ESSAYS ON ISSUES
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Fiecentdevelo ments in
clean water ledislation

Water is a vital commodity in the
Midwest. It is heavily used for com-
mercial, industrial, municipal, agri-
cultural, transportation, and recre-
ational pur?,oses. The five Great
Lakes constitute the largest system
of surface fresh water, containing
some 18% of the world’s fresh water
supply.

Water quality legislation in the Unit-
ed States has mdintained its same
basic structure since the Bassa%e of
the Clean Water Act in 1972, the
primary law protecting the nation’s
surface fresh water. Currently, two
major new pieces.of water quality
|EPIS|a'[I0n are being debated, the
Clean Water Act Amendments (so-
called “reauthorization”) and the
Great Lakes Water Quality Initiative.
Now is an opportune time to ask how
these two ?[oposals would pursye
the goal of improved water quality.

Various approaches for meeting .
national water quality goals arestill
being debated. In parficular, ana-
lysts are asking whether proposals
approach the problem in a compre-
hensive and cost-effective way. To
upgrade the quality of lakes and
rivers and to ensure that they are
fishable and swimmable, it is widely
agreed that regulahon needs to
include runofffrom nonpoint sourc-
es and not only the more easily iden-
tifiable point sources of pollution,
speclflcally municipalities and private
business, that have borne the great-
est monetary share of pollution
control costs. Many also believe—
although here there is less consen-
sus—tfat in order not to waste scarce
resources, flexibility should be al-
lowed in the methads used to meet
environmental standards. Finally,
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the basic gi,oal_ of zero-discharge or
virtually eliminating certain chemi-
cals is being assessed by comparing
the risks various chemicals pose to”
the environment with the economic
and social costs of essentially ban-
ning them.,

In this Chicago Fed Letter, we will ex-
amine two clrrent pieces ofﬁro;
posed water legislation and the im-
pact they will Have on the econom
and the ‘environment. First, we will
assess the Administration’s proposal
for amending the Clean Water Act
(CWA), with"particular focus on the
estimated costs and benefits. Sec-
ond, we will examine the Great Lakes
Water,?uallty Initiative, a proposal
that will set uniform standards for
water guallty in the Great Lakes Ba-
sin and that' may serve as a prototype
for future national changes in water
regulation.

The Clean Water Act: What will the
proposed revision do?

In the coming weeks, the Senate

Environmentand Public Works Com-

mittee is expected to produce a draft
overhaul ofthe 1972 Clean Water
Act. The amendments proposed by
the Clinton Administration are in-
tended to improve the quality of
surface fresh water throughout the
U.S.1 For example, theY propose .
more aggressive control of pollution
from nonpoint sources, principally
from a%rlc,ultural runoff. Estimatés
are that this type of control would
improve water quality in 156,200
river miles and 7.1 million lake acres.
Proposals for stricter storm water
control would reduce future loadings
of urban pollutants by an estimated
75-80% in developing areas and 15-
25% in areas alyeady developed.
Stricter regulation of combined sew-
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er overflow would allow for the treat-
ment of one_hillion gallons of raw
sewage, significantlyreducing load-
Ings of total suspended solids (2 bil-
lion pounds per year).2

Besides having a broader scope, the
Admlnlstratlon’si)roposal IS Innova-
tive in that it would allow the use of a
?reater var|et%/ of regulato%_methods
0 meet the stated qoal,s. IS In-
cludes targeting pollution control to
specific uses or’locations such as.
individual watersheds, and allowing
greater f|EXIbI|ItY_ In the ways in
which water quality standards are to
be met, including the potential use
of market-based programs such as
effluent trading.. Itis this difference
in style of pollution regulation that is
expécted to Prowde cleaner water at
a lower cost than would have been
the case if the current apProach had
simply been extended with stricter
Interpretation and enforcement (see
figure 1).

Estimating the costs

In March 1994, the Office of Water
of the U.S. Environmental Protection
Agency (EPA) issued a cost-benefit
analysis of the CWA amendments.
Figure 1shows the sector-specific
costs of compliance; it seems clear
that under any scenarig, private
sources and municipalities will con-
tinue to assume the vast bulk of the
requlatory burden. This distribution
ofcosts is not surPnsmg since water
pollution occurs locally and thus
requires municipal programs and
facility-specific control.

Certain forms of water pollution,
control will also be more expensive
than others. On a program hasis, the
most costly parts of the amendments
will be the'more stringent regulation
of storm water runoff, which"would



1. Estimated annual costs of major provisions of the Clean Water Act

Baseline
Sector spending3
(erreeenreeree e
Private sourcesd 30.0
Municipalities 23.0
Agriculture 0.5
State government 0.5
Federal agencies 10.0
Total 64.0

Estimated spending Revised
under strict spending,
interpretation Administration
of the current CWADb proposal
...... -billion dollars------ )
47.0 31.0
36.0 25.0
0.5 12
0.8 0.9
13.0 11.0
97.3 69.1

"Estimated cost of CWA as currently enforced plus cost of enforcing recent rules now

unenforced.

b'Strict interpretation” reflects a more vigorous level of enforcement of the same

environmental rules as "baseline spending.”

advocated this.

