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The Governor of California
President pro Tempore of the Senate
Speaker of the Assembly

State Capitol

Sacramento, California 95814

Dear Governor and Legislative Leaders:

Asrequested by the Joint Legislative Audit Committee, the California State Auditor presents
this audit report concerning the revenues and expenditures of the San Joaquin Valley Air
Pollution Control District (district) and its implementation of certain program requirements.

This report concludes that the district’s stationary source permit fees are allowable
and generate fee revenue less than its costs. To make up the difference the district
lawfully uses revenue each year from other sources, including revenue from penalties,
interest earned, and state and federal grants, to supplement its permit fee revenue.
After projecting a $2 million shortfall for fiscal year 2014—15, the district sought, and
enacted in April 2015, a fee increase of 4.8 percent beginning in fiscal year 2015-16
for the majority of its permits and an additional increase of 4.4 percent in fiscal
year 2016—17. Although the district will need to continue to make use of its supplementary
funding, it expects that the recent fee increases along with continued operational
streamlining will enable it to balance its costs and revenues.

The district could improve the consistency and transparency of certain program requirements.
Because of the role the district plays in issuing various stationary source permits, it can be
named as a party in litigation under the California Environmental Quality Act (CEQA).
To protect the district and its many regulated customers from the potential costs of
CEQA litigation, the district requires a small number of permit applicants each year to
provide the district additional financial security by signing an indemnification agreement
and providingaletter of credit. Although the district has published a policy that specifies the
circumstances under which permit applicants must provide indemnification agreements
and letters of credit, in practice the district used its discretion to make the final decision of
when to require these documents that sometimes varied from its policy and did not always
document the rationale for its decisions. After we brought this matter to its attention, the
district revised its policy indicating that it will conduct a case-by-case analysis for future
projects and document its reasoning.

Respectfully submitted,

ELAINE M. HOWLE, CPA
State Auditor

621 Capitol Mall, Suite 1200 Sacramento, CA 95814 916.445.0255 916.327.0019 fax www.auditor.ca.gov
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Summary

Results in Brief

The San Joaquin Valley Air Pollution Control District (district)
adopts rules designed to meet the air quality standards for the

San Joaquin Valley set by the U.S. Environmental Protection Agency
related to stationary sources of pollution. To comply with federal
and state law, the district has established a permitting system that
requires every person or entity who operates a stationary source

of air contaminants—that is, large, fixed, sources of air pollution,
including power plants, refineries, and factories—to obtain a permit
and pay a fee for that permit.

Our review found that the stationary source permit fees charged by
the district are allowable and generate fee revenue less than its costs.
From its permit fees, the district received an average of $17.6 million,
or 39 percent of its annual average operating revenue, for fiscal
years 2010—11 through 2014—15. However, this revenue alone is not
sufficient to cover the district’s regulatory costs of inspection and
review activities. To make up the difference, the district has other
sources of revenue that it can lawfully use to supplement its permit
fee revenue, including revenue from penalties, interest earned, and
state and federal grants. For fiscal years 2010—11 through 2014-15,
the district received an average of $8.3 million annually, part of
which it used to supplement its permitting program. In addition,
the district maintains an unassigned fund balance in its general fund
that it drew from in fiscal years 2012—13 and 2013—14. The district
maintained an unassigned fund balance of between $13.1 and

$14.3 million for fiscal years 2010—11 through 2013—14, or roughly
three months of operating expenses.

During its annual budget process, the district evaluates whether
its current revenue from permit fees and other supplementary
sources is sufficient to cover its operations. If the budget analysis
indicates that budgeted expenditures will exceed projected
revenue even after the district implements feasible cost-cutting
measures, the district will consider increasing its fees. Based on
its annual budget analysis in 2013, the district projected a shortfall
of approximately $2 million for fiscal year 2014—15. The district
later submitted a proposal to increase its permit fees, which its
governing board adopted in April 2015. Specifically, the district
enacted a fee increase of 4.8 percent for the majority of its
permits for fiscal year 2015-16, with an additional increase of
4.4 percent for fiscal year 2016—17. Before these fee increases,
the district had increased most of the permit fees by the same
percentage (across the board) only two other times—in 1997

and 2008.

April 2016

Audit Highlights . ..

Our audit concerning the revenues and
expenditures of the San Joaquin Valley
Air Pollution Control District (district) and
its implementation of certain program
requirements revealed the following:

» The stationary source permit fees charged
by the district are allowable, but the fee
revenue alone is not sufficient to cover the
district’s requlatory costs of inspection
and review activities.

» The district uses other sources to
supplement its permit fee revenue,
including revenue from penalties, interest
earned, and state and federal grants.

» After its most recent fee increase takes
effect in fiscal year 201617, the
district’s permit fee revenue will continue
to be below the costs related to each
regulatory activity.

» Although it had a policy, in practice the
district used its discretion to make final
decisions for requiring indemnification
agreements and letters of credit from
permit applicants that sometimes varied
with its policy.

