $500 to cover costs
incurred by the CCBWQA to evaluate the request for credit withdrawal from the Phosphorus Bank. The cost to apply for
credits from the Reserve Pool, regardless of the number of credits involved, is $2,500 (Breetz et al., 2004).

4.3.3.2 Trader Transaction Costs

In a free WQT market, many of the agency transaction costs described above, particularly trade oversight, monitoring
and enforcement, and stakeholder communication costs, fall instead on the traders. Additional costs that accrue directly
to the traders are proportional to their activities in the trade (Collentine, 2003; Fang and Easter, 2003). The buyer and/or
seller incur these trade-specific transaction costs:

13 If these transaction costs are borne by taxpayers in general rather than the parties involved in the offset contracts, they may
not inhibit trading. However, these transaction costs reduce the economic gains from trade regardless of who pays them and
they will affect the acceptability of trading (quoted verbatim from King and Kuch, 2003).

39



* Broker costs: Expenses to find trading partner and secure an exchange. Brokers in WQT can include private enti-
ties operating under fee agreement or public agencies. The efficiency of brokering is directly proportional to experi-
ence.

¢ Legal and accounting costs: Both buyers and sellers require a certain degree of professional service consultation,
to ensure leveraged negotiation support and appropriate tax and financial management strategies. Additional legal
costs include liability management services and seller creditworthiness assessment, to mitigate loss in the event
of seller insolvency. Risk transfer instruments might be valuable in certain situations as well, necessitating the par-
ticipation of insurance or risk management specialists.

* Engineering consulting costs: Consulting scientists are typically used to advise traders during the course of trade
development and execution. These specialists provide traders with information that would influence the risk-adjusted
value of the proposed trade, from public and private perspectives.

As trading ratios increase, the price differential between buyers and sellers decreases, suppressing the demand side.
Payoffs, in terms of avoided capital cost (buyer) or offset BMP cost (seller) become relatively small, compared to risks
plus “transaction costs.”

4.3.4 The Asking Price

The seller’s asking price for one credit is the seller’s PS offset fee plus the seller’s share of transactional cost plus the
amount of profit the seller seeks for taking risk in implementing BMP and entering WQT agreements. Price inflation that
is built into the offset cost, i.e., the safety and administrative factors, is allocated to agencies responsible for managing
compliance, and is not distributed to the seller.

4.3.4.1 Minimum Selling Price

The seller's minimum selling price (MSP) is the minimum amount the seller will accept for selling a credit in a nutrient
trade. This amount is the present worth cost of implementing BMPs, plus a reasonable profit, plus seller’s share of
transaction cost (see Section 4.3.3), divided by the number of credits sold. The minimum safety, administrative, and
efficiency factors established by agencies are applied to MSP to establish the lowest trading price that would be ac-
ceptable in a nutrient trade.

Sellers may expect to generate profit from implementing WQT when the returns are high relative to other uses of the
land. As a guideline, the level of profit should meet or exceed their opportunity cost of capital, or minimum rate of re-
turn. To the extent possible, sellers will build negotiable profit expectations into the price of their credits unless they are
motivated to implement the BMP for other reasons, e.g., their operations will benefit in other ways in addition to income
earned from implementing the BMP. For example, stream bank stabilization projects completed as a part of the Rahr
BMP projects was very valuable to the property owners whose land was being eroded away by the Minnesota River.

4.3.4.2 Seller Opportunity and Risk

NPSs and other prospective credit sellers commit capital to WQT programs in order to create value for their organiza-
tions. Participation presents risk and opportunity to value creation, however. Example risks include the potential loss of
subsidies, or assumption of discharge restrictions, increased regulatory liability, or negative cash flow. Representative
opportunities include improved land value, reduced liability, avoided cost of compliance, reduced operating costs, and
so forth.

Sellers should assess the risk and opportunity of WQT before committing to a WQT program. Sellers can use expe-
rienced WQT brokers, strong advisers, BMPs with precedent, and risk-transfer mechanisms to lessen the risks and
increase the opportunities of implementing BMP and trading water quality credits.

In ideal markets, investors build their cost of risk into the price of their goods and services. Typically, credit prices have
not been structured to compensate sellers for their risk in implementing BMPs and engaging in WQT, but clearly need
to be. Based on the literature reviewed and the examples provided in the case studies, not pricing credits to include the
cost of investor risk may be a reason that WQT supply and trading are suppressed.

4.3.5 The Bid Price

The bid price is the fully loaded amount a buyer is willing to pay to obtain a credit, considering the risk of compliance
by trading. Despite the role of regulations in establishing the market, traditional market factors, such as supply, demand,
and competition, strongly affect the bid price. Internal business factors are relevant as well, especially: (1) the cost of
the next-best long-term compliance alternative (e.g., command-control or gaming the system), (2) exposure to liability
(e.g., potential litigation), and (3) opportunity to create assets (e.g., Rahr; Fang and Easter, 2003). Chosen alternatives
will depend on the business attitude of the buyer. Some, focused on reputation and societal obligation, will not game the

40



system. For them, the only alternative to compliance by WQT is command-control. Others, willing to take enforcement
risk, prefer to game the system.

4.3.5.1 The Cost of Command-Control

Most PS dischargers comply with evolving regulations by adding or modifying discharge control measures. This strategy
is attractive because it enables dischargers to be in permit compliance (and operations status) and compliance cost at
low risk. Through trade and enterprise associations, PSs may be able to leverage their permit requirements.

Adding control measures is a relatively costly compliance strategy in terms of risk-neutral cash flow compared to costs
to implement BMPs for NPS. Depending on the permit requirements, expensive capital equipment, monitoring, and
regulatory reporting may be needed. Cost offsets, capital benefits, and other benefits may alleviate the financial burden
that these requirements pose for the PS. Special subsidies, grant relief, and tax incentives may be available to reduce
or offset these capital requirements. Capital investment realizes additional benefits including the improvement or addi-
tion of plant, property, and equipment assets. Finally, reduced regulatory and third-party liability may result as well. It
is important to quantify these sources of value when deciding whether to meet permit requirements by adding control
measures by WQT or by an alternate strategy.

4.3.5.2 The Cost of Alternative Strategies

Intuitively, discharge sources would likely first search for inexpensive ways to improve internally in order to avoid paying
another source to reduce discharges. In most cases, simple measures are implemented to reduce nutrient discharges
before long-term compliance strategies are adopted.

Buyers estimate the present worth cost of implementing their chosen alternative to establish a baseline for pricing water
quality. If the chosen alternative is to game the system, the buyer’s estimate must include the cost to ultimately comply
plus the cost of implementing the gaming strategy, plus the uninsured expected (probable) liability of litigation defense,
regulatory enforcement, and other exposures.'®

According to King (2005), the expected marginal cost of gaming relates negatively to the strength of the laws and en-
forcement and positively to the penalties for non-compliance. This would peg the MSP for WQT near zero, as gaming
would be the least-expensive alternate strategy. As a result, demand for credits would presumably be soft, weakening
the market despite well-designed exchanges for trading (King, 2005).

If the chosen alternative is command-control, the cost of compliance is readily estimated using traditional means that
include the value of assets at the end of their lifetime and financial benefits, such as subsidies or tax treatments. Im-
portantly, some WQT structures require that PS buyers pay NPSs “incentive fees” for discharges above the regional
cap. The rationale for this scheme is to encourage PSs to satisfy their discharge requirements, but if that were not ac-
complished, to provide funds for BMP implementation. For example, under the Tar-Pamlico WQT agreement (Anderson,
2000), the PS association is obliged to pay $13 per pound of nutrients exceeding the discharge cap to the North Carolina
Agriculture Cost Share Program, a pre-existing program administered by the Division of Soil and Water Conservation
(DSWC) that funds 75 percent of the capital costs associated with voluntary implementation of agricultural BMPs. This
structure, which is analogous to a penalty, motivates the PS dischargers to invest in their own remedies to stay within
allowances.

Comparisons between alternatives are based on the metric of expected (probable) net present value of cash flow. To
the extent possible, the value of strategic flexibility of broad alternatives is included in these comparisons, such that
various designs of a BMP may be compared to various designs of a given PS end-of-pipe technology. Buyers commit to
compliance by WQT when the fully loaded cost'® of other options exceeds the fully loaded cost of WQT, accounting for
the time value of money, risk, liability, feasibility, efficiency, cash flow, and other important considerations of the buyer.

4.3.5.3 Maximum Purchase Price

A buyer’s maximum purchase price (MPP) equals the fully-loaded cost to implement the least-expensive option divided
by the number of credits needed to achieve compliance. Water quality priced above the buyer's MPP will not be tradable
without special terms and conditions (e.g., indemnification) that create value for the buyer.

14 Gaming is a theoretical issue identified by economists, however this review did not identify literature regarding the extent to
which gaming is actually practiced and whether in practice this is an issue for WQT.

15 Reputation risk, which is difficult to quantify, is an important aspect of gaming strategy. Many dischargers resist the temptation
to “game” the regulatory process to protect their reputation from discredit, even when the expected costs of additional controls
are significantly greater than the penalties associated with gaming the system.

16 In this use, the “fully loaded cost’ is the present worth sum of all known and potential direct and indirect costs, liability, and as-
sets that would be caused by the implementation of strategy, accounting for uncertainty (risk). Uncertainty and risk are not the
same thing.
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Quantifying MPP should account for strategy risk, transactional cost, and the time value of money. The importance of
accounting for risk is apparent in comparing strategies, such as “additional control measures” (not risky) with “gaming the
system” (highly risky). The selected strategy should not reflect the regulatory cost to comply, but rather the discharger’s
perceived least cost to manage his regulatory liability (which might involve non-compliance cost, litigation defense, or
liability transfer expense).

In some cases, the MPP is based on asset-driven considerations. For example, Rahr was willing to pay $250,000 to set
up a trust fund dedicated to implementing BMPs because it had no choice but to trade with NPSs. Otherwise, it would
not have been allowed to build its treatment facility at all, thereby hindering its growth. Furthermore, cooperating with
the community and environmental organizations served to elevate its social reputation.

4.3.5.4 Value Created by Trading

NPSs can create value over and above the value of mitigating nutrient discharge compliance liabilities by implement-
ing BMPs. Such value can include social benefits, increased property values, decreased liabilities, if any, unrelated to
compliance or WQT, improved cash flow or NPS net worth, and other private benefits that accrue to the NPS. These
values are quantified in terms of explicit (short-term) and continuing (long-term) value, discounting cash flow at a rea-
sonable rate of return.

The owners of land at two of the BMP sites that Rahr funded in its trade reaped the added benefit of controlling severe
bank erosion that had threatened their property. Since 1988, the property owners had been trying, unsuccessfully, to
gain financial means to control the bank erosion. Rahr accomplished for them what they had unsuccessfully tried to
fund for nearly a decade (Breetz et al., 2004; Fang and Easter, 2003). Many of the Cherry Creek BMPs have improved
the quality of the Cherry Creek State Recreation Area (CCBWQA, 2003a).

4.3.5.5 Avoidance Strategy: Game the System

Certain dischargers may perceive little expected environmental liability in failing to meet permitted discharge require-
ments. These dischargers may elect to “game the system,” or evade compliance, as a preferred strategy. They invest to
avoid, defer, or dispute compliance requirements, accepting the expected cost of enforced compliance as a cost of doing
business. Perceived enforcement costs might be high, including fines, penalties, imposed “best-available technology,”
dispute cost, and regulatory charges. However, dischargers electing this strategy view the probability of enforcement
and penalties as exceedingly low, offsetting the cost exposure. Due to the covert nature of this activity, the frequency or
likeliness of it occurring is neither readily measurable nor reported. Given the $25,000/day fines and reporting require-
ments NPDES permit holders are subject to, the application of this strategy by NPDES permit holders may be limited,
but there is no literature to support or refute this conclusion.

4.3.5.6 Buyer Risk Premium

It is important that buyers account for their risk attitude, especially risk aversion, in establishing MPP. Particular risks of
concern, as described in Section 4.1.5.2, include revocation risk, insolvency risk, and knowledge risk.

4.3.6 Minimum Selling Price

In WQT, the MSP is the minimum amount the seller will accept for selling a credit in a nutrient trade. Typically, it would
consider the seller’s costs to generate one credit (cost to generate credits divided by credits generated, or $BMP), the
expected risk premium (r), the unit credit value created from the BMP divided by the credits generated, and the expected
profit (p) calculated at a reasonable opportunity cost of capital. Following is a general formula for MSP:

MSP = {$BMP*(1+r) + $Val} * (1+p)

MSP does not include costs that are beyond the seller's control and that do not accrue to the seller, such as regulatory
upcharges reflected in “trading ratios.” These price inflations concern the public value (cost) of strategy, and they are
allocated to those who manage the trade and BMP implementation. BMPs can also create value by increasing sellers’
assets, such as building the value of real property. In this model, transaction costs are split, and not part of the MSP.

4.3.6.1 BMP Cost

BMPs are calculated in discounted cash flow, including all costs incurred by the seller, regulator, contractors, technical
consultants, and professional advisers. Sellers should include WQT subsidies they receive in calculating their BMP
cost and MSP. However, buyers and sellers would negotiate the amount of these subsidies that would be included in
the terms of a trade.

The offset fee for the Tar-Pamlico program in North Carolina accounted for administration costs and for uncertainty
in BMP effectiveness (Gannon, 2005a). The offset fee was refined when the Phase Il agreement was developed. The
base offset fee takes into account farmers’ capital costs, maintenance costs, BMP effectiveness, area affected, and
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BMP life expectancy. BMP effectiveness values were based on a literature review that included empirical studies of
conservation tillage, terracing, and buffer strip BMPs in the Chesapeake Bay. The offset fee also includes a trading
ratio that reflects a 10 percent increase for administrative costs and a 200 percent margin of safety (Breetz et al., 2004;
Gannon, 2005b). The offset payments made to the Agriculture Cost Share Program are used to fund voluntary BMP
implementation (75 percent state, 25 percent producer) and pay for staff resources to track and target contracts and
verify compliance.

4.3.6.2 Seller Risk Premium

Sellers must assess program risk, as described in Section 4.1.5.3, before exercising the option to develop BMPs for the
purpose of WQT. NPSs must assume certain roles and responsibilities in participating in the program. Most outcomes
of these commitments will be worse (risky), or better (opportunistic), than the current situation.

As an example, some believe that regulated PSs do not compete equally (on a cost basis) with NPSs, which use sub-
sidies and green payments to implement voluntary programs. They argue that certain actions should level the compli-
ance “playing field,” including (1) shifting more responsibility for nutrient reduction to NPSs; (2) reducing subsidies; or
(3) regulating PS and NPS dischargers equally.

Offsetting opportunities, such as the chance to improve land value or reduce operating costs, are present, also. We
infer that risks exceed opportunities for most BMPs for three reasons: (1) the price structure for credits is fixed in some
programs, such as for the clearinghouses for the Long Island Sound, Tar-Pamlico, and Neuse River programs, and there
is no way for the investor to recoup the cost of taking risk, (2) most WQT benefits and opportunities accrue to the public
(watershed), and (3) most WQT costs and risks accrue to the private investor (discharger). The inability of investors to
generate return on their investment while taking risk explains why many BMPs remain to be undertaken.

Ideally, investors would build risk-related costs into the price of goods and services. However, in the WQT markets re-
viewed, the third-party regulator set credit prices using established nutrient reduction cost and site-specific contingency
factors. The contingency factors represented public interests (regulatory cost, non-degradation cost, equivalency cost).
Contingencies reflecting private interests, such as program risks to the seller and investor, were not accounted. In a
free market, in which transactions occur directly between buyers and sellers or are facilitated by a broker or aggrega-
tor, the price of credits would depend on traditional market forces: supply and demand. The LBR project is structured in
this way: however; no trades have occurred. Thus, in theory, WQT credit prices have been artificially suppressed. This
should stimulate PS demand and encourage trading. However, it should also suppress supply, as NPSs will be reluctant
to invest in the WQT market if their net risk is significant.

4.3.6.3 Profit

Sellers may expect to generate profit from implementing WQT, especially if the risk they assume (Section 4.3.6.2) is
not offset by value created. As a guideline, the level of profit should meet or exceed their opportunity cost of capital.
A minimum of 10 percent is reasonable for most businesses. To the extent possible, sellers will build negotiable profit
expectations into the price of their credits.

4.4 Challenges and Gaps

It might take substantial modification of views to better understand the economic value that public and private interests
may generate by managing nutrients with WQT. Immediately needed are thorough economic valuations of strategic
alternatives that involve WQT. These valuations will enable decision makers and policy makers to quantify the value of
investing in WQT as a discharge management strategy of choice.

441 The Perspective Problem

WQT involves four essential stakeholders, each with his own interests, concerns, challenges, and gaps: (1) the buyer,
(2) the seller, and (3) the regulator, and (4) special interests and other stakeholders. The buyer and seller are concerned
with the financial risk and return of private transactions involving WQT. The regulator is concerned with protecting public
values in natural resources, i.e., enforcing non-degradation and conservation of natural resources such as water, wet-
lands, habitat, and species. Other stakeholders may influence the regulators, who in turn will influence the market.

Importantly, each stakeholder perceives different gaps in the current WQT exchanges, policies, programs, and transaction
structure. These gaps should be addressed in order to achieve a smoothly functioning and robust trading marketplace.
To complicate this challenge, differences from program to program, because of the need to tailor them to the specific
needs of the stakeholders within the watershed, creates potential for discord or potential litigation.

44.2 Challenges to WQT

Many established WQT exchange programs are relatively inactive. The challenges appear to lie not with the develop-
ment of exchanges, but with the viability of trading as a cost-effective mechanism of liability transfer between buyers
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and sellers. Economic trading challenges suppress WQT by making the risk-adjusted net economic value of trading
less attractive than alternate compliance management strategies. Four economic challenges threaten the development
of robust, sustainable WQT programs because they reduce the discounted cash flow return on investment (DCFROI)
of trading. These are: (1) simplified modeling of natural system impacts, (2) costly environmental protection, (3) high
transaction costs, and (4) ill-defined property rights. These challenges hinder efficient and fair deal making, usually
because they make investing in WQT strategy risky to the buyer, the seller, or both.

4.4.2.1 Simplified Modeling of Natural System Impacts

Most problems are analyzed as simplified forecasts of natural system behavior in the presence of nutrients. In reality,
nutrient discharges impact a complex web of interconnected ecosystems, hydrologic systems, biosystems, geologic
systems, and other natural conditions that evolve over time. Even with seemingly simple scenarios, such as a bilateral
trade between a PS and an NPS utilizing wetlands downstream, the system is still complex in terms of reaching equiva-
lence between the spatially and temporally distinct discharges.

Continuous time modeling and analysis of nutrient impacts to complex natural systems is a daunting task. This ap-
proach allows the mapping and analysis of meaningful cause-and-effect relations within the natural environment and
the nutrients that affects it. Such analyses identify the total system cost and value of strategy, accounting for feedback
behavior among system components, including unintended consequences and counterintuitive behavior. They provide
platforms for real-time testing of new and evolving conditions, on a periodic or event-driven schedule.

In addition to the complexities of executing a single trade (quantification, ensuring equivalency, etc.) between a PS and
NPS, BMPs usually produce a variety of interlinked private and public; market and non-market values. For example, the
size of a wetland (e.g., private investment) not only delivers value in terms of water quality, it also provides flood control,
fish habitat, erosion control, recreation opportunities, etc. (e.g., public benefit, when used). This “non-market” value is
not accounted for in the price for a water quality credit. However, if implementation of BMPs, such as wetlands is to be
encouraged, a strategy that thoroughly accounts for public market value is needed. This could results in the following
possible outcomes: a multiple market system whereby a landowner is able to sell or otherwise gain compensation for
the other ecological services provided by a BMP, or a more complete understanding of the multiple ways a landowner
will benefit by implementing a BMP on their property, in addition to the income from selling water quality credits.

Incorporating public market values in decision analyses would allow traders to more accurately quantify and report their
return on investment in WQT. This would provide important information that would increase trading and market support
among NPS.

4.4.2.2 Expensive Risk Factors

Everything that is not known and provable is uncertain. This includes all future events. Quantitative analyses deal with
uncertainty by: (1) assuming it away, (2) assuming median values, (3) estimating to conservative values, (4) estimat-
ing to optimistic or best-case scenario values, (5) estimating using multiple experts, and/or (6) calculating “expected
values.” Every calculation that includes uncertainty assumes the risk that the future will be worse than calculated, and
the opportunity that the future will be better than calculated.

Each uncertain variable carries some risk of inaccurately estimating its value. Together, these risks compound the estima-
tion risk of the overall outcome of concern. The default approach to evaluating the performance of a complex system is
to make assumptions that simplify the system and to include contingencies to account for risk of inaccurate estimates.
As a result, behavioral models are replaced with simple formulas. This process does not account for the influence of
underlying variables (e.g., seasonal precipitation on peaking flow rates and reduced residence time of nutrients in riv-
ers). Averaging reasonably approximates some of this variability. Other rate changes are more difficult to assume, such
as increasing nutrient removal efficiency with evolving wetland ecosystems.

Uncertainty of future events is quantified by mean or conservative assumptions without calculation of the potential
impacts of under- or over-estimation. As a result, calculations of values for a WQT strategy are filled with arbitrary as-
sumptions, guesses, and/or estimates of what the future may hold. Regulators tend to use aggressive safety factors to
offset their lack of knowledge about how the polluted watershed system will perform given all complexities and uncer-
tainties (e.g., Breetz et al., 2004). Thus, WQT credit asking prices are often inflated beyond the buyers’ willingness to
pay, suppressing demand.

Agencies are charged with protecting the public trust, specifically the human, environment and natural resources that
are directly and indirectly impacted by nutrient discharges. They aim to protect the public from trade risks that are as-
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signed neither to buyers nor to sellers.'” Lacking quantitative methods for this assurance, agencies apply risk factors
to calculations of TMDL and other discharge limits. Necessarily, these factors are conservative to the extreme, reflect-
ing the most risk-averse stakeholders in the public trust. This conservative risk management has the effect of inflating
market prices and may in turn prohibit trading. The challenge is thus in balancing the protection of public interests and
stakeholder concerns. A quantitative method of finding this balance and tools to achieve it would allow for a reduction
in risk factors to a level that still benefits the public without overwhelming the market. As a result, the trader’s return on
investment would increase, thereby encouraging more trading.

4.4.2.3 High Transaction Costs

WQT transaction costs are fairly well established by practice, precedent, and policy. However, trades can flounder if
parties are compelled to bear onerous agency transaction costs. The barrier to robust WQT is created when the trans-
action costs are high relative to the value created by trading. High transaction costs are caused by (1) unprecedented
circumstances or inexperienced programs, (2) complex trades, (3) large agency commitments, (4) inefficient BMPs, and
(5) overly conservative safety factors. The latter is often a problem, whereby multiple conservative assumptions together
require the number of PS credits purchased per those needed to be cost-prohibitive.

It is possible to significantly reduce many transaction costs by using dynamic system modeling (rather than static system
modeling) to analyze natural system behavior in the face of discharge alternatives. In a large market, with multiple po-
tential buyers and sellers, the long-term benefits would justify the fact that developing the model incurs costs up front.

4.4.2.4 Undefined Property Rights

The discharge volume is considered a property right that requires quantification and ownership, thus challenging suc-
cessful WQT. In a free market, property rights belong to the buyer and sellers. Whoever drives the market, i.e., sellers
or buyers, assigns the limited property rights of the transaction. The other extreme is where the regulator assumes
property rights. In a seller's market, the regulating agency, representing the demand side, assumes the property rights
of the discharge from the NPS. As such, the NPS transfers liability and control of the BMPs to the agency. On the other
hand, in a buyer’s market, the regulating agency, representing the supply side, owns the property rights of the discharge.
It may transfer a limited set of these rights, including the liabilities associated with those rights, to a PS buyer through
a discharge permit, while still retaining control of the BMPs (Collentine, 2003). Without a clear definition of liability and
control of the property rights, stakeholders cannot weigh the true risks and returns of the potential trade.

4.5 Potential Solutions

The gaps and challenges to WQT complicate value- and risk-based decision making, leading to default decisions to
not trade. Current decisions to commit to WQT and negotiate the terms of WQT deals are based on partial informa-
tion that emphasizes known or predictable management, implementation, and transaction costs. The contributions of
assets created, liabilities reduced, risks and opportunities incurred or avoided, risks transferred at cost, public and pri-
vate economic valuation, and simplifications that compound uncertainty combine to restrain trading. These challenges
need to be addressed to enable WQT to thrive. Each of the following objectives and tools could be used alone or in
conjunction with another to gain insight into the utility of WQT and to streamline its application. Performing a thorough
economic valuation or System Dynamics Analysis (SDA) analysis for a program would help other programs to do the
same because they would not need to start from scratch.

4.5.1 Regulatory Efficiency

Inefficient regulatory practices increase the cost to develop and operate WQT exchanges. Reducing the regulatory
cost (and risk) of WQT exchange operations and trading would lower the administrative factor in credit price, thereby
improving the traders’ DCFROI. Examples of such measures could involve special training for agencies, dedicated WQT
agency staff, clarification of legal issues that reduce disputes, improved system modeling, and simplified data manage-
ment. Free WQT markets minimize regulatory involvement, such that the regulatory agency sets the minimum rules of
engagement and then let the market propel itself.

These improvements could greatly increase the rate of WQT, which could further reduce the carrying cost of exchange
administration while accelerating the environmental benefits of reduced nutrient discharges.

17 Trade risk in this context does not involve financial risks to buyers or sellers, but rather the likelihood that the trades will not
result in gains in environmental functions and values equal to losses. A recent review of wetland mitigation trading in the United
States, for example, concludes that the inherent riskiness of wetland mitigation trades and trade terms that do not assign li-
ability to trading partners have resulted in a significant loss in wetland functions and values, and, possibly, a net loss in wetland
acres. See National Research Council, Committee on Mitigating Wetland Losses, Compensating for Wetland Losses
Under the Clean Water Act (2001) (quoted verbatim from Kuch and King, 2003).
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Measures to improve efficiency are both technically and economically feasible. The only caveat to the economic fea-
sibility is finding the agency budget to invest in improving staff, policies, practices, and equipment. Financing these
improvements by increasing the administrative cost of WQT could help fund this effort, but could be counterproductive
to stimulating trading.

4.5.2 PS Liability

The command-control compliance liability for PS dischargers is a significant potential driver for trading. As PS com-
mand-control liability rises, the value of satisfying the requirements would rise and the MPP for buyers would increase.
Stricter water quality objectives would improve the overall quality of the receiving waters, allowing agencies to decrease
the “safety factors” built into credit prices, which in turn would stimulate the generation and trading of water quality.

All things remaining unchanged, stricter PS discharge limits should increase the economic attractiveness of WQT,
encouraging more trades and better environmental protection. For Rahr, very strict restrictions against any additional
discharges into the Minnesota River Basin left the company no practicable alternative to engaging in WQT.

