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The fight against climate change is entering a critical phase. With anthropogenic 
climate change proven beyond doubt and several low-carbon initiatives 
underway or announced in almost all major economies, the world today is 
looking for leaders that present a model worth emulating. California can be one 
such leader.

Home to the Silicon Valley, California is quoted as an example of innovation and 
job creation throughout the world. Could the Californian low-carbon program, 
orchestrated around the cap-and-trade scheme, be a similar success – a  program 
that drives innovation in technological development and job creation all while 
decarbonizing the economy?

The first year of the California cap-and-trade program provides several 
indicators about Californian leadership. This publication tries to capture the 
various facets of the program primarily from a market point of view, and let 
readers decide if this leadership, if at all, is sustainable as we move forward. We 
hope CaliforniaCarbon.INFO’s first annual report will serve as a ready reckoner 
for all stakeholders in the market as they learn from last year’s experiences and 
plan for the future. Thanks to all the contributors and the team behind 
CaliforniaCarbon.INFO, without whom this publication could not have been 
possible.

Happy reading!

Nitin Tanwar
Founder & CEO
CaliforniaCarbon.INFO – A website by Climate Connect Ltd

Foreword

SNeoh
Typewritten Text

SNeoh
Typewritten Text



Acknowledgments 

CaliforniaCarbon.info would like to thank the many stakeholders in the California carbon market who have 
contributed to this publication in one or more of several ways. The content partners listed below made valuable 
contributions to the drafting  and review of text for one of the four chapters in this volume. A large number of 
stakeholders, including  but not limited to those cited in the 'Market Insights' sections of each sub-chapter, have 
generously shared their time and their views with us as we sought to enhance our knowledge of various market 
issues. In the process of writing this document, the team at CaliforniaCarbon.info has benefited from reading 
more pieces of writing than can be cited in the 'Further Reading' sections of each sub-chapter.

Content Partners

CaliforniaCarbon.info is fortunate to have received the support of the following organizations in putting this 
volume together. Each Content Partner helped review a chapter relevant to their expertise and experience in this 
market. Their participation ranged from providing general suggestions and critical feedback, to at times making 
direct text recommendations where the original may have been  erroneous or misleading. Their efforts have 
enhanced the value and strengthened the integrity of State of the California Cap-and-Trade Market 2013/14, and 
CaliforniaCarbon.info is honored to have been able to work with them in this endeavor.

Content partners are not liable to be held to account for any portion of text or non-text material found in this 
volume. The ideas and views expressed in the various sub-chapters cannot be assumed to represent those of any 
organization other than CaliforniaCarbon.info, without regard to whether the organization in question may have 
acted as a Content Partner to the chapter in which the concerned text is located.

Chapter 1:

- Center for Climate and Energy Solutions (C2ES)
- Manatt, Phelps & Phillips LLP
- Paul Hastings LLP

Chapter 2:

- Alpha Inception LLC
- Four Twenty Seven LLC
- Climate Wedge LLC

Chapter 3:

- American Carbon Registry
- First Environment, Inc.
- Ruby Canyon Engineering, Inc.
- Environmental Credit Corp

Chapter 4:

- The International Emissions Trading Association (IETA)

Technical Advisor

CaliforniaCarbon.info is fortunate to have received the support of the following  advisor in the drafting  and 
review of chapter 2 on the trade in compliance instruments. His participation was in the same capacity as those 
of the content partners listed above, and CaliforniaCarbon is similarly proud to have had the chance to work 
with him. The same conditions apply regarding responsibility for the views and ideas herein.

Chapter 2:

- Arjun Patney

 State of the California Cap-and-Trade Market 2013/14 

CaliforniaCarbon.info 



About CaliforniaCarbon.info

CaliforniaCarbon.info is an online media & analytics website that specializes in providing  news, content and 
data on the California carbon market. The website is operated by Climate Connect Ltd, a UN-accredited online 
media company.  The firm, an International Emissions Trading Association (IETA) and Climate Markets 
Investment Association (CMIA) member, has been a media partner to major conferences in California, including 
Navigating American Carbon World (NACW) and the Argus California Carbon Summit.

Boasting  cutting-edge data and analytical capabilities, and designed with the user in mind, the 
CaliforniaCarbon.info website presents a richness of market information on a state-of-the-art interface. It 
provides users with the ability to customize their data, while ensuring the data itself is accurate, up-to-date, and 
fully capable of driving well-informed business decision-making.