» The district does not have an adequate
system for requesting, maintaining, and
tracking indemnification agreements
and letters of credit.
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Legal requirements that apply to fees state that the district may not
collect fees in excess of the costs to perform the related regulatory
activity. Using the district’s fiscal year 2013—14 fee revenue, we
estimated that the district’s revenue from each of its permit fees will
continue to be 15 percent to 86 percent below the costs related to
each respective regulatory activity after its most recent fee increase
takes effect in fiscal year 2016—17. Therefore, to cover the costs of
its operations, the district will need to use a portion of the other
revenue it receives from penalties, interest earned, and state and
federal grants. The district expects that the recent fee increases
along with its continued operational streamlining will enable it to
balance its costs and revenue.

Because of the role the district plays in issuing various stationary
source permits, it can be named as a party in litigation under the
California Environmental Quality Act (CEQA). Under CEQA
regulations, two of the basic purposes are to inform individuals
about potential, significant environmental effects of proposed
activities and to identify ways that environmental damage can be
avoided or significantly reduced. Under CEQA, a resident can bring
a lawsuit if he or she believes those who are leading the project,

or those who have some responsibility for the project, have not
followed certain procedural requirements designed to protect

the environment. To protect the district and its many regulated
customers from the potential costs of CEQA litigation, the district
requires certain permit applicants to provide the district additional
financial security by signing an indemnification agreement and
providing a letter of credit. An indemnification agreement is an
agreement limiting the district’s financial liability. A letter of credit
is issued by a bank that agrees to provide prompt payment on
behalf of the permit applicant, if needed. The district’s published
policy in place during our review specifies the circumstances under
which permit applicants must provide indemnification agreements
and letters of credit. However, this policy is inconsistent with the
district’s internal methodology for indemnification agreements for
permit applicants. Specifically, the district’s published policy focuses
solely on the district’s level of responsibility in approving the project
as the determining factor in whether to require indemnification,
while its internal methodology contradicts the published policy in
certain instances where the district believes the project is not of
public concern.

Additionally, in practice the district uses discretion to make

the final decision as to whether to require an indemnification
agreement and a letter of credit, and it does not always follow the
published policy or internal methodology. The district justifies its
decision to deviate from its policy or methodology by noting that it
needs to use discretion so as not to be overly burdensome to permit
applicants. For example, district rules require a dairy to obtain a
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permit when it reduces the number of cattle at a site. If the district
strictly followed its internal methodology, it would ask the dairy to
sign an indemnification agreement, even though the change would
reduce pollution and be unlikely to generate litigation. However,
the district often did not document its rationale when it used
discretion, with the result that we identified two similar projects
for which the district made different decisions: it required an
indemnification agreement and a letter of credit from one project
and not the other. Without documenting its reasoning, the district
cannot be fully transparent and demonstrate that it treats similar
permit applicants consistently. After we discussed these concerns
with the district, it published a revised policy in March 2016
indicating that the district will conduct a case-by-case analysis of
whether to require an indemnification agreement or letter of credit,
and it will document its reasoning. Finally, the district does not
have an adequate system for requesting, maintaining, and tracking
indemnification agreements and letters of credit. For one project,
the district believed it had a letter of credit when it did not. For
another project, the district did not request a new letter of credit
to replace one that expired before the end of the agreed-upon
time frame, causing the district to lose the protection it sought to
obtain. Although our review revealed that the district requires these
documents only from a few permit applicants, it is important for
the district to ensure that the documents are in place if needed.

Recommendations

To ensure consistency between its published policy and its internal
methodology so that permit applicants are aware of the district’s
requirements and receive equal treatment, the district should
update its internal methodology by July 2016 to contain equivalent
information to reflect its revised published policy.

To make certain that it can demonstrate consistency and
transparency in its decision-making process when it determines
which permit applicants it requires to provide additional financial
security, the district—after updating its guidance documents—
should follow its revised published policy and updated internal
methodology for requiring indemnification agreements and letters
of credit.

To ensure that the district is adequately protected from the costs
of litigation, it should develop a protocol to maintain all required
legal documents accurately and to make sure that those documents
remain in effect. By July 2016, the district should adopt such a
protocol for management of its centralized system for requesting,
tracking, storing, and following up on indemnification agreements
and letters of credit.

April 2016
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Agency Comments

The district stated that based on the concerns raised and our
recommendations, as well as its core values which call for
continuous improvement and open and transparent processes,

it revised its policy to clearly describe the case-by-case nature

of its risk management decisions and to require documentation of
those decisions.
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Introduction

Background

To protect air quality across the country and to promote public
health and welfare, Congress enacted the federal Clean Air Act,
which regulates air emissions from stationary sources, including
factories and chemical plants, and mobile sources, such as motor
vehicles. To implement the law, the U.S. Environmental Protection
Agency (U.S. EPA) sets air quality standards for various air pollutants,
establishing levels so as to protect public health and welfare. For each
air quality standard, the U.S. EPA also designates geographic regions
as either attainment areas, which are at or below the level established
by the U.S. EPA for that pollutant, or as nonattainment areas, which
are above the established level for the pollutant.

To achieve the goals of the federal Clean Air Act, the U.S. EPA
works with the states, including California, under a cooperative
model. States have primary responsibility for assuring air quality
within their respective boundaries and must develop a state
implementation plan that specifies how the state will meet and
maintain air quality standards. In California, the California Air
Resources Board regulates the air pollution caused by motor
vehicles, and the local air quality control districts regulate the
air pollution caused primarily by stationary sources—large, fixed
sources of air pollution, including power plants, refineries, and
factories. The San Joaquin Valley Unified Air Pollution Control
District (district) adopts rules designed to meet the air quality
standards set by the U.S. EPA for the San Joaquin Valley related to
stationary sources of pollution.!

