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TRANSFERABLE CREDITS FOR VOLUNTARY REDUCTIONS IN GHG EMISSIONS INTENSITY

This paper discusses the issues related to the design of the guidelines for qualifying transferable credits for voluntary reductions
 in greenhouse gas (GHG) emissions intensity. The discussion is structured around the following questions:

1) What is a transferable credit?

2) Who determines if a GHG emissions reduction qualifies as a transferable credit, and on what basis?

3) What is the value of a transferable credit?

4) How should transferable credits relate to the enhanced GHG emissions registry?

5) Should the guidelines for qualification of transferable credits be equivalent to those in other, international GHG trading programs?

6) What specific guidelines should be used to qualify transferable credits?

Relationship to the Administration’s February 14 Policy Statement

Before discussing the specific issues related to the design of a transferable credit, it is important to place the discussion in a proper policy context.

The Administration’s climate policy calls for a national goal to reduce GHG emissions intensity by 18% over the next 10 years through a program of voluntary actions.  The Administration’s proposals for baseline protection and transferable credits are intended to function within this framework.

This paper assumes that a program of transferable credits will be implemented within the Administration’s policy framework for voluntary actions.  The paper further assumes that transferable credits will be part of an enhanced voluntary GHG emissions registry managed by DOE.

The analysis presented in the paper draws from current literature and experience with transferable credits, which is based largely on a regulatory framework.  However, the discussion in this paper assumes that transferable credit can be designed and implemented within a policy framework of voluntary action.

Historically, virtually all discussion and thinking regarding particularly the concepts of transferable credits and credit for prior action have been focused on their role in facilitating a cap and trade approach to reducing greenhouse gas emissions.  You will find that this submission is no exception in this regard.   We note, however, that an
emissions intensity of the economy approach ties program objectives to the state of the economy and requires metrics and approaches that are somewhat different from cap and trade regimes, which ignore economic performance.
Finally, the discussion and recommendations for the design of a transferable credit as part of a voluntary program should not be viewed as acknowledgement of, or support for, a possible future climate policy program regarding GHG emissions.  The paper is only intended to assist policymakers in their efforts to implement the goals and objectives articulated in the Administration’s climate policy statement. We will continue to expand our own thinking and discussion on how to better relate these elements and concepts to the President's announced greenhouse gas intensity of the economy approach, and we look forward to further discussion with you as the effort progresses.   Accordingly, please view this submission as a summary of our thinking to date, realizing that these thoughts will continue to evolve.
1.
What is a transferable credit?

Conceptually, a transferable credit is a claim to GHG emissions reductions that can be reassigned from the originating entity to another entity.

The entity that created the reduction has sole control of, and claim to, the reduction for the purposes of sale, transfer and assignment to another entity.  The claim results from the entity’s action to reduce, avoid or sequester emissions or otherwise reduce emissions intensity from its facilities in the U.S., or through domestic or international projects, or other means demonstrated by the entity.

The concept of transferable credits originated from proposals for regulatory programs where the government would issue tradable emissions allowances.  However, the concept of a transferable credit can be applied to a voluntary climate program.  Within the framework of the Administration’s climate policy, a transferable credit could have the following characteristics:

· The reduction in GHG emissions would be the result of a specified project–based action, below a baseline level that could otherwise be permissible under current federal, state or local law or regulations. The reduction could be an emissions reduction, an avoidance, a sequestration action or another action that reduces GHG emissions intensity.  (The definition of the baseline for such actions is discussed later in the paper.)

· The entity seeking credit for the reduction can demonstrate its claim to the reduction through ownership or control of:  the source of the emissions or the sequestration; the project-based action; or some other measure (e.g., a claim resulting from a contractual or financing agreement). 

· The claim has sufficient documentation to enable a transaction between the entity that originated the claim and another entity seeking to acquire ownership or control of the claim (i.e., the potential purchaser of the transferable credit).

2.
Who determines if a GHG emission reduction qualifies as a transferable credit, and on what basis?

The qualification of a transferable credit could be determined by the marketplace, with no government involvement, or it could be determined by the government.  The Administration’s climate policy statement states that eligibility will be determined by DOE.  