It would be technically and economically simple to stimulate WQT by shifting PS liability through a change in relevant
regulations. Politically, however, that change is daunting. If regulations were to occur, the economic impacts of such
changes would warrant extremely close inspection and justification before implementation. With current regulations,
PSs typically retain liability to meet permit limits, while NPSs take on the contractual obligations of the trade. In some
cases, however, liability transfers to a third party, such as for the cases in NC where the State assumed liability for a
failed BMP and the NPS would have to return subsidies.

45.3 Market Economic Valuation

Thorough valuations that are critical for informed decision-making may facilitate participants to engage in WQT. Ecosys-
tems supply stock and flow resources that are resources for productivity and growth, thereby generating societal value
or benefit. Establishing values for these resources is important to policymakers who are challenged to use regulations,
laws, and incentives to responsibly manage publicly owned natural resources, habitat, and species. The total economic
value of an ecosystem is the amount of money that all people who benefit from the watershed would be willing to pay
to see it protected (Whitehead, 1992). This total economic value is the amount society would be willing to pay for the
services and attributes of the ecosystem if they were not provided free of charge. This value comprises: (1) market eco-
nomic value, which is established by transactional precedent, and (2) non-market economic value, which is estimated
by methods that rely on public opinion surveys or costs of alternate strategies incurred without the resource.

Society values watersheds and wetlands because their existence and outputs (goods and services) are sources of current
and future consumptive and non-consumptive uses. For example, consumptive uses of wetlands include conversion to
cropland, and consumptive uses of wetland outputs include the harvesting of fish from wetland fisheries. Non-consump-
tive benefits are long-lived, such as aesthetics or flood control. Values are multi-dimensional, and measured from several
perspectives: (1) individual owner, (2) individual user, (3) regional, and (4) societal (Leitch and Frigden, 2000). Overall,
market values are lower than non-market values for watersheds and wetlands (Stedman and Hanson, 2005).

Market values are economic values established and directly observable in functional markets, where landowners and
investors realize economic benefits. Since few markets exist for wetlands or watersheds, typical valuations focus on
the goods and services within those natural systems, such as harvested plants or animals, rather than the systems
themselves.

Components of ecosystems are potentially marketable, and suitable to market economic valuation. For example, ecosys-
tem health will influence the rate of tree growth, the rate of commercial tree harvesting, and the net economic (market)
value of timber produced. Fisheries and commercial fishing provide an analogous source of economic value. However,
it is more difficult to quantify this value because fish are migratory, and their growth rate and net economic value as a
commodity are influenced by the conditions of multiple, complex aquatic ecosystems.

Importantly, the total economic value of an ecosystem or hydrologic system is expressed in terms of the cost to keep
the land in its current use. The opportunity cost of alternate land use, such as draining a wetland and using it for crop-
land, is not considered.

Public policy makers face strategic decisions that affect the short-term and long-term health and productivity of natural
resource systems, including watersheds and wetlands. Strategic alternatives are always available for managing such
systems. Economic valuation provides a consistent metric for comparing the performance of strategic alternatives over
time, and justifying and communicating decision choices to stakeholders.

Several design criteria required for a quality market economic valuation, such as: (1) a clear definition of the system
(e.g., named wetland) or system component (e.g., annual shrimp production, in pounds) to be valued, (2) a clear de-
termination of the valuing party (municipal tax authority, commercial fisherman, regional grocery stores), (3) the years
to be used in establishing value, and (4) the regional market to be used in establishing value.
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The cost of establishing the market economic value of a natural system (or a zone within a system) is directly pro-
portional to the complexity of the system and its components, the diversity of the valuing population, and the volatility
of defining markets. The methods for establishing the market value of a watershed or a wetland are well established
and not controversial. However, difficulties exist in the interpretation, including: (1) communication challenges among
scientific disciplines, (2) economic principles not followed, (3) site-specific nature and variability, (4) unclear context
of valuation (why and how needed), and (5) shortage of scientific and economic information, leading to assumptions
(Leitch and Frigden, 2000). These challenges are readily overcome provided adequate time is available for the analysis
and sufficient resources are invested.

4.5.4 Non-market Economic Valuation

Watersheds and wetlands generate marketable and non-marketable natural goods and services, in economic terms.
Examples of non-marketable economic values include water quality control, stream flow control (and habitat manage-
ment. These non-marketable economic values primarily benefit the public. Unfortunately, because they are difficult to
quantify, non-market economic values often weigh less than market economic values in determining policy and natural
resource management strategy. However, including these values in economic assessments of strategy or policy should
encourage trading.

The ideal method for non-market valuation depends on the purpose or application of the valuation and the quality of
available information, and no single method applies to all situations. Non-market economic valuation methods are site-
specific, focusing on the physical properties, location, and the socio-economic context of the condition to be valued.

Wetlands, watersheds, and other natural systems perform multiple geologic, biologic, and hydrologic functions that
produce goods or support ecological services and socially valued outcomes. These functions, goods, services, and
outcomes are intricately intertwined, or bio-economically linked. For example, valuing the non-market benefit (e.g.,
downstream water quality and fish habitat) of investing in management controls (e.g., nutrient source reduction or wet-
land restoration) is difficult because the bio-economic linkage between cause and effect is indirect and complicated by
multiple physical and biological functions. Non-market (e.g., fish habitat) and market (e.g., commercial fishing revenue,
employment and tax revenue) goods and services are also linked, adding to the complexity of valuing strategies that
impact natural systems such as wetlands.

As an example, estuaries and their wetlands evenly distribute stream flow and runoff energy (flood control) and loadings
(water quality), thereby generating market economic value in the fishing industry. The National Oceanic and Atmospheric
Administration (NOAA) reports that marine fisheries contributed $19.8 billion to the United States gross national product
in 1993. The business employed more than 364,000 fishers and onshore workers in 1991. Freshwater and saltwater
recreational fisheries in 1991 supported 924,600 jobs, contributing $1.1 billion in state sales tax, $227 million in state
income tax, and $2.1 billion in federal income tax. At a local level, it is possible to roughly approximate the minimum
non-market value of an estuary wetland loss as the replacement cost of lost local fishing revenue, including tax, employ-
ment, and other economic considerations.

Non-market economic valuation techniques are established, and widely used in the valuation of strategy and policy. They
are essential in the valuation of natural resource strategy, regulations, and policy, because the non-market component
of natural resources economic value typically outweighs the market component of economic value.'®

In many situations, it is difficult to complete a non-market economic valuation rapidly enough and with enough sensi-
tivity to usefully inform cost/benefit decision makers. However, the techniques are appropriate when environmentally
sensitive, large-scale (e.g., watershed), or long-term and/or policy decisions are at stake. Overall, non-market economic
valuation should focus on what is indicated or learned by the valuation process, i.e., effective interpretation of results,
rather than the numeric results themselves.

45,5 Economic Investment Decision Methods

Economic investment decision methods comprise the classic DCFROI calculations used to evaluate competing capital
investment opportunities (Stermole and Stermole, 1993). These analyses quantify DCFROI, cash flow, and break-even
metrics. These methods map the expected performance of an investment in a cash flow format. Spreadsheets are often
used as the platform for these calculations. Cell data are entered as known, assumed, or expected (probabilistic) values

18 In their review and synthesis of the economic value of open space, Faushold and Lilieholm (1996) note, de Groot (1994) has
suggested a system for valuing natural systems based on a checklist of 37 functions, grouped into four categories: regulation
functions (ecological processes and life-support systems that supply and protect the quality of air, water and soil); carrier func-
tions (providing space and substrate for habitat, recreation, and cultivation); production functions (producing food, fiber, energy
and genetic material); and information functions (providing opportunities for reflection, spiritual enrichment, and cognitive
development).
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for revenues, costs, assets, and liabilities. Cash flow is discounted at a rate set by the analyst. Decision makers select
strategy based on the net present value of cash flow or return on investment.

This method is used ubiquitously in business and is taught as a core course in business schools as a way to compare
the economic value of strategic alternatives, including “no change.” This methodology gives decision makers confidence
in the merit of their decisions, accelerating commitment of capital, leveraging negotiations, and structuring exit strate-
gies. Using this can accelerate the approval and implementation processes for each project, benefiting the environment
as a result.

Economic decision methods are completely feasible as they are already applied broadly to assess and select envi-
ronmental and other business strategies. Any costs would be borne by the trader. The cost to complete such analyses
depends on the complexity of the trading situation.

4.5.6 Probabilistic Analysis

Probabilistic analyses define uncertainty of known possible outcomes in terms of “probability of occurrence” and “mag-
nitude of occurrence.” Calculations that are based on probabilistic inputs or data are more accurate than single-point
estimate inputs, which are subject to error and bias. Inputs for calculations are derived from experts in appropriate
fields of inquiry, such as the cost to treat water or the cost to dredge sediment from a specific location. Experts provide
inputs as guesses, estimates, range values, probable values, or other methods. Risk and opportunity are accounted for
in probable values, making them more reliable than the alternative inputs. Probabilistic inputs can be used for all, part,
or none of the uncertainties in a value calculation.

Probabilistic analysis is applicable to many kinds of problems, and is well established in practice and literature. This
approach may be widely employed at present, but reports of its use for WQT are not published. The cost of probabilistic
analysis of WQT strategy is higher than the cost of an assumption-based analysis. No agency cost would be required,
except when agency staff serve as experts providing information for analyses. This approach would provide decision
makers with more confidence in committing capital to WQT, thereby accelerating the rate at which all parties may agree
to the transaction terms. This approach is technically and economically feasible, providing a better understanding of the
data and uncertainties surrounding the data to improve the decision-making process.

4.5.7 System Dynamic Analysis

SDA is a modeling process that enables decision makers to evaluate the outcomes of their decisions by modeling in
advance of making investments. This process evaluates the consequences and sequencing of complex events and
phenomena inherent in many systems. Multiple strategies are always available to the investor or decision-maker. SDA
is capable of evaluating how systems will behave as a result of change, whether it is due to decided actions or uncon-
trolled events.

The WQT market and watersheds, like all complex systems, are networks of positive and negative feedback loops.
Complex interactions lead to possible unintended consequences and counter-intuitive behavior. SDA addresses these
characteristics inherent in the real world, simultaneously managing continuous and discontinuous relationships. Model
development and analyses proceed iteratively, refining the model with increasing knowledge of the system. Further-
more, SDA supports sensitivity analyses, either Monte Carlo or ad hoc, for the communication and defense of choices
to stakeholders. The different drivers, goals, and risk attitudes of buyers, sellers, and regulators necessitate quality
forecasts of information in order to commit capital to good use. Intuition and experience are not adequate when the
problem is too complicated and dynamic. The SDA structure is capable of resolving many of the challenges hindering
WQT. To adequately and cost-effectively ensure equivalence, SDA analyses may elucidate the complex processes af-
fecting equivalence and trading effectiveness. This tool has benefited many similar projects, including planning water
resources. Unfortunately, there are no available precedents for using this tool for WQT improvements.

4.6 Conclusions and Recommendations

To date, there is little direct evidence that WQT creates the advantages ascribed to it. However, specific trades have
demonstrated its utility, which lends to optimism that it may still be a compelling alternative to achieve water quality.
Many changes could be implemented to grow the WQT markets and encourage trades within the existing policies and
regulatory framework. For example, trading ratios could be distributed to include third-party beneficiaries (e.g., public
stakeholders), credits earned by implementing BMPs could be increased, or agencies could absorb specific transaction
costs currently paid by traders. Indeed, a number of options could facilitate this growth to the extent they address the
identified challenges.

Economic considerations must support WQT for it to be a viable tool to achieve water quality standards. The market
should acknowledge the true valuation of an exchange. Currently, several information gaps typically elicit ineffective valu-
ation that does not accurately address risks and returns, thereby generating economic trading challenges. Establishing
sophisticated methods of decision-making and of evaluating and managing risk would promote WQT’s viability. Without
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complete valuations of the WQT alternative, which comprehensively address the information gaps and challenges, the
market may not achieve its optimum potential. In fact, it may lose its marketability entirely. To clarify, every trade does
not mandate a rigorous valuation process. Rather, the market viability would benefit from a framework within which to
more readily qualify costs and benefits of WQT and specific designs. These valuations will enable decision makers and
policy makers to quantify the value of investing in WQT as a discharge management strategy of choice.
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5.0 Trading Regulations Literature Review

The Federal Water Pollution Control Act, or CWA, of 1972 provides the foundation for WQT in that it establishes regu-
lations to protect water quality and allows flexibility with respect to how those requirements can be met. This national
law was enacted to restore and maintain the chemical, physical, and biological integrity of the nation’s waters. The act
established national policy and preserved the primary responsibilities and rights of the states to prevent, reduce, and
eliminate nutrient discharges. In order to carry out this policy, USEPA was given the authority to require permits of PSs
that discharge nutrients into waters of the United States, through the NPDES permit program (CWA Sections 402 and
404). PSs are discrete conveyances, such as pipes or man-made ditches (40 CFR 122.2). These permits set effluent
quality limitations and require implementation of best available technologies that may include specific BMPs. USEPA
allowed the states to decide how NPSs should be regulated (IDEQ, 2005c).

Amendments to CWA (Section 319) in 1987 included the requirements for states to develop and implement programs to
control NPSs of nutrient discharges. Section 319 does not provide direct authority to regulate NPSs of nutrient discharges
(Heimlich, 2003), but it does establish mechanisms for states, tribes, and territories to receive support for programs de-
veloped to control NPSs of nutrients in the form of technical and financial assistance, training, technology transfer, and
monitoring to assess the success of projects to control NPSs of nutrients (USEPA, 2005b). Programs developed by the
states to control NPSs of nutrients have tended to emphasize voluntary actions (Heimlich, 2003). According to Heimlich
(2003), 31 states have taken additional steps towards controlling NPSs of nutrients by passing laws or implementing
programs that include enforceable mechanisms to protect water quality from agricultural sources of nutrients. These
enforceable mechanisms tend to emphasize technology standards. The Tar-Pamlico and Neuse River Basin NSW Strate-
gies in North Carolina provide two examples of state rules that emphasize technology standards to address agricultural
and urban NPSs of nutrients by requiring that these sources achieve nutrient discharge requirements by implementing
their choice of BMPs from a pre-approved list for which the state had determined average nutrient removal efficiencies
(see Section 9.0 for more information).

The NPDES program has made significant progress in reducing pollutants discharged by PSs to the nation’s waters
(USEPA, 2003b); however, between 40 and 50 percent of the streams, rivers, and lakes still remain below water quality
standards. Advocacy groups blame the USEPA for waters still being impaired due to the delays in issuing guidance and
providing assistance, states for not reaching beyond conventional knowledge and approaches, and the US Congress
for not providing adequate resources to meet USEPA and state needs. More than 40 lawsuits, in 38 states, have been
filed against USEPA and states for failure to fulfill requirements of the CWA. Consequently, innovative approaches are
being sought to further recover water quality. WQT is one such approach that promises greater efficiency in achieving
water quality goals on a watershed basis (USEPA, 2003a). WQT projects have occurred in the United States since the
early 1980s (Copeland, 2005).

The CWA also requires the development of water quality standards for all contaminants in surface waters, which in-
clude standards for designated uses, water quality criteria, and antidegradation provisions (Section 303[c]). The act
also requires the establishment of TMDLs (Section 303[d][1]). TMDLs are the amount of an identified pollutant that a
specific stream, lake, river, or other water body can “accommodate” without violating state water quality standards and
an allocation of that amount to the pollutant’s sources (USEPA, 2003c). States are required by CWA to address both
PSs and NPSs by establishing TMDLs for waters that do not meet water quality goals. These TMDLs typically function
to set the baseline for determining trading units called credits. TMDLs must be approved by USEPA and developed
for every pollutant that causes a watershed to exceed clean water limits; thus, TMDLs are generated specifically for
nutrients such as nitrogen and phosphorus.

In addition to the CWA, the Coastal Zone Management Act Reauthorization Amendments (CZARA) of 1990 contains
NPS water nutrient requirements. The CZARA requires that states with approved coastal zone programs submit plans
to implement measures for NPSs of nutrients to restore and protect coastal waters. States can employ voluntary mea-
sures, such as education, technical assistance, and financial assistance, but must be able to enforce these measures
should voluntary approaches fail (Heimlich, 2003).
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Arguably, one factor that seems to have hampered the ability of USEPA and states to protect water quality and ensure
that state water quality standards are not violated is the challenge of developing programs (regulatory or voluntary) to
control NPSs of nutrients. As discussed in Section 1.0, NPSs, particularly agriculture, are important sources of water
nutrients. It is difficult to measure the contribution of an individual NPS of nutrients or the actual effectiveness of vari-
ous BMPs to control discharges because of the diffuse nature of this type of discharge, as discussed in Section 3.0.
WQT programs are yet another mechanism that may increase the participation of NPSs in implementation of BMPs
to improve water quality by providing another platform for education and means by which land owners receive outside
funds to make improvements to their properties (by implementing BMPs).

5.1 USEPA Water Quality Trading Policy

To encourage the implementation of WQT programs, USEPA developed a WQT policy in 2003 (USEPA, 2003a). This
policy provides guidance for states, interstate agencies, and tribes to assist them in developing and implementing such
programs. Specifically, the policy is intended to encourage voluntary trading programs that facilitate implementation
of TMDLs, reduce the costs of compliance with CWA regulations, establish incentives for voluntary reductions, and
promote watershed-based initiatives. Voluntary trading before TMDLs are established could decrease the pollutant
reduction required by the TMDL and possibly improve water quality enough to meet water quality goals and eliminate
the need for a TMDL.

Within the trading approach, ecological benefits that complement water quality improvements are promoted by the
policy. For example, two of the trading objectives of USEPA’s trading policy discuss the use of wetlands in trades, and
are stated as follows:

F. Achieves greater environmental benefits than those under existing regulatory programs. EPA supports the
creation of water quality trading credits in ways that achieve ancillary environmental benefits beyond the required
reductions in specific nutrient loads, such as the creation and restoration of wetlands, floodplains and wildlife
and/or waterfow! habitat.

H. Combines ecological services to achieve multiple environmental and economic benefits, such as wetland
restoration or the implementation of management practices that improve water quality and habitat.

Trading is particularly encouraged by the policy for nutrient (e.g., phosphorus and nitrogen) and sediment loads. Other
pollutants may pose a higher level of risk and should receive a higher level of scrutiny to ensure that they are consistent
with water quality standards. The geographic area for trading programs is described by the policy as the watershed or
area covered by an approved TMDL. Trading credits are defined by the policy as nutrient reductions greater than those
required by a regulatory requirement or established under a TMDL. USEPA encourages the inclusion of specific trad-
ing provisions in the TMDL itself, in NPDES permits, in watershed plans, and the continuing planning process (USEPA,
2003a).

USEPA’s water quality policy identifies several mechanisms for providing provisions for trading, including legislation,
rule making, incorporating provisions for trading into NPDES permits, and establishing provisions for trading in TMDLs
or watershed plans. As discussed in the case studies presented in Section 6.0 through 9.0, NPDES permits have pro-
vided an essential part of the regulatory basis for WQT programs, and TMDLs have furnished the driver for trading.
For example, the NPDES permit issued to Rahr (Section 7.0), stringently capped the company’s oxygen-demanding
discharge into the Minnesota River Basin. The cap was set according to the TMDL, which allocated 53,400 pounds per
day of CBOD at mile 25 and downstream of Rahr.

North Carolina took a slightly different approach to using NPDES permits in WQT programs. Both the Tar-Pamlico and
Neuse River Basin WQT programs (Section 9.0) tailored the NPDES permits of PSs within the river basin to provide them
with flexibility in meeting permit requirements, which furnished the option of trading. Both programs establish associa-
tions that include a majority of the PS dischargers within the basin. The NPDES permits of the Association members
do not contain limits for TN and TP, which means that if they overperform, they are not subject to the antibacksliding
requirements in the federal CWA (these requirements would result in adjustments in permit limits if association members
showed they could meet more stringent requirements). The NPDES permits do, however, contain a “reopener” clause
stating that if conditions in the agreement signed by the Association, the North Carolina Environmental Management
Commission (NCEMC), the North Carolina Division of Water Quality (NCDWQ), and the Department of Soil and Water
are violated, then permits would be revised to impose new discharge limits (Kerr et al., 2000). The agreement specifies
a group discharge allowance for TN and TP. As with Tar-Pamlico, the NPDES permits of individual dischargers within
the NRCA do not contain a discharge limit for TN. Instead, the TN limit for the NRCA is specified in the group compli-
ance NPDES Permit (USEPA, 2002b). Both of these programs were established prior to development of TMDLs for
the river basin, but the final TMDLs agreed with the limits that had already been established by these programs. These
programs allow for trading among PSs and trading with NPSs via a state-administered fund for every pound by which
the aggregate annual discharge of the association exceeds the established limit.

51



The Water Quality Trading Policy also identifies several key elements that should be incorporated into trading programs
so that they are credible and successful. Units of trade (e.g., nutrient-specific credits) are necessary for trading to oc-
cur. These may be expressed in rates or mass per unit time. Credits should be generated before or during the same
period they are used to comply with a monthly, seasonal, or annual limitation or requirement specified in an NPDES
permit. As long as the discharge controls or management practices are functioning to reduce nutrients that generate
credits, credits may be generated (USEPA, 2003a). To encourage trading, there needs to be clear authority to trade and
clear legal protection for using the rights purchased (in the form of water quality credits) to meet established regulatory
requirements (Kieser and Fang, 2005).

Specific requirements for trading programs will vary based on the location and circumstances of the trading. These re-
quirements are left up to the states to generate, although USEPA’s trading policy encourages consultation with USEPA
during program development. USEPA believes trading programs must have clear and consistent standards for measuring
compliance and to ensure that appropriate enforcement action can be taken for noncompliance. The incorporation of
compliance and enforcement provisions within a trading program framework is an essential element for a credible trad-
ing program, according to USEPA’s water quality policy (USEPA, 2003a). These may include a combination of record
keeping, monitoring, reporting, and inspections.

Enforcement provisions within the trading program must ensure legal accountability for generation of credits that are
traded. Compliance audits should be conducted frequently enough to ensure that a high level of compliance is maintained
across the program. If compliance is not maintained, the NPDES permit holder using those credits would be respon-
sible for complying with discharge limitations as if the trade had not occurred. For example, in the Cherry Creek WQT
program in Colorado (Section 6.0) and the LBR WQT program in Idaho (Section 8.0), the PS project owner that initiated
the trade is responsible for ensuring BMPs selected to generate credits are properly implemented and for any ensuing
liability issues. The ldaho program also requires the BMP implemented to be certified as installed before the phosphorus
credit can be generated and traded. In the Rahr trading program, the NPDES permit ensured legal enforceability of the
selected controls by prescribing the types of BMPs, selection process, reporting, and goals. MPCA was charged with
verifying each trade and confirming annual nutrient reductions prescribed in the permit (Breetz et al., 2004).

On the subject of liability, Raffini and Robertson (2005) noted that wetland mitigation banking has dealt with liability dif-
ferently than WQT in order to ensure that the service offered by wetland mitigation banking is attractive to developers
and dischargers. The transfer of liability from the credit purchaser to the third-party mitigator was identified as critical
to making wetland mitigation banking work: credit purchasers are not interested in buying healthy wetlands or clean
water; they are purchasing rapid permitting and avoidance of liability if a mitigation site fails. In the case of Cherry Creek
and Rahr, the credit purchaser is not offered a release from liability if the mitigation is ineffective and may be faced by
the need to continuously monitor and maintain the mitigation measures, incurring additional costs and being exposed
to ongoing uncertainty. The LBR also places liability on the credit purchaser to ensure that the BMPs are performing.
This makes the purchase of credits much less attractive to PSs. Transfer of legal and financial liability from the credit
purchaser to another entity is one way of making nutrient credits a more desirable commodity (Raffini and Robertson,
2005). North Carolina handled the issue of liability in the Tar-Pamlico and Neuse River Basins by assigning identification
and management of WQT mitigation projects to existing government entities which are responsible for ensuring NPS
credits are generated. However, PS compliance associations have not needed to purchase nutrient credits to date.

Another form of program auditing included in the USEPA water quality policy is providing program transparency to
the public. Public participation and comments on trading program development, use, and evaluation should be sought
to ensure that water quality objectives and economic efficiencies are achieved, and that trading does not result in an
impairment of designated uses (USEPA, 2003a).

Some states have passed water quality laws, rules, regulations, and/or policies supporting and regulating watershed-
specific trading operations. As discussed in the case studies, Colorado, Idaho, and North Carolina developed regulations
to support and govern WQT. In the case of the LBR, no trading has occurred to date because the phosphorus TMDL
has not been finalized; as a result, the trigger for trading is missing. New trading programs would also need to develop
similar watershed-specific policies, rules or regulations. These provide the drivers and trading framework necessary for
watersheds to implement flexible programs to accommodate local conditions and socioeconomic factors (Kieser and
Fang, no date). Regional or state trading policies exist for 10 states. There are several different models for managing
trades, including:

e State-managed exchange — state is broker (CT)
* NPDES Compliance Association — association is the broker (NC Neuse and Tar-Pamlico)

e Third party is broker, such as a non-profit, private enterprise, conservation organization, or district, etc. (Idaho;
South Nation, Ontario)
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Credit managers can facilitate trading by assisting numerous credit buyers and sellers in finding each other. Further-
more, they can identify and facilitate trades among multiple buyers and potential sellers. Multiple locations with small
amounts of credit could be consolidated by an administering organization for sale to a large buyer. Other functions of
credit managers or brokers could perform include: verifying and discounting credits that vary widely in performance
and uncertainty, optimizing the selection and location of BMPs, and providing escrow or backup credits in case of BMP
failure (Hough and Hall, 2005).

5.2 Agricultural Policy Drivers for Using Wetlands in WQT

For decades, the USDA has encouraged conservation measures on farmland. Towards that goal, several “Farm Bills”
have established agricultural policy to increasingly rely on financial incentives to promote conservation practices. Many
of the provisions of the farm bills encourage the use of wetlands to achieve environmental quality.

e The 1985 Farm Bill created the Conservation Reserve Program, which included a provision to link eligibility for
financial incentives to wetland conservation practiced on ecologically sensitive land.

e The 1990 Farm Bill created the Wetlands Reserve Program, a federal program to restore and place conservation
easements on wetlands, and authorized the Water Quality Incentives Program.

e The 1996 Farm Bill consolidated several programs created in previous Farm Bills into the Environmental Quality
Incentives Program. Among other functions, the Environmental Quality Incentives Program funds BMPs on working
farmland.

e The 2002 Farm Bill dramatically increased funding for CS, making it possible to restore much of the country’s lost
or damaged wetlands.

The USDA has been promoting the applications of private-sector markets for achieving environmental goods and services
(USDA, 2005). While traditional financial incentives have been through cost-share programs, trading in environmental
credits will provide the next generation of incentives for conservation. In large measure, the World Trade Organization
has driven this potential expansion of using environmental markets by disputing trades associated with agricultural
production subsidies. Specific restrictions limit the amount of financial support the farm may receive without losing their
eligibility to be considered “green box”, a status that exempts them from annual limits on support. Alternatively, WQT
markets would allow agricultural operations to earn income by providing nutrient credits to those that need them. In fact,
Congress will vote on a proposed 2007 Farm Bill that would allow credits generated by BMPs implemented with federal
funds to be sold within the market (USDA, 2006). Support by Congress of this measure would significantly promote the
participation of agricultural NPSs in WQT.