The district began operating in March 1991 and was formed
through the merger of existing county districts covering

eight counties: San Joaquin, Stanislaus, Merced, Madera, Fresno,
Kings, Tulare, and part of Kern. Figure 1 on the following page
shows the boundaries of the district. State law requires that the
district be governed by a 15-member board, including one member
appointed by each county’s board of supervisors; one medical or
science professional and one physician, each appointed by the
governor; and five city council members from cities within

the district. These city council members are appointed by a special
city selection committee consisting of one city council member
from each city located within the district’s territory. A majority of
members on each city council chooses the member who will sit on
the special city selection committee.

T Although the district’s official name includes Unified, it typically uses its more common name—
the San Joaquin Valley Air Pollution Control District. Therefore, throughout this report, we use its
common hame.

April 2016
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Figure 1

Boundaries of the San Joaquin Valley Air Pollution Control District
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The San Joaquin Valley’s climate, transportation infrastructure,
industrial demographics, and geography make it highly susceptible

to air pollution. In fact, the district has been designated by the

U.S. EPA as a nonattainment area since the early 1990s, and it is
currently designated as a nonattainment area for certain types

of pollution, meaning its levels exceed the established levels for

those pollutants. The district comprises the entire San Joaquin Valley
Air Basin, which is approximately 250 miles long, stretching from
Stockton to Bakersfield, and which is bordered on three sides

by mountain ranges that capture air pollution. Pollution in the

San Joaquin Valley comes from numerous sources, including

4 million residents who live in the valley and their vehicles.

The San Joaquin Valley also contains two prominent highways:
Interstate 5 and State Route 99. In addition, a number of stationary
sources of air pollution affect air quality in the district. According to
the U.S. EPA, the San Joaquin Valley is California’s top agricultural
producing region, growing more than 250 unique crops. Further, the
U.S. Department of Agriculture reports that California has the

most dairy cows of any state in the nation, and 89 percent of

the State’s dairy cows live in the San Joaquin Valley. These agricultural
activities create dust and other air pollutants that the district regulates.
Another source of air pollution in the valley is oil and gas production
from refineries. All of these factors combined have made the
counties within the district among the most polluted the U.S. EPA
has measured nationally for small particle pollution, as can be seen
in Figure 2 on the following page. Small particle pollution consists of
particles found in the air, such as dirt, dust, soot, smoke, and liquid
droplets, that are less than 2.5 micrometers and small enough to lodge
deeply in the lungs. High levels of air pollution, specifically ozone

and particle pollution, threaten the health and lives of those who live
in such areas by causing respiratory and cardiovascular problems—
including asthma, heart attacks, and strokes—and particle pollution
may also cause cancer.

District Permitting Fees and Revenue

The federal Clean Air Act requires each state to establish a stationary
source permitting system (permitting system). In addition, California
law authorizes every air pollution control district to establish

a permitting system that requires every person who operates a
stationary source of air contaminants to obtain a permit from the
district. To implement its permitting system, the district has adopted
rules that impose certain requirements on various activities that result
in stationary source pollution, and it charges fees for issuing permits
and conducting related regulatory activities. These permits include
permits covering the construction and operation of certain types of
pollution-causing equipment. The district may combine the fees it
receives from these permits and use the funds to cover the costs of
district programs related to permitted stationary sources of pollution.

April 2016

7



8

California State Auditor Report 2015-125
April 2016

Figure 2
The Most Polluted Counties for Small Particle Pollution

1 Kern 4 Madera 7 Imperial (CA) 9 San Joaquin
2 Tulare 5 Fresno 8 Plumas (CA) 11 Shoshone (ID)
3 Kings 6 Riverside (CA) 9 Stanislaus 12 Allegheny (PA)

Source: U.S. Environmental Protection Agency’s (U.S. EPA) PM2.5 county-level summary for annual design values for 2012 through 2014.
PM2.5 pollution is small particles found in the air, such as dirt, dust, soot, smoke, and liquid droplets, that are less than 2.5 micrometers in size.

Note: Counties identified in red are seven of the eight counties that constitute the San Joaquin Valley Air Pollution Control District. Merced, the
eighth county, was the 21st most polluted county for PM2.5 levels. Stanislaus and San Joaquin had the same annual PM2.5 level. The ranking includes
470 counties nationally for which the U.S. EPA calculated values based on county-reported data that met certain mandatory requirements for 2012
through 2014. Counties that did not submit information or that submitted incomplete information are not included in the ranking.

Under its permitting system, the district also charges other
program fees. These other program fees—which we refer to as
special program fees—are for specific programmatic purposes.
For example, it charges a special program fee for those who
register portable emissions-generating equipment. According to
the proposal establishing the fee, this fee is to cover the cost of
administering the portable equipment registration program. The
district also regulates certain other “nontraditional” stationary
sources of pollution, such as asbestos removal and wood-burning
heaters, and it charges special program fees to cover the costs of
regulating those specific activities. In addition, the district charges
certain other fees, which we refer to as in-lieu-of-compliance fees
because fee payers may pay these fees to avoid complying with a
pollution reduction rule or to be able to comply with a less strict
requirement. The district must use the revenue it obtains from
these in-lieu-of-compliance fees to support pollution reduction
activities related to the same types of pollution the rule seeks
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to reduce. For fiscal years 2010—11 through 2014-15, the district
received annual average revenue of $5.9 million from one of its
in-lieu-of-compliance fees, the Advanced Emissions Reduction
Option. For two of these years, the district also received a small
amount from another in-lieu-of-compliance fee, the Internal
Combustion Engine Option. According to a deputy air pollution
control officer, the district has spent this revenue on projects
aimed at advancing emission reduction technology and on

various emissions reduction projects funded by the district’s grant
components. Examples of the fees charged appear in the Appendix.