Contact information

Climate Connect Ltd
Third Floor 207
Regent Street
London, W1B 3HH
United Kingdom
Tel: +44 207 193 8996 (London), 
       +1 415 349 5777 (San Francisco)
Company No: 7257827
VAT No: 100535765

Disclaimer

While CaliforniaCarbon.info,  its data or content providers, the financial exchanges and each of their affiliates and business 
partners  display information on the web  site in good  faith,  no representation or warranty is given or shall be deemed given 
or implied  by CaliforniaCarbon.info, its data or content providers, the financial exchanges and  each of their affiliates and 
business partners to you or any other person as to the completeness, accuracy, sufficiency, currency, reliability or suitability 
of any such information, all which information is  provided on an ‘as is’ basis, and all  such representations warranties  or 
conditions that  may be implied  by statute, general law or otherwise (whether as to title,  non-infringement, merchantability, 
fitness for purpose or otherwise) are hereby excluded.

The disclaimers exclusions and  limitations to liability contained in this Disclaimer shall apply to the maximum extent 
permitted by law and applicable regulations.

You agree to indemnify CaliforniaCarbon.info, its data or content providers, the financial exchanges and each of their 
affiliates  and business partners against  any and all claims for damages  of whatever kind arising  directly  or indirectly from or 
in consequence of use of the web site or any information from time to time displayed on it whether such use is by you or 
any other person you enable (intentionally or not) to use the web site or to whom you provide such information.

Any reference to CaliforniaCarbon.info, its data or content providers, the financial  exchanges and each of their affiliates and 
business partners in any part of this disclaimer includes its officers, agents,  employees, shareholders and  affiliated 
companies.

 State of the California Cap-and-Trade Market 2013/14 

CaliforniaCarbon.info



Table of Contents

Chapter Title Page Number

The California Cap-and-Trade Market in Numbers 7

Executive Introduction 9

1 Introduction: The Regulatory Framework 13

1.1 AB32 and the ARB 14

1.1.1 The Scoping Plan 15

1.1.2 Cap and Trade Concept 18

1.2 Cap and Trade Design Elements 21

1.2.1 Compliance Periods and Sectors 21

1.2.2 Allowance Allocations 24

1.2.3 Processes of Declaration, Holding, and Surrender 26

1.2.4 Offsets 29

1.2.5 Complementary Emission Reduction Policies 32

1.3 Overlapping Federal Regulation (EPA’s Clean Air Act) 34

1.4 Overlapping State Regulation of Industry (California’s Energy Policy) 38

2 41

2.1

Trading in Compliance Instruments 

The Instruments and their Distribution 42

2.1.1 California Carbon Allowances 42

2.1.2 Auctions 42

2.1.3 The Secondary Market 48

2.2 Strategy 50

2.2.1 Price Drivers 50

2.2.2 Banking, Hedging, and Speculation 57

2.2.3 Offsets and Strategy 60

3 The Offset Program 65

3.1 From Project to Credit: Stages in the Offset Production Chain 71

3.2 Current Approved Protocols 77

3.3 New Protocols 84

3.4 The Invalidation Provision 92

 State of the California Cap-and-Trade Market 2013/14 

CaliforniaCarbon.info



Chapter Title Page Number

4 California and the Carbon World 97

4.1 Quebec 101

4.2
Pacific Coast Action Plan on Climate and Energy (and the Western 
Climate Initiative)

105

4.3 Regional Greenhouse Gas Initiative (RGGI) 109

4.4 Other Emissions Trading Schemes 112

5 CaliforniaCarbon.info Market Surveys 117

5.1 Vote for California II (March 2014) 118

5.2 Vote for California I (October 2013) 138

 State of the California Cap-and-Trade Market 2013/14 

CaliforniaCarbon.info



The California Cap-and-Trade Market in Numbers

2017
The year in which ARB is proposing to present a post-2020 emissions schedule (See 
1.1.1)

360 Estimated number of entities covered under the first compliance period (See 1.2.1)

700
Estimated number of entities that could be covered under the third compliance period 
(See 1.2.1)

431 Targeted economy-wide emissions in 2020, in MMtCO2e (See 1.1.1)

85 Percentage of state-wide emissions to be covered under the cap, by 2020 (See 1.1.1)

111
The number to watch, as EPA proposes to regulate power plant emissions under Section 
111 of the Clean Air Act (See 1.3)

159.7 The number of V2014 CCAs issued, in millions (See 1.2.2)

6 The number of successful auctions the program has witnessed (See 2.1.2)

1.08
The revenue generated from 2013 auctions, for the state and for utilities consigning 
allowances, in billions of USD (See 2.1.2)