5.3 Regulations Related to Wetlands and Trading Programs

The CWA contains requirement that could have implications for wetlands constructed as a part of a WQT program.
Waste treatment systems designed to satisfy the requirements of the CWA are by definition not considered waters of
the United States (USEPA, 2000a). However, if a constructed wetland is constructed in a water of the United States,
the area will remain a water of the United States unless a CWA Section 404 permit is obtained that identifies it as an
excluded waste treatment system. It is possible that the constructed wetland will revert to a water of the United States
if it is abandoned or is no longer being used as a treatment system and it fits the definition of a water of the United
States. This definition is met if the constructed wetland has wetland characteristics (hydrology, soils, vegetation), is an
interstate wetland, is adjacent to another water of the United States, or is an isolated intrastate water that has con-
nections to interstate commerce (USEPA, 2000a). These requirements have regulatory implications. If a constructed
wetland is built to generate credits for a WQT program and the credits are assigned a finite duration, then the wetland
could become regulated under the CWA, thereby limiting potential uses of the land. This could serve as a deterrent
to using constructed wetlands as a BMP in WQT programs. If USEPA and states would like to encourage the use of
constructed wetlands in WQT programs, then the long-term regulatory implications of building constructed wetlands to
generate credits for WQT programs will need to be modified.
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6.0 Case Study — Cherry Creek, Colorado

6.1 Overview

The Cherry Creek Basin trading program aims to protect water quality in the basin through trades between two PSs
and between PSs and NPSs. Several tributaries and the Cherry Creek mainstem flow into the 850-acre Cherry Creek
Reservoir, located in southeast Denver, Colorado (Figure 6-1) (CCBWQA, 2005). The U.S. Army Corps of Engineers
(USACE) constructed the dam establishing the Cherry Creek Reservoir in 1950 to protect Denver from flooding (USACE,
undated). The USACE owns the Cherry Creek Reservoir and the 3,915 acres of land surrounding it, but leases both to
the State of Colorado. That land is now the Cherry Creek State Recreation Area. Cherry Creek flows from the reservoir
supplying a watershed of 245,500 acres for Denver. Groundwater also flows into Cherry Creek from beneath the dam
downstream of the reservoir, supplementing the watershed supply (CCBWQA, 2003a). The CCBWQA administers and
manages the water quality issues of this watershed. Within the watershed, six WTFs discharge effluent as PSs into the
streams flowing into the Cherry Creek Reservoir. Trading between PSs occurred as early as 1985, expanding to allow
trades with NPSs in 1989. Final guidance for trades was approved in 1997. Since then, three trades have occurred, one
of which involved an NPS (Breetz et al., 2004).

y_crosk mud

iddle South
e-Cherry
Colorado.

Legend
Stream

Stream Intermittent
Lake
= |nterstate

DRAWN BY

K Neizon | 0607200

— Highway
[ weatersnea Boundary

| OFFICE |
KNX

i \ CLIENT NAME
CLENT LOCATION

Shaw*

FIGURE 6-1
The Cherry Creek Basin

Figure 6-1 The Cherry Creek Basin (CCBWQA, 2005).
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6.2 Background

The State of Colorado initiated WQT in 1989 through the state’s Department of Public Health and Environment when
its Water Quality Control Commission embraced the Cherry Creek Reservoir Control Regulation, listed as Regulation
#72. The regulation approved WQT between PS and NPS discharges of phosphorus. Four years earlier, the Water
Quality Control Commission distributed TMDL allocations of phosphorus aimed to control eutrophication of the Cherry
Creek Reservoir to the PSs with discharges into the reservoir. PS dischargers had to obtain a permit under NPDES
before discharging effluent into the streams flowing into the Cherry Creek Reservoir. The Department of Public Health
and Environment accepted trades with NPSs despite the fact that these sources were unregulated. Their rationale was
that NPSs at that time represented approximately 80 percent of the phosphorus load into the basin. The state’s impetus
for the trading program was to allow growth while preserving the aquatic ecosystem of the basin. Regulation #72 also
legally mandated the CCBWQA to administer the basin (Breetz et al., 2004).

In 1997, approval of guidelines for Regulation #72 trading finally gave direction to the program. Guidance identified
trading opportunities, determination of trading ratios and credits, procedures for applicants, evaluation criteria, and trade
implementation. Revisions to Regulation #72 in 2001 established the TMAL allocating phosphorus loads into the basin
to both PSs and NPSs. In 2003, they issued the Cherry Creek Reservoir 2003 Watershed Plan with new guidelines to
reflect the updated trading program. The plan set the surface water standard for TP at 40 micrograms per liter (ug/L). The
Trading Program Guidelines offered more detail on trade evaluations and implementation. The TMAL was set at 14,270
pounds of phosphorus per year, of which the CCBWQA allocated approximately 72 percent (10,300 pounds per year
[Ib/yr]) to NPSs and regulated stormwater sources, 13 percent (1,900 Ib/yr) to municipal and industrial PSs, 8 percent
(1,150 Ib/yr) to background sources, and 3 percent (450 Ib/yr) to individual septic systems (CCBWQA, 2003a, 2003b, and
2003c). An additional 3 percent was allocated to reductions achieved by the Reserve Pool and Phosphorus Bank.

The CCBWAQA set up these two entities (Reserve Pool and Phosphorus Bank), each initially worth up to 216 pounds of
phosphorus per year to broker trades. The Phosphorus Bank obtained its 216 pounds of phosphorus per year through
four projects the CCBWQA initiated in the early 1990s and has been maintaining since then. The Reserve Pool could earn
its 216 pounds of phosphorus per year through new NPS control projects. A PS discharger could apply for Reserve Pool
credits either for a BMP project or for extending their wastewater service to a semi-urban area. In total, PS dischargers
could buy or lease up to 432 pounds of phosphorus per year, i.e., the sum of the Reserve Pool and Phosphorus Bank, of
new or increased allocations, bringing their total allocation to 2,310 Ib/yr, or 16 percent of the TMAL. Semi-urban areas,
which are not designated to a service area but are planned for urbanization in the future, were allocated 236 credits,
already included in the PS allocation (CCBWQA, 2003a; CCBWQA, 2005).

Recent amendments to Regulation #72, effective as of December 30, 2004, removed the upper limit of 216 pounds
of phosphorus per year that the Reserve Pool could achieve. The NPSs and regulated stormwater sources were also
increased to 10,506 pounds of phosphorus per year to include the Phosphorus Bank’s 216 pounds of phosphorus per
year (CCBWQA, 2005). These changes are intended to encourage more interest in trading by eliminating ceilings on
a trade’s potential.

Stormwater is included in the trading program as another regulated discharge. Colorado regulates stormwater discharges
through a mandate for NPDES permitting. The permit adds requirements for stormwater BMPs to reduce phosphorus
discharges into surface waters (Breetz et al., 2004).

6.3 Program Performance

The four criteria fundamental to a successful trading program involving NPSs include equivalency, additionality, ac-
countability, and efficiency (Fang and Easter, 2003). The first three criteria address technical and administrative issues,
necessary to evaluate efficiency. Equivalency, which is a measure of how nutrient loads from various sources relate to
the constituent of concern to be offset, is vital to avoid surpassing the TMDL. Conversion ratios accounted for temporal,
spatial, and/or chemical differences in the sources. Such differences are often complex, so this criterion is fraught with
uncertainties, which must also be factored into the trade. Additionality stipulates that any NPS offset that would have
occurred regardless of the trading program cannot count toward a trade. This prevents double counting by ensuring
that a nutrient control activity counts toward only one objective if multiple objectives are met. For example, phosphorus
reduction from a BMP that is already necessary for land development activities is not eligible for trading (Breetz et al.,
2004). Finally, accountability mandates appropriate monitoring and oversight to ensure proper implementation of all
program requirements. Performance, design monitoring, and reporting could satisfy this criterion. Conservatively set-
ting the conversion and trading ratios also contributes to satisfying this criterion. The last criterion is one of economics.
Efficiency mandates the trade proceed only when one source is able to more cost-effectively reduce its discharges
than another source. This condition is critical to making the program financially attractive, and thus marketable (Fang
and Easter, 2003; Jaksch, 2000).
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The Cherry Creek trading program structure is conducive for success in achieving these four criteria. Conversion ratios
account for differences in particulate versus dissolved forms of phosphorus. In addition, trading ratios, which qualita-
tively account for spatial differences in loads, add a level of certainty to equivalency. Additionality precludes a credit
from counting towards a trade if it already existed or was required. Monitoring and reporting are essential components
of the program, providing accountability. A PS could increase its TMAL allocation through trading more cost-effectively
than through implementing its own controls.

However, as the following sections present, threats to these criteria, particularly to equivalency and efficiency, have
thus far hindered this success. Complexities involved in the determination of conversion and trading ratios hindered
the certainty of equivalency. However, this factor should be more quantitative, and account for temporal differences, as
well. In fact, equivalency must account for the effects of the dynamic interactions of processes, such as concentrations
of other nutrients. Establishing equivalency with more certainty must be achieved without burdening the program with
added costs. Financial incentives are critical to perpetuating the program, and are currently not sufficient to stimulate
trading. Currently, there is not enough need for most PSs to reduce their phosphorus loads.

6.4 Technical Performance

The trading program operates on a system where one credit is equivalent to 1 pound of phosphorus per year. Trading
credits functions through a clearinghouse structure, whereby the CCBWQA may sell credits to dischargers needing to
increase their allocation. A PS discharger may also trade directly with another PS discharger if the buyer at least strives
to minimize phosphorus loadings (Breetz et al., 2004).

Success of the trading program is predicated on PSs abiding by their discharge limits. The CCBWQA mandates that, prior
to discharge, PSs must remove as much phosphorus as possible through advance treatment or secondary treatment
followed by land application. The 30-day average concentration of phosphorus in effluent must not exceed 0.05 mg/L.
Dischargers using land application must achieve a 30-day average concentration of phosphorus less than 0.05 mg/L
divided by the return flow rate, unless lysimeters are used, in which case the effluent concentration limit is 1.0 mg/L
(CCBWAQA, 2005). Such restrictions aim to control the release of phosphorus in the solid phase into the watershed
through stormwater runoff.

The trading program incorporated safety factors to provide accountability. These factors aimed to account for project
uncertainties, particularly those in Pollution Reduction Facility (PRF) effectiveness and those associated with complex
dynamic fate and transport processes. The CCBWQA set equivalency at 2.9:1 for TP and 2.2:1 for dissolved phospho-
rus. These ratios were derived from a USEPA-approved method to assess the settling of suspended solids, ratios of
dissolved-to-total suspended solids (TSS) from a comparable facility, and a fate and transport adjustment (Breetz et
al., 2004). These ratios indicate 2.9 credits of reduced TP discharge or 2.2 credits for dissolved phosphorus discharge
are needed for each pound of phosphorus discharged from a PS. Accordingly, Equation 6-1 calculates the number of
credits of phosphorus earned based on the weight of phosphorus reduced per year, using a conversion ratio.

pounds_per_year, (6-1)

CR

reduced

credits_earned, =

where credits_earnedP = credits earned from trade, defined as pounds of phosphorus per year
pounds_per_year, = Ib/yr of phosphorus reduced by BMPs
CR = conversion ratio

Credits that are earned from the BMP implementation are added to the allocation. With a minimum trading ratio of 2:1,
a minimum of twice the earned credits is lost from the entity trading its credits (Breetz et al., 2004).

(6-2)
credit_lost,=credits_eamed.TR

where credit_lost, = credits lost from allocation
TR = trade ratio

Four “historic trade projects” supplied the Phosphorus Bank with its 216 credits. These PRFs include the Shop Creek
detention pond and wetlands established in 1990 (Figure 6-2), Quincy Drainage detention pond established in 1996,
Cottonwood Perimeter Road Pond established in 1996, and improvements to the East Shade Shelter streambank estab-
lished in 1996 (CCBWQA, 2005; Wulliman, undated). The CCBWQA is charged with maintaining and managing these
PRFs. If approved, a PS discharger may buy credits from the CCBWQA for a price set by the CCBWQA. For example,
a PS discharger needing an additional 20 credits, worth 58 credits with a 2.9:1 equivalence, could purchase twice that,
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i.e., 116 credits, from the CCBWQA’s Phosphorus Bank, which is now part of the NPS and regulated stormwater al-
location. To date, no discharger has requested a withdrawal from the Phosphorus Bank (CCBWQA, 2005).

These historic PRFs earned their credits primarily through erosion and wetland restoration, and continue to reduce
phosphorus loads into the Cherry Creek Reservoir. The performance of each PRF is monitored annually by measur-
ing and comparing phosphorus loads upstream and downstream of each PRF. Development had significantly eroded
Shop Creek and eliminated all of its vegetation. The Shop Creek Water Quality Improvement Project created wetlands
to stabilize channel erosion and reduce phosphorus load to the Cherry Creek Reservoir. The project established a
9-acre-foot detention pond upstream of five wetland channels in series, each stepped down from the previous. Deten-
tion ponds typically fill with water during storm events and then allow for slow drainage thereafter, allowing time for the
particulates with phosphorus to settle. Each wetland channel adds settling time, as well as natural biological, chemical,
and physical treatment, and infiltration. Between 1990 and 2000, phosphorus leaving the Shop Creek wetlands to enter
the Cherry Creek Reservoir averaged 173 pounds less than that entering the detention pond, representing an aver-
age reduction of 63 percent. The Quincy Drainage detention pond reduced phosphorus loads by restoring a vegetated
infiltration basin. Measurements collected before and after this PRF from 1996 to 1999 calculated average load reduc-
tions of 138 pounds and efficiencies of 99 percent. The Cottonwood Creek Perimeter Road Pond PRF involved road
improvements to decrease water flow, restoring vegetation through the channel, thereby reducing phosphorus loadings.
In 2004, phosphorus measurements before (3,334 pounds) and after (2,592 pounds) the pond indicate an average an-
nual load reduction of 742 pounds, i.e., 22 percent (CCBWQA, 2005). Finally, the East Side Shade Shelters area had
suffered from severe erosion, which was remedied through gravel benching and vegetation along the shoreline. This
stabilization reduced phosphorus loadings into the Cherry Creek Reservoir. Although actual data on the performance of
this PRF is not readily available, the 2003 Watershed Plan reports an average of 15 Ib/yr. In total, annual measurements
of phosphorus loads before and after the PRFs indicate that they reduce on average over 1,100 pounds annually. With
equivalency and trading ratios considered, the reductions support the 216 credits for the Phosphorus Bank (Wulliman,
undated; CCBWQA, 2005; CCBWQA, 2003a).

Although trading with the Phosphorus Bank has yet to occur, three projects have created new credits that reside in the
Reserve Pool available for trade. New BMP projects or PRFs supply credits for the Reserve Pool to allow for growth and
expansion. The CCBWQA may purchase NPS phosphorus reductions for Reserve Pool credits. Any entity construct-
ing or planning a PRF may apply to the CCBWQA for credits anticipated with that PRF. If granted CCBWQA approval,
that entity may then buy those credits to offset its own discharge, sell them to another discharger, or retire them.™ No
longer capped at 216 credits, the Reserve Pool may achieve however many credits an innovative approach may offer.
The trading ratio for the latter must be at least 2:1, but should increase for PSs that are farther than the NPS is from
the Cherry Creek Reservoir. These ratios aim to assure equivalence. Until December 30, 2004, the trade ratio could
not exceed 3:1, but the amendments removed that upper limit (CCBWQA, 2005).

Of the three new credit trades, two were needed to satisfy significant growth to semi-urban areas since initial alloca-
tions. Specifically, in 2004, the Pinery Water and Sanitation District granted use of 25 of its credits to the Plum Creek
Wastewater CCBWQA, and 25 credits were taken from the semi-urban area allocation. Another 10 credits from the
semi-urban allocation went to the City of Aurora for Land Applications within the Cherry Creek Watershed (CCBWQA,
2005). The third trade was between PS and NPS, the first of its kind for the program. In 2004, the Arapahoe County
Water and Wastewater Authority (ACWWA) planned to modify one of its stormwater detention ponds, located 2 miles
upstream of its discharge point. In doing so, it would reduce 165 pounds of phosphorus to supplement its own TMAL
allocation. Trading ratios were critical to the amount of credits that the transaction was worth. According to the TP ratio
of 2.9:1, the reduction will earn ACWWA 57 credits. While ACWWA receives 57 credits, the minimum trade ratio of 2:1
reduces the NPS allocation by 114 credits, resulting in a reduction in the TMAL (CCBWQA, 2005).

Despite effective reductions, mass balances indicate approximately 4,000 pounds of phosphorus annually accumulate
in the Cherry Creek Reservoir (CCBWQA, 2003a). Accumulated phosphorus acts as an internal load for which the
TMAL allocations do not account.

The CCBWQA continues to pursue other PRFs intended to improve the water quality as much as possible. In 2002, the
CCBWAQA contributed 16.5 percent of the funds needed for the Piney Creek Reclamation project, which was completed
in 2004. Soil erosion controls and restoration of riparian vegetation along 5,100 feet reduce approximately 90 pounds of
phosphorus annually from entering the Cherry Creek Reservoir. In 2002, another PRF involved a second detention pond
on Cottonwood Creek just outside the Park, west of Peoria Street, aimed to complement the Park Perimeter Road PRF.
By 2004, this PRF reduced phosphorus loads, measured at 2,590 pounds upstream and 1,499 pounds downstream of
the detention pond. The Cottonwood Reclamation project of 2003 aimed to reclaim the natural wetlands capabilities of
the area covering 11,600 feet along the stream. Annual phosphorus loadings are estimated to decrease by approximately
730 pounds through soil erosion control, wetlands treatment, infiltration, and settling.

19 When a credit is retired, it is no longer eligible for credit, but rather serves solely to improve the environment.
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The only available indication of a method to derive this estimate is comparisons with Shop Creek results and a 2004
study that indicated its feasibility. The CCBWQA has also been conducting feasibility studies to restore, reclaim, and
construct wetlands in the Cherry Creek State Park. An agreement drafted in 2004 identifies those responsible for any
PRFs within the park. When completed, 60 acres of wetlands will control approximately 600 pounds of phosphorus
per year. Again, a methodology to derive this estimate is not clear, but sampling and analyses in 2004 and testing of
wetlands reclamation on a smaller scale seem to have factored into this methodology (CCBWQA, 2005). Credits from
CCBWQA-funded projects, aside from those for the Phosphorus Bank, are not eligible for trading, but instead aim to
further improve water quality (Colorado Department of Public Health and Environment, Water Quality Control Commis-
sion, 2001).
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Figure 6-2 Cherry Creek Basin with selected PRFs identified (CCBWQA, 2005).

6.5 Economic Performance

The CCBWQA is funded through a combination of property taxes, user fees and grants. The Base Price for credits
purchased from the Phosphorus Bank is based on the minimum cost the CCBWQA would incur to pursue additional
projects that would achieve comparable reductions (CCBWQA, 2003b). Applications to create Reserve Pool credits cost
$2,500, and a discharger must pay an additional $500 to cover costs incurred by the CCBWQA to evaluate the request
for credit withdrawal from the Phosphorus Bank. The cost of Reserve Pool credits depends on the BMP implemented
to achieve the offset. When the ACWWA retrofitted the detention pond, they achieved 57 credits. Therefore, with each
credit worth $8,000 (the unit cost for traditional controls), and a cost to retrofit the detention pond to achieve those
credits of $400,000, the gain in value was $56,000 (Breetz et al., 2004). Subtracting the cost of $2,500 to apply for
credits from the Reserve Pool, the net value for just 57 credits is $53,500. Considering the avoidance of the alternative
potential fines for violations, which range from $10,000 to $25,000 per day (Breetz et al., 2004), the detention pond
retrofits are worth even more.

While NPSs face a total load allocation, regulations do not apply to individual NPSs. To offer incentive for NPSs to
engage in trading where they otherwise may not have any, the CCBWQA puts the implementation of the BMP and any
ensuing liability issues onto the PS project owner (Breetz et al., 2004). This incentive for the NPS places a liability is-
sue onto the PS.
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Financial incentive exists in that BMP implementation to gain credits is typically more cost-effective than PS controls
to abide by their allocated credits. The incentive is lost, however, if the PS already easily complies with its waste load
allocation. TMAL allocations were distributed with growth in mind. Trading will only achieve efficiency as this growth is
realized or the TMAL is lowered and allocations re-distributed. The relationship between PS discharge levels directly
determines the market demand for credits and the regulatory thresholds set for individual and collective PSs.

The CCBWQA is required to spend at least 60 percent of it annual budget, derived from property taxes, user fees, and
grants, on construction and maintenance of PRFs. It applies the remaining funds towards administrative costs. In 2004,
the $1,400,000 budget distributed $840,000 toward construction and maintenance of PRFs and $560,000 to administra-
tive costs. To account for anticipated future financial burdens, the CCBWQA as of 2005 has a “sinking fund” in its annual
budget. Using three-year projections, PRF costs are separated into design, capital, land acquisition, water requirements,
and O&M. The CCBWQA contributed $118,000 to the Piney Creek Stream Stabilization, which will cost $714,000 when
completed. The long-term average cost to the CCBWQA will be $115 per pound of phosphorus per year. The Cottonwood
Creek Reclamation will cost $2,100,000 with a long-term average annual cost of $330 per pound of phosphorus per
year. The Cherry Creek State Park Wetlands Project represents a capital cost of $1,928,000 with a long-term average
cost of $280 per pound of phosphorus per year (CCBWQA, 2005). The intent of these projects has not been to compete
against PS controls, but rather to supplement them in the pursuit of achieving water quality standards.

6.6 Administrative Performance

The CCBWQA must approve any withdrawal from the Phosphorus Bank. For each potential trade, approval requires a
thorough evaluation of treatment capacity and population estimates of the potential buyer as well as of the other dis-
chargers in the watershed. All activities related to a trade with the Reserve Pool also require approval by the CCBWQA,
who must consider the type of trade, corresponding trade ratios, and monitoring and reporting (CCBWQA, 2003a).

The CCBWQA conducts annual water quality monitoring in the Cherry Creek Reservoir and basin. It evaluates reser-
voir water quality, reservoir inflow and loading, surface and groundwater quality in the watershed, and effectiveness
of CCBWQA PRFs. Permits for PSs are contingent on monthly reports of 7-day and 30-day averages of phosphorus
concentrations and loadings (CCBWQA, 2003a). Continued allocation of traded credits relies on both PSs and NPSs
complying with Regulation #72 and abiding by their revised shares (Water Quality Control Commission, 2001).

Besides the CCBWQA's annual report on watershed activities, every three years the Water Quality Control Commission
must update Regulation #72 as necessary (Water Quality Control Commission, 2001). This triennial review is critical to
satisfying current needs of the dynamic basin.

6.7 Summary

The trading program has been successful in that PS phosphorus discharges with trading have remained below the
TMAL. Loads of phosphorus into the Cherry Creek Reservoir in 2004 totaled 12,512 pounds, 1,758 pounds below the
allowed 14,270 pounds. Furthermore, PRFs have proved effective, with approximate removal efficiencies as follows:
Cottonwood-Peoria Pond — 42 percent, Cottonwood Perimeter Pond — 22 percent, Shop Creek — 63 percent, and Quincy
Drainage — 99 percent. These successes have not yet translated to compliance with the goal of 40 pg/L TP in the Cherry
Creek Reservoir (CCBWQA, 2005). This discrepancy may indicate that improvements are not immediate but rather will
emerge over time. Alternatively, internal loadings in the reservoir could be to blame, indicating that the TMAL may be
too lenient for the water body to achieve the target of 40 pg/L TP. PS allocations were typically large enough to pre-
clude the need for credit purchases. Such purchases, however, may be more attractive as population growth demands
expansion of WTF capabilities. When growth of a facility exceeds the point where its discharge equals its allocations,
or when expansion occurs in a semi-urban area, which is not included in the allocated districts, interest in trades with
NPSs through the Reserve Pool will likely grow. Trading ratios can become higher depending on location within the
watershed, which suppresses trading, and more research should go into the development of the TMAL, as well as that
of conversion and trading ratios. These critical determinations would benefit from insight into fate and transport issues
such as (1) competing ions, such as magnesium (Mg*?), calcium (Ca*?), and hydrogen (H*)—i.e., those that compete
to bind with sediment and organisms; (2) biological activity; and, moreover, (3) the dynamic nature of the ecosystem.
The CCBWQA needs to take actions which would achieve short-term improvements. Decreasing the TMAL would likely
have the most dramatic effect in terms of driving trading and meeting water quality goals.

Nonetheless, the flexibility of trading approaches, coupled with clear guidelines and oversight by the CCBWQA, suggests
that future success for this trading program is possible. The CCBWQA demonstrates a strong commitment to design
and implementation of its own PRFs, as well as facilitation, coordination, education, and monitoring of other potential
BMP sources in the watershed. With determination, PSs will benefit from WQT to realize water quality objectives.
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7.0 Case Study — Minnesota River and Rahr Malting Company, Minnesota -
Rahr Malting Company Water Quality Trading: A Multifaceted Success

71 Overview

The MPCA issued to Rahr in 1997 one of the first wastewater discharge permits in the U.S. requiring WQT. Rahr is in
Shakopee, Minnesota, in the Minneapolis-St. Paul metropolitan area (MPCA, 1997). Permit MN0O031917, issued under
NPDES, stringently capped the company’s oxygen-demanding discharge into the Minnesota River Basin (Figure 7-1)
(USEPA, undated). Despite the stringency, these discharge levels would still have introduced more oxygen demand
into the river than allocated by the river's TMDL, thus requiring offsets to be achieved elsewhere in the service area.
MPCA administered the federal permit and trades fundamental to the permit. Much of the nutrient loading into the basin,
which drains 16,700 square miles, derives from NPSs. In particular, nearly three-quarters of the phosphorus loading
into the river is from NPSs (MPCA, undated). In accordance with the permit, three approaches, including critical area
set-asides and wetland restoration, erosion control, and livestock exclusion, controlled phosphorus discharge into the
TMDL zone. The permit was issued in 1997 and offsets were all achieved within four years, more than a year less than
the five years it was allowed for this goal. NPS controls must remain in effect thereafter as long as Rahr continued its
discharge (Breetz et al., 2004). Besides allowing Rahr to achieve growth and reduced costs, added benefits were the
environmental and economic improvements to the NPS areas, including restored habitats and property upgrades.
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Figure 7-1 The Minnesota River Basin (base map taken from http.//wrc.coafes.umn.edu/lowermn/maps/mnbasin.htm)
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72 Background

Rahr initiated the program in an effort to increase its production by 20 percent, while gaining control and decreasing
costs of its wastewater discharge. To do so, it proposed to build its own treatment facility. Until then, the company had
sent its waste to the Blue Lake WTF in Shakopee, Minnesota, located 25 miles upstream from the confluence of the
Minnesota and Mississippi Rivers. The Metropolitan Council Environmental Services operated the WTF. Significant stress
to dissolved oxygen levels to below acceptable levels due to nutrients in the lower Minnesota River, below mile 25, led
to the implementation in 1988 of the TMDL for five-day CBOD (CBOD5).2° The TMDL had allocated 53,400 pounds per
day of CBOD at mile 25 and downstream. This allocation was based on the 7-day, 10-year low flow in 1988 because
low-flow periods are when dissolved oxygen levels are most vulnerable (Faeth, 2000; Jaksch, 2000). Excessive oxygen
demand results in dissolved oxygen levels that do not adequately support aquatic life. Phosphorus loads contribute
to the CBOD. Additional stress to the dissolved oxygen levels result from nitrogen and sediment loads, which deplete
oxygen from the river water via nitrogenous biochemical oxygen demand (NBOD)?' and sediment oxygen demand.?2 The
TMDL obligated MPCA to prohibit new oxygen demanding loads into the river. Therefore, any new discharges would
require an existing source to be eliminated.