From fiscal year 2010—11 through 2014-15, the district’s annual
operating revenue averaged more than $45.4 million, which
includes revenue for its permitting activities as well as other district
functions. As shown in Figure 3, the district’s annual revenue from
its permit fees, on average, was $17.6 million for the same period.

Figure 3
Average Annual Operating Revenue Sources for the San Joaquin Valley Air Pollution Control District
Fiscal Years 2010-11 Through 2014-15

Miscellaneous*—$1.4 million

/ State and federal grants—$3.0 million
/

Administrative feest—$3.0 million

Penalties¥—$4.0 million

Permit fees#—
$17.6 million

In-lieu-of-compliance feesS—$5.9 million

DMV fees!!l—
$10.5 million

Sources: Accounting system and comprehensive annual financial reports for fiscal years 2010-11 through 2014-15 for the San Joaquin Valley Air
Pollution Control District (district).

* Miscellaneous revenue includes sources such as interest earned.

T According to the district’s director of incentives and administrative services, administrative fees are portions of grant funds received by the district
designated to cover its costs to administer the grants.

* Penalties include revenue from charges relating to noncompliance with district rules. The district refers to these penalties as settlements.
§ In-lieu-of-compliance fees is our term for the four fees that can be paid in lieu of complying with an emissions limit.

II' State law allows the district to receive fees collected from motor vehicle registrations to use to reduce air pollution from motor vehicles and for
related planning, monitoring, enforcement, and technical studies necessary for the implementation of the California Clean Air Act of 1988. These fees
cannot be used to support the district’s stationary source permitting system.

# Permit fee revenue includes revenue from construction, annual operating, and special program fees.
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Figure 4

Since establishing its initial schedule of fees in 1992, the district has
uniformly increased the majority of its fees three times: in 1997, 2008,
and 2015. As shown in Figure 4, in 1997 the district increased its fees
by 5 percent; in 2008, it instituted a two-part increase of 8 percent in
fiscal year 2008—09 and another 8 percent increase in 2009—10; and
in 2015, it instituted another two-part increase of 4.8 percent in fiscal
year 2015—16 and an additional 4.4 percent in fiscal year 2016—17. The
district has also amended individual rules governing air pollution to
add fees. For example, the district amended a rule in January 2015

to add the option of paying a fee in lieu of compliance with a stricter
emissions limit on heaters. Sellers of heaters would either have to sell
only units that comply with the new limit or pay the district a fee per
noncompliant unit sold.

Time Line of the San Joaquin Valley Air Pollution Control District’s Creation and Fee Increases

The San Joaquin Valley
Air Pollution Control
District (district) y

began operation.

2

The district adopted a
schedule of fees for its

some special programs.

April 2015

The district increased The district increased The district increased
its annual permit fees most of its fees by most of its fees by
in January 2008 in fiscal year 2015-16

and by an additional
44 percentin fiscal
year2016-17.

and by an additional
8 percentin fiscal
year 2009-10.

HH

Sources: District’s consolidated annual financial reports, minutes from the district’s governing board meetings, and staff reports to the district’s

governing board.

Scope and Methodology

The Joint Legislative Audit Committee directed the California State
Auditor to perform an audit to determine the sufficiency of revenue
from stationary sources of air pollution and permit fees and to
assess whether the district’s policies require certain entities to post
bonds against potential lawsuits. Table 1 lists the audit objectives
and the methods we used to address them.



Table 1
Audit Objectives and the Methods Used to Address Them

AUDIT OBJECTIVE

California State Auditor Report 2015-125
April 2016

METHOD

Review and evaluate the laws, rules, and regulations
significant to the audit objectives.

Determine whether the district’s revenue from
stationary sources and permit fees are sufficient to
fund selected industries’ permitting and regulation

programs including, but not limited to, the following:

a. Review district policies and methodologies for
setting fee rates.

b. Assess whether the fees are reasonable and
allowable. Review revenue, expenditures,
and fund balances of fee-based programs over
the past five fiscal years.

¢. Assess if the district is supplementing
certain programs with funds from other
fee-based programs or other state and federal
fund sources.

Determine whether the district’s policies require
certain entities to post bonds against potential
lawsuits resulting from the district’s granting of
permits including, but not limited to, the following:

a. Review district methodologies for establishing
bonding policies and assess whether they
are reasonable.

b. Assess which types of permits meet the bonding
requirement set by the district.

¢. Determine whether the district budgets for
litigation costs resulting from contested permits.
If it does, assess the reasonableness of the
funding amount and any relationship the funding
may have to entities required to post bonds.

Review and assess any other issues that are
significant to the audit.