Conceptually, the range of options for the government’s role in determining eligibility is illustrated by the following cases:

· Hypothetical Case 1: As described in the literature, under a possible GHG emissions regulatory program that included tradable emissions allowances, the government would establish specific criteria for the determination of transferable credits.  In addition, the government would either make the individual determinations or designate an entity that would serve as a clearinghouse for transfers.  The government’s role would be to ensure that the process of creating and transferring emissions credits does not result in the net addition of allowances (through either inadvertent errors or fraudulent actions) that would exceed regulatory limits.

· Hypothetical Case 2: In a market-based, voluntary program, without consideration of any possible future change in governmental climate policy, the qualification of a transferable credit would be determined by the prospective buyer and seller as part of a bilateral contract.

· Case 3:  In a government-sanctioned voluntary program, with the potential for further changes in governmental climate policy in the future, the government could have a role in setting minimum conditions that would enable the credits to be held or banked against a possible future climate policy. Absent a government commitment to hold or bank (or at least not penalize) these credits, the government would not have a rationale for intervening in bilateral market transactions.  

The third case represents the position described in the Administration’s February 14 policy statement:

The President directed the Secretary of Energy to recommend reforms to ensure that businesses and individuals that register reductions are not penalized under a future climate policy, and to give transferable credits to companies that can show real emissions reductions.

The Administration February 14 policy statement calls for the federal government to control the process of designating transferable credits.  The rationale for a government-sanctioned program is to provide baseline protection and “safe harbor” for voluntary actions to reduce GHG emissions, in the event of a possible future change in climate policy.  Thus, if the Administration intervenes in the market for transferable credits, it must define for the prospective participants the nature of the legal or policy measures for safe harbor protection.  Establishing such measures will be challenging, since the program for transferable credits is proposed within the framework of a voluntary program, and because of the difficulties in establishing commitments that would bind future Administrations.  One measure that would enhance the credibility of safe harbor protection would be to provide credit for past actions that have been reported in the existing 1605(b) registry and that address relevant provisions in the revised guidelines.

3.   What is the value of a transferable credit?
A transferable credit has a monetary value that is set in the market, but affected in large measure by public policy.  

In a regulatory program, the theoretical economic value of credit is the avoided cost associated with an alternative compliance action.  However, a regulatory program is not needed at this time to create a market for transferable credits.  A transferable credit has value in a voluntary program as well.  Prospective buyers and sellers would be motivated by the perceived value of:

· Earning public recognition for leadership on an issue of public concern.

· Gaining experience in structuring and negotiating GHG emissions credit trades, including contract issues, risk management and valuation.

· Complying with corporate voluntary commitments (that may or may not be part of a government initiative) in a cost-effective manner.

· Hedging risk regarding possible future climate policy.

· Promoting U.S. business interests internationally.

· Demonstrating that U.S. businesses are key players in the international search for real GHG emission reductions.

All of these motivational factors have both economic value and public policy significance.  It is the nexus of economic value and public policy significance that creates a potential mutual interest by reporting entities and the government to have an agreed-upon set of guidelines for qualification of transferable credits.

4.  How should transferable credits relate to the enhanced GHG emissions registry?

Because the Administration has stated that the government will designate transferable credits, entities that wish to qualify GHG emissions reductions will need to report those reductions to the government through the enhanced EIA registry. In addition, if these reductions are to qualify for transferable credits, the reporting of the reductions will need to follow the reporting guidelines for the enhanced registry.  This does not imply that all GHG emissions reductions reported to the registry need to meet the same reporting guidelines.  The reported GHG emissions reductions seeking to qualify for transferable credits could form a subset of the registry, based upon the specific reporting guidelines established for transferable credits. To the extent that these guidelines address specific issues unique to transferable credits, they should not be made applicable to all reporting, because it could act as a disincentive to participation by other entities that wish to report but are not seeking transferable credit designation.  The details of the specific reporting guidelines for transferable credits are addressed in the next two sections.

5.  Should the guidelines for qualification of transferable credits be equivalent to those in other, international GHG trading programs?