Some groups outside the EPA have

cReflects new, more stringent standards administered under a flexible compliance struc-
ture, but does not include potential cost savings from effluent trading.

dConsist primarily of industrial point sources.

Source: U.S. Environmental Protection Agency, Office of Water, "President Clinton's
clean water initiative: Analysis of benefits and costs," EPA 800-S-94-001, March 1994.

be paid for by private sources and
municipalities, and the control of
nonPomtsources (pnmanlra ricul-
tural runoff). Even using flexible
methods, enhanced storm water
control will cost municipalities an
estimated $1 billion to $1.9 billion
annually; private sources could ex-
gect f0 Fay between %,345 million and

1.6 hillion. Controlling nonpoint
sources, even if specific watersheds
were targeted, would add $1 billion
to $1.8 billion in costs to agriculture.
However, some of the costs to agri-
culture may be mitigated by savings
from alteréd farming ?ractlces, such
as the reduced use of fertilizers and
pesticides.

Finally, the total costs of compliance
are expected to be moderated
through the use of effluent trading.
Patterned after trading programs
Introduced in the Clean Air Act
Amendments of 1990, effluent trad-
ing would provide another avenue of
compliance for firms and municipali-
ties that mlq,ht find the cost of addi-
tional Pollu lon control excessive. As
currently proposed, trading would be
permittéd among and between hoth
point and nonpaint sources and is

estimated. to yield savings between
$658 million-and $7.5 billion per
year. Trading between point and
nong_omt sources is expected to be
the !cr]gest cost saver, redycing ex-
pendi

ures by as much as $5.6 billion.
... And the benefits

Qne of the most contentious ques-
tions behind the Clean Water Act
Amendments is.how to estimate the
monetary benefits of clean water,
While it 1s a fairly straightforward task
to predict the reductions in pollution
levels and the number of bodies of
water that will become swimmable .
and fishable, it is difficult to translate
these or other benefits into monetary
terms. Nevertheless, the EPA esti-
mates the monetary benefits of the
proposed amendments to urban areas
at between $800 million and $6 bil-
lion per year. These benefits are
based on”households’ estimated valu-
ation of clean water for a variety of
Burpo_ses but exclude the estimated
enefits to be derived from recre-
ational uses of water as well as from
increased. biodiversity, reductions in
water purification costs, reduced

need for dredging because of reduc-
tions in silt, and other hard-to-quanti-
effects. Other studies have shown
that the monetary value of enhanced
recreational use of water is particular-
ly large, and that the EPA’snumbers,
maY erefore substantially underesti-
mate the expected benefits.

On the basis of the EPA estimate of
benefits, the expected annual aggre-
gate costs for urhan areas of the Bro-
Bpsed amendments vary from $10
illion to $14 billion perfyear, while
the corresponding benefits.range
from $800 million™to $6 billion per
year.3 Despite the apparent discrep-
ancy, the amendments are being pur-
sued because of the uncertaintiés
associated with the costs and henefits
of ¢clean water and because it is impos-
sible to determine with any precision
the health risks from not improving
water quality. In addition, it is poss)-
ble that flexible compllance strategies
may reduce costs further as firms
incorporate them more fully into
their reqular production méthods.

Water regulation in our backyard:
The Great Lakes Water Quality
Initiative

Water quality legislation is notjust on
the national"agenda. Since the fairly
long retention”time associated with .
the Great Lakes water system makes it
particularly susceptiple to certain
relatively riondegradable chemicals, it
requires additional protection be-
Y_ond that given to the rest of the na-
lon’swaters. Current water quality
Protectlon Programswnl not bring
he concentrations of these pollutants
down to levels that are harmless to
the Great Lakes ecosystem. In re-.
sponse to these concems, a sweeping
agreement called the Great Lakes
ater Quality Initiative (GLI) 1s
about 0 bring significant changes to
thelr,rt1anagement of the region’swater
quality.

The GLI is the domestic response to
the Great Lakes Water Quality Agsree-
ment (GLWQA) 5|gned by the US,
and Canada i 1972 and Updated in
1978. The agreement committed the
two countrieS to improve water quali-



tyin the Great Lakes and to virtually
eliminate the discharge of persistent
toxic pollutants. The 1990 U.S. Criti-
cal Programs Act requires the EPA to
proPose water quality requlations
called “guidance”) Consistent with
the GLWQA for the Great Lakes.
These proposed requlations were
unveiled in Agrll 1993 after four
years of work by federal and state
water pollution; officials. Since then,
a series of public hearings has been
held to elicit public comments,
which the EPA is now reviewing. The
final regulations will set minimum
water quality criteria and controls to
be applied throughout the Great
Lakes states to protect aciuatlc life,
wildlife, and human health, They.
will also set the new policy for issting
discharge permits to point sources
that discharge into the Great Lakes
or their tributaries.