Reviewed relevant laws, regulations, and other background materials applicable to the
San Joaquin Valley Air Pollution Control District (district).

Reviewed the methodology for each of the district’s rules that set a fee and determined
whether the methodology was reasonable and authorized by law.

Reviewed revenue for fiscal years 2010-11 through 2014-15.
Reviewed the method the district uses to determine expenditures for each fee rule.

Reviewed the process the district used for its last fee increase to assess whether
revenue exceeded expenditures and whether fees were raised appropriately.

Selected and reviewed 10 Authority to Construct permit fees from fiscal
year 2010-11 through 2014-15 that district rules require it to charge based on an
hourly rate that is updated each year. Our review found that the district billed the
appropriate hourly rate for the number of hours indicated in its invoices.

Reviewed the categories district staff charge time toward for activities relating to
its fees and found all of the categories to be reasonably related to the fee charged.

For its 2015 fee increase analysis, identified the amount of supplementary revenue
used by the district and determined whether, based on our review of relevant
criteria, the funds could be used to supplement its fee-based programs.

Reviewed the district’s process for identifying whether it has sufficient revenue to
operate its fee-based programs.

Determined that the district does not require bonds but instead requires
indemnification agreements and letters of credit when needed.

Reviewed the district’s publicly available policy and internal methodology to
determine when the district would require an indemnification agreement or letter
of credit and determined whether the guidance was reasonable and consistent.

Obtained a list of projects for which the district required the applicant to provide
additional financial security.

Judgmentally selected and reviewed 19 projects from fiscal year 2010-11
through 2014-15 for which the district should have required the applicant to
provide an indemnification agreement and letter of credit according to its policy
or internal methodology.

For the 19 projects, determined whether the district followed its policy and
internal methodology and whether any deviation from its policy was reasonable.
The district does not discretely budget for litigation costs from contested permits.
However, its legal expenditures have been minimal.

The district’s average annual expenditures for its legal department for fiscal years
2010-11 through 2014-15 were $514,600.

Over the same five fiscal years, the district spent less than $4,000 in total to hire
external legal counsel to help with litigation and other matters.

We did not note any other significant issues.

Sources: California State Auditor’s analysis of Joint Legislative Audit Committee audit request number 2015-125, and information and documentation
identified in the table column titled Method.
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Assessment of Data Reliability

The U.S. Government Accountability Office, whose standards

we are statutorily required to follow, requires us to assess

the sufficiency and appropriateness of computer-processed
information that we use to support our findings, conclusions, or
recommendations. In performing this audit, we obtained electronic
data files extracted from the district’s Serenic Navigator system for
July 1, 2010, through June 30, 2015. We did not perform accuracy
and completeness testing on these data because the district’s
Serenic Navigator system is a mostly paperless system. Alternatively,
we could have reviewed the adequacy of selected information
system controls but determined that this level of review was
cost-prohibitive. However, to gain some assurance of the reliability
of the data for revenue by fee category and expenditures by division,
we compared Serenic Navigator information to the district’s audited
financial statements and found that the data were consistent with
reported financial information. As a result, we assessed the data as
being of undetermined reliability for the purpose of calculating the
district’s revenue and expenditures. Although this determination
may affect the precision of the numbers we present, we found
sufficient evidence in total to support our findings, conclusions,

and recommendations.
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Audit Results

The San Joaquin Valley Air Pollution Control District’s Permit Fee
Revenue Is Below Its Costs, and It Supplements This Revenue With
Other Sources of Funding

The stationary source permit fees (permit fees) charged by the

San Joaquin Valley Air Pollution Control District (district) are
allowable and generate fee revenue less than the district’s costs.

As described in the Introduction, the district operates a stationary
source permitting system (permitting system) for which it charges
fees for the permits it issues. The district initially established

its permit fees in 1992. State law allows the district to adopt, by
regulation, a schedule of annual fees to cover the cost of district
programs related to permitted stationary sources. The district may
not collect fees in excess of the associated costs.

To help determine the costs associated with the various fees, the
district has established a process for staff to charge their time to
activities relating to specific fee rules, which are district regulations
implementing its various programs. Our review found that the
activities to which district staff charged their time related reasonably
to the fees charged. For example, district staff charged time to the
agricultural burning fee for activities such as preparing inspections
and processing permits relating to agricultural burning. The

district used the hours staff charged to estimate the expenditures
relating to each fee rule. For its most recent fee increase, the district
calculated the costs associated with each fee by using a percentage
based on the number of hours that each division charged to a
particular fee compared to the total expenditures for that division.
For example, in fiscal year 2013—14, staff in the district’s permitting
division spent 339 hours on activities related to the certified air
permitting professional fee, and the district assigned a proportional
share of expenditures, nearly $45,000, to that fee. Following the
district’s method, we found that none of the revenue for a particular
fee exceeded the regulatory costs associated with that fee.

The district’s fee revenue covers only a portion of the costs of its
permitting system. As noted in Figure 3 on page 9, an average of
$17.6 million, or 39 percent of the district’s annual average operating
revenue for fiscal years 2010—11 through 2014—15, came from its
permit fees. This revenue consists of revenue from the district’s
construction, annual operating, and special program fees, as shown
in Figure 5 on the following page. However, this revenue has not
been sufficient to cover the regulatory costs of the inspection and
review activities for any of the district’s programs for which it
charges fees. Specifically, when the district analyzed its permitting
system revenue and expenditures for fiscal year 2013—14 in
connection with its most recent fee increase, it found that each fee’s
revenue was less than the fee’s associated regulatory cost.