The key impetus for implementing the program was the infeasibility of Rahr to reduce down to zero the pollutant loads
in the effluent from its planned WTF. Therefore, Rahr needed to somehow reduce other loads into the river to offset
its own. Blue Lake WTF would not agree to trade any of its allocated loading because it was needed to accommodate
growth. The company negotiated an agreement with MPCA to offset CBODs discharge from its new WWTP by funding
upstream NPS phosphorus reductions. Under this agreement, Rahr developed the program to treat its process waste-
water to within specified levels and reduce upstream loading by an amount equal to its resulting discharges (Fang and
Easter, 2003).

The resulting trade included four NPSs upstream of the TMDL zone. Rahr was the sole PS. While nitrogen and sediment
were also included in the trades prescribed in the permit, phosphorus is the nutrient traded in the chosen BMP.

7.3 Program Performance

The trading program was a multifaceted success due to diligent efforts by all those involved to maximize and balance
efficiency, equivalency, additionality, and accountability (Fang and Easter, 2003). These four criteria are fundamental to
a successful trading program involving NPSs.

The first criterion is one of economics. Efficiency mandates the trade proceed only when one source is able to more
cost-effectively reduce its discharges than another source. This condition is critical to making the program financially
attractive, and thus marketable. Although Rahr had no alternative but to buy credits from NPSs, in contrast to market-
based systems where there is a choice of whether or not to trade at all, it had to optimize cost-effectiveness in the types
and locations of NPS controls. NPSs, which are not presently regulated, typically have little incentive to control their
discharges with the high costs involved in trading. Indeed, there may be disincentives in participating in such trades. In
particular, by agreeing to a quantified load reduction, an NPS discharger may unintentionally facilitate future regulation
of that discharge. Rahr was fortunate to have found the trading partners that it did. This good fortune was the result of
actively involving the community and environmental organizations throughout the process, promoting Rahr’s position to
fund the BMPs, financially compensating the NPSs, and avoiding quantified validation of load reductions. So while the
NPSs were not driven by regulation, they recognized the opportunity to improve their property free of charge without
acknowledging measurability of their loads.

The other three criteria address technical and administrative issues necessary to evaluate efficiency. Equivalency is a
measure of how pollutant loads from various sources relate to the pollutant of concern to be offset. Ensuring that offsets
are equivalent to or greater than the permitted load is vital to avoid exceeding the TMDL. Conversion ratios multiply
the offsets to account for uncertainties associated with temporal, spatial, and/or chemical differences in the sources.
Such differences are often complex, so this criterion is fraught with uncertainties, which must also be factored into the
trade. Additionality stipulates that any NPS offset that would have occurred regardless of the trading program cannot
count toward a trade. This prevents double-counting actions simultaneously applied to more than one objective. Finally,
accountability mandates appropriate monitoring and oversight to ensure proper implementation of all program require-
ments. Performance and design monitoring and reporting may satisfy this criterion. Otherwise, conservatively setting

20 CBOD is the amount of dissolved oxygen that is needed for the breakdown of carbon-based organic molecules into CO, and
water.

21 NBOD is the amount of dissolved oxygen that is needed for the breakdown of nitrogen-based protein molecules and ammonia
into nitrate and nitrite. Nitrogen conversions use four times as much oxygen as carbon conversions.

22 Sediment oxygen demand is the amount of dissolved oxygen that is needed for biological and chemical processes in the sedi-
ment.
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the conversion and trading ratios could satisfy this criterion by overshooting expected requirements to offset uncertainty
in performance (Fang and Easter, 2003; Jaksch, 2000).

The following sections describe how, the four criteria for a successful WQT program were optimized through scientific
research, cooperation by all those involved and assurances of financially viability, this laid the foundation for the program’s
success. A quasi-independent five-person board was set up to select sites for trading consideration. A technical con-
sultant with a member on the board calculated trading units. For a trade to be pursued, MPCA needed first to approve
it, followed by a positive vote by the board, followed again by final MPCA approval (Jaksch, 2000). Common objectives
to conservatively protect and even improve the environment, reliable science, and the social and financial commitment
by Rahr and MPCA supported the WQT program. Rahr offset the wastewater load that it planned to add to the river by
funding BMPs to decrease NPS loads upstream of the facility. After careful consideration of several types of BMPs, four
trades were chosen for their ability to achieve the four criteria, particularly equivalence and accountability.

Despite the overall success of the program, some challenges were encountered. As demonstrated in the following sec-
tions, complexities involved in the determination of conversion and trading ratios hindered the certainty of equivalency.
Furthermore, efforts to develop scientifically-based ratios burdened the program, particularly MPCA, with transaction
costs. Another limitation was the lack of necessity of NPSs, which are generally not regulated, to work within set credits.
Although they did not have the market-based incentives to trade with Rahr, they were motivated by financial compensa-
tions and improvements to their property. Still, Rahr was fortunate to have contracted with those that it did. However,
future trading partners, either to allow for growth or if further reductions are necessary, may be more challenging to
convince. Finally, being one of the first in the nation to trade nutrients, and the first to do so trading pollutants other
than that targeted by the TMDL, made additional research and negotiation necessary which added another obstacle,
and thus time and money.

74 Technical Performance

MPCA and Rahr agreed on a trading credit system where one credit unit is equivalent to one pound per day of CBODs.
A critical component of the trading program was the determination of reasonable effluent levels from their planned PS.
The concentrations of CBODs, phosphorus, nitrogen, and TSS in 24-hour composite samples of their treated waste
were analyzed three times per week. Monthly concentrations of CBODs for average (1 million gallons per day [mgd]) and
maximum (2.5 mgd) flows could not exceed 12 mg/L and 18 mg/L, respectively. These limits were enforced year-round,
more stringent than the typical increase during October through May. Also more stringent was the limit for phosphorus,
set at 2 mg/L, compared to the more common limit of 3 mg/L. Effluent limits were 30 mg/L and 45 mg/L of TSS for
average and maximum flows. Effluent limits for nitrogen depended not on flows but on the time of year, decreasing in
warmer months, and with a yearly average of 9 mg/L. So for every unit discharged by Rahr, BMPs had to control an equal
number of units of NPS discharges upstream of the facility. After treating its waste, Rahr would still need to discharge
54,750 pounds of CBODs per year into the TMDL zone (Jaksch, 2000), equivalent to 150 units.

The permit specifies that BMPs use soil erosion control; livestock management to exclude cattle from stream or riparian
zones either with or without rotational grazing; critical area set-asides; and/or constructed/restored wetlands (MPCA,
1997). The nature of CBOD challenges the certainty of equivalency in that nutrient and sediment loads relate accord-
ing to site-specific factors to the oxygen demand. To select the appropriate BMPs to pursue, the permit prescribes the
relationships between loads of phosphorus, nitrogen, sediment, and CBODs. Furthermore, the program incorporated
several safety factors to provide accountability by reducing risks to equivalency. Conservative ratios used to determine
equivalency made it unnecessary to monitor BMP load reductions, thereby saving MPCA time and money. Equation 7-1
calculates the number of units traded to offset the PS discharge.

tra'de—unitCBODs = pounds—per—daypollutantfreduced .% (7_1 )

where trade_unit, . = trading units (defined as pounds of CBODs5 per day)
pounds_per_daypollulant eaucea = POUNds per day of the pollutant reduced by BMPs
CR = conversion ratio
TR = trading ratio

Conversion ratios for phosphorus relied on research relating phosphorus with chlorophyll concentrations, which in turn
relate to CBOD. Therefore, calculated ratios of phosphorus loads to CBOD determine the trading ratios. This ratio varies
with biological activity, flow rate, turbidity, phosphorus bioavailability, and concentrations of other nutrients. Approximately
15 miles upstream of the facility, at Jordan, 1 pound of phosphorus reduced from the NPS was worth 8 pounds of
CBODs per day, i.e., 8 units. Although this ratio varied between 1:8 and 1:17, as determined presumably by measured
concentrations of phosphorus and chlorophyll and an average stream correlation between chlorophyll and CBOD, the
ratio was conservatively established as 1:8 (Jaksch, 2000). Unfortunately, this conversion does not directly address the
differences in phosphorus bioavailability of loads from various sources, i.e., dissolved or bound to sediment. The impacts
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on oxygen demand and river conditions differ according to complex dynamics that conservative assumptions may not
always manage. It was assumed that use of the most conservative ratio would adequately offset uncertainty associated
with site-to-site differences. This assumption was not explicitly validated through performance monitoring. Some critics
consider this failure to validate the performance a critical fault in the program, while others worry that overly conservative
assumptions eliminate otherwise viable potential NPS trading participants. In all fairness, WQT should not be required
to satisfy a higher degree of technical rigor, in terms of modeling and monitoring than was originally applied in the first
place during development of the TMDL and individual load allocations.

Conversion ratios for nitrogen relied on stoichiometry, which dictates 4.6 pounds of oxygen for every pound of TN.
However, nitrogen exerts oxygen demand more rapidly than does phosphorus. Additionally, nitrogen leaves the system
through volatilization, leaving less to demand oxygen. Therefore, nitrogen upstream of mile 25 trades for less than it does
downstream of mile 25. Conservatively, the ratio was established as 1:4 downstream and 1:1 upstream, i.e., 1 pound
per day of reduced nitrogen was worth four units downstream and one unit upstream (Jaksch, 2000).

Sediment was related to CBODs on a 1:0.5 ratio. Reducing the sediment load by 1 pound per day counted as reducing
0.5 pounds of CBODs (Jaksch, 2000). This conversion reflects that sediment demands much less oxygen than do the
nutrients.

Finally, measured CBODs was traded variably depending on the location along the river, with a 1:1 ratio at mile 25 and
downstream, decreasing to 1:0.01 at mile 107 (Jaksch, 2000). The decrease is justified by the CBOD upstream exerting
its oxygen demand before the TMDL zone.

Load reductions for each BMP proposed for implementation were not measured but were instead estimated according
to several assumptions. Safety factors aim to counter the uncertainty that these assumptions bring. Trades defaulted
to a trading ratio of 2:1, so that two units of NPS reduction were needed for every unit that the PS discharged (Kieser
and Fang, 2005). As appropriate, additional safety factors were multiplied into the trading ratios. Phosphorus reductions
from soil erosion were estimated based on analyses of phosphorus contents of soil and measured soil loss reductions.
This estimation incorporated an additional safety factor of 0.75 for samples that indicated relatively high phosphorus
concentrations, thus reducing the amount of CBOD5 that would be credited for each pound of offset phosphorus. For
livestock exclusion approaches, pollutant loadings into the river are calculated as the product of the area’s delivery
ratio, the time livestock spend on the land, and the size of the herd. The offset is thus the difference of these estimates
from before and after the controls are implemented. Typically, depending on the time of year, cattle spend 25 percent
to 36 percent of their time in the riparian zone. Delivery ratios are 100 percent within the riparian zone, 20 percent out-
side the riparian zone but within 0.25 miles of the stream, and 10 percent beyond that (Jaksch, 2000). Rahr and MPCA
agreed through negotiation to use conservative conversion and trading ratios to provide accountability, supplanting the
need to validate these load reductions through onsite monitoring of CBODs load reductions.

Based on an optimization of the four criteria, the board identified and MPCA verified four NPSs for trading: (1) Cotton-
wood River, (2) Minnesota River, (3) the Fruhwirth site along Eight Mile Creek, and (4) the Hathaway site along Rush
River (Fang and Easter, 2003). Figure 7-2 identifies approximate locations of these sites relative to the Rahr facility.

BMP approaches included critical area set-asides with revegetation, erosion control, and livestock management. The
chosen BMPs at these sites would not have been implemented were it not for the trades, satisfying the additionality
criterion. A contract with Rahr for long-term commitment to these BMPs, the ability to monitor these sites, and oversight
by the board and MPCA added a greater level of accountability. To assure accountability, Rahr must submit monthly
monitoring reports, as well as annual reports of reductions of CBODs from the NPSs.

While the permit stipulates the conversion and safety factors for nitrogen, sediment, and CBODs5, the BMPs pursued
for trading achieved all the necessary credits by reducing only phosphorus input to the TMDL zone. According to the
1:8 ratio for phosphorus:CBODs5, the reduction of 97,730 pounds of phosphorus measured over five years is equivalent
to reducing 781,830 pounds of CBODs5 over the same time period, which averages to 428.4 pounds of CBODs5 per day
(Fang and Easter, 2003). Using the trading ratio of 2:1, this equates to 214.2 units, far exceeding the 150 units man-
dated in the permit. Table 7-1 itemizes the pounds of phosphorus and consequently CBODs over the five-year permitted
timeframe. Table 7-2 itemizes the resulting credits that these sources earned for Rahr within that period.
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Figure 7-2 The Minnesota River Basin with sites of NPS sellers identified (base map taken from
http.//wre.coafes.umn.edu/lowermn/maps/mnbasin.htm).

Along the Cottonwood River, which flows east to the confluence with the Minnesota River near New Ulm, Minnesota,
and the Minnesota River at approximately mile 150, also near New UIm, Minnesota, easements set aside approximately
105 acres of critical areas from crop production to prevent flood scouring. These areas were, in essence, 105 acres of
restored wetlands. Plowing for crop production contributed to flooding, which resulted in the removal of several feet of
soil (Jaksch, 2000). Restoring native wetland vegetation on farmland along the rivers protected these critical areas from
further scouring. Together, these wetlands removed 45,944 pounds of phosphorus over five years, generating approxi-
mately 100 units of credit. Rahr ultimately donated these restored wetlands to the city of New Ulm to be used as a park,
and to the Coalition for a Clean Minnesota River, a local environmental organization, to be used as an environmental
education site (Breetz et al., 2004). Restoring these wetland sites also created habitat for wildlife. The effectiveness of
these restored wetlands for reducing nutrient loading was assumed based on conservative performance ratios and was
not validated by performance monitoring data (Fang and Easter, 2003).

Soil erosion controls restored stream banks along Eight Mile Creek at New Ulm, Minnesota, and along Rush River in
Henderson, Minnesota. Controls included bioengineered banks with vegetation and J-hooks in the river to deflect flow
energy. The former also managed livestock by re-grading the feedlot for wastes to flow away from the water, and fencing
in the cattle to exclude them from the riparian zone, which had been overgrazed (Jaksch, 2000). Aerial photographs
spanning 36 years and periods of high and low flows were used to estimate the average bank recession rate. The lifetime
of the control structures is comparable to this duration, rendering the estimates of the credits more reliable. In addition
to offsetting sediment loads, the landowners of these source control sites received the added benefit of preserving the
land against erosion. Since 1988, they had unsuccessfully sought financial means to control bank erosion. The erosion
was sometimes so extreme that it impacted adjacent land, destroying houses and barns (Breetz et al., 2004; Fang and
Easter, 2003). The BMPs for Rahr’s permit were able to stabilize the banks within two years for the Eight Mile Creek
site and four years for the Rush River site.
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Table 7-1 Pounds of Phosphorus and CBODs Reduced over Five Years

Cottonwood Minnesota | 8-Mile Creek | Rush River Total
Pounds of CBOD5 105,490 262,070 54,020 360,260 781,840
Pounds of phosphorus 13,190 32,760 6,750 45,030 97,730

Table 7-2 Traded Units From Each Controlled Nonpoint Source

Cottonwood | Minnesota | 8-Mile Creek | Rush River Total
Traded units 28.9 71.8 14.8 98.7 214.2
CBODs5 pounds per day 57.8 143.6 29.6 197.4 428.4
Phosphorus pounds per day 7.2 17.9 3.7 247 53.5

75 Economic Performance

At MPCA’s instruction, Rahr established a trust fund of $250,000 to secure monies to develop and maintain BMPs. The
five-person board charged with selecting sites also managed this fund, offering credibility and unbiased views to plan-
ning and implementation. However, the inclusion of one executive from Rahr communicated to the public the company’s
commitment to the environment while advancing the company’s interests in decisions. The fund was to cover all expenses
of designing and implementing the trades, barring transaction costs (Kieser and Fang, 2005). If costs exceeded the
fund’s capability, Rahr was responsible for the difference.

Transaction costs added an estimated $105,000, or 35 percent, to the cost of the controls, for a total cost of $405,100,
most of which MPCA and Rahr incurred. The product of the median salary rates of Rahr and MPCA staff members and
their estimated time spent on transaction activities provided an estimate of their respective transaction costs (Fang and
Easter, 2003). Engineering, material, and consulting costs were not considered transaction costs and were instead covered
by the trust fund. The relatively small number of trades, as compared to other trading programs, such as the Southern
Minnesota Beet Sugar Cooperative in Minnesota, with over 100 trades, simplified the process somewhat. However, the
complexities of trading ratios for equivalency and safety factors for accountability added significant costs.

The permit phase spanned from the initial negotiations to when the permit was issued. This phase also included the
search for trading partners, administration, and communications between Rahr and state and federal authorities. As
this was one of the first of its kind, this phase took about two years and amounted to approximately 65 percent of the
transaction costs. Following permitting, implementation was the phase during which the trades occurred and credit re-
quirements were fulfilled with implementation of nutrient control measures. Costs went to credit verification and project
management. As MPCA took charge of the design on the BMP and trading structure, their transaction costs accounted
for 81 percent of the total, leaving Rahr responsible for less than 20 percent of the total (Jaksch, 2000).

The cost of credits was estimated based on the capital and O&M costs of the project, the estimated pounds of offset
nutrients it could deliver, trading ratios, and safety factors. Without transaction costs, the critical area set-asides with
restored vegetation along the Cottonwood and Minnesota Rivers were most cost-effective. By reducing phosphorus load-
ings into the TMDL zone, these restored wetlands cost $4.44 per pound of phosphorus over the five years of the permit.
The cost per pound of reduced phosphorus at the Fruhwirth site along Eight Mile Creek and the Hathaway site along
Rush River were $5.28 and $4.49 per pound, respectively. Accounting for the 1:8 conversion ratio with CBOD5, credits
averaged $0.77 per pound of CBODs5 removed. However, the BMPs will likely survive and remain effective far beyond
the five years of the permit. Reasonably assuming a 20-year lifetime, with an 8 percent discount rate, the average cost
of reduction decreases to $0.20 per pound of CBODs and $1.56 per pound of phosphorus. Adding transaction costs,
these reductions increase to $1.03 per pound of CBODs, equivalent to $0.26 per pound of CBODs over 20 years, and
$8.26 per pound of phosphorus, equivalent to $2.10 per pound of phosphorus over 20 years. The long-term measures
such as easements and re-vegetation are the most efficient of the BMPs because they provide greater nutrient reduction
with low investment. Furthermore, the lifetime of these controls is comparable to the lifetime of the nutrient reduction
estimation, minimizing the uncertainties associated with the trade (Fang and Easter, 2003).

In contrast, a comparable municipal WWTP designed for permitted discharge of 1.5 mgd would have to meet 1 mg/L
phosphorus if only PSs were responsible for phosphorus load reductions. Over 20 years, and at an 8 percent interest
rate, the capital and operational costs associated with implementing these controls would be between $4 and $18 per
pound of phosphorus. The NPS controls are thus more cost-effective than PS controls even when transaction costs are
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considered. In fact, the savings afforded to Rahr for not using Blue Lake’s services, accounting for the cost of its new
facility and the $250,000 to fund the trust, will amount to more than $300,000 per year over 30 years (Jaksch, 2000).

7.6 Administrative Performance

The five-person board was involved in every step of the process, from recommending preliminary NPSs for review to
selecting the final projects to implement. MPCA framed the trade within the NPDES structure, thereby underscoring
accountability. To ensure legal enforceability of the selected controls, the NPDES permit prescribed the types of BMPs,
selection process, reporting, and goals. MPCA was charged with verifying each trade and confirming annual pollutant
reductions prescribed in the permit (Breetz et al., 2004). While the credits must be achieved within five years of permit
issuance, Rahr must continue O&M of BMPs for as long as it discharges within the TMDL zone.

Administration of the trade provided flexibility to encourage success. Credits from the NPS controls were awarded on
a partial basis as projects progressed (Breetz et al., 2004). Moreover, MPCA offered Rahr 30 units of credits from the
yearly cumulative load reductions for CBOD5 and another 30 units of credit for phosphorus for consenting to the more
stringent point discharge effluents of each. These credits started with 2001, the year of permit expiration, and continued
yearly thereafter, provided the point effluent levels were met. As such, if Rahr accepted all of these offered credits, NPS
controls would only need to offset 90 units. Rahr was also offered 10 units of phosphorus credit to be used in 1998,
1999, or 2000 to make up for any deficit in those years. Finally, 20 units of credit were issued to Rahr for starting up its
facility after 1997. The permit offered financial incentives to Rahr to efficiently achieve the mandated 150 units of credit
through BMPs within the permit’s five-year life. MPCA would give the company an additional five years to completely
spend any of the remaining $250,000 (Fang and Easter, 2003).

7.7 Summary

According to the conservative assumptions, but not through validated monitoring, the program successfully reduced the
NPS load by more and in less time than the permit required. Cooperation by farmers, landowners, grass-roots environ-
mental organizations, and eagerness of Rahr to work with, not against, all stakeholders, contributed to the program’s
success. The nutrient offset achieved by the NPS controls allowed the Rahr facility in Shakopee to grow according to
Rahr’s original treatment facility design. Rahr has become the largest producer of malt at a single site in the world. In the
process, it has earned the reputation of working with and for the community. The NPS controls also provided environ-
mental and social benefits. The public became aware of the unregulated nutrients discharged by NPSs. Involving public
interest groups early during the negotiation phase educated many on the challenges and significance of equivalency,
additionality, and accountability. The controls also served to create wildlife habitat. The trading program benefited the
financial and social standing of Rahr, water quality, and the community.

Even with its success, the program encountered some limitations. As one of the first of its kind, this trading program
faced new challenges. Fortunately, lessons learned from Rahr’s trade could be extrapolated to other programs. A pri-
mary gap hindering the full potential of NPS trades was the inability to accurately quantify differences in nutrient load
reduction associated with dynamic complexities that vary from site to site. Such uncertainties were offset by increasing
the scale of each BMP (e.g., restore a larger wetland area to offset uncertainty in performance). The expenses incurred
in efforts to conservatively overcome these uncertainties further burdened the program. Another limitation is that NPSs
typically lack regulatory incentive to engage in trading. Rahr will have to overcome this for any future reductions it may
need. Nonetheless, the benefits far outweighed the limitations, rendering this trading case a success.

On December 1, 2005, MPCA issued a general NPDES permit (MNG420000) to all authorized parties within the Min-
nesota River Basin, which included Rahr, who may apply for a permit to discharge phosphorus. This permit aims to
achieve the renewed TMDL there. Moreover, the permit specifically authorizes WQT according to specified units of credit.
Individual permits must still be obtained and remain valid for another five years, through November 30, 2010 (MPCA,
2005). The general permit is consistent with the continued impairment for oxygen deficiency, albeit with indications of
some improvement, and the significant blame that falls on phosphorus discharge (MPCA et al., 2003). Moreover, it gives
credence to the validity of trading for which Rahr was a pioneer.
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8.0 Case Study — Lower Boise River, Idaho

8.1 Overview

The LBR Effluent Trading Demonstration Project is the first WQT project in the Pacific Northwest (USEPA, 2002c).
The project is a start-up program for phosphorus trading in the LBR watershed in Idaho. The goal of the project is to
create a business-like trading framework that can be implemented to help achieve the nutrient reduction goals set by
CWA Section 303(d). The project is designed to be environmentally and legally sound, consistent with existing regula-
tory programs, allow trades to occur in a dynamic, market-based manner, and grounded in environmentally protective
requirements. Furthermore, project participants hoped the WQT framework developed by the LBR project could guide
similar programs in other areas in the region and throughout the country.

8.1.1 Location

The LBR Watershed is located in the southwestern part of Idaho and encompasses 1,290 square miles (Figure 8-1).
The LBR flows through the watershed for 64 miles, crossing through Ada County, Canyon County, and the city of Boise.
The river flows to the northwest from its origin at Lucky Peak Dam to its confluence with the Snake River near Parma,
Idaho. Nine cities are located within the watershed, most adjacent to Boise River. The watershed is home to about one-
third of ldaho’s population and is growing rapidly (Ross and Associates, 2000). Major land uses in the subbasin include
forestry, agriculture, gazing, and urban development. There are 15 subwatersheds within the watershed, and 4 stream
segments are listed on the 303(d) list for pollutants of concern, including flow alteration, sediment, dissolved oxygen, oil
and grease, nutrients, bacteria, and temperature. The trading demonstration project is designed to address one of the
nutrient pollutants of concern - phosphorus. The project is proposed to help comply with the current policy of “no net
increase” in TP established in the sediment and bacteria TMDL for LBR completed in 1998 and approved by USEPA
in 2000 (IDEQ, 2005a). An LBR phosphorus TMDL is anticipated now that the downstream Snake River-Hells Canyon
(SR-HC) TMDL has been issued (September 2004). This LBR phosphorus TMDL was expected to be completed by
IDEQ for review by USEPA in March 2006 (Schary, 2005).
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Figure 8-1. Lower Boise, Idaho river watershed site map.

67



8.1.2 Participants

USEPA started collaborating with Idaho, Oregon, and Washington in late 1997 to examine how WQT could reduce the
cost of meeting TMDL requirements in the Pacific Northwest USEPA Region 10 (excluding Alaska) (Ross and Associates,
2000). USEPA worked with IDEQ to launch the LBR Effluent Trading Demonstration Project as the first pilot project for
the region (Breetz et al., 2004). IDEQ assumed responsibility for the project from USEPA on April 21, 2000 by signing
an interagency agreement (IDEQ, 2001). Other agencies participating in the interagency agreement included USEPA,
ISCC, NRCS, Ada Soil and Water Conservation District (ASWCD), Canyon Soil and Water Conservation District (CSCD),
Southwest Idaho Resource Conservation & Development Council, and the US Bureau of Reclamation. This interagency
agreement outlined the various responsibilities of the agencies for continuing to support the demonstration project.

Idaho LBR was selected as the first demonstration project based on several criteria and support from interested parties
(Ross and Associates, 2000). The project began in January 1998 with the assessment of the market feasibility of phos-
phorus trading. Starting in August 1998, the trading structure and protocols were developed and tested on two trading
simulations. The results of this development and testing were summarized in September 2000 (Ross and Associates,
2000). Trading is scheduled to begin following completion of the LBR phosphorus TMDL and issuance of new NPDES
permits, which are still pending.