0.14
The gap between the clearing and floor prices at the last current auction in February 
2014, in USD (See 2.1.2)

-49
Percentage change in the bid ratio between the current auctions in February 2013 and 
February 2014 (See 2.1.2)

30
The minimum percentage of their 2013 obligations which compliance entities will have to 
surrender in November 2014 (See 2.2.1)

5,535,664 The number of ARBOCs that have been issued (See 3.1)

85 The percentage of current ARBOCs contributed by early action projects (See 3.2)

263
Total number of reporting periods from all early action projects that have applied for 
conversion to ARBOCs, as of Mar 14, 2014 (See 3.2)

66
Total number of reporting periods to have early-action-to-ARBOC conversion approved 
by ARB, as of Mar 14, 2014 (See 3.2)

6 The number of approved offset project types expected by the end of 2014 (See 3.3)

2.00
The spread between a bilaterally-contracted V2014 CCA and a bilaterally-exchanged 
Golden CCO in USD, on Mar 14, 2014 (See 2.2.3)

82 Quebec's total emissions in 2010, in MMtCO2e (See 4.1)

4 The number of signatories to the Pacific Coast Action Plan on Climate and Energy (See 4.2)

7 The number of pilot ETS' in China, with whom California has an MoU (See 4.4)

4
The number of programs, including the linked California-Quebec one, actively auctioning 
allowances as of March 2014 (See 4)

CaliforniaCarbon.info 7
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Executive Introduction

There is a curious relationship between market prices and stakeholder confidence in an emissions trading 
program. When it is considered that many proponents of cap and trade tout its cost efficiency as an 
emission reduction policy instrument, it can seem somewhat incongruous to speak of market 
stakeholders feeling underwhelmed by modest and stable prices in the program. After all, the prices of 
compliance instruments are nothing but the costs borne by businesses and households to  enable 
emission reductions to occur. If actual emissions levels continue to be defined and regulated by the 
declining cap, should modest and stable prices not be an indicator of the program’s fundamental 
success?

The reality may be somewhat less straightforward. While steady-state market conditions provide a clear 
price signal to help compliance entities coordinate investment in cleaner technologies, they arguably 
have the reverse effect on investment of another, equally critical sort. There is a  range of market options 
available to help these entities manage their true costs of compliance in an efficient way. These are 
market options that require capital input, which in turn requires demonstrable potential for return on 
investment. In a  market characterized by sluggish price movement and risk-averse strategies, it is 
sometimes hard to find that investor confidence.

There are two particularly significant ways in which this market would look to capital for long-term cost 
containment. Firstly, in what is known as the ‘carry trade’, financial providers with lower internal costs of 
capital are in a position to  ‘carry’ instruments on behalf of compliance entities  until these instruments are 
required for surrender. With the way the program is presently structured, over half the allowances eligible 
for use starting in a particular compliance year, are released to the market via direct allocation in the 
November before that year begins. The remaining allowances are distributed at quarterly auctions, with 
ten percent (starting with the 2015 vintage year)  being introduced up to  three years ahead of time, and 
the remainder being sold during the vintage year. None of these allowances is actually eligible for 
surrender against compliance obligations until the subsequent November at the earliest, and can be 
‘carried’ pretty much indefinitely since allowances never expire. It may be less efficient for compliance 
entities to bear the cost of holding onto  an asset in illiquid form, than for speculators to purchase and 
subsequently resell the allowance at a premium to their own internal costs of capital. If speculators do not 
enter the market in a period where outlooks are ‘long’  for a  sustained duration, then allowances are being 
banked (carried) at higher cost. When these allowances do need to enter a ‘shorter’ market, they may 
palliate rising prices to a smaller degree, as they have a higher embedded cost.

Secondly, we remember that offsets play a cost containment role in the program. Since they represent 
emissions abated at lower cost outside the program’s capped sectors, they can help meet compliance 
obligations in a more cost-effective manner. Yet offset projects can have long lead times, and in many 
cases generate credits over a ten- or twenty-year project cycle. If modest allowances prices mean small 
price spreads to  offset credits, and hence reduced uptake, suppressed revenues for project operators 
may discourage further investment. When market fortunes are reversed and there is a  need for 
compliance instruments, it may prove impossible to  simply ‘turn the taps on’, since offset projects need 
time to activate their own financial mechanisms and production chains.