April 2016
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Figure 5

Average Annual Permit System Revenue Sources for the San Joaquin Valley
Air Pollution Control District

Fiscal Years 2010-11 Through 2014-15

Construction
fees—$2.9 million

Special program
Annual operating fees—$3.6 million*
fees—$11.2 million

Source: Accounting system for the San Joaquin Valley Air Pollution Control District.

Note: The average annual permit fee revenue sources total is $17.7 million, which is slightly higher
than the amount shown in Figure 3. The differences are due to rounding.

* Revenue for select special program fees is broken out in Figure 6.

The district also has other sources of revenue that it uses to
supplement its permit fee revenue, including revenue from penalties,
interest earned, and state and federal grants. The legal restrictions
for the penalty revenue and the state and federal grants allow these
amounts to be used to supplement the permitting system. For fiscal
years 2010—11 through 2014—15, the district received an average of
$8.3 million annually from these other sources of revenue. Although
the district identifies total supplemental revenue in its financial
statements, the district does not typically distinguish how much
revenue from other sources it uses to supplement its permitting
system versus how much it uses for other functions. However, when
calculating its most recent fee increase, it identified approximately
$4.9 million in supplementary revenue in fiscal year 2013—14 that it
allocated specifically for its permitting system.

The district’s director of incentives and administrative services
stated that, in calculating the recent fee increase, the district
allocated this $4.9 million in supplementary revenue to the various
fee rules in proportion to the district’s expenditures related to
each fee rule. She also stated that expenditures for each rule

can fluctuate annually based on the demands of each permit or
program. Therefore, according to this director, the district used its
discretion to adjust the allocation of the other revenue amounts
among the rules to keep the fees for each rule stable year to year.
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For example, the district increased the amount of supplemental funding
assigned to its dust control plan fee rule, noting costs were well above
average in fiscal year 2013—14 because of conditions caused by the
drought. As a result of these calculations, the district assigned each fee
rule a different percentage of the supplementary funding. After this
allocation, each fee’s total revenue was still less than the associated
expenditures, as shown for select special program fees in Figure 6. The
district also had an unassigned fund balance in its general fund, which it
drew on in fiscal years 2012—13 and 2013—14. As of June 2014, the fund
balance was $13.3 million. Although the district needed to use less of its
unassigned fund balance than it budgeted in fiscal years 2012—13 and
2013—14, it projected that it would continue to draw from its fund balance
in the future. Budgeted use of its fund balance is one criterion the district
considered when analyzing the need for a fee increase. From fiscal

year 2010—11 through 2013-14, the district maintained an unassigned
fund balance in its general fund of between $13.1 and $14.3 million, which
is equivalent to roughly three months of operating expenses.

Figure 6
Select Special Program Fee Revenue and Related Expenditures for the San Joaquin Valley Air Pollution Control District
Fiscal Year 2013-14

$1,000,000 Il Fee revenues
I Grant and subvention revenues
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Source: San Joaquin Valley Air Pollution Control District (district) fee review completed in 2015.

Note: The above fees include all special program fees for which the district analyzed revenue and expenditures for its most recent fee increase. It does
not include the federally mandated ozone nonattainment fee, which is set in the federal Clean Air Act, and the Regulation VIl alternative compliance
plan review fee, as the district did not collect any revenue for the fee in fiscal year 2013-14.

* Other revenues include amounts from interest and penalties from noncompliance with district rules.
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During its annual budget process,
the district considers whether
current revenue is adequate to
cover its costs. If it is not, the district
may pursue a fee increase.

As part of the district’s annual budget process, it considers whether
current revenue is adequate to cover costs. If not, the district may
pursue a fee increase. During its budget process, the district projects
the workload associated with its tasks and functions, and then it
calculates the associated labor costs, including its indirect costs. In
addition, the district develops five-year revenue projections for each
of its fee-based rules. According to the director of incentives and
administrative services, the district then determines whether the
revenue other than fees, such as funding from grants and penalties
as well as unassigned fund balances, are adequate to balance its
budget. If the budget analysis indicates that the district will have
insufficient total funds even after implementing feasible cost-cutting
measures and after reviewing the need for discretionary tasks, the
district will consider increasing its fees.

According to a deputy air pollution control officer, based on its
annual budget analysis in 2013 and other financial information, the
district informed the governing board (board) that a fee increase
might be necessary. At that time, the district projected that its
operating revenue would be approximately $2 million short of its
expenses for fiscal year 2014—15. In September 2013, the board
approved a review of a potential fee increase. The district later
submitted a proposal to amend the district’s fee rules, which

the board adopted in April 2015. This amendment increased the
majority of the district’s permitting program fees by 4.8 percent
beginning on July 1, 2015, and by an additional 4.4 percent beginning
on July 1, 2016.