There have been several voluntary market-based transactions of GHG emissions reductions credits in the U.S.  In these instances, the transacting parties were responsible for the qualification of the credits.  In addition, there are several GHG trading programs that are being implemented in other countries or on a multi-country basis, where the qualification criteria were developed by governmental entities.  These GHG trading programs include:  clean development mechanism (CDM) and joint implementation (JI) under the Kyoto Protocol; activities implemented jointly (AIJ) program under the U.N. Framework Convention on Climate Change and the U.S. Initiative on Joint Implementation; Pilot Emissions Reduction Trading Project in Ontario, Canada; Climate Trust in Oregon; Emissions Reductions Unit Procurement Tender in The Netherlands; programs in the U.K. and Germany; and the World Bank Prototype Carbon Fund.  

A number of these programs were analyzed as part of a recent study by the Pew Center on Global Climate Change.
  Based upon the review, the Pew Report identified a proposed framework for qualifying transferable credits that included seven elements: baseline definition; environmental additionality; surplus; permanence; leakage; monitoring and verification; and ownership. The report proposed specific definitions and measures for each of the seven elements.  The proposed framework and the specifications for the seven elements represented an idealized case, because not all current international programs fully comply with the proposed specifications for all seven elements.  

The application of these seven elements as the basis for qualifying U.S. transferable credits would be unnecessary and burdensome, for several reasons. First, the specifications for the seven elements have been influenced by regulatory policies and other factors that do not apply to the U.S.  Second, the elements are more extensive or prescriptive than needed to meet the Administration’s policy goals of reducing GHG emissions intensity through voluntary action.  Third, application of the specified seven elements to U.S. transferable credits would be complicated, duplicative of existing processes and data sources, and expensive.  For example, note that:

· Several of the GHG emissions reduction trading programs -- including the U.K., The Netherlands and Germany -- are being implemented as part of a regulatory mandate.

· Virtually all of the programs represent pioneering efforts and, as a result, have been designed conservatively in order to collect additional data for planning purposes and help gain experience in trading.

· CDM, JI and AIJ projects are being implemented in developing countries and countries with economies in transition.  In many cases, rigorous, project-specific studies are needed to develop baseline data and prepare estimates of project performance. Such data are typically not available, or transparent, from the existing environmental programs in these countries, necessitating the adoption of new methodologies and approaches to support the proposed projects.  The CDM methodology, for example, provides a stand-alone comprehensive approach for qualifying GHG credits that is not dependent upon existing in-country requirements, programs and data sources. 

· Third-party validation for CDM projects – including baseline studies, validation of project methodologies and verification of performance – can result in one-time costs on the order of $100,000, with recurring costs of $10,000-15,000 annually.
  These impacts are comparable among various types of emission reduction projects, including generation improvements, efficiency improvements and sequestration. 
Because of these factors, the specifications for international GHG emissions trading programs are not appropriate for the U.S., and the guidelines for the enhanced registry and for qualification of transferable credits should not be, and do not need to be, equivalent.
6.
What specific guidelines should be used to qualify transferable credits?

The development of the U.S. guidelines for transferable credits should be based on two guiding principles:  1) the guidelines should be focused on the Administration’s policy goals of achieving reductions in GHG emissions intensity through voluntary actions, and 2) the guidelines should leverage existing programs, activities and data sources to the maximum extent possible.  Specific factors that should be considered include the following:  

· The existing 1605(b) registry provides a framework and base of experience that obviates the need for independent validation of the methodologies used in estimating GHG emission reductions from individual actions.  The guidelines for the enhanced registry can further improve the robustness and transparency of reporting for all types of GHG emissions reduction actions, including those seeking designation as transferable credits.

· The processes for validation and verification of transferable credits for GHG emissions reductions should reflect the U.S. experience with self-certification and voluntary compliance actions within a well-established governmental framework, and a robust base of environmental information (including data on GHG’s).  Unnecessarily burdensome validation/verification processes should be avoided.  For example, the use of third-party validation and verification procedures for the reporting of GHG transferable credits in the U.S. imposes additional burdens while providing little or no value added.  If validation and verification are obtained through international programs, the U.S. should recognize them as sufficient for any U.S. transferable credits program.  