8.1.3 Administration

The trading project is set up to be administered by the Idaho Clean Water Cooperative (ICWC), a newly created non-
profit association (ICWC, 2000). The concept for giving administrative responsibility to a non-profit non-governmental
group was generated to reduce the fears of trading partners of government intervention (Kieser and Fang, 2005). A
Memorandum of Understanding (MOU) between USEPA, IDEQ, and ISCC signed April 27, 2001 also governs the proj-
ect. This MOU defines the roles of the agencies in verifying credits purchased and used by NPDES-permitted sources
that choose to participate in the WQT project.

8.2 Background

The LBR is highly enriched with phosphorus, especially at the downstream cities of Middleton and Parma. Water high
in nutrients such as phosphorus can cause eutrophication. This condition can lead to algal blooms, which can harm fish
by reducing oxygen levels within the water when the algae dies and decomposes. This reduction in oxygen is caused
by the heavy oxygen demand from microorganisms as they decompose the organic material. Algal blooms can also
interfere with water use for recreation as the vegetation disrupts equipment and swimming. The foul smell of decomposi-
tion also disrupts recreation. Consequently, nutrients like phosphorus contained in runoff and erosion from NPSs, such
as agriculture, create a resource management concern. In general, phosphorus bound to sediment contributes 60 to
90 percent of the phosphorus in runoff from most cultivated land (NRCS, 2001).

Recent analysis by IDEQ indicated that the phosphorus level is not currently high enough in LBR to cause algal blooms,
but contributes to the high phosphorus loads downstream in the Snake River (IDEQ, 2005b). The phosphorus loads in
Snake River are problematic and require reduction by more than 78 percent. Because LBR is the largest contributor of
phosphorus to the Snake River, phosphorus loads in LBR will need to be reduced by the same amount (IDEQ, 2005b).
The SR-HC TMDL targets each tributary to contribute less than or equal to 0.070 mg/L phosphorus as measured at the
mouth of the tributary between May and September. Studies in the LBR watershed found that phosphorus concentra-
tions along LBR increase by more than 10-fold, from over 0.02 mg/L near Boise to 0.26 mg/L near the LBR’s confluence
with the Snake River (IDEQ, 2005b).

8.2.1 Phosphorus Movement

Within the LBR and Snake River, phosphorus is the limiting nutrient, and any increase can result in greater growth of
aquatic vegetation. The amount of phosphorus in the system depends on the transport of phosphorus to the water body;
the source and form of phosphorus; and management factors such as application, timing, and placement in the landscape.
Dissolved phosphorus is readily available to plants, while particulate phosphorus (attached to sediment) can be a long-
term source of phosphorus within a system (NRCS, 2001). The ability of a water body to handle inputs of phosphorus
depends on the volume of water present, the temperature of the water to promote algal blooms, and the turbidity of
water (phosphorus tends to bind to sediment particles). Typically highest concentrations of phosphorus happen during
low-flow conditions, which typically occur during the winter when aquatic plant growth is less of a concern. However, in
the LBR and Snake River low-flow conditions can also occur during summer droughts, allowing algae to thrive.

The LBR is the greatest contributor of phosphorus to the Brownlee Reservoir via the Snake River. This reservoir suffers
from excessive nutrient loading and nuisance aquatic growth. Idaho law requires surface waters of the state to be free
from excess nutrients that can cause visible slime growths or other nuisance aquatic growths, impairing designated
beneficial uses (Idaho Administrative Procedures Act [IDAPA] 16.01.02.200.06). The nutrient data of Boise River and
productivity in the lower Snake River indicate that a cap on phosphorus is needed for the LBR. Thus, the LBR sediment
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and bacteria TMDL established a policy of “no net increase” of TP as an interim measure until the Snake River basin-
wide nutrient goals are set (IDEQ, 1999). Now that the phosphorus TMDL is completed for SR-HC, the phosphorus
reduction goal for a LBR’s phosphorus TMDL will be adjusted and finalized (Breetz et al., 2004). This goal is expected
to be approximately an 80 percent reduction in phosphorus at the mouth of LBR (Schary, 2005).

8.2.2 Trading

Exploring a WQT program as a water quality management tool was jointly supported by USEPA and by Idaho, Oregon,
and Washington water quality programs. Motivation for this innovative tool was generated by the considerable chal-
lenges produced during the development and implementation of TMDLs on court-order schedules (Ross and Associates,
2000). WQT was considered a flexible and cost-effective option to meet the policy of “no net increase” in phosphorus
established by the LBR sediment and bacteria TMDL and expected in the LBR phosphorus TMDL.

8.2.3 Regulations

There are several regulatory drivers for the LBR WQT project. In addition to the CWA and Idaho law mentioned before,
Idaho state rules call for “no net increase” in phosphorus for the LBR (IDAPA 16.01.02.054). These rules also specifi-
cally allow WQT as a tool for meeting the “no net increase” requirement. The rules establish a source-specific cap on
phosphorus discharges to the Boise River. PSs are allocated phosphorus reductions based on TMDL requirements
within their NPDES permit. Since Idaho is not a delegated state for NPDES permits, these permits are issued by USEPA
Region 10. It is expected that NPSs may also be subject to a load allocation for phosphorus in the future (Ross and
Associates, 2000).

8.2.4 Trading Framework

The Idaho LBR Effluent Trading Demonstration Project is an example of interagency collaboration to produce a trading
framework that can be used for WQT in LBR. The lessons learned during this framework development and the frame-
work itself can apply to other areas of Idaho, the Pacific Northwest, and the United States, although local and regional
conditions, regulations, needs, and acceptance will affect its applicability.

The LBR project participants agreed on several objectives during the process of developing a trading framework for
LBR. These objectives were to create a framework that:

* |s legally defensible and enforceable;

* Protects water quality;

* Maximizes market flexibility and minimizes transaction costs;

e Ensures trading activities are apparent to the public;

¢ Does not create or exacerbate other environmental problems; and
e Supports robust participation.

The project also developed a set of design principles that promoted trade and cost-effective implementation of TMDL
reductions. These principles are as follows:

* Avoid trade-by-trade changes to the TMDL;

¢ Avoid trade-by-trade changes to the NPDES permits;

* Minimize trades through private contracts;

¢ Create environmentally equivalent (or better) reductions;

* Work with existing programs and processes; and

¢ Provide clear and predictable permit compliance and enforcement.
Features of the ldaho LBR trading framework and demonstration project include:
* Regulatory guidance by USEPA’s Final Water Quality Trading Policy (2003);
* Regulatory guidance by IDEQ’s Pollutant Trading Guidance (2003);

* Trading project administration by non-profit association: ICWC;

* Preparation of TMDLs, implementation plans, and trading ratios by IDEQ;

* Issuance of NPDES permits and approval of TMDLs by USEPA;
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e Approved list of BMPs with effectiveness calculations and uncertainty discounts by ISCC (2002);
* Guidance for ICWC provided by council from NRCS; and
* Purchasers include seven POTWs, three industrial dischargers, and eight irrigation districts.

No trades have yet been made using the LBR Effluent Trading Project because of delays in finalizing the LBR phosphorus
TMDL. Therefore, no information is available yet on what portion of the project is composed of PS or NPS trades. The
expected purchasers and the abundance of agriculture create an environment favorable for producing trading partners.
Furthermore, the stringent target set by the SR-HC phosphorus TMDL will be difficult for PSs to meet without seeking
trades, especially for the final portion of phosphorus reduction (Schary, 2005). Consequently, once the regulatory driv-
ers are in place, trading should commence relatively quickly.

8.3 Program Performance

The LBR Effluent Trading Demonstration Project set up a framework for trading pollutant discharges among sources.
The framework allows for trades among point and nonpoint pollutant generators. Elements of a trading process were
developed by the project team, including permit conditions, necessary forms, agencies’ roles, and generation of credits.
To understand the estimated cost savings of implementing a trading program, municipalities were asked to consider the
impacts of phosphorus reductions on their programs and estimated a unit cost of $12 to $178 per pound of phosphorus
reduction. Project participants estimated the cost for NPSs to reduce phosphorus through BMPs ranged from $2 to $20
per pound. Thus, the estimated cost savings from implementing the trading project in LBR are estimated to be $10 to
$158 per pound of phosphorus reduction.

8.3.1 Trading Process

The framework established by the demonstration project generated a straightforward process to complete a trade. Steps
for PS to NPS trade include:

Trading parties are identified;

Water quality contribution is calculated or measured for NPS participants;

Trading parties negotiate and sign trade contract;

Seller installs phosphorus reduction measure (if not already in place);

NPS BMP installation inspection/buyer signs and submits first “Reduction Credit Certificate;”
Buyer and seller parties sign and submit official “Trade Notification Form;”

Trade information is entered into Trade Database (monthly); and

8. The ICWC tracks trading activity and USEPA audits trades though NPDES permits.

The ISCC inspects BMPs installed by NPSs to document proper design, monitoring, and maintenance. These inspection
reports are reviewed by USEPA and IDEQ to verify the BMP implementation. The agencies may also visit BMP sites
to confirm their performance. NPDES permit holders are ultimately responsible for ensuring proper implementation of
BMPs. Consequently, they inspect the BMP installation and receive copies of ISCC’s inspection reports. USEPA and
IDEQ take up any compliance matters or enforcement actions with the NPDES permit holder, not the BMP installer
(USEPA, 2002c).

The ICWC is responsible for tracking trading activity and maintaining a trade tracking database (USEPA, 2002c). The
major functions of the ICWC are to:

No ok~ owb=

¢ Set a submittal time for trade notification forms and reduction credit certificates;

* Accept and review trades to ensure completeness and consistency with trading project requirements, and not ac-
cept trades that do not meet the project requirements;

e Track all trades in a central database and determine how trades impact effluent limits and account balances of
buyers and sellers;

¢ Reconcile all trades in the market area to ensure credits are not used more than once;
* Make trading information and adjusted effluent limits readily available to regulatory agencies and the public; and

¢ Produce Trade Summary Reports required for NPDES permit compliance and provide them to the PSs involved in
trades.
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8.3.2 BMPs

The ISCC, in collaboration with IDEQ, developed eligible BMPs for the LBR Pollution Trading Project (ISCC, 2002). The
BMPs listed in the state-level Idaho Pollutant Trading Guidance were broken down by region because the “effective-
ness” of the BMP would be different in each region (IDEQ, 2001). Several NPS BMPs are eligible for offsetting a PS

discharge. Eligible BMPs available to trading contracts are listed in Table 8-1:
Table 8-1 Currently Eligible BMPs for Trading in LBR WQT Project®

BMP Effectiveness (%)° Uncertainty Discount (%)° Life span
Sediment basins 65-85° 10-15° 20 years
Filter strips 55 15 1 season
Underground outlet 85-659 15-25d 20 years
Straw in furrows Not listed Not listed 1 season
Crop sequencing 20 10 1 season
Polyacrylamide 95 10 1 irrigation
Sprinkler irrigation 100 10 15 years
Microirrigation 100 2 10 years
Tailwater recovery 100 5 15 years
Surge irrigation 50 5 15 years
Nutrient management NA NA 1 years
Constructed wetland Not recommended — 90° Not recommended-5¢ 15 years

a Source: http://www.envtn.org/docs/boise_bmp_manual_DRAFT.doc.

b These discounts are applied during calculation of WQT credits; the uncertainty is subtracted from the effectiveness. Effectiveness is a measure of
the efficiency of a BMP at improving water quality by removing phosphorus.

¢ Range depends on scale (field, farm, or watershed).

d This BMP'’s effectiveness drops off after two years.

e This BMP is not recommended for calculating credit at the watershed scale; the number listed is for a farm-scale BMP.

This is the current list of BMPs, but additional BMPs may be incorporated over time or can be proposed by sources
(ISCC, 2002). At the first annual meeting in May 2001, it was decided that wetlands, individually or in combination, would
be added to the initial BMP list generated by ISCC and IDEQ (IDEQ, 2001). Ross and Associates (2000) state that
wetlands are the best “natural system” method to remove phosphorus. This BMP list was finalized during 2002 (IDEQ,
2002). The life span for BMPs eligible for trading varies depending on effectiveness and endurance.

Agricultural NPSs desiring to develop credits are encouraged to work with either the ASWCD or the CSCD, depending
on which county (Ada or Canyon) the source is located in. By working with the appropriate district, farmers develop a
conservation plan in cooperation with NRCS and ISCC. BMPs are designed as part of these conservation plans to ad-
dress water quality concerns. After the BMPs are installed and included in the plan, they can be certified as installed
according to NRCS and meeting applicable laws and regulations. Once the BMP is certified and operational, phosphorus
reduction credits can be generated and traded. Typically, within the LBR, the BMPs will operate to reduce phosphorus
during the irrigation season (April 15 through October 15); thus, credits are available for trade during this season. For-
tunately, the beneficial reduction during the irrigation season coincides with the needed phosphorus reductions required
by the SR-HC TMDL. BMPs must be inspected prior to their seasonal operation and periodically during the monitoring
period throughout the life span of the BMP.

The BMP list developed by ISCC also includes procedures for generating credits. To generate credits that can be traded
in a market, there must be an equal and beneficial reduction in phosphorus beyond the regulatory requirements of
the source. This reduction is calculated or measured in pounds of phosphorus by either of two methods. The reduced
poundage of phosphorus is then converted to credits for trading purposes.

The selection of the method used to generate the amount of phosphorus reduction depends on data availability. The
amount of phosphorus reduced by a BMP is calculated if adequate data are available or measured if data is limiting.
Calculated phosphorus reduction is the estimated average reduction with a BMP, discounted due to the potential un-
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certainty in the effectiveness of the BMP and other management factors (discussed below). Measured reductions are
quantified from grab samples taken during implementation of the BMP to quantify actual reductions, which requires an
inflow and outflow for comparison.

8.3.3 Discount Factors

The calculated reduction of phosphorus from eligible BMPs must be discounted based on the effectiveness of the BMP
and uncertainties in the effectiveness determination. These discounts are provided at the field, farm, and watershed
scale. The nutrient management BMP does not have efficiency data, but use of this BMP in combination with other
BMPs allows the other BMPs’ uncertainty discounts to be reduced by 50 percent. Currently, constructed wetlands are
lacking sufficient data to determine efficiency or uncertainties and, therefore, are not recommended by ISCC for calcu-
lating credits. Consequently, use of constructed wetland BMPs requires actual measurement of phosphorus reduction
to determine credits.

To determine the actual credit given for reducing phosphorus by employing BMPs, three factors have been developed
to adjust the reduction calculation: site location, drainage delivery ratio, and river location ratio. Factors were developed
to address the net impacts at Parma of a trade between sources elsewhere in the watershed. These trades have the
potential to cause local water quality impacts in the areas where trading occurs. The localized impacts are smallest
when the BMP implementor is upstream of the PS generator because water quality is improved by the BMP before it
reaches the PS generator. However, water diversions between the trading parties may produce impacts in the river far
below the PS generator if the irrigation diversion of water containing high levels of phosphorus is returned to the river.
This would result in a net increase in phosphorus between the diversion and the returned irrigation drain.

A site location factor is included because of the transmission loss that may occur between the location where the phos-
phorus reduction takes place and the location of the discharge to a water body. To account for this transmission loss,
three site location factors were developed using common scenarios as follows:

» Site factor of 0.6 for when land runoff flows to a canal that is likely to be reused by a downstream canal user;

» Site factor of 0.8 for when land runoff does not flow directly to a drain, but through or around other fields prior to
entering drain;

* Site factor of 1.0 for when land runoff flows directly to a drain or stream through a culvert or ditch.

In addition to transmission loss between the source and the receiving water body, transmission loss can occur within
the water body. However, no data are currently available to develop local transmission models. In the absence of data,
a simpler linear calculation that represents this loss was developed. This equation is:

Drainage delivery ratio = (100 — distance in miles to the mouth of
drain from the project’s point of discharge to drain) + 100

Distance is estimated using a GIS.

The third discount ratio, river location ratio, attempts to take into account the influence of diversions that prevent phos-
phorus from reaching the LBR mouth. This ratio provides a means to determine equivalent loads between sources
along the LBR (Ross and Associates, 2000). Ratios are calculated and provided for each source of hydrologic input
(municipality or tributary/drain) flowing into LBR.

8.3.4 Calculating Credits

Calculating credits begins with determining the amount of phosphorus produced at a location. To estimate the current
phosphorus loads from a cropland, the SISL tool is currently the most accurate and simple method to estimate soil loss
from surface-irrigated croplands. This tool is used to calculate the tons per acre of soil loss per irrigation season. The
SISL uses a baseline soil loss. ISCC established agricultural baseline loads for the project using 1996 as the base year
(IDEQ, 2001). Phosphorus reduction is compared against the phosphorus loads in 1996 because this is the baseline
used for the TMDL (ISCC, 2002). The total amount of phosphorus load is calculated by multiplying the soil loss by the
amount of acres being irrigated.

The amount of soil loss can be converted to phosphorus loads by multiplying soil loss by 2 pounds of applied phos-
phorus per ton of soil. Phosphorus loads with irrigation vary by season. Typically, more phosphorus is generated during
the beginning of the irrigation season (April 15 through October 15) due to erosion and less uptake by crop plants. The
phosphorus reduction from the calculated loads is based on the effectiveness of the BMP selected, minus the uncertainty
factor. Because NPS would also be assigned a share of the nutrient reduction under the TMDL, the nutrient reduction
generated, and available for sale, is calculated by subtracting the individual NPS share of nutrient reduction from the
total nutrient reduction created by a BMP (baseline load multiplied by the BMP effectiveness ratio. “Parma Pounds,’
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which are the unit of credit available for the trading project can then be calculated by multiplying the “saleable” the nutri-
ent reduction by the site location factor, drainage delivery ratio, and river location ratio. The concept of “Parma Pounds”
recognizes that all pounds are not equal due to water reuse within the basin. The Parma Pounds are allocated over the
months of the irrigation season to reflect the phosphorus load variability over the season. This season coincides with
the seasonal TMDL reduction requirements.

8.3.5 Example Trade

The LBR Effluent Trading Demonstration Project conducted a trading simulation for a PS-to-NPS trade. This simula-
tion used a combination of two eligible BMPs—sediment basin and constructed wetland—installed in sequence. The
model included a conceptual design, sample permit conditions, completed forms documentation, cost estimates, and
performance evaluation (Ross and Associates, 2000).

The conceptual design for the sediment basin and wetland system consisted of running phosphorus-containing water
though the several treatment features by percent of total area (Table 8-2). Designs differ for treatment of continuous
agricultural runoff versus treatment of intermittent stormwater runoff and for phosphorus removal versus removal of other
pollutants. Conventional constructed wetland wastewater systems have tertiary treatment and polishing of municipal or
industrial effluent. Vegetation in these wetlands helps facilitate nutrient uptake and transformation into basic elements,
compost, and plant biomass.

Table 8-2 Example Design of Sediment Basin and Wetland System

Design Feature Percent of Total Area
Sediment basin 3
Primary Grass filter 23
Vegetated wetland 23
Deep Water pond 41
Polishing filter 10

The conceptual design took into account the maintenance requirements, such as roads for accessing portions of the
system. The wetlands depth was designed to provide for accumulation of biomass and the sediment basins could store
six years of sediment at 2 feet of depth. More than one sediment basin was provided in the design to allow for one
basin to be shut down for maintenance while the other continued to treat flows. Plants used for the design consisted of
wetland grasses like redtop (Agrostis spp.) for the primary filter, emergent plants like bulrush (Schoenoplectus spp.) for
the vegetated wetland, and herbaceous and woody species for the polishing filter. The system was designed to func-
tion with minimal flows through the operation of control gates to keep plants alive and minimize decay, which can lead
to remobilization of phosphorus. Finally, the conceptual design had inlets and outlets to allow for the measurement of
phosphorus concentrations and flows.

The performance of wetlands in removing phosphorus depends on the design, maintenance, and the concentration and
flow rate of effluent phosphorus through the wetland. The efficiency of wetlands to remove phosphorus depends on the
flow rate. Based on mass balance models, the fraction of TP removal is approximately 90 percent at 1 cubic foot per
second (cfs) and 15 percent at 15 cfs. However, the amount of phosphorus removal in pounds increases with the flow
rate, with diminishing returns at higher flow rates (Ross and Associates, 2000). Analysis of the LBR simulated design
showed that phosphorus removal can be optimized for a site by increasing flow rates, without regards to the efficiency
of the removal process (i.e., fraction of phosphorus removed). The ability of the system to remove phosphorus was
based on the equations developed by Kadlec and Knight (1996) (Ross and Associates, 2000).

The design used in the simulation predicted phosphorus removal at a different amount for each BMP using a flow rate
of 15 cfs and concentration of 0.366 mg/L. Over a 30-year life span, the sediment basins would remove 1,040 pounds
of TP per season; the constructed wetland would remove 980 pounds of TP per season; and the combined sediment
basins and constructed wetland BMPs would remove 2,020 pounds of TP per season, or 60,600 pounds over 30 years.
This removal rate would vary within an expected SD derived from other studies. The Shop Creek facility in the Cherry
Creek Reservoir study showed an SD of 22 to 25 percent for annual average phosphorus removal. The LBR simulated
design was expected to perform better (i.e., 20 percent SD) than the Shop Creek facility because the LBR design would
not be subject to storms and increased flow variability, which reduces TP removal due to the controlled flows. A compila-
tion of data from 60 studies of 57 natural wetlands in 16 countries reported a mean SD of 27 percent for nitrogen and
an SD of 23 percent for phosphorus (Fisher and Acreman, 2004). Analysis of 44 wetlands in 17 locations throughout
the United States concluded an SD of 30 percent for phosphorus (USEPA, 1999).
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The simulated design provided a detailed estimate of probable cost for the proposed system. The cost estimate was
based on a public bid process and included material, equipment, and labor in year-2000 dollars, assuming a 30-year
operation. The estimate was broken down into capital, including engineering, construction, contingency (20 percent), and
land acquisition ($10,000 per acre), and O&M. Capital and O&M were estimated at $3,004,000 and $145,800, respectively.
The cost for O&M was composed of $71,800 for annual O&M and $74,000 for harvesting wetlands plants every five
years. Using these costs and a 3 percent inflation rate, annualized cost for removal of TP was $118 per pound. If public
funds were borrowed through issued bonds, then the cost would be $161 per pound. The cost for constructing wetland
systems for treating stormwater has been estimated at $10,000 to $30,000 per acre (Zentner, 1995; Reed, 1991). This
simulation, based in year-2000 dollars, is close to $67,000 per acre. Because of the high cost of using a constructed
wetland BMP, the value of the phosphorus reduction (i.e., “Parma Pound”) will need to be high to justify implementing this
BMP practice. A stringent TMDL and/or other mechanisms to partially recover costs would be necessary for use of this
BMP to be cost-effective. The high cost of using a constructed wetland BMP represented by this simulation emphasizes
the need to find lower cost engineering solutions to construction wetland design and maintenance.

A summary of the features and results of the simulated scenario that combined the sediment basin and constructed
wetland BMPs is provided in Table 8-3.

Table 8-3 Summary of Sediment Basin and Wetland System Simulation

Simulation Feature Quantity
Amount of wetland 54 acres
Life span 30 years
Flow rate 15 cfs
Effluent concentration 0.366 mg/L
Capital cost $3,004,000
O&M cost $145,800
TP removed by the wetlands per irrigation season 980 Ibs
TP removed per irrigation season 2,020 Ibs
TP removed per life span 60,600 Ibs
Annualized cost per pound of TP removed $118

Credits are generated on a monthly basis. However, the life span of a BMP varies depending on the BMP. Life spans for
BMPs provide assurance to credit buyers that credits will be available and to credit sellers that opportunities to market
their credits will persist for at least the designated life span of the BMP they choose to implement. In the LBR case study,
the life span assigned to BMPs reflected the professional judgments of scientists, regulators, and field practitioners.
Constructed wetlands were originally assigned a 5-year life span, but this was increased to 15 years based on discus-
sion within a technical focus group (Koberg, 2006). Therefore, the NPS could implement this BMP and sell credits for
15 years following the completion of the BMP, assuming maintenance and monitoring was carried out and demonstrated
effectiveness. Because the TMDL reduction goals are seasonal (May through September), the credits would only be
needed and available during these seasonal periods.

Monitoring is required to determine if a BMP is operating properly and actually reducing phosphorus. In the BMP guid-
ance, constructed wetlands require evaluation from an inspection before and during the middle of the season of use.
Consequently, during the 15 year life span of a wetland, a minimum of 30 evaluations would be necessary to continue
generating tradable credits. Monitoring is the responsibility of the NPDES permit holder who is involved in WQT. The
permit holder documents the monitoring on trade tracking forms and uses this documentation to comply with his NP-
DES permit.

8.4 Summary

It is too early to determine whether the LBR Effluent Trading Demonstration Project is a success. The framework has
been established, but no trades have occurred because of delays in providing the phosphorus reductions required by
an LBR phosphorus TMDL. The project simulation generated a scenario using a constructed wetland that could be
duplicated by sources along LBR. This simulation produced a total of 2,020 pounds of TP removal using a combination
of two BMPs: sediment basins and constructed wetlands. Theoretically, these pounds could be converted to tradable
“Parma Pounds” following discounts applied based on the location of the BMPs and trading partners. The approach the
LBR Project took towards the application of the TMDL facilitates NPS participation because they are not required to
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satisfy their assigned share of the phosphorus load reduction for their entire property before they are able to participate
in trading.

The experiences recovered from the LBR Effluent Trading Demonstration Project highlight keys to success for a WQT
project as well as some limitations to this approach to water quality improvement. These successes and limitations can
be applied to other trading programs within the United States.

One of the fundamental components of a successful trading program is the need to have drivers for trading. These
drivers include: regulatory requirements within a defined water body, high costs for PS to reduce pollutant levels, and
the ability of NPSs or other PSs to reduce pollutants more cost-effectively than certain PSs (Kramer, 2000). It is critical
that a trading program generate sufficient publicity that sources are aware the program exists and how they can benefit
from participating. The parties involved in trades must be able to find each other and execute a meaningful agreement
or contract. Effective BMPs need to be identified, and must be practical and cost-effective to implement. The framework
for trading credits needs to be established and simple to use. This includes being able to calculate the credit, complete
required documentation, and effectively monitor and audit performance. Estimation techniques for calculating NPS
nutrient reductions must be reliable. A trading market should enable PS and NPS reductions to be achieved at a lower
cost than the individual PSs could accomplish within their own operations (ISCC, 2002; Kramer, 2000). Additionally,
there are spatial components to a successful trading program. This geographic issue consists of the need for a larger
number of PSs and NPSs within the drainage basin requiring nutrient reductions (Kramer, 2000). There must be en-
forcement and penalties for non-compliance to ensure that BMPs are installed and performing as expected and trades
are occurring equitably. Finally, the trading approach must result in a reduction in pollutants that is measurable and
meets the objectives of the TMDL.