In addition, according to the board’s meeting agenda item for

the proposal, the district adjusted three particular fees to ensure
adequate cost recovery and to avoid circumstances in which

some businesses subsidized costs for others. Specifically, the
district increased its hearing board fees by the same percentage

as it had increased the other fees, but it also added an excess
emissions fee for certain applicants. The district’s March 2015

staff report noted that certain applicants require additional staff
time because of the size of the variance from district rules they

are requesting from the hearing board. A variance is a temporary
order allowing an entity to continue operations while it comes into
compliance with district rules. To recoup some of these additional
costs, the district imposed a new fee for variances with excess
emissions. The district also changed its agricultural burning fee

to $36 per burn site. Previously, the district had charged a permit
fee amount based on the number of burn locations—one site,

two sites, or three or more sites. Therefore, before the change

in the fee’s structure, a small farmer with three burn sites would
pay the same fee as a large operation with 100 burn sites. Finally,
the district increased its asbestos removal fee by 37 percent for fiscal
year 2015—16. A district deputy air pollution control officer indicated
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that the district raised this fee because regulating asbestos removals
consistently costs the district more than the revenue generated by
the fee and because the asbestos removal fee is a stand-alone fee
with a narrow scope of functions performed by the district.

Before the fee increase was approved in April 2015, the district had
increased the majority of the permit fees by the same percentage
(across the board) only two other times—in 1997 and 2008. In its
most recent fee increase proposal, the staff report states that the
district had minimized its need for across-the-board fee increases
by adhering to fiscally conservative principles aimed at maximizing
efficiency and minimizing costs, such as leveraging technology and
streamlining processes to reduce related operating costs. Using

the district’s fiscal year 2013—14 fee revenue, we estimated that

the district’s permitting system fee revenue will continue to be

15 percent to 86 percent below the costs of the respective regulatory
activities after its most recent fee increase takes full effect in fiscal
year 2016—17. Therefore, the district will still need to make use of

a portion of the other revenue it receives from penalties, interest
earned, and state and federal grants to supplement its permit fee
revenue. The district projected that with the fee increases and
continued operational streamlining it will be able to balance its
costs and revenue.

The District Can Improve the Consistency and Transparency
of Its Process for Requiring Additional Financial Security and
Indemnification From Permit Applicants

To protect the district and its many regulated customers from the
potential costs of litigation, each year the district identifies projects
that it considers a litigation risk and requires the permit applicants
to sign an indemnification agreement and provide a letter of credit.
The district issued an annual average of more than 4,600 Authority
to Construct permits (construction permits) for fiscal years 2010—11
through 2014-15, and it has required fewer than 15 indemnification
agreements and only 10 letters of credit on average for the last

5 fiscal years. An indemnification agreement is an agreement limiting
the district’s financial liability and has no immediate financial cost.
A letter of credit is issued by a bank that agrees to provide prompt
payment on behalf of the permit applicant, if needed, unlike a

bond, which may be subject to substantial delays when the district
attempts to collect. The applicant generally must pay a charge to its
bank for the letter of credit. If the district draws on a letter of credit,
the bank then seeks payment from the applicant.

The indemnification agreements and letters of credit that the
district requires are intended to mitigate the potential costs of
litigation under the California Environmental Quality Act (CEQA).

April 2016

We estimated that the district’s
permitting system fee revenue

will continue to be 15 percent to

86 percent below the costs of the
respective regulatory activities after
its most recent fee increase takes
full effect in fiscal year 2016-17.
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The district’s guidance to staff

for generally identifying which
projects require an indemnification
agreement or letter of credit
provides some inconsistent
guidance to staff.

California enacted CEQA in 1970, and it is an essential component
of the district’s permitting process. According to state regulations,
two of the basic purposes of CEQA are to inform individuals about
potential, significant environmental effects of proposed activities
and to identify ways that environmental damage can be avoided,
significantly reduced, or mitigated. Further, state regulations require
public agencies to disclose why the agencies approved projects if
they involve significant environmental effects. Under CEQA, a
resident can bring a lawsuit if he or she believes a project did not
adequately mitigate the pollution it caused.

The district’s decisions as to which projects require indemnification
agreements and letters of credit are informed by the role played

by the district under CEQA. Specifically, CEQA and its guidelines
define an agency’s role in the permitting process as that of either
the lead agency or a responsible agency. The lead agency has
principal responsibility for carrying out or approving a project that
may have a significant effect upon the environment. According

to state regulations, the lead agency on a project likely to have
various environmental impacts that require approvals will normally
be the agency with a general governmental purpose, such as a

city or county, rather than an agency with a single or limited
purpose, such as an air pollution control district. An entity that
has some responsibility in the environmental approval process

but that is not the lead agency is deemed a responsible agency. For
example, according to the district counsel, when a dairy increases
its herd, the district is most often a responsible agency because it
has the single purpose of air quality management. However, air
quality is just one among various environmental concerns that

the project could potentially affect; these concerns include water
quality, waste management, habitat conservation, and community
conservation, which are outside the district’s purview. CEQA
regulations also include guidelines for another category the district
uses in deciding whether to require an indemnification agreement:
whether the proposed project may have a “significant” effect on
the environment.