In both cases, the worry is always centered around a period of shortage in the imagined future. This 
reflects a program designed to gently ease an economy into compliance. Over time, allowance 
allocations will be reduced, price floors will ascend, the cap will  decline, and the market will  likely shorten. 
There is  much interest in how best to prepare the market for such a time. Many suggestions have returned 
to the idea that liquidity and confidence need to be pursued in the short term, to ensure the retention of 
investment and financing capabilities. As things stand, the banks have largely ignored this market. 
Although the Emissions Market Assessment Committee (EMAC)  made suggestions that were well-
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received by the market regarding ways to increase liquidity in the market, their contracts were not 
renewed at the end of 2013. It is dubious whether an auction clearing 14 cents off the floor, with a current 
vintage bid ratio of 1.27, is really an ideal state of affairs moving forwards.

Above and beyond price concerns, certain aspects of the regulation are proving prohibitive to investment 
in these two areas. The lack of more generous holding limits for speculative entities restricts the ‘carry 
trade’.  The provision that offset credits may be invalidated – no doubt well-intentioned as a safeguard to 
the integrity of the program – generates a ‘lost’ portion of revenue that accrues neither to project 
operators nor as part of compliance cost-savings. In cases where offset finance is sourced from a 
community more detached from carbon, delays in regulatory review processes and in the ultimate 
transaction of credits inhibit the stepping up of investment. Some of these issues are more likely than 
others to be resolved in the near future.

The offset world provides yet another intersection between market and program, and between prices and 
desired policy outcomes. Offsets potentially provide a route beyond the insular world of California-
specific emission reductions, and allow both environmental and financial benefit to  flow to  areas in which 
California  can demonstrate leadership in addressing climate change issues. Yet such objectives cannot be 
discussed without reference to the internal dynamics of the California market. How can California admit 
REDD volumes into an already-oversupplied program?  How can we ensure any policy changes made now 
do not adversely affect investments that have already been made in good faith?

CaliforniaCarbon.info’s State of the California  Cap-and-Trade Market 2013/14 report is an attempt to 
capture the state of market and policy dialogue on critical issues such as these, which affect the 
constitution of the California cap-and-trade program. California cap and trade has proven to be a 
workable and well-respected model for how to regulate greenhouse gas emissions by putting the most 
efficient price on them. It is  imperative that the right policy actions are taken in the coming months and 
years to  build  upon a solid start. Jurisdictions along the Pacific coast, across the Pacific, and elsewhere, 
are closely observing California’s efforts. They could turn out to  be monumental, and set the trend for 
emission reduction efforts around the world.

At the same time, California’s is a nascent market which is still defining and coming to terms with the 
various ideas and concepts that are in constant interaction. State of the California Cap-and-Trade Market 
2013/14 is  hence also a roadmap to  the main design features of the program, and to how their 
implementation has worked out in practice. In the past year, stakeholders have grappled with several 
teething issues. Again, these are at varying stages of ironing themselves out.

Chapter 1 of this volume examines the policy design of cap and trade in further detail. The ‘belt-and-
suspenders’  program mandated by AB32 really does involve a much wider portfolio of policies under the 
Scoping Plan than just cap and trade. It is important to  be cognizant of how these policies work together 
with one another, just as it is to be well-versed with the nuances of cap-and-trade design. On top of AB32, 
there is a layer of federal regulation that affects California’s market and policy options. This year, it is the 
anticipated Clean Air Act regulation of emissions from stationary power generation sources that comes to 
the fore.

Chapter 2 explores the market close-up. It looks at how the California carbon allowance (CCA) has been 
created, and the strategies that can be built around using them at maximum cost advantage. Doing so will 
also require a well-developed understanding of the factors that act upon prices in a carbon market, as 
well as of the role in which the secondary compliance instrument – the California carbon offset (CCO) – 
can be deployed.
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Chapter 3 delves into the entire economy that provides the CCO. Although referred to as the ‘secondary 
instrument’  with an eight-percent usage restriction, offsets can generate more than eight percent of an 
entity’s cost saving, if deployed to maximum advantage. Understanding the supply chain is important to 
measure the risk involved in forward-contracting (versus buying offsets spot),  while invalidation is a 
feature which will have to be priced into the equation, and being aware of the shades of difference 
between the various project types will help an entity optimize its portfolio of credits. Then there are the 
new protocols, which can crucially influence offset supply projections.

Chapter 4 is an attempt to  retain a broader global perspective on carbon. In recognition of California’s 
pioneering status in the world of emissions trading, it visits  other schemes – ones that predate California’s 
market and ones that do not – around the world, and examines how recent developments and progress in 
these markets may impact upon California. There are a total of four other active emissions trading primary 
markets (the EU ETS, RGGI, Guangdong, and Quebec, which is soon to fuse completely with California’s 
platform), while there are several other allowance markets and markets which are due to begin auctioning 
in the near future.