There are several limitations or challenges to a successful WQT program. Trading could be hampered by the lack of an
established or known trading framework. Additionally, trading would fail to be effective if it is viewed as, or in practice
actually is, too cumbersome for traders to use or regulators to evaluate. Similarly, transaction costs must be minimized to
ensure utility of the program (Kramer, 2000). Trading needs to avoid hot spots or localized areas in a watershed with high
levels of nutrients (Kieser and Fang, 2005); otherwise, the local water loads could become worse instead of improving.
Ultimately, WQT is unsuccessful if it fails to create environmentally equivalent nutrient reductions. Equivalency can be
difficult to demonstrate or calculate when there are fluctuations in phosphorus generation within a given timeframe. For
example, irrigation produces more phosphorus earlier in the irrigation season due to erosion and less uptake by crops
(ISCC, 2002). This variability may not necessarily coincide with variable or constant phosphorus loading by PSs.

Obstacles to developing the trading program include incurring high expenses and intensive use of resources to develop
the trading framework. Furthermore, the irrigation districts (PSs) and farmers (NPSs) in the LBR demonstration project
were leery about losing water rights by participating in a program. NPSs are also wary that their participation in generating
credits by reducing phosphorus loads might encourage or facilitate their being subjected to regulations, requiring them
to reduce their phosphorus loads to the LBR (King, 2005; Environomics, 1999). Currently, NPSs are not regulated and
trading is voluntary. Public comments by environmental interest groups on pollutant trading expressed concerns about
the ability to hold PSs fully accountable for trades, the verifiability of NPS trades, and the need to obtain trade-by-trade
regulatory approval. The participants in the demonstration project felt that the LBR framework established highly effec-
tive and locally tailored solutions to CWA liabilities.

The LBR Effluent Trading Demonstration Project identified several additional data and investigational needs of trading
programs and use of constructed wetlands as BMPs to remove phosphorus. For example, the forms used for documenting
trading activity generated in a trading program need to conform to the Paper Reduction Act. A simple but formal audit
plan is necessary for a trade tracking system. In the LBR case study, there were no deadlines by which a trade must
be completed in order for it to be included in a given month’s monitoring report. This relationship needs to be explicit.
The support for discounts developed to generate credits is incomplete. For example, the transmission losses and the
fate and transport of nutrient uptake capacity between the trading partners need additional study to refine discounts.
Further watershed analysis on the effects of diversion on localized water quality impacts could strengthen the discount
relationships. Additionally, more evaluation is needed on the use of “total mass” caps for PSs to prevent localized im-
pacts. These analyses could be part of ongoing review and evaluation of an operating program, this would distribute
the study and analysis costs over a period of years and would leverage the additional BMP monitoring and verification
requirements required to validate credits.

The ISCC determined there is insufficient data for deriving efficiency or uncertainty values for calculating phosphorus
removal of constructed wetlands. Consequently, phosphorus reduction from constructed wetlands must be measured,
which requires incorporation of inflow and outflow structures in wetland design, which creates a design limitation for the
use of constructed wetland BMPs. Wetland design, including the way water flows into and out of a wetland, is critical
to the effectiveness of a constructed wetland at removing phosphorus. For example, flow delivery or departure could
be by sheetflow or infiltration, which makes measuring phosphorus content more difficult. The variability in designs and
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their ability to remove phosphorus from PSs or NPSs needs additional investigation. Through this investigation, various
scenarios and calculated credits could be generated to guide sources in the selection of this BMP.

Another area needing investigation is the appropriate life span assigned to BMPs. In the LBR BMP list, the life span for
a constructed wetland BMP is 15 years based on a technical focus group decision among participants during develop-
ment of the WQT project (Koberg, 2006). However, the example simulation used a 30-year BMP life span. Due to the
high cost of constructing a wetland for phosphorus treatment, it is more cost-effective for these BMPs to be used for
trading programs for as long as they are functional. This would be similar for any BMP that is maintained and performs
phosphorus removal. Adjustments in the life span of BMPs or a discount for the age of the BMP should be considered
as a part of WQT program review and evaluation. This would avoid the necessity of making long-range assumptions
during the initial stage of program implementation.

Finally, information and planning are lacking on the long-term fate of phosphorus removed using BMPs such as con-
structed wetlands. If sediment or plants are harvested containing large concentrations of phosphorus, the ultimate
disposition of this harvested material may only transfer the environmental problem to another location or medium, such
as groundwater used for drinking water.
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9.0 Case Study — Tar-Pamlico River and Neuse River, North Carolina

The Tar-Pamlico and Neuse rivers flow parallel to each other approximately 50 miles apart and empty into the Pamlico
Sound, an estuary in which the circulation of water is slowed by a string of islands between it and the Atlantic Ocean.
In the mid-1980s, fish kills and algal blooms in the Tar-Pamlico and Neuse River Estuaries due to eutrophication cre-
ated public concern regarding water quality. Subsequently, the NCEMC declared the upper portion of the Neuse River
Basin NSW in 1983, the entire Neuse River Basin NSW in 1988, and the entire Tar-Pamlico Basin NSW in 1989. In
addition, each river basin was added to the state’s 303(d) list for chlorophyll a (USEPA, 2005b). As required by North
Carolina state law, the NSW designation initiated a process to develop and implement nutrient management strategies
for each river basin.

The strategies developed over the next decade included measures to address both PSs and NPSs of nutrients, in-
cluding WQT programs. The trading model for both these programs can best be described as an exceedance tax or a
group cap-and-trade program. PSs are assigned a baseline maximum nutrient load and nutrient reduction goals, which
cumulatively set the overall nutrient loading goals for the water body. PS entities are provided the option to form an as-
sociation so that they are able to collaborate to meet those goals. In the event that the collective exceeds the nutrient
limits, each program developed a nutrient offset fee for each additional pound of nutrient discharged that is paid to a
state-administered fund for implementing BMPs to reduce the nutrient load from NPSs.

In this case study, the Tar-Pamlico Nutrient Reduction Trading Program and the Neuse River Basin Sensitive Waters
Management Strategy are described in separate sections and then compared.
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Figure 9-1 Watersheds in North Carolina.

9.1 Tar-Pamlico Nutrient Reduction Trading Program

The Tar-Pamlico Nutrient Reduction Trading Program was initiated in 1990. During Phase | (1990-1994) of the program,
the Association was assigned an interim cap for combined discharges, which required a 44,092-Ib/yr reduction in TN
and phosphorus (Kerr et al., 2000), and a 20 percent reduction in nutrients over five years. In addition, the Association
was tasked with the following: (1) develop an estuarine model; (2) perform an optimization study for capital improve-
ments to WWTPs; (3) fund the initial design and administration of the WQT program ($150,000 was provided over a
two-year period); (4) make minimum payments into the offset fund if cap was not exceeded (these payments amounted
to $850,000 at the end of Phase I); and (5) perform water quality monitoring to document compliance with the cap
(Breetz et al., 2004; Kerr et al., 2000). The offset fee was set at $25.40 per pound, and credits expire after 10 years.
The fees are paid to the North Carolina Agriculture Cost Share Program, administered by the DSWC, a pre-existing
program that funds 75 percent of the capital costs associated with voluntary implementation of agricultural BMPs.
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Throughout Phase |, the association was able to meet the nutrient reduction goals collectively through improvements
in operational efficiencies.

During Phase Il (1995 through 2004), the focus of the nutrient management strategy shifted to include NPSs based
on the recognition that NPSs contribute the majority of nutrient loading to the watershed. The modeling completed by
the Association in Phase | estimated that NPSs accounted for 92 percent of the nutrient loads (Gannon, 2005b). A
goal of 30 percent reduction was set for both PSs and NPSs and the limit for discharge of phosphorus was set at 1991
levels. An interim target of 60 percent progress towards these goals by 1999 was set. If progress was inadequate, the
NCDWQ and NCEMC would evaluate whether additional regulatory requirements were necessary (Kerr et al., 2000).
When adequate progress had not been made, mandated rules on riparian buffers, fertilizer application, stormwater,
and agriculture were adopted by the NCEMC and went into effect in 2000 and 2001 (Gannon, 2005b). The Phase Il
agreement reduced the price of NPS credits to $13 per pound. Throughout Phase Il, the Association has maintained
discharges well below the caps assigned without needing NPS offsets (Breetz et al., 2004).

The Phase Ill agreement spans an additional 10 years (2005 through 2014), with an amendment after 2 years to ad-
dress potential needs for improvements. The Phase Ill Agreement updates Association membership and maintains the
nutrient caps established in Phase Il. It also proposes actions over the first two years that will improve the offset rate,
resolve related temporal issues (life span of offset credits), and evaluate alternative offset options. The offset credit life
span, what happens after 10 years when the credits expire, and how to handle credits that have been banked by the
Association, but not used within 10 years, are issues that participants in the Phase Ill agreement are currently working
to resolve (Huisman, 2006). It also establishes 10-year estuary performance objectives and alternative management
options. If water quality in the estuary worsens by 2008, a process to re-model the estuary and revise TMDLs will be
initiated (Gannon, 2005b).

9.1.1 Background

The Tar-Pamlico River Basin is located north of Neuse River Basin and encompasses 5,400 square miles (Figure 9-2).
When the NCEMC designated the Tar-Pamlico basin NSW in 1989, the DENR developed an initial management strategy,
as required by state law, which focused reductions of nutrients in the discharges from PSs. The Water Quality Control
Commission proposed discharge limits of 2 mg/L TP and 6 mg/L TN (4 mg/L TN in summer and 8 mg/L TN in winter);
total nutrient (e.g., tons of TN) load reductions were not specified. It was estimated that to meet these standards, it would
cost PSs between $50 and $100 million in capital costs for technology upgrades. PSs opposed the strategy due to the
costs and because they believed that discharges from NPSs were also responsible for eutrophication. Environmental
groups also opposed the strategy because of the lack of a strategy for NPS reductions and the lack of a goal for PS
reductions. Phase | of the NSW implementation strategy, which includes the WQT program, was adopted in December
1989 and was the result of a cooperative stakeholder process with the Association, the state, and the North Carolina
Environmental Defense Fund (NCEDF) (Kerr et al., 2000).

Partners involved in the effort were NCDWQ, Soil and Water Conservation Districts, North Carolina DSWC, North
Carolina Cooperative Extension, USDA’s NRCS, North Carolina Department of Agriculture, North Carolina Farm Bu-
reau, North Carolina State University, the Association, the agricultural community, and commodity groups. Fourteen
dischargers equaling about 90 percent of all PS flows to the river joined the Association (Gannon, 2005b). The NCEMC
brought together stakeholder groups of affected parties and provided the participants with a chance to express differing
viewpoints. Stakeholders involved in the process included environmental groups, municipalities, developers, businesses,
and the public (USEPA, 2005c).

A TMDL for nitrogen and phosphorus was developed late in Phase |, assisted by the estuarine modeling initiative
conducted as a part of the Phase | agreement, and approved in 1995 (Environomics, 1999). The model predicted that
a 45 percent reduction would be necessary to meet in-stream water quality goals; however, due to the uncertainty as-
sociated with the modeling, a 30 percent reduction in nitrogen loading for all sources was established by the Phase Il
agreement (Kerr et al., 2000). The trading program is one element of the implementation strategy of the Tar-Pamlico nutri-
ent TMDL; as previously described, it also charged NPSs with a 30 percent reduction. The environmental organizations
Environmental Defense and Pamlico-Tar River Foundation (PTRF) were participants in the Phase | and Ill agreements
(Gannon, 2005b). However; they chose to not participate in the Phase Il agreement because they disagreed with the
30 percent reduction goal that was established.

Phase Il of the NSW implementation strategy was adopted as a continuation and update of the Phase Il strategy with
specific goals to improve and refine the program.

Two years into the implementation of the Phase Il agreement, regulations modeled after the Neuse nutrient reduction
regulation were developed in conjunction with stakeholder consultation (Gannon, 2005b). These regulations include:
buffer protection rules (15A North Carolina Administrative Code [NCAC] 2B.0259, .0260 and .0261); nutrient manage-
ment rule (15A NCAC 2B.0257); stormwater rule (15A NCAC 2B.0258); and agriculture rules (15A NCAC 2B.0255 and
.0256) (NCDWQ, 2005).
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Figure 9-2 Tar-Pamlico River Basin.

The trading program was designed so that fees for offset credits would be paid to the NC Agriculture Cost Share Program.
The NC Agriculture Cost Share Program is responsible for allocating those funds to the Tar-Pamlico Basin, targeting
projects geographically for the most cost-effective nutrient reductions to the estuary. Once PSs have purchased credits,
they are no longer liable for ensuring NPS BMPs are implemented and successful. The state assumes responsibility
for the monitoring and verification of BMPs. The DSWC has final authority over BMP implementation and the NCDWQ
has final authority over nutrient tradeoffs and allocations (Breetz et al., 2004). The primary focus of the Agriculture
Cost Share Program is to provide farmers with assistance implementing agricultural BMPs aimed at reducing nutrients
(Research Triangle Institute & USEPA, undated).

9.1.2 Program Performance

The Tar-Pamlico Nutrient Trading Program has been part of a successful strategy to reduce nutrients in the Tar-Pamlico
Basin although, to date, no trades have occurred. Thanks to the flexibility of the collective discharge goals afforded the
Association, members of the Association have been able to improve treatment efficiencies and time technology upgrades
with planned expansions so that improvements in treatment efficiency are cost-effective (Allen and Taylor, 2000). As
opportunities for cost-effective technology upgrades are exhausted, trading will likely occur in the future.

The Association also provided up-front funding of almost $1 million worth of agricultural BMPs, in large part through a
federal USEPA grant, and have been able to bank the credits toward future cap exceedances (Gannon, 2005b).

By the end of Phase I, the Association successfully met the nutrient reduction goals and by 2003 had decreased nitro-
gen and phosphorus discharges by 45 percent and 60 percent, respectively, even though flows increased by 30 percent.
The agriculture community was also successful in meeting its nutrient reduction goals; it collectively reduced nitrogen
discharges by 45 percent by 2003 (Gannon, 2005b), as estimated by land-based accounting methods that estimate TN
and TP percentage reduction with implementation of BMPs. The land-based accounting methods are discussed further
in Section 9.1.3.2.

As a result of watershed-wide efforts, impaired acreage in the estuary has been reduced by 90 percent (from 36,200
to 3,450 acres) (Gannon, 2005a), and one segment of the Pamlico estuary has been removed from the 303(d) list for
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chlorophyll a (USEPA, 2005b). Trends in nutrient loading in the Tar-Pamlico Basin from 1991 to 2002 were evaluated
using the Seasonal Kendall test, a nonparametric trend test that is a generalization of the Mann-Kendall test (Kennedy,
2003). The results indicate significant, negative trends in flow-adjusted concentrations for both TP and TN. Over the
selected study period of 1991 through 2002, the estimated decreases in TP and TN concentration over the 12 years
are 0.046 mg/L and 0.203 mg/L, respectively. This represents a reduction of TP and TN through 2002 of 33 percent and
18 percent, respectively (see Figure 9-3 and Figure 9-4) (Kennedy, 2003).
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Figure 9-3 Estimated TN concentration decrease using Seasonal Kendall test.
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Figure 9-4 Estimated TP concentration decrease using Seasonal Kendall test.

A key factor that hampered the progress of NPS nutrient reduction activities during the early part of Phase Il was lim-
ited funding/lack of resources to facilitate accounting for progress on NPS BMP implementation (NCDWQ, 1999). In
addition, unknowns associated with atmospheric deposition of nitrogen make it difficult to address this source of NPS
nutrients (Gannon, 2005b).

9.1.3 Technical Performance

The NSW implementation strategy established a fixed fee per pound of TN discharged above the discharge limit. A
nutrient source budget (an accounting of all nutrient sources in the watershed) was prepared for the Tar-Pamlico basin
in 1986 and revised in 1988 to reflect significant changes in the watershed. The researchers who developed the budget
determined that nitrogen was likely the limiting factor in plant growth. There were uncertainties in the estimates, but with
ongoing development in the basin it was crucial that initial goals be established. The NCDWQ projected the 1994 flow
for all the Association members at 30.55 mgd. Assuming no nutrient reductions from pre-strategy conditions, NCDWQ
estimated that total nutrient loading in 1994 would reach 1,278,000 Ib/yr. Under the original NSW proposal, which re-
quired mandatory phosphorus and nitrogen limits for PSs, projected loadings for 1994 would decrease to an estimated
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936,965 Ib/yr, a reduction of 440,924 Ib/yr. Subsequently, NCDWQ, the Association, NCEDF, and the PTRF together
established 440,924 Ib/yr as the nutrient reduction goal for Phase | of the WQT program. Of this, 396,832 Ib/yr is for
nitrogen and 44,092 Ib/yr is for phosphorus (Research Triangle Institute & USEPA, undated).

9.1.3.1 Methods for Defining Caps and Measuring Baseline Nutrient Loading

During Phase |, HydroQual developed a two-dimensional, laterally averaged hydrodynamic water quality model to
predict the impacts of nutrient loading in the estuary. The model extends from Greenville to Pamlico Point, a distance
of approximately 60 miles. 1991 was chosen as the calibration year for the model because it represented when typical
impairment of the estuary was evident. It was also the baseline year when PSs in the Association were required to
perform nutrient monitoring (Gannon, 2005b).

A water quality station near the town of Washington was chosen as the point at which management strategies would be
evaluated because modeling results indicated that this was where the greatest number of chlorophyll a and dissolved
oxygen violations occur, and the magnitude of the violations was the greatest. Thus, it is the critical portion of the river
(Gannon, 2005b).

TMDL targets were set in Phase Il at 2,778,000 Ib/yr of TN and 397,000 Ib/yr of TP at Greenville based on the relatively
low flow year 1991. Given that Washington is downstream and additional loading would occur between those points, TN
load delivered to Washington was calculated to be 4,280,000 Ib/yr. Therefore, the 30 percent TN reductions goal for all
sources was set at 1,285,000 Ib/yr (Gannon, 2005b). PSs were allocated 8 percent of the total nutrient load reductions,
and NPSs 92 percent. For Phase lll, these load reductions translate to a cap of 891,271 Ib/yr for TN and 161,070 Ib/yr
for TP for PSs (Gannon, 2005b), and a cap of 2,109,220 Ib/yr TN and approximately 1,851,883 Ib/yr TP for NPSs.

The modeling results predicted that a 30 percent reduction in TN would significantly reduce the frequency and severity
of algal blooms in the estuary. To prevent exceedances of the chlorophyll a standard of 40 pg/L, the model predicted that
a 45 percent reduction in TN would be needed. However, given that the level of uncertainty in the modeling increases
the further conditions are from baseline conditions, 30 percent was selected at the target for reducing TN. There were
plans to recalibrate the model to lower nutrient loading conditions after 30 percent reductions were achieved in order
to more accurately determine whether additional reductions are needed. However, recalibration has been postponed
pending the results of other estuary evaluations (Gannon, 2005b).

9.1.3.2 Methods for Quantifying Nutrient Load Reductions

Point Sources. Assessing compliance of PSs within the trading program is relatively simple. Since July 1991, Association
facilities have been performing weekly effluent monitoring for TP, TN, and flow. The Association reports monitoring data
to NCDWQ annually. NCDWQ has developed a set of guidelines for estimating flow and concentration if this information
is not provided. Water quality monitoring is performed according to monitoring protocols defined or referenced in their
NPDES permits (Gannon, 2005b).

Nonpoint Sources. Although wetlands have not been a primary method used to reduce nutrient loads, the methodolo-
gies developed for assessing the progress of NPSs towards nutrient reduction goals are applicable to assessing the
effectiveness of constructed and restored wetlands as NPS BMPs. This is relevant to a general discussion of how to
account for the reductions in NPS nutrients. The NCDWQ determined that measuring compliance with instream loading
targets would have required a combination of complex modeling of processes occurring between edge of manage-
ment unit (e.g., a given property or unit area of land bordering a body of water) and the water column instream (which
would have significant uncertainty), and a substantial amount of quantitative water quality monitoring to support that
modeling (Gannon, 2005b). As a result, they have developed methods to assess compliance with load reduction targets
based on land-based accounting methods that estimate nitrogen and phosphorus percentage reduction based on BMP
implementation.

The NCDWQ has developed estimates of nutrient removal efficiencies based on “model local stormwater programs
developed under the Neuse and Tar-Pamlico stormwater rules and agency research. Table 9-1 is the latest table devel-
oped by NCDWQ of typical nutrient removal efficiencies. It is being used to calculate NPS nutrient reductions for both
of these programs (Bennett and Gannon, 2004).

Two other tools have been developed; the Nitrogen Loss Evaluation Worksheet (NLEW) and the Phosphorus Loss
Assessment Tool (PLAT). Both tools were developed for nitrogen and phosphorus accounting under the Tar-Pamlico
agriculture rule. The NLEW was developed by a multi-agency task force to meet the need for a scientifically valid ni-
trogen loss accountability method for use in the Neuse and Tar-Pamlico nutrient strategies. It is an empirically-derived
spreadsheet model that estimates nitrogen export from agricultural management units. It was developed to estimate
relative reduction in nitrogen export through a pre- and post-BMP implementation calculation, rather than estimating
delivery to surface waters (Gannon, 2003). The NLEW uses crop and soil acreages, fertilization rates, and areas of BMP
implementation to estimate nutrient fluxes from agricultural land. To estimate BMP implementation before implementation
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of the Agriculture Rule, the Local and Basin Committees (LAC)? used cost-share records, if they existed, and relied on
best professional judgment where unassisted BMP implementation was significant (Gannon, 2003).

Table 9-1 New Nutrient Removal Efficiencies for Stormwater BMPs Used Under the Neuse and Tar-Pamlico Storm-

water Rules
Practice TN efficiency (%) TP efficiency (%)
Wet pond 25 40
Stormwater wetland 40 35
Sand filter 35 45
Bioretention 35 45
Grass swale 20 20
Vegetated filter strip with level spreader 20 35
50-foot restored riparian buffer with level spreader 30 30
Dry detention 10 10

From Bennett and Gannon (2004).

9.1.4 Economic Performance
9.1.4.1 Calculating Offset Credit Value

When the Phase | agreement was developed, the estimated cost of achieving the 440,925 Ib/yr nutrient reduction goal
using agricultural BMPs alone was $11.8 million: $10 million on the ground and $1.8 million in administration. These
values were determined by multiplying the reductions by a factor of $25.40 per Ib/yr, the estimated cost for removing
1 pound of nutrient per year using BMPs. The rate was drawn from BMP funding experience in the adjoining Chowan
River basin. The calculation of the cost factor included a margin of safety by multiplying by a factor of three for cropland
BMPs and by a factor of two for animal BMPs (Research Triangle Institute & USEPA, undated).

The offset fee was refined when the Phase Il agreement was developed. The base offset fee takes into account farm-
ers’ capital costs, maintenance costs, BMP effectiveness, area affected, and BMP life expectancy. BMP effectiveness
values were based on a literature review that included empirical studies of conservation tillage, terracing, and buffer strip
BMPs in the Chesapeake Bay. The fee also includes a trading ratio that reflects a 10 percent increase for administrative
costs and a 200 percent margin of safety. Credits for structural BMPs have a useful life of 10 years, while non-structural
BMPs have a credit life of 3 years (Breetz et al., 2004; Gannon, 2005b). The type of BMP eligible for generating nutri-
ent reduction credits was left broad: any BMP included within the NC Agriculture Cost Program that is associated with
nutrient reduction can be used to generate credits (Huisman, 2006). The key limitation is that nutrient reductions from
BMP projects designed to satisfy the 30 percent TN reduction required of all agricultural operations cannot also be used
to generate nutrient offset credits.

The following equation illustrates how the offset fee was calculated.
2($5.90/Ib N) + 0.1[2($5.90/Ib N)] = $13/Ib N

Where 2 accounts for uncertainty in BMP effectiveness, $5.90/Ib N high-end cost effectiveness for nitrogen
removing BMPs, and 0.1 adds in administration costs (Gannon, 2005a).

The offset payments made by the Association to the Agriculture Cost Share Program are used to fund voluntary BMP
implementation (75 percent state/25 percent producer) and pay for staff resources to track and target contracts and
verify compliance.

The NCDWAQ plans to work to refine the offset credit calculations further during the first two years of Phase lll, and
NCDWAQ plans to work in consultation with signatories to the Phase Il agreement to develop improvements to the offset
rate that address the following issues:

¢ Develop an offset rate for exceedances of the phosphorus cap.
* Update cost-effectiveness data developed in the 1995 RTI report.

e Add current BMPs not addressed in the 1995 RTI report.

23 LACs were established as a part of the agriculture rules to develop plans for meeting the 30 percent reduction goal, and pro-
vide technical assistance to farmers reporting on progress to the EMC.
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* Project BMP implementation for the foreseeable future, including relative numbers and geographic distribution if
possible.

* Include uncertainty estimates with all cost effectiveness values.

* Replace the current value with single nitrogen and phosphorus values weighted for projected BMP implementation.
Include spatial weighting if possible to account for differences in estuary delivery due to BMP distribution within the
basin. Evaluate the use of uncertainty bounds to replace the current safety factor.

* Reuvisit the administrative cost factor.
* Resolve understanding on payment longevity and credit life initiation (Gannon, 2005b).

As a part of this work, NCDWQ determined the cost-effectiveness of implementing various BMPs in reducing nutrient
loads (Table 9-2).

Table 9-2 Nitrogen Removal Cost-Effectiveness Comparison

Practice (30-ye$a|!) ﬁ:eP:;t:‘i(\jlalent)

Agriculture

o Water control structure $1.20

e Nutrient management $7 - %9

o Vegetated filter strip $7 - $8

e Conservation tillage $20 - $80
Stormwater/bioretention $57 - $86

Riparian wetland restoration $11 - $20

Source: Gannon, 2005a.

9.14.2 Program Costs

The trading program has yielded substantial savings for the Association, which originally estimated costs for technology
upgrades at $50 — 100 million, although a revised estimate of costs to the Association without trading puts potential
costs at $7 million to achieve a comparable level of nutrient reduction that a $1 million investment in NPS controls
yielded (DeAlessi, 2003).

According to the USEPA Office of Water (2005), in addition to costs to the Association, the overall costs of the NSW
implementation strategy?* have been as follows:

¢ The North Carolina Agriculture Cost Share Program, administered by the DSWC, contributed $12.5 million between
1992 and 2003.

* Another DSWC-administered program, the federal Conservation Reserve Enhancement Program, has obligated
approximately $33.1 million in the Tar-Pamlico River Basin since 1998.

e Between 1995 and 2003, approximately $2.67 million in CWA section 319 expenditures supported a variety of NPS
projects in the Tar-Pamlico Basin, including BMP demonstration and implementation, technical assistance and
education, GIS mapping, development and dissemination of accounting tools, and monitoring.

9.1.5 Administrative Performance

PSs and NPSs are required to achieve environmental goals and provide sufficient information to document compliance.
The NCEMC, NCDWQ, and Soil and Water are the key administrative bodies for the NSW management strategy. The
government agencies retain the ability to take enforcement actions against PSs and NPSs in the event that they are
not able to demonstrate compliance.