The district’s CEQA implementation policy for construction
permits, approved by district staff in 2010 and in place during
our review, clearly states that when the district is the lead agency,
it must require both an indemnification agreement and a letter
of credit. The policy also states that when the district acts as

a responsible agency for CEQA purposes, it may require an
indemnification agreement. However, the district’s guidance to
staff—which includes a procedural memo and a decision matrix
(internal methodology)—for generally identifying which projects
require an indemnification agreement or letter of credit provides
some inconsistent guidance to staff. As shown in Table 2, the
district developed a matrix to help staff identify projects that
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require additional security through an indemnification agreement
and a letter of credit. The matrix indicates that district staff should
consider whether or not the permit application is a subject of
public concern. In its procedural memo, the district identifies
specific areas that it considers to be of public concern. Despite

the fact that the district’s published policy clearly requires both an
indemnification agreement and a letter of credit when the district
acts as the lead agency in an authority-to-construct situation,
according to the matrix, district staff would not ask for a letter of
credit if the district is the lead agency on a project that has less
than significant emissions and for which there is no public concern.
Instead, staff would only require an indemnification agreement.

Table 2
San Joaquin Valley Air Pollution Control District’s Internal Matrix for Requiring Indemnification Agreements and
Letters of Credit

CALIFORNIA ENVIRONMENTAL QUALITY ACT DETERMINATION

LESS THAN SIGNIFICANT# SIGNIFICANT*
DISTRICT DISCRETION DISTRICT IS LEAD* DISTRICT IS RESPONSIBLE* DISTRICT IS LEAD* DISTRICT IS RESPONSIBLE*
Public concernt Indemnification agreement ' Indemnification agreement Indemnification agreement ' Indemnification agreement
and letter of credit required = and letter of credit required and letter of credit required = and letter of credit required
No public concernt  Indemnification agreement  Nothing required Indemnification agreement ' Indemnification agreement
required and letter of credit required ' required

Source: San Joaquin Valley Air Pollution Control District (district).

* Under regulations adopted to implement the California Environmental Quality Act, a proposed project can be considered “significant” or
“less than significant” based on the amount of air pollution generated by the project. The statute also identifies public agencies involved in the
approval of the project as either lead agency or responsible agency, where the lead agency has primary reviewing responsibility.

T At the district’s discretion, it considers certain projects to be of public concern and thus more likely to generate litigation. Although the list of

projects that are of public concern changes, in recent years the district has considered projects such as dairy operations, oil and gas refineries, and

winery fermentation tanks to be projects of public concern.

Despite having a published policy and an internal methodology, the
district does not always follow either the policy or the methodology
when obtaining indemnification agreements and letters of credit
from permit applicants. We reviewed 19 projects for which, based
on the district’s policy and methodology, the district should have
required indemnification agreements and letters of credit. For
seven of the 19 projects, the district did not require indemnification
agreements and letters of credit consistent with its policy or
internal methodology. In three of these seven instances, the district
was the lead agency, and, under the district’s policy, it should have
required indemnification agreements and letters of credit. When
we asked why the district did not require these documents, a
deputy air pollution control officer stated that the district has never
required indemnification agreements for all projects for which

the district is the lead agency because it wants to avoid placing an
unnecessary burden on permit applicants. For example, because the
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Under its published policy, the
district should have required an
indemnification agreement and

a letter of credit for two similar
projects. However, it required these
documents for one project but not
the other.

district could be the lead agency for a project that involves little risk
of litigation, such as a change in equipment that actually reduces
harmful emissions, it might be reasonable for the district to use

its discretion.

For the remaining four projects, the district was a responsible
agency, and the projects were for facilities or operations that

the district deemed to be of public concern. According to a
deputy air pollution control officer, the district can require
indemnification agreements and letters of credit for potentially
controversial projects, but it makes that risk management decision
on a case-by-case basis, taking into account several factors. For
two of these projects, the district documented its reasons for not
requiring the indemnification agreements and letters of credit,
providing reasonable justifications that the project risks did not
appear to merit them. The district did not document its rationale
for not requiring indemnification agreements and letters of credit
from the other two projects, both dairies, but it indicated to us
that it did not require indemnification for one because the project
did not involve an increase in emissions. For the other project, the
district thought it had a valid letter of credit from another project
by the permit applicant and thus did not need additional security.
However, as we discuss later, we found that this letter of credit
had expired.

As aresult of its contradictory guidance and practices, the district
did not always treat applicants with similar projects consistently.
For example, for two projects involving wineries, the district,

as the lead agency for both projects, should have required an
indemnification agreement and a letter of credit under its published
policy. However, it required these documents for one project but
not the other. The district’s director of permit services stated that
the district did not ask for an indemnification agreement and a
letter of credit from one of the applicants because the project
would not result in an increase in emissions. The director of permit
services acknowledged that the district did not follow its policy in
this instance and stated that the district needs to revise its policy.

We also identified two projects involving the dairy industry, an
industry that the district identified in its internal procedure memo
as one of public concern and thus requiring indemnification
agreements and letters of credit. The dairy projects both involved
reducing or redistributing the herds, meaning the projects

would not increase either dairy’s emissions. Under district

rules, a permitted polluter must obtain a new permit if there is a
substantial change in projected emissions, even if the emissions
will decrease. However, for these two similar projects, the district
required an indemnification agreement and a letter of credit for
one and not the other. When we brought this inconsistency to
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the district’s attention, the director of permit services told us
that, unless directed by district counsel, the district does not
require indemnification agreements for projects with no increase
in emissions.

According to a district deputy director, the district does not always
require indemnification agreements because it does not want to
be overly burdensome. Although the district’s position may be
reasonable, as a project that reduce