· The U.S. electricity sector, in particular, already operates in a very transparent manner.  The qualification of GHG transferable credits in the electricity sector can be achieved with relatively minor augmentation to existing processes and databases.  For example, note that:  

--
The establishment of GHG emissions baselines is relatively easy due to the existing requirements for reporting of emissions in the electricity sector.

--
The availability of extensive time series data on electricity generation and end-use consumption provides a robust basis for reporting entities to address issues such as additionality, surplus, permanence and leakage, and a transparent basis for the government to qualify transferable credits.

· Qualification of transferable credits for off-system GHG emissions reductions and sequestration actions will require other types of data as well.  Thus, the reporting guidelines for transferable credits may need to be tailored to the type of project-based actions to reduce GHG emissions.

Based upon the discussion in previous sections of this paper on the concept of transferable credits, the experience with the pioneering GHG trading activities, and the Administration’s policy of seeking reductions in GHG intensity through voluntary action, there appear to be five issues that need to be specifically addressed in the guidelines for transferable credits.  

1. Baseline Definition:  The baseline is the starting point for measuring GHG emissions reductions that would qualify as a transferable credit. The guidelines for reporting transferable credits should allow flexibility for the establishment of one or more baselines, static or dynamic, provided that a prescribed methodology is followed for each baseline selected. 

--
For example, an entity should have the flexibility to choose a baseline that is appropriate for the particular project, recognizing that the value of the reduction (including its credit potential) will be dependent upon the baseline chosen.  For example, an entity may select a dynamic baseline for purposes of claiming a transferable credit.  Under a future climate policy, the value of a transferable credit based upon a dynamic baseline may be different from the value of a credit based upon a different set of baseline assumptions. 

The alternative approach would be to define a single baseline in the guidelines as “the baseline” for transferable credits.  This would enhance the comparability of reported GHG emissions reductions.  One option for a single baseline would be to use 2002 emissions intensity, since this is the benchmark for the Administration’s policy goal of an 18 percent reduction in GHG emissions intensity over the next 10 years. However, selecting a single, inflexible baseline would discourage GHG emissions reporting to the registry.  It also could constrain present and future Administrations to use the same baseline under any future climate policy.  Trying to select the single “correct” baseline now is unnecessary.

Flexibility in the selection of baselines would support the Administration’s policy goal of achieving reductions in GHG emissions intensity through voluntary actions.  It also would maximize the extent of voluntary participation in the reporting of GHG emissions reduction actions.  Finally, flexibility in the selection of a baseline also would facilitate efforts to provide credit for past actions.  DOE could promote increased consistency and transparency by working with entities to establish consensus-based guidelines for applying individual baseline concepts.  Consensus guidelines also would improve the liquidity of transferable credits, by reducing the level of due diligence required for individual transactions.

2. Determination of “Real Reductions”:  The concept of “real reductions” addresses whether a reported reduction is accurately and appropriately a true reduction from the baseline. The guidelines for determining “real reductions” comprises four of the elements identified in the Pew Report:  additionality, surplus, permanence and leakage.  In addition, the concept must also be adapted to the goal of reducing GHG emissions intensity as called for in the Administration’s policy statement.

The reporting guidelines for determining  “real reductions” could specify in greater detail the acceptable assumptions and methodologies to be used in estimating and reporting GHG emissions reductions relative to the baseline.  The general reporting guidelines for the enhanced registry may be able to achieve this purpose with little or no additional guidelines unique to transferable credits, because most of the typical concerns regarding “real reductions” do not appear to be significant issues.  For example:

--
Surplus is not an issue in the U.S. because there are no federal regulatory requirements for GHG emissions requirements currently in effect.

--
Concerns regarding the additionality of proposed GHG emissions reductions actions can be addressed through the reporting of detailed documentation of the baseline.

--
Concerns regarding the permanence of GHG emissions reductions can be addressed through periodic monitoring and reporting.  Not all actions may have the same degree of permanence, but all types of GHG emissions reductions are important.  Moreover, pooling, insurance, contracts and other mechanisms are available to help overcome concerns about permanence.