9.1.5.1 Point Source Accountability

The Agreement signed by the Association, NCEMC, NCDWQ, and Soil and Water is the primary mechanism used to
assure accountability. The NPDES permits of the Association members do not contain limits for nitrogen, which means
that if they overperform, they are not subject to the antibacksliding requirements in the federal CWA (which would result

24 The trading program is just one part of the overall strategy developed for the Basin.
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in adjustments in permit limits if association members showed they could meet more stringent requirements).2® This
would effectively penalize environmental performance. The NPDES permits do, however contain a “reopener” clause
stating that if conditions in the agreement are violated, then permits would be revised to impose new discharge limits
(Kerr et al., 2000). The Association documents its nitrogen loading for the year in an annual report (Gannon, 2005b).

Non-Association members (the remaining 10 percent of the PS dischargers) are subject to slightly different rules. They
are regulated by traditional PS permitting requirements. In addition, they are required to offset new nutrient loading by
funding BMPs at an offset ratio of 1.1:1 (Kerr et al., 2000).

9.1.5.2 Nonpoint Source Accountability

The performance of NPSs on nutrient reduction goals is tracked using three methods: tracking activities, computer
modeling, and sampling.

Tracking Activities. The NCDWQ and EMS use annual reports submitted by LACs to verify progress of NPSs on BMP
implementation plans developed by LACs. LACs were created to develop agriculture BMP implementation strategies.
LACs are required to submit annual reports on progress (Gannon, 2005a).

Modeling. Computer modeling efforts have included improving the Tar-Pamlico Estuarine Water Quality Model used to
develop the basin-wide strategy. In addition to the NLEW and PLAT modeling tools developed for agriculture, an Excel-
based model was developed to calculate nitrogen and phosphorus loading associated with stormwater runoff from new
developments before and after BMP implementation (Gannon, 2005a).

Monitoring. The Soil and Water Conservation Districts perform compliance monitoring on BMP implementation; they
inspect 5 percent of all contracts for cost share projects per year and all animal waste systems twice per year; and
review all local programs every five years (Gannon, 2005a). The NLEW is also used to track progress.

9.2 Neuse River Basin Nutrient Sensitive Waters Management Strategy

The 1997 Neuse River Basin NSW Management Strategy (Neuse NSW Strategy) established nitrogen allocations and
control options to improve water quality in the Neuse River Basin. The strategy included elements of PS-NPS trading
for nitrogen allocations and PS-NPS offsets for nitrogen loading (Breetz et al., 2004). It set a 30 percent TN reduction
target for all sources (including PSs and NPSs) that would need to be achieved within five years, by 2003 (15A NCAC
2B.0234). The strategy also established a group compliance option, which PS dischargers over 5.0 mgd have the op-
tion to join. In 2004, the NRCA included 22 members. It issued a single, collective NPDES permit for nitrogen based on
the sum of the members’ individual nitrogen allocations. PS-PS transactions for nitrogen allocations can occur either
internally within the NRCA or between members of the NRCA and non-members (Breetz et al., 2004).

The system established for PS-NPS trades is similar to that of the Tar-Pamlico Nutrient Reduction Program and can best
be described as an exceedance tax, rather than a traditional trading program. Potential trading parties include: members
of the NRCA, any discharger holding an allocation, and landowners. Trades with NPSs are conducted indirectly through
the North Carolina Wetlands Restoration Fund. Landowners receiving grants from the Wetlands Restoration Fund are
indirect trading partners. As with the Tar-Pamlico Program, responsibility rests with the state for ensuring nutrient offset
projects are implemented and successful (Breetz et al., 2004).

A fixed, per-pound price has been established for the purchase of TN offset credits. Credits may be purchased if new or
expanding dischargers cannot secure nitrogen allocations from other PSs or if the NRCA exceeds its annual nitrogen
allocation. In addition to the offset payments, the NRCA is subject to penalties and other enforcement action for any
exceedance. In that event, the NRCA members are also subject to enforcement if they exceed their individual allocations
as listed in the NRCA’s permit. Non-members with TN limits are not required to make offset payments, but are subject
to enforcement for any exceedance of their TN limits (15A NCAC 2B.0234) (Breetz et al., 2004).

The Neuse NSW Strategy also created a mechanism for NPS-NPS trades. The Neuse NSW Stormwater Requirements
(15A NCAC 2B.0235) set a nitrogen export standard for local governments identified within the regulation based on
population and growth rate. Local governments subject to this regulation are required to develop stormwater management
program plans and have them approved by the NCEMC. Local governments that do not submit stormwater management
program plans or fail to implement them will be subject to NPDES permitting requirements. The plans are tailored to
help the local government ensure nutrient reduction goals are met. A key component of the plans is review and approval
of stormwater management plans of new developments to ensure they will comply with a nitrogen export standard of
3.6 pounds per acre per year. Developers have the option of installing stormwater BMPs to satisfy this standard or may

25 The USEPA Water Quality Trading Policy (2003) has since addressed this issue directly, stating, “antibacksliding provisions
will also generally be satisfied where a point source generates pollution reduction credits...and it later decides to discontinue
generating credits, provided that the total pollutant load to the receiving water is not increased, or is otherwise consistent with
state or tribal antidegradation policy.”
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choose to implement stormwater BMPs that will attain maximum allowable nitrogen export rates and purchase offsets
for the remainder of the nitrogen export rate above the rate set for local governments.

An initial focus on education is another aspect of Neuse NSW Strategy that is different than the Tar-Pamlico Program.
At the outset of the 1997 strategy, the Neuse River Education Team (NRET) was created (and funded) with a mandate
to educate NPSs of nutrients (agricultural producers, homeowners, and cities) (Newport, 2004).

9.2.1 Background

The Neuse River Basin is located directly to the south of the Tar-Pamlico River Basin and covers 6,192 square miles
(Figure 9-5).

It was not until 1997 that a WQT program was included in the Neuse River Basin NSW Management Strategy. When
the NCEMC developed the original Nutrient Management Strategy (Neuse NSW Strategy) for the Neuse River Basin
in 1988, most of the nutrient problems in the lower Neuse region were occurring in the lower freshwater portion of
the river near Street’s Ferry, and phosphorus was considered the most important nutrient (NCDENR, 1998); thus the
focus of the Strategy was on reducing TP. The strategy gave PS dischargers with flows greater than 0.5 mgd and all
new facilities a TP limit of 2.0 mg/L. Specific goals were not established for TN, although the NCDWQ also stated that
nitrogen loading from NPSs should be controlled. The Agricultural Cost Share Program was identified as the primary
mechanism for reducing nitrogen from NPSs.

The first Basin Wide Plan for the Neuse River was developed in 1993. At this point, TN was becoming a concern in
the Neuse because monitoring and modeling in the Tar-Pamlico Basin were showing that nitrogen appeared to be
the more important nutrient for brackish estuarine waters. The plan recommended that the Neuse NSW Strategy be
reevaluated before it was updated in 1998 (NCDENR, 1998). Major fish kills in 1995 provided further impetus to revise
and update nutrient controls. In 1997, the Neuse NSW Strategy was updated by the NCDWAQ. It focused on nitrogen
and established the Neuse NSW Rules, which were crafted to meet and maintain a 30 percent nitrogen reduction goal
within five years, and retained the technology-based concentration limits for TP. Nutrient impacts also led to listing the
basin on the 303(d) list and to the development of TMDLs, which USEPA Region 4 approved in 2001 (USEPA, 2002b
and Environomics, 1999).
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The Neuse NSW Rules (Rules .0232, .0234, and .0240 of 15A NCAC 2B) were developed by the state in an effort to
address the major known sources of nutrients in a flexible, fair, and reasonable fashion (NCDENR, 1998). PSs were
estimated to contribute approximately 24 percent of the nitrogen and phosphorus loading to the estuary (Brookhart,
2003, Gannon, 2006). There were 111 dischargers in 1995 (the baseline year); it was estimated the largest 32 discharg-
ers accounted for over 95 percent of the TP loading from PSs to the estuary (Breetz et al., 2004). Thus, more than 600
people participated in the public hearing process. The group compliance option came about as a result of suggestions
from PSs. They were concerned that stringent nutrient allocations would have been burdensomely expensive, and they
were interested in more cost-effective and flexible regulatory structures (Breetz et al., 2004). The Tar-Pamlico Nutrient
Trading Program, which had entered into Phase Il at that point, was used as a template for the Neuse Trading Program.
The draft rules were brought to the public for comment before being adopted in December 1997.

According to Breetz et al. (2004), participants in the Neuse NSW Implementation Strategy include the following orga-
nizations:

* NCDWAQ: issues NPDES permits to individual dischargers and a group NPDES permit to the NRCA,; provides regu-
latory oversight for the group nitrogen allocation.

* NCEMC: responsible for developing and adopting the Neuse River Nutrient Management Strategies and associ-
ated rules.

* NRCA: association of PS dischargers, primarily large municipal WWTPs, with a common nutrient cap.

* Lower Neuse Basin Association (LNBA): a nonprofit coalition of dischargers that conducts instream monitoring;
preceded the NRCA by several years and served as the starting point for the development of the NRCA. Many
LNBA members became NRCA members.

¢ Wetlands Restoration Fund (administered by the Ecosystem Enhancement Program [EEP]).
* USEPA, Region IV.
¢ Neuse River Foundation and Neuse Riverkeepers: environmental advocates.

NCDWQ oversees compliance with the group nitrogen cap. The NRCA manages the individual nitrogen discharge of
members through an internal fee system.

The NRCA has been successful at meeting the nutrient discharge limits and has not needed to purchase any offsets.
However, approximately $5 million in offset fees has been collected from Neuse stormwater projects (Gannon, 2005a).
Payments to the Wetlands Restoration Fund are allocated to wetland construction and restoration projects. There are
currently numerous projects in design; most are constructed wetlands (Gannon, 2005a). Currently, the focus of the
Wetlands Restoration Fund is shifting to include stormwater BMPs, including constructed wetlands. Since 1999, the
EEP has struggled to find good wetland sites for restoration (Rich Gannon, telephone interview Dec. 9, 2005). These
difficulties are reminiscent of the challenges encountered by wetland mitigation banking fee-in-lieu programs.

9.2.2 Program Performance

The Neuse NSW Strategy has been a success and has produced results similar to the Tar-Pamlico Program. The goal
of the trading program was to provide another option for achieving compliance with nitrogen allocations (Breetz et al.,
2004). As shown in Figure 9-6, the NRCA has been able to surpass the 30 percent TN reduction goal by more than
100 percent. NPS TN loads from agriculture have been reduced by 37 percent and 177 acres of riparian buffers have
been preserved (Gannon, 2005b).

One PS-PS trade that would raise the NRCA'’s nitrogen cap was considered in 2004, but was rejected because it was
found that the trade could potentially result in a hot spot (localized water quality problems) in Falls Lake, which is the
major drinking water supply for the City of Raleigh (Breetz et al., 2004; Gannon 12/2005).

9.2.3 Technical Performance

The Neuse Rules established a fixed fee-per-pound of TN discharged above the discharge limit allocated to the NRCA
and municipalities. In 1998, PSs were discharging 4.1 million pounds of nitrogen per year into the Neuse River Estuary.
In order to achieve a 30 percent reduction, PSs had to reduce their nitrogen contribution by 2.8 million Ib/yr. Nitrogen
allocated to individual dischargers was based on the ratio of their permitted flow to the total permitted flow of all PSs
(NCDENR, 1998).

NPS loading for the Neuse River Basin was originally estimated using export coefficients?® for different land cover types.
Land cover classifications were interpreted from LANDSAT imagery for 1993 — 1995 (NCDENR, 1998). The modeling and

26 Export coefficient refers to the amount of substance, such as nitrogen, expected to be transported from land by stormwater
runoff. Expressed as amount of loading per acre per year (e.g., pounds/ac/yr).
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information on PS loading determined that nutrient loads from agricultural operations account for more than 50 percent
of the nutrient load in the Neuse River Basin and PSs account for 24 percent; the remaining nutrient sources include
forest land, air, and urban areas (Figure 9-7).

The 30 percent nitrogen reduction goal was established before the TMDL process was concluded. Modeling to evaluate
the effects of various nutrient reduction scenarios was completed during the TMDL process to determine whether an
adjustment needed to be made to the 30 percent TN reduction target established by the Neuse Rules. Three models
were developed:

1.
2.
3.

Neuse Estuary Eutrophication Model, a CE-Qual W2 application to the Neuse estuary;
Neuse Estuary Bayesian Ecological Response Network, a probability network model; and

Water Analysis Simulation Program, application to the Neuse Estuary. Two scenarios of this model were
run (NCDENR, 2001).

The results of these models confirmed that a 30 percent reduction in nitrogen from the 1995 baseline for TN is a rea-
sonable initial target (NCDENR, 2001).
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Based on the 30 percent reduction target, local governments were assigned a nitrogen export standard of 3.6 pounds/
acre/year. As previously discussed, new developments are required to implement on-site stormwater controls at least
to assure that nitrogen export from residential and commercial/industrial developments does not exceed 6 and 10
pounds/acre/year, respectively. Offset payments are required to meet the remainder of the requirement (Shabman and
Scodari, 2004; and Rules .0232, .0234, and .0240 of 15A NCAC 2B).

9.2.3.1 Nutrient Removal by Constructed Wetlands

Wetlands are recognized as playing a valuable role in the removal of nutrients from stormwater runoff in the Neuse
NSW program. As shown in Table 9-1, the standard TN and TP removal efficiencies of stormwater wetlands (also known
as constructed wetlands) developed by the NCDWAQ for the purpose of monitoring progress toward nutrient reduction
goals is 40 and 35 percent, respectively. The Neuse NSW program has also generated several case studies on the
performance of constructed wetlands in various types of conditions.

In one such example, the NRET and Smithfield-Selma High School built a demonstration stormwater wetland to treat
runoff from parking lots, buildings, and the soccer field on the 70-acre school property in 1999. The created wetland
covers Y3 acre in an area that was once a ditch. Students from the school participated in planting wetland plants and
continue to be involved in monitoring the performance of the wetland. The project cost $14,280 (NRET, 2004). Water
quality was tested using grab samples each August and December and following every storm event for a year and a
half. (An automatic monitoring system was not installed due to concerns regarding the potential for vandalism.) The
wetland has been very effective at removing nutrients and lowering water temperature: TN was lowered 85 percent, TP
was lowered by 93 percent, and average temperature decreased 3 degrees Fahrenheit. No seasonal variability was
observed in the level of nutrients removed from the wetland (Bill Lord, telephone interview December 9, 2005).

Assuming a linear relationship between construction costs and size of wetland, the unit cost of this wetland was $42,840
per acre.

Another example provided by the NRET illustrates nutrient removal efficiencies and also other factors that need to be
included in the selection of constructed wetlands versus other stormwater BMPs. This project was developed in conjunc-
tion with a plant nursery in Johnston County. A constructed wetland was built to reduce nutrients reaching the Neuse
River in 1998 and 1999. Because there was a growing demand for wetland plans, the constructed wetland was built to
double as a nursery for wetland plants. Preliminary water tests showed that the wetland was removing approximately
50 percent of the nitrate-nitrogen (NO3-N) (NRET, undated); however, the wetland attracted snakes and the project was
discontinued (Bill Lord, telephone interview December 9, 2005).

Demonstration projects have also revealed that constructed wetlands can have mixed results. Prior to the adoption of
the 1997 Neuse NSW Strategy, a pilot project was completed in the South River, located near the mouth of the Neuse
River. Residential, forestry, and agricultural land uses are dominant in the watershed. A constructed wetland was de-
veloped on a 10-acre parcel of converted cropland adjacent to Southwest Creek. Blocked inflow ditches were opened
and an outflow structure put in place to reestablish the wetland hydroperiod and raise water tables of approximately
300 acres of upgradient cropland.?” The restored wetland removed more than 90 percent of the NH4-N and 97 percent
of the NO3-N from the field outflow; however, phosphate phosphorus increased by 30 percent, possibly due to a reduc-
tion in pH (NCDENR, 1998).

Similar results were observed in another wetland project in the Chowan River Basin in the northeastern part of North
Carolina (Figure 9-1), in the Town of Edenton. A two-year study was conducted by Kristopher Bass (2000) as a part of a
Masters thesis to quantify impacts of an in-stream constructed wetland on water quality. The 2.4-acre in-stream wetland
was built to intercept drainage waters from approximately 600 acres of agricultural and urban watershed, which resulted
in a wetland-to-watershed area ratio of 0.004:1. During the project, NO3-N concentrations were reduced through the
wetland by 60 percent; NH4-N concentrations by 30 percent, and TKN levels by 9.5 percent. This resulted in a 20 percent
drop in TN concentration. TP levels increased 55 percent between the wetland inlets and outlet. Seasonality of wetland
performance was also evaluated. Bass (2000) found that NH4-N concentrations decrease by 10 percent more during
the growing season; TKN concentrations decreased 15 percent during the winter and not at all during the summer; and
TP was higher during the summer than in winter. In summary, he found that nutrient reductions were generally associ-
ated with temperature changes, and higher temperatures resulted in greater NH4-N and NO3-N reductions and larger
increases in TKN and TP (Bass, 2000).

The results reported by Bass (2000) indicate a relationship between nutrient removal efficiencies and temperature/sea-
sonality. However, seasonality in nutrient removal efficiencies was not observed at the Smithfield-Selma High School.
An evaluation in the relationship between the effects of seasonality/temperature and the wetland-to-watershed areas
ratio may provide insight into design of more effective constructed wetlands.

27 If 300 acres is the total area serviced by the wetland, the ratio of area to wetland is 1:0.033.
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9.2.4 Economic Performance

The unit offset payment adopted by the Neuse Rules was originally set at $11 per pound (15A NCAC 2B.0240). Offset
payments are required to include money for 30-year O&M, which is undertaken by a government entity such as a lo-
cal government or community college (Gannon, 2005a). In addition, new or expanding PSs or offsets purchased by
the NRCA are multiplied by 200 percent to account for uncertainty (15A NCAC 2B.0240). However, under the urban
stormwater rules, developers are not required to multiply offset payments by 200 percent. As a result, a discharger
needing to purchase an offset for 1 pound of nitrogen would pay an effective fee of $660 per pound, and a developer
would pay $363 per pound.

The $11-per-pound offset was based on the cost of restoring degraded wetlands. However, revisions to the offset
rate, which would raise it to $57 per pound, are currently being made to 15A NCAC 2B.0240. The change in the offset
fee is due to a shift in the focus of the EEP to stormwater BMPs. Over the past years, the EEP has struggled to find
appropriate sites for wetland restoration. The $57-per-pound offset rate reflects the higher price of this sort of BMP
(Table 9-2). In addition to the revision to the offset rate, the applicability of the regulation will be expanded to apply to
the entire state (including Tar-Pamlico), and the Neuse River Basin nutrient reduction goal (15A NCAC 2B.0232) will
be expanded to include a reduction target for TP (Rich Gannon, telephone interview, December 9, 2005). The draft
revisions to the regulations also proposed revisions in calculating the total offset fee. The revised offset fee calculation
is presented below:

EEP Offset Rate:

N offset (Fee) = [$57/Ib (Ib/yr)(30 years) + $/ac(1/35)(ac developed)] x 1.1

Where $57 is stormwater BMP cost (?)-effectiveness, (Ib/yr) is reduction needed, 30 years is the BMP life
span, $/acre is cost of developed land, 1/35 is the BMP/drainage ratio, and 1.1 is an administrative cost
factor.

Phosphorus (Fee) = $45/0.1 Ib x same as above
Note: for wastewater load offsets, the land cost factor = 0 (Gannon, 2005a)

There is no trading ratio for PS-PS trades, nor is the NPS offset fee paid to the Wetlands Restoration Fund (Breetz et
al., 2004).

9.24.1 Constructed Wetland Construction Costs

Wetland construction costs fall into three main categories: land, construction, and maintenance. Land cost is, of course,
the most variable, depending on location, but is often the largest single cost associated with wetlands in North Carolina,
especially in urbanizing areas. (Hunt and Doll, 2000). Research completed by Hunt and Doll (2000) and Wossink and
Hunt (2003a) developed the following cost estimates for various components of wetland construction based on a series
of case studies:

e Excavation and grading: this category of costs for wetlands constructed in the Piedmont and Coastal Plain of
North Carolina have ranged from $4 to $9 per cubic yard, with a tendency toward economies of scale. Hauling costs
dramatically increase with the distance the excavated soil needs to be carried (Hunt and Doll, 2000).

e Land: (1) undeveloped land for commercial use with an average opportunity cost of $5 per square feet ($217,800 per
acre); (2) undeveloped land for residential use with an average opportunity cost of $50,000 per acre; and (3) unde-
veloped land with zero opportunity cost because of the requirement for open space (Wossink and Hunt, 2003a).

» Vegetation: the species of wetland vegetation can greatly affect costs. Costs have ranged from as low as $0.30
per square foot where plants came from selective harvesting and natural establishment to $1 per square foot where
nursery vegetation was used (Hunt and Doll, 2000).

e Outlet and drawdown structures: costs of the principal outlet and drawdown device depend on the size of the
wetland and have ranged from $0.25 to $1 per square foot of wetland area (Hunt and Doll, 2000).

Costs for constructing wetlands and other stormwater BMPs in North Carolina are compared in Table 9-3.
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Table 9-3 Summary of Construction Cost Curves, Annual Maintenance Cost Curves, and Surface Area for Five
Stormwater BMPs in North Carolina

Constructed . Bioretention in | Bioretention in
Wet ponds wetlands Sand filters clay soils sandy soils
Range of BMP size (acres) 0.75 - 67 4 —-200 05-9 0.3-9.2 0.3-9.2
Cost
. C = 13,909 x C =3,852 x C =47,888 x C =10,162 x _
Construction 0.672 0.484 0.882 1,088 C =2,861x 0.438
. C =9,202 x C =4,502 x C =10,556 x _ _
20-year maintenance 0.269 0.153 0.534 C =38,437x 0.152 C =3,437x 0.152
Surface area
Residential development:
e Piedmont SA =0.015x SA =0.020 x SA =0.025 x SA =0.025 x
e Coastal Plain SA = 0.0075 x SA =0.01 x SA =0.015x SA =0.015 x
Highly impervious area
(CN80)
",y iedmont and Goastal SA=002x | SA=003x SA = 0.03 x SA = 0.03 x
100% impervious SA =0.05 x SA = 0.065 x SA=0.017 x SA =0.070 x SA =0.070 x
Source: Wossink and Hunt (2003a). Note: C=costin $. X = size of watershed in acres.  SA = surface area in acres.

This table illustrates that stormwater wetlands are less expensive to construct and maintain than wet ponds, but wet
ponds require a much smaller surface area to effectively treat stormwater runoff. Bioretention is the least expensive
option for treating stormwater from smaller sized watersheds. The cost curves do not include land costs; as the cost of
land increases, wet ponds would become more cost-effective than stormwater wetlands.

Table 9-4 provides a cost comparison for four stormwater BMPs for a 10-acre watershed and the nutrient removal ef-

ficiencies of each BMP.

Table 9-4 Cost Comparison of Four BMPs for 10-Acre Watershed (CN 80a)

Practice Wet pond Wetland Bi‘gz?';toiﬁg in Bisoarszleyn;igil;sin
Construction cost $ 65,357 $ 11,740 | $ 124,445 $ 7,843
Annual maintenance cost $ 4,411 $ 752 $ 583 $ 583
Opportunity cost of land ($217,800/acre) $ 43,560 $ 65,340 | $ 65,340 $ 65,340
Present value of total cost $ 146,474 $ 83,486 | $ 194,751 $ 78,137
Annualized cost per acre watershed $ 1,721 $ 981 $ 2,288 $ 918

Annualized cost per 1 percent of pollutant removal

TSS $26 $15 N/A N/A
TN $61 $45 $51 $20

Source: Wossink and Hunt (2003b).

N/A = not applicable.

@ Curve Number (CN) reflects the ability of a watershed to store water through initial storage and subsequent infiltration. A high CN indicated a
watershed with limited storage capacity.

9.24.2 Program Costs

There is incomplete information available on the total costs of the Neuse NSW Strategy. Aside from the initial funding of
$500,000 annually for the NRET, which has been reduced in recent years, information on other costs associated with
the program is not readily available. The state, rather than the NRCA, assumes most of the transaction costs associated
with NPS offsets (Breetz et al., 2004). The $11-per-pound offset payment can be compared to the $25- to $30-per-pound
nitrogen control costs estimated for PSs elsewhere in North Carolina (Environomics, 1999); however, the requirement
that credits be purchased for a 30-year period pushes the total cost higher than state-wide average costs.
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9.2.5 Administrative Performance

The NCDWQ, NCEMC, and EEP administer the Neuse NSW Strategy. As with the Tar-Pamlico, it is the responsibility
of PSs and NPSs to demonstrate compliance with the Neuse Rules. The NPDES permits of PSs within the NRCA do
not contain a discharge limit for TN; the TN limit for the NRCA is specified in the group compliance NPDES Permit
(USEPA, 2002b).

Each co-permittee has been assigned a TN allocation, but that is subject to change due to purchases, sales, trades,
leases, and other transaction among the NRCA members. Furthermore, if the membership of the NRCA changes, the
group TN allocation is changed in the group compliance NPDES permit accordingly. Members of the NRCA monitor
discharges and report results to the NCDWQ, as specified in their NPDES permits, and to the NRCA. The NRCA com-
piles the co-permittee reports for its own reporting. As a group, the NRCA submits mid-year, year-end, and five-year
reports (USEPA, 2002b).

Offset payments are paid to the EEP and tracked by an “In-Lieu Fee Coordinator,” a staff position created to administer
the program. North Carolina State University and local governments assist the EEP in identifying potential projects.
The offset BMP projects are located no farther from the estuary than the loading being offset (Gannon, 2005a). Offset
BMP projects are awarded to an on-call EEP contractor pool. The contractors are responsible for design, construction,
and one year of performance monitoring (Gannon, 2005a). There are currently numerous projects in design (Gannon,
2005a).

9.3 Summary

The Tar-Pamlico and Neuse River Basin NSW implementation strategies were both successful at reducing nutrient
loads. By 2003, nitrogen had been reduced in the Tar-Pamlico and Neuse River basins by 34 percent over 10 years
and 37 percent over 7 years, respectively (Gannon, 2003). Furthermore, the associations of PSs created by both pro-
grams have successfully attained nutrient reduction targets. Although no PS-NPS trades have occurred, the structure
is in place so that this option is available if needed in the future. As a result of these efforts, water quality has been
improving in the Pamlico Estuary.

The Neuse NSW Strategy may have been successful at reducing nutrient loads faster than the Tar-Pamlico due to two
key factors.

1. By the end of 2002, the target year for full implementation of the Neuse Rules was nearing (the rules were
adopted in 1997). NPSs had been legally required to meet nutrient reduction goals for over four years,
whereas the Tar-Pamlico Rules did not take effect until 2000-2001.

2. From the outset, the Neuse was allocated significant new resources in the form of field staff to facilitate
BMP implementation and NPS education programs. It also received significant new cost-share funding for
the entire period. No new resources were allocated to the Tar-Pamlico program between 1997 and 2002
(Gannon, 2003). Education of the agricultural community on their role in NPS nutrients was important in
both programs.