Evaluation of GLI

As the first effort to standardize water
quality across the Great Lakes, the,
voluminous set of new guidelines in
the EPA’s proposed regulations
would alter both waterquality con-
trol and economic_conditions in
each of the elpht Great Lakes states.
They would also tighten regional,
environmental re%ulanon and raise
the cost of doing Dusiness in the
region relative fo the rest of the na-
tion.. Given heightened glohal com-
Petltlon, and high pre-existing cost
actors in the regllon, It IS Imperative
that clean water'legislation be as cost-
effective as possible. Water qualjty
regulation therefore should apply
comprehensively across all sourcés
notjust point sources as in the EPA’s
current proposed regulations, so that
those soyrces which are now unregu-
lated and which generally can reduce
loadings most cost-effectively, can be
included as well 4

Estimates of the GLI’s costs and ben-
efits differ widely. A study commis-
sioned by the Council of Great Lakes
Governors explicitly identifies areas
of uncertainty and suggests changes
that would improve the initiative’s
cost-effectiveness. If the initiative
were implemented as written, annual

compliance costs are estimated to
range from $500 million to $2.3 bil-
lion. In contrast, amending the ini-
tiative by a set of flexible measures—
as identified in the study and
suggested by the Council of Great
Lakes Governors—would reduce.
annual costs to between $59 million
and $500 million.5

Since |ssumﬁ the guidance, the EPA
has begun the process of coordinat-
ing programs dealing with nonpoint
sources of pollution in the Great
Lakes such as air deposition, urhan
runoff. contaminated sediments, and
agricultural runoff. Efforts are un-
der way to develop and implement
s0-called Lakewlde,Mana%ement
Plans, as specified in the 1978
amendments to the GLI. These
Plans would allow for differences in
he ecosystems of the five Great

L akes and a for
dinating and prioritizing activities |
desqned to reduce loadings of toxic
substances from point and'nonpoint
SOUrCes.

Conclusion

Both the pending reauthorization of
the CWAand the proposed regula-
tions regarding water quality in the
Great Lakes have,heIPed focus the
debate about desirable features of
environmental regulation. Para-
mount to an efficient allocation of

society’s resources is an overall assess-

ment 0f benefits and costs of any
proposed legislation. Furthermore,
Itisimportant to realize that the
requlatory toalbox can provide op-
tions and'notjust the uniform stan-
dard-setting of the past.

Allowing local regulatory solutions,
customized to local problems, is one
way of implementing regulation in a
flexible manner. The proposed,
CWA Amendments would do this, for
instance, by allowing watersheds to
be managed through an integrated
strategy involving both pointand
noni)omtsources. Such an integrat-
ed strategy enables a cost-gffective
program 0f regulatory actions in
pursuit ofa broad sef of water quality
goals. However, flexible approaches

provide a process for coor-

to environmental requlation must
also be accompanied by accountabili-
ty and monitoring provisions.

—David R. Allardice
Thomas H. Klier, and
Richard H. Mattoon
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$4.1 billion in the first case and $660

million to $4.9 billion in the second case.

DRIMcGraw Hill,. “The Great Lakes

water quality initiative: Cost-effective

measures to enhance environmental
uality and re%lonal competitiveness,”
hicago, IL, 1993, p. IV-28.

DRIMcGraw Hill (1993).

Karl A. Scheld, Senjor Vice Preswjené_and )
D|reg(§or of Research: David R. Allardice, Vice
President and Assistant Director of Research;
Janice Weiss, Editor.

Chicago Fed Letter is épubllshed m nthlxﬁb the
Res?(arch Department of the Federal ReServe
Bank of Chl,ca%o. The views expressed are
the authors’and are not necessarily those of
the Federal Reserve Bank of Chicago or the
Federal Reserve System, Articles me}y
reprinted 1f the source.is credited and the |
Rgsearch DePartment is provided with copies
of the reprints.

Chica?o Fed Letter is available without charge
from the Public Information Center, Federal
Reserve Bank ofChlcago, P.0. Box 834,
Chicago, Illinois, 60690, (312) 322-5111.
ISSN 0895-0164



Light vehicle output is expected to decline in the second uarter on a season-

ally adjusted basis, after surging in late 1993 and early 1994. Light truck
duction. has been closing inon caﬁ)acny limits, and automakers ave notbeen
able to increase oytput along the Tines normall expected for this time of
year. During April, however, amodestunderbund arose in car production,
where capacity constraints have not been as serious.

Desi)lte these developments light vehicle output still remains well above the
levels of a year earlier. Purchasing managers”surveys showed the region’s
overall industrial output buildingeven Freater mormentum through April.
Particularly strong gains have been posfed in recent months in the broad-
based Chicago survey.

ourc s, The Midwest Mgnufacturmg Index

|sacomposne Index of 15 industries
ased on month g hours worked and kilowatt
ours. IP represents the Federal Reserve Board
ndustrial productlon Index for the US. manu-
facturing sector. A\uos and | l% ht trucks are
measured in annualized \Ph ysical units, usm
seasonal adjustments developed by the Board
Th e urc ﬁsmr\% mana(];ers slirve Broductlon
ind ex ort |westsawe|? e averageo
the production comﬁonents om the C |ca90,
Detroit, and Milwaukee Purchasm? Managers
Association survey, with assistance from Bishop
Associates and Comerica.
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