--
Concerns that proposed actions might result in leakage can be addressed through robust case-by-case documentation and justification.  Entity-wide reporting has been proposed by some as an approach to address concerns regarding leakage. However, entity-wide reporting does not resolve the leakage issue.  Entities change and evolve over time in many ways, including acquiring or divesting individual assets and business units, in-sourcing or out-sourcing activities, and gaining or losing market share in each of its product markets.  These (and a myriad of other activities) all involve varying degrees of shifting emissions among entities, rather than "real" increases or decreases in emissions of a given entity.   Thus, some form of robust case-by-case documentation would be the most appropriate approach for addressing concerns regarding the potential leakage resulting from a GHG emissions reduction action.

The determination that GHG emission reductions reported by the electricity sector are indeed “real reductions” and thus eligible for transferable credits is most easily addressed in cases of “on-system” reductions in the electricity sector, i.e., actions within the current ownership or operational boundaries of electric entities, including generators, transmission and distribution companies, vertically integrated utilities and regional transmission organizations. In these instances, robust reporting by the entities, with additions to the guidelines as described above, would meet the Administration’s policy objectives.

There may be a need for additional provisions in the reporting guidelines to address the issue of “real reductions” for “off-system” actions such as demand-side management (DSM) programs and carbon sequestration programs.  For example, the documentation of a claim to transferable credits for DSM programs could involve a contractual agreement between the DSM service provider and the end-use consumer of the electricity.


3. Monitoring and Verification:  Under the current 1605(b) guidelines the reporting entities self certify the information on GHG emission reductions provided to the registry.  The current guidelines also state that the reporting entity “may wish to indicate” its data “have been verified by a third party,” but the guidelines do not encourage third-party verification.  The DOE Notice of Inquiry points out that the government “does not certify reported data.” 

Regarding verification, the Administration’s policy goals and objectives can be achieved by maintaining the current guidelines.  A new guideline for third-party verification for qualification of transferable credits raises both legal issues and practical considerations.  For example, the use of third-party verification raises issues regarding who is capable by training and experience to perform that task.  It also is burdensome and costly, with no convincing evidence of need or added value.  One approach that is a step beyond the current guidelines would be a limited program for DOE to conduct more in-depth reviews of a small random sample of 1605(b) reports, with the voluntary concurrence of the reporting entity.  This approach would enhance confidence in the accuracy of the reports, as well as gain experience on the application of the guidelines, which would benefit future revisions to the guidelines.

The issue of monitoring of reported GHG emissions reductions can be achieved through the periodic reporting of project performance relative to estimates.  The initial reports to the GHG registry could identify specific performance measures that would be tracked over time, through actual monitoring data or other project operations data.  To the extent that these reports rely on data already in the public domain (or are easily correlated to publicly available data), the need for any further independent review and confirmation of monitoring reports (by either the government or third parties) would be eliminated.

4. Ownership:   For a GHG emissions reduction to be transferable, it must be in the control of an entity that can legally transfer the claim for the reduction to another entity for its use or for further transfer to subsequent entities.  In a voluntary program of transferable credits, issues about who is legally in control of the reduction for purposes of transfer could arise in a situation where multiple entities are involved.  For example, a DSM program could involve actions by the DSM service provider, the end-use customer, an equipment vendor and a third-party financing company.  Each entity potentially could claim the resulting GHG emissions reduction.  If more than one entity sought to claim the transferable credit, the guidelines would need to describe a process or criteria for resolution, such as the example of the contractual arrangements discussed on page 10 of this paper. The issue of multiple claims to a GHG emissions reduction is equally applicable to general reporting to the registry as well as to transferable credits.  The criteria for determining the issue, whether it be the owner (or owners) of the   source or the entity (or entities) that caused the GHG emissions reduction to occur, should be generally applicable to all types of reporting to the registry and should be addressed in the general reporting guidelines.  As a result, no additional guidelines should be needed to address ownership issues with respect to transferable credits.