The NSW strategies for both basins were developed concurrently and relied heavily on public and stakeholder input. The
key goals of both strategies were to reduce eutrophication and to provide sources of nutrients with flexible options for
achieving nutrient reduction goals. Each program developed innovations that the other adapted: Tar-Pamlico developed
the WQT program for PSs first and Neuse developed regulations to address NPSs of nutrients first.

There are several key differences between the two programs:
* The Tar-Pamlico has not adopted rules to allow NPS-NPS trading.

e Tar-Pamlico targeted agricultural BMPs for offset projects to reduce NPS nutrient loads. Neuse River Basin targeted
wetland restoration and (recently) stormwater BMPs. Adoption of the Tar-Pamlico Agriculture Rule likely raised the
stakes with respect to the potential offset BMPs projects — the rules do not allow double counting of nutrient reduc-
tion, so agricultural offset projects would need to be in addition to what agricultural producers were already required
to do. Given that the least expensive BMPs are likely to be implemented first, this is likely one of the reasons the
offset rate paid to the EEP is being increased.

¢ The methods used to calculate offset fees and the estimated life span of BMPs is very different between the two
programs. A 10-year life span is assigned in the Tar-Pamlico program compared to a 30-year life span in the Neuse.
There appears to be a need for further research into the life span of the nutrient removal BMPs and how they change
over time. Work is currently being done in the Tar-Pamlico program to address uncertainty regarding the life span of
credits and how to deal with temporal issues related to when credits are generated versus when they are used.

The one failed PS-PS trade between an NRCA member and a non-NRCA member in the Neuse River Basin dem-
onstrates the strength of regulatory checks and balances, but a potential weakness in both programs. The trade was
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not approved due to the potential for localized water quality impacts. However, trading among NRCA members does
not require NCDWQ approval. This may be resulting in localized water quality impacts that neither program seems to
address.

Other lessons learned from the Tar-Pamlico Program relate to development of the initial baseline estimates of nutrient
loads from various sources and program funding. Farmers perceived that the baseline for Phase Il reductions did not
adequately account for BMPs that had already been implemented voluntarily. Some believed better documentation of
voluntary progress might have precluded the need for regulations (Breetz et al., 2004). Administering trades through the
Cost-Share Program streamlined the program in many ways, but Cost-Share staff ran into difficulty predicting available
funds and staffing needs in Phase Il, when the NRCA was no longer required to make minimum payments for these
purposes (Breetz et al., 2004).

9.3.1 Unanswered Questions

* Seasonality and the nutrient removal efficiency of wetlands: The Bass study (2000) provided some information on
the effects of season; however, given that the constructed wetland monitored during this study was undersized, it
is unclear whether the same results would have been observed in a wetland that was appropriately sized.

* Nutrient removal efficiency of wetlands over time: wetland monitoring data available for this case study spanned
short time periods (approximately two years), but the information is inconclusive regarding how wetland nutrient
removal changes over time.

* What is the life span of the nutrient removal BMPs?
¢ What is the effect of BMP maintenance on nutrient removal efficiencies?

* Does nutrient removal efficiency of a BMP change as the concentration of nutrients in the inflowing water increases
or decreases? Are some BMPs better than others for removing nutrients at higher or lower concentrations?

¢ How were the land-based accounting methods developed? How accurate are they?28

28 This has a much broader application than just WQT.
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10.0 Synthesis/Summary of Findings

The information provided by the literature review and case studies is summarized here into key observations illustrated
by comparisons among the case studies. These observations integrate the scientific, economic, and regulatory elements
of trading to identify opportunities, potential hurdles, and unknowns for a very select set of trading pilot projects and
programs attempted to date in the United States.

10.1 Performance Monitoring versus Conservatism

Most of the evaluated trading programs bypass performance monitoring for quantifying NPS load reductions and instead
use conservative estimates (i.e., underestimates) of effectiveness to determine the amount of wetland required to achieve
the desired nutrient load reduction. Safety factors are used to increase confidence in performance. The Cherry Creek
trading program, a notable exception, requires direct measurement of nutrient load reduction, but creating an inflow point
and an outflow point for the constructed wetland accommodates this. For the other program examples, implementation
of BMPs was documented, but actual performance in reducing nutrient loads was presumed based on estimates and
safety factors not substantiated with monitoring data. The rationale for using this approach stated that monitoring was
either not feasible or prohibitively costly to the degree that it was more cost-effective to grossly oversize the wetlands
to overcome uncertainty about performance.

While there is a wealth of scientific information on the function of various types of wetlands in removing nutrients, the
literature does not report that anyone has yet compiled the available information into a comprehensive tool that can be
used to assess the many interrelated factors affecting wetland performance that makes each wetland unique. Such a
tool would provide confidence in designing or determining the performance of constructed wetlands in reducing nutrient
loads. In Idaho, for example, the ISCC recommended against using constructed wetlands for calculated credit because
currently there are not enough data to determine efficiency or uncertainties at a scale larger than a single site (ISCC,
2002). A primary challenge is to quantify baseline conditions, i.e., the site load prior to BMP application. The degree to
which headwater wetlands may treat pollutants and contribute to the baseline should be considered. Many interrelated
parameters, including seasonality, changes in retention rates with varying loads and over time, drainage patterns, rela-
tive location of a wetland within the watershed, and type of wetland, drive wetland performance according to system
dynamics.

The incorporation of safety factors, which increase the amount of wetland required to produce the necessary perfor-
mance, may mitigate the limitations due to these uncertainties. Therefore, in the absence of monitoring data, performance
is presumed based on gross conservatism. Unfortunately, not only is this approach potentially cost-prohibitive, it also
fails to manage uncertainty regarding non-target pollutants. Specifically, the management of one stressor affects the
fate and transport of other contaminants, potentially releasing them from wetlands. For example, a wetland’s role as a
greenhouse gas and methyl mercury sink or source affects its benefit to the ecosystem.

There may be an opportunity to reduce uncertainty and increase program potential by establishing objective and reliable
means of determining performance of constructed wetlands. One approach would be to develop more cost-effective and
adaptable guidelines for collecting monitoring data. Another solution would use a combination of existing information
and new research to develop general performance data to inform the creation of generalized calculation guidelines for
estimating performance. For this strategy to succeed, it must acknowledge the wetland’s dynamics and resulting changes
in retention rates within the context of the larger geographic scale. Establishing baseline nutrient levels and mapping
the wetlands in the watershed will serve to more accurately quantify these rates. Finally, historical contamination in the
wetland may also justify monitoring of non-target pollutants.

10.2 Motivations for Nonpoint Source Participation

NPS contributors are difficult to regulate due to the challenges in isolating and quantifying the contributions of individual
parties. Nevertheless, for many watersheds, NPS nutrient load contributions exceed PS contributions, as illustrated by
the case studies documented in this report. WQT programs may be used to create an economic incentive for NPSs to
control their contributions through trading the load reductions for a profit. This is feasible in certain circumstances based
on the significant difference in costs.
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NPS contributors have a subtle disincentive to participate in trading programs. While they may benefit financially by
reducing nutrient loads, the financial gains may be offset by potential liabilities associated with new compliance require-
ments, or strict enforcement of existing compliance requirements they currently do not meet. “Additionality” stipulates
that any offset that would have occurred regardless of the trading program cannot count toward a trade—e.g., BMPs
that are already required of farmers cannot be used to create trade value. Presumably, if reliable methods are developed
to isolate and quantify NPS load reductions, those same methods may be used to facilitate more effective regulation
of NPSs. Ultimately, a thorough understanding of nutrient loading on a watershed scale is necessary to align the right
incentives for NPS contributors to participate. WQT programs may provide a viable mechanism to increase the partici-
pation of NPSs in implementing BMPs to improve water quality. Trading programs may provide a platform for education
and means by which landowners receive outside funds to make improvements to their properties by implementing BMPs
and to generate more valuable data for better scientific assessment of water quality conditions.

Ancillary benefits to property owners may be enough to motivate participation in NPS load reduction actions. In the Rahr
nutrient trade, bank stabilization and riparian habitat restoration were used to reduce nutrient and sediment loads. The
property owners received the benefit of a stabilized riverbank that protected their property from future loss.

Cooperation among stakeholders is essential to success. Rahr established collaborative relationships with environmen-
tal organizations, MPCA, and the NPSs so that everyone perceived that all parties were working together for the best
interest of the environment.

10.3 Effects of Compliance Thresholds and Enforcement

The “maturity” of the trading market is a strong determinant for the feasibility of trades. The Cherry Creek trading program
illustrates this point clearly. The load allocations were assigned to PSs allowing for projected growth capacity. Since the
PSs are, at current capacity, easily able to operate within their compliance limits, there is no demand for trades. As PSs
grow and increase their capacity, it will become more difficult for them to operate within the same load allocation limits.
At some future point, nutrient trades will become economically preferable in comparison to facility upgrades. In contrast,
Rahr was unable to obtain a permit to discharge into the Minnesota River unless its contribution was entirely offset by
trades. Based on the success of the Rahr trade, a general permit was established following the same form to guide
future applicants. Enforcement of discharge limits will also affect participation in trading. If the discharge limits are strict
enough they necessitate trading, but if the likelihood of enforcement when limits are not met is remote, dischargers may
decide to game the system instead of participating in trading. Therefore, stringent permit limits with strict enforcement
significantly motivates PS demand for trading. The four case studies suggest that NPS participation eventually follows,
matching supply to the demand.

10.4 Comparison of Program Structure

Trading programs vary among the case studies in terms of how the structure guides and regulates trades. The Rahr
example in Minnesota illustrates how a single set of trades can be incorporated into the terms of an NPDES permit for
a single PS. The Tar-Pamlico program in North Carolina established an association of PS and NPS contributors who
were collectively regulated and allowed to trade among themselves to achieve group compliance. No trades have oc-
curred in either of the North Carolina case studies. The flexibility afforded by the group compliance option has allowed
members within the Tar-Pamlico and Neuse compliance associations to informally trade amongst themselves (Breetz et
al., 2004). As opportunities for cost-effective technology upgrades are exhausted, trading will likely occur in the future.
The Cherry Creek program in Colorado establishes two entities that accomplish NPS reductions and build up a credit
bank for sale. The LBR program in Idaho allows for trades to occur freely between trading partners required to report
the trade to the regulatory authority for review, monitoring, and approval.

10.5 Credit Life

Considerable work has been completed evaluating time limits or the useful life of BMPs. In general, a life span of 10 years
for structural and 3 years for nonstructural BMPs has been the norm in trading programs; however, the Idaho and Neuse
River programs extend credit life beyond that to 15 and 30 years, respectively. There are still questions regarding what
happens after credits expire; how to deal with temporal differences between when the credits were generated and when
they are applied; what happens if credits are generated and not used; and how to better understand and predict the
short- and long-term assimilative capacities for a given wetland considering seasonal variation in performance.

10.6 Economic Challenges to Trading

As discussed in Section 4.0, efficiency requires that at least one source be able to more cost-effectively reduce its
discharges than another source; otherwise, the program would not be financially attractive nor marketable (Fang and
Easter, 2003; Jaksch, 2000).
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It is essential that economic considerations support WQT for it to be a viable tool to achieve water quality standards.
Economic trading challenges suppress WQT by making net economic value of trading less attractive than alternate
compliance management strategies due to risks and uncertainties. Four economic challenges threaten the development
of robust, sustainable WQT programs because they reduce the DCFROI, the future return on investment in relation to
capital costs associated with generating credits, of trading. These are: (1) simplified modeling of natural system impacts
which leads to overly conservative trading ratios, (2) costly environmental protection, (3) high transaction costs, and
(4) ill-defined property rights. These challenges hinder efficient and fair deal making, usually because they make the
risk and/or return on investments in WQT high to the buyer, the seller, or both.

There are a number of potential solutions to address the economic gaps and challenges that complicate the value and
risks associated with trading, such as:

e Improving the efficiency of regulatory activities: this could include special training for agency staff, dedicated
WQT agency staff, clarification of legal issues that reduce disputes, improved system modeling, and simplified
data management. Implementing these measures is both technically and economically feasible. However, it would
require upfront investment by regulatory agencies in improving staff, policies, practices and equipment. Some of
these costs could be recaptured by administrative costs built into offset fees. Limiting regulatory involvement to
setting the minimum rules of engagement would maximize regulatory efficiency.

¢ Increase the command and control compliance liability for PS: stricter PS discharge limits should increase
the economic attractiveness of WQT, encouraging more trades and better environmental protection. However, very
careful consideration and justification would be required before selecting this option. PSs and other stakeholders
could potentially argue these changes are unfair in light of the NPS contribution to watershed nutrients in many
watersheds.

e Market and non-market economic valuation of natural systems: establishing market and non-market economic
valuation of a natural system, such as a watershed, would take into account the economic value of the system or
system components (e.g., flood control, drinking water, fisheries) and the parties that derive value from those com-
ponents (municipal government, commercial fishermen, tourism industry, etc.). The outcome of this analysis would
furnish a more comprehensive understanding of the economic values of these systems and the key stakeholders,
yielding more informed decisions. For example, the analysis could provide potential traders with an understanding
of how else they benefit directly from implementing a BMP. In addition, this analysis could identify other potential
markets for the ecological services delivered by wetlands. Suppliers would realize a greater return for their invest-
ment, thereby encouraging their participation. Methods for determining economic values are well established and
can be useful in informing long-term policy, and they could provide potential traders with additional information on
the benefits that they may derive from participation in trading. Other than the generated credits for sale, other returns
may also add value for the seller, thereby promoting WQT. Ironically, the non-market value of ecosystem components
is considered less important unless and until natural events occur that make value more “real” to residents within a
watershed. For example, fish kills in the Neuse and Tar-Pamlico provided the impetus for bringing about changes
in how those watersheds are managed. Likewise, flooding in the wake of hurricanes Katrina and Rita raised the
profile of the utility of levees and dikes and coastal wetlands that protect the shores of Louisiana.

e Economic Analysis Tools: Many economic analysis tools already exist and they could be applied specifically to
WQT. These tools include: economic investment decision methods, which could employ techniques for calculating
DCFROI to demonstrate long-term value of WQT and support decisions of potential WQT participants; and proba-
bilistic analysis, which would allow a thorough evaluation of risk. For example, World Resource Institute’s “Nutrient
Net” allows PS and NPSs to evaluate cost-benefits of trading specific to their watershed application. Such analyses
could be used to compare the value of wetlands versus other BMPs. If regulators develop platforms for performing
this type of analysis, then individuals can use them to perform their own analyses of the risks and opportunities
associated with participation.

With respect to risk, credit prices in WQT programs have not tended to be structured to compensate sellers for their
risk in implementing BMPs and engaging in WQT, presumably because the opportunity to create private value is sub-
stantial relative to the risk to engage in activities for the purpose of improving water quality. For example, in Idaho,
while the NPSs were not driven by regulation, they recognized the opportunity to improve their property free of charge
without acknowledging measurability of their loads. In ideal markets, investors build their cost of risk into the price of
their goods and services. Not pricing credits to include the cost of investor risk might be an important reason that WQT
supply and trading are suppressed if the NPS feel they are not getting enough of a return for their risk. Likewise, not
pricing credits to include the opportunities associated with investor risk might also suppress WQT supply. At a minimum,
efforts to increase the awareness of the value generated beyond credit prices, e.g., market and non-market economic
valuations, may increase the attractiveness of participating in trading to potential credit sellers. Complicating matters,
credit prices are also affected by investor risk, and opportunities on the supply curve will influence the intersection with
the demand curve.
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Prices of credits will reflect risk if the market is allowed to function without too many restrictions.

10.7 Property Rights and Transfer of Liability

WQT programs have taken different approaches to issues associated with property rights and transfer of liability. In all
cases, NPDES liability remains with the PS discharger. However, the question of who would be contractually liable if
a BMP project fails is addressed slightly differently in each of the WQT programs included in the case studies. In the
Cherry Creek, Rahr, and Idaho programs, the credit purchaser is not offered a release from liability if the mitigation is
ineffective and may be faced by the need to continuously monitor and maintain the mitigation measures implemented
to generate credits. In the Tar-Pamlico and Neuse programs, a third party takes on the liability for BMP maintenance.

The transfer of liability from the credit purchaser to the third-party mitigator was identified as critical to making wetland
mitigation banking work: credit purchasers are interested in rapid permitting and avoidance of liability if a mitigation site
fails; creating healthy wetlands is secondary to the decision to purchase nutrient credits from the mitigation bank. The
lingering liability attached to trades in the first three programs exposes the buyer to risk. Making a nutrient trade does
not eliminate the possibility that the same discharge issue could arise again some time in the future. As a result, the
unknown risk associated with trading plus additional costs and logistics associated with monitoring BMPs implemented
on the credit seller's property make WQT less attractive to PSs.

As previously discussed, many trading programs put time limits on the useful life of credits. If a wetland has been restored
or enhanced to generate credits for a WQT trading program, there may be regulatory implications associated with what
happens to the wetland after the credits expire. The wetland could become regulated under the CWA, thereby limiting
potential uses of the land. This could serve as a deterrent to using constructed wetlands as a BMP in WQT programs.
There may also be implications to drinking water supply issues. If the USEPA and states would like to encourage the use
of constructed wetlands in WQT programs, then the long-term regulatory implications of building constructed wetlands
to generate credits for WQT programs will need to be clarified.
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11.0 Research Recommendations

The literature review and case studies in this report illustrate the need for additional research for WQT programs to
successfully integrate NPS nutrient load reduction through the use of constructed wetlands. Specific research topics
are grouped into three categories that mirror the structure of the study: (1) technical research needs, (2) economic re-
search needs, and (3) regulatory and administrative research needs. Many of the specific recommendations integrate
components across the range of these categories.

11.1 Technical Research Needs

While several examples illustrate the feasibility of WQT programs involving wetland creation for NPS trades, there are
several elements of such programs where uncertainty is mitigated by applying conservative factors of safety. The case
studies illustrate that in practice, program participants presume it is more cost-effective to create larger wetlands than
to directly measure the effectiveness of the constructed wetland. These areas of uncertainty present opportunities for
improving trading program efficiency and economic viability.

There are two distinct areas of uncertainty associated with the performance of wetlands in reducing NPS nutrient loads.
The first involves the ability to quantify the performance of a discrete wetland in reducing nutrient load. Many factors
influence nutrient removal efficiency, and these factors relate to one another in complex ways. The dynamic nature of
the system compounds these complexities. The second area of uncertainty involves the ability to translate nutrient load
reductions spatially throughout a watershed.

11.1.1 Individual Wetland Performance

Some trading programs concluded that performance monitoring was either not feasible or prohibitively costly to the
degree that it was more cost-effective to grossly oversize the wetlands to overcome uncertainty about performance.
Literature does not reflect a compilation of the abundance of scientific information pertaining to the function of various
types of wetlands in removing nutrients into a comprehensive tool that can be used to consistently and confidently design
or determine the performance of constructed wetlands in reducing nutrient loads. This limitation does not prevent NPS
nutrient trades involving wetlands. Instead of precisely determining the load reduction associated with wetland creation,
the uncertainty associated with estimating techniques is mitigated by incorporating safety factors. This approach greatly
multiplies the amount of wetland required to ensure the necessary performance. Several possible research topics emerge
to address uncertainty in wetland performance:

* Define the minimum performance monitoring data requirements to determine water quality credits and determine
the optimum distance downstream of the wetland for monitoring. Accordingly, collect data to satisfy these data
requirements for a few pilot projects to validate presumed load reductions.

* Collect performance data documenting the effect of various maintenance activities on prolonging optimal performance
in removing nutrients. Determine the deterioration of performance with time in the absence of maintenance.

* Gather additional data on the cyclical and long-term trajectory of nutrient removal by various types of constructed
and restored wetlands.

* Compile scientific information pertaining to the function and effectiveness of various types of wetlands in removing
nutrients and the long-term trajectory of nutrient removal over time. Use these data to create a comprehensive tool
that can be used to assess the many interrelated factors affecting wetland performance. Such a tool would provide
confidence in designing or determining the performance of constructed wetlands in reducing nutrient loads. This
information would also facilitate nutrient removal modeling and aid calculation of nutrient credits.

* Perform additional literature review and analysis focused on the effects of seasonality on the nutrient removal ef-
ficiency of wetlands. Consider the reliability of annual nutrient removal to suitably reflect wetland performance.

¢ Perform additional literature review and analysis to comprehensively assess the variability of nutrient removal by
ecoregion.
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* Research effects of atmospheric deposition of nutrients, particularly NOx, and how to incorporate them into wetland
design.

* Determine the effect of inflow nutrient concentration on removal efficiency of various BMPs. Does nutrient removal
efficiency of a BMP change as the concentration of nutrients in the inflowing water increases or decreases? How
do upland land uses affect pollutant inputs? Are some BMPs better than others for removing nutrients at higher or
lower concentrations?

* Develop better models, methods, and tools to cost-effectively predict and monitor performance of nutrient removal
BMPs to eliminate having to measure performance to generate credits and to allow for design flexibility.

* Gain insight into how to optimally locate a wetland within the landscape and into how an existing wetland’s location
affects its utility as a nutrient reducer with which to trade credits and thus the value of those credits. Administrators
could then assemble a list of potential sites from which PSs seeking an NPS trading partner could choose. Ad-
ditionally, the design and performance would benefit from this insight.

¢ Conduct research on the long-term fate of nutrients removed using constructed wetlands.

* Refine the current body of knowledge on transmission losses and uptake capacity of nutrients between the trading
partners. Develop standard methods for discounting credits as the distance between the buyer and seller increases
and as the distance of the BMP from the water body increases. This would help administrative bodies to ensure
that localized water quality impacts do not occur as a result of a trade and determine whether “total mass” caps for
PSs need to be set to prevent localized impacts.

* Refine methods to accurately account for differences in constituent speciation or even the type of constituent. The
inability to do so results in overwhelmingly conservative safety factors, which can stifle trading or at least limit trad-
ing participants.

* Review how land-based accounting methods were developed and assess their relative accuracy compared to direct
measurement. Determine the key areas of uncertainty and design research programs to address them.

e Establish quality assurance/quality control of monitoring.
11.1.2 Watershed-Scale System Dynamics

Describing the integration of multiple PSs and NPSs and transport processes requires sophisticated tools. Character-
ization of spatial and temporal effects on nutrient loads is necessary to evaluate and document the effectiveness of
transferring load reductions in time and space. Such comprehensive evaluations on system performance should consider
the effects on other stressors and their impacts, e.g., the fate and transport of residual contaminants in the wetlands.
Likewise, performance should assess the sensitivity of operational and engineering parameters on nutrient removal
and, more generally, on ecosystem integrity. This knowledge is necessary to ensure that WQT contributes to meeting
watershed-scale water quality management objectives without unduly compromising local water quality or introducing
undesirable temporal effects.

SDA can facilitate the success of WQT by reducing uncertainty and quantifying risk. The capabilities of this tool to evalu-
ate the complex events and phenomena inherent in many systems are critical to achieving a thriving WQT market that
is protective of the environment. SDA provides the platform to account for risk by (1) thoroughly modeling and analyzing
complexity, (2) minimizing assumptions and simplistic functions, (3) allowing flexibility in time and space, (4) allowing
a stress test of baseline conditions, (5) facilitating sensitivity analyses, (6) modeling complicated feedback relations,
and (7) allowing model upgrades to best available science, as better knowledge and information become available.
This approach establishes expected values for each model input and the expected value of a given strategy. With SDA,
conservative contingency factors and trading ratios are minimized or obsolete. For example, trading ratios are replaced
with analyzed values that represent break-even values; i.e., ratios which realistically balance nutrient loads into a water-
shed, for regulators. SDA is a very effective tool for evaluating how complex systems will behave as a result of change.
This tool can provide insight into how factors interrelate. Ultimately, data for specific watersheds could be inputted, with
literature values substituting for unknown data, into a general SDA model.

11.2 Economic Research Needs

The following economic research recommendations focus on determining value and risk associated with strategies that
use wetlands to reduce nutrient loads.

* Perform complete economic valuations of strategic alternatives that involve WQT and develop tools that potential
trading participants could use to quantify the value of investing in WQT as a nutrient management strategy of choice.
Include environmental uncertainties in economic models for such valuations.
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Determine the interaction of factors hindering participation in a WQT market; e.g., cost-prohibitive discount ratios,
unlikelihood of enforcement, lack of incentives, or fear of future liability. Use comprehensive understanding of the
system and clearer guidelines to overcome these challenges.

Quantify supply-demand curves and factors affecting them. Use this information to determine whether a WQT market
is a viable solution in a de-regulated environment.

Search for evidence of free market applications of WQT. If available, compare benefits and challenges with regulated
case studies reviewed for this report.

Identify additional economic incentives for BMPs when credits are not available (e.g., budgeting payments during
seasonal needs for nutrient reduction) that would foster NPS participation.

Assess viability of designing wetlands in advance and banking credits to meet daily and monthly needs.

Investigate the feasibility of making trading credits available for multiple environmental amenities (e.g., water quality,
endangered species, flood control) provided by BMPs such as restored or constructed wetlands. This would need to
be supported by thorough public market valuations for the functioning BMPs over time. Integrating multiple concurrent
ecological values enhances the opportunity to improve the returns credit sellers are able to make by building BMPs
on their property and the opportunity costs associated with not using that land for other purposes. The implementa-
tion of the 2007 Farm Bill will test the feasibility of using Federal funds towards BMPs for credit generation.

Evaluate cost effectiveness of the wetlands design. Compare the effectiveness of more, but smaller, wetlands versus
fewer, but larger, wetlands. Include among the various costs, those associated with monitoring and maintaining the
wetlands.

Research how considerations of scale affect economic decisions and how related uncertainties can be ad-
dressed.

Probe the sociological drivers affecting entry into the market and evaluate the feasibility of incorporating these into
economic models.

Identify lower-cost engineering solutions for constructed and restored wetland design and maintenance.

11.3 Regulatory and Administrative Research Needs

Regulations and policies steer the administration and performance of WQT programs, sometimes in unforeseen or un-
desirable ways. The following research recommendations anticipate some such effects and target administrative steps
or tools that could contribute to the success of WQT programs.

Optimize models for the administration of WQT programs to conform to the Paper Reduction Act and investigate
opportunities to minimize transaction costs.

Provide protocol for minimum rules of engagement to specify interaction between programs and organizations.
Develop guidelines based on science and lessons learned.

Develop a simple, but rigorous audit plan to formally track WQT and BMP implementation and compliance.

Assess federal and state compliance-based and voluntary programs to control NPS nutrient loads and evaluate
program performance, participation levels, and overall success. Develop recommendations for how to improve NPS
participation in WQT and quantitatively track existing BMPs in TMDL settings. Currently, the level of NPS regula-
tion and enforcement shifts WQT from being a true market and forces buyers to provide some other incentive
(e.g., financial compensation, improved property) to encourage participation of NPSs.

Perform additional research on gaming risks and how watershed management plans in general and WQT programs
specifically can be designed to significantly increase the potential cost of this compliance strategy.

Investigate the regulatory feasibility of sharing liability between PS, NPS, and/or a third party, and the impact that
may have on entry into the WQT market.
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