5. Acceptability of Credits from International GHG Trading Programs:   Some entities may wish to qualify their U.S. GHG reductions for participation in other, international GHG trading programs.  In such cases, the entities would have to meet the eligibility requirements established in those programs. As discussed on pages 5-7 of this paper, the guidelines for U.S. transferable credits need not and should not be identical to those of other programs.  However, the U.S. guidelines should allow for qualification of transferable credits for actions that have qualified for participation in international GHG trading programs, in cases where the international requirements meet or exceed the U.S. guidelines.  DOE should make a generic determination of which international GHG emissions trading programs meet or exceed the U.S. guidelines, and provide a blanket designation of transferable credits for GHG emission reductions that have already been qualified in those programs.  Entities should not have to be subject to a second, separate, case-by-case review for an action that has been credited under criteria that meet or exceed the U.S. guidelines.  In addition, the U.S. may need to clarify in the guidelines that transferable credits earned through international GHG trading programs also would meet the Administration’s domestic climate policy goals.

CONCLUSION

A transferable credit is a claim to a GHG emissions reduction that can be assigned from the entity originating the claim to another entity.  The Administration has proposed to establish guidelines for qualifying transferable credits for entities that can show real emission reductions, and to ensure that such entities are not penalized under a future climate policy.  A program for transferable credits can be designed within the framework of the Administration’s policy goals of achieving reductions in GHG emissions intensity through voluntary actions.  A program of transferable credits for voluntary actions to reduce GHG emissions should be designed to provide a “safe harbor” for the participating entities.  It should not be viewed as an acknowledgement of or support for any possible future change in climate policy. 

Transferable credits for voluntary GHG emissions reductions would have both economic value and public policy significance.  Transferable credits would have a market value either in international or domestic GHG trading markets or as an additional option for entities to meet their voluntary commitments.  Transferable credits also have value as a hedge against possible future changes in climate policy.  Transferable credits have policy significance as a mechanism to help meet the Administration’s climate policy goals, as an opportunity for gaining public recognition for entities that exercise leadership in addressing GHG emissions, and as a means for promoting U.S. business interests internationally.

In order to qualify for designation as transferable credits, GHG reductions should be reported in the enhanced GHG registry.  The reported GHG emissions reductions seeking to qualify for transferable credits could form a subset of the registry, based upon the specific guidelines established for transferable credits.  However, the guidelines for transferable credits should not be made applicable to all reporting, because it could be a disincentive to participation by other entities that wish to report but are not seeking transferable credits.

The development of the reporting guidelines for qualifying transferable credits should be guided by the Administration’s climate policy goals, and should leverage existing processes and information as much as possible.  The U.S. guidelines should not be equivalent to those of international GHG trading programs, which were developed for other purposes and guided by other factors.  Applying international GHG trading specifications to the qualification of U.S. transferable credits is unnecessary and burdensome.  

There are five issue areas that need to be addressed in the development of reporting guidelines for qualifying transferable credits, including baseline definition, determination of real reductions, monitoring and verification, ownership, and acceptability of credits earned in other GHG trading programs.  These issues can be addressed to a large extent in the general reporting guidelines with minimal additional guidelines specific to transferable credits.  The guidelines should allow flexibility in the selection of a baseline, recognizing that transferable credits from different baselines may have different values.  The issue of determining real reductions can be addressed through specific guidelines addressing estimation methodologies.  Monitoring and verification should be based upon the existing 1605(b) guidelines, with consideration of possible additional voluntary actions.  Ownership issues should be addressed in the general reporting guidelines, since the same issues apply to all forms of reporting.  And finally, DOE should automatically allow transferable credits for emissions reductions that have been qualified under other GHG emissions trading programs whose criteria meet or exceed the U.S. guidelines.

� In this paper, "reductions" should be interpreted as reductions, avoidances or sequestration of all GHG’s, including decreases in emissions intensity.


� Richard Rosenzweig, Matthew Varilek and Josef Janssen, “The Emerging International Greenhouse Gas Market,” prepared for the Pew Center on Global Climate Change, March 2002.


 


�   Private communications with participating entities regarding energy and forestry projects.
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