Chapter 5 reports on Vote for California, a  survey series which CaliforniaCarbon.info uses to gain insight 
on stakeholder sentiment regarding critical market and policy issues. Vote for California II was conducted 
in March 2014 and speaks audibly of the need for the question of midterm targets to be addressed 
decisively and swiftly. It builds upon the platform established by Vote for California I, the first-ever 
California-focused market survey, which was conducted in October 2013.

In all of these chapters, the narrative is broken first into topical subchapters, and then further subdivisions, 
to ensure that information is precise, granular, and easy to locate. Each subchapter contains suggestions 
for further reading on the topic, as well as stakeholder insights drawn from CaliforniaCarbon.info’s well-
established exclusive interview, feature article, and webinar series. Each chapter has also been reviewed, 
added to, corrected, and improved, by the careful attention of expert reviewers from no fewer than twelve 
partnering organizations who have been credited elsewhere in this volume, as well as a handful of others 
who have contributed in a similar capacity but who have chosen to keep their involvement anonymous. 
They are each illustrations of the crucial role which experienced market and policy operators can play in 
educating the cap-and-trade community and in informing the further development of the program. It has 
been very encouraging to witness the carbon market community participate so willingly in the sharing of 
their hard-earned knowledge and information. With such a basis for collaboration, consultation, and 
discussion, it seems the stakeholder community is every bit as robust as the program itself.
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1.1 AB32 and the ARB

The Global Warming Solutions Act of 2006, also 
known as Assembly Bill 32 (AB32),  was passed 
by the Legislature and signed into law by then-
governor of California, Arnold Schwarzenegger. It 
directs the Air Resources Board (ARB) to lead 
efforts to  meet the stated target of reducing 
greenhouse gas (GHG)  emissions to 1990 levels 
by 2020.

In order to do this, the ARB was asked to develop 
a Scoping Plan (1.1.1) that would guide the path 
of emission reductions up to 2020. It was tasked 
with developing regulations and ultimately a 
market mechanism that would enable and 
mandate these reductions. 

That market mechanism, upon which the rest of 
this document is primarily focused, is  widely 
referred to as cap and trade (1.1.2). A cap is 
imposed on the total amount of carbon emissions 
that entities covered by the program can emit in a 
particular year, and is done by mandating each 
entity to surrender an emissions allowance, or 
California carbon allowance (CCA) (2.1.1) for 
every metric ton of carbon dioxide equivalent 
(tCO2e) they produce. The number of allowances 
introduced into the market for each compliance 
year is equal to the total number of tons all 
entities covered by the program are allowed to 
emit under the cap. 

Covered entities have to  make up any shortfall 
between the quantity of CCAs they may be 
allocated, and the number of tCO2e they actually 
emit, by purchasing additional instruments at the 
auctions (2.1.2) or on the secondary market 
(2.1.3). Allowing entities to trade permits 
amongst themselves is designed to  allow 
emission reductions (or abatement)  to occur 
where they may be most cheaply achieved.

Along with cap and trade, a raft of other 
regulations were instituted to help California meet 
its  emissions goals. These include various 
measures aimed at enhancing energy efficiency 
and at improving research and knowledge 
regarding emissions reduction techniques, but 
the most significant complementary policies 
(1.2.5) to  cap and trade are the Low-carbon Fuel 

Standard (LCFS), enacted by executive order in 
2007 in tandem with AB32, and the Renewable 
Portfolio Standard (RPS).

The Low-carbon Fuel Standard (LCFS)  is a mixture 
of command-and-control regulation and an 
emissions trading mechanism. While there is a 
declining cap on the carbon intensity used in 
California’s transportation fuels, it also allows for 
the purchase of credits from other parties that 
introduce low-carbon solutions into the 
transportation industry.

The Renewable Portfolio Standard (RPS) mandates 
an increasing amount of California’s total energy 
mix to be supplied by renewable energy sources. 
In November 2008, Schwarzenegger’s successor 
as governor of California, Jerry Brown, signed a 
bill which requires utilities to  ensure 33 percent of 
their electricity sales in 2020 is derived from 
prescribed renewable sources. This figure will be 
arrived at by a linear increment, through three 
compliance phases, from the 20 percent 
mandated for 2010. Beyond 2020, the actual RPS 
targets are not known, although there is 
legislation that gives agencies flexibility and 
discretion in determining future RPS increases.

When used in combination with complementary 
emission reduction policies, a system involving 
cap and trade is often considered the ‘belt and 
s u s p e n d e r s ’ o f a n e m i s s i o n r e d u c t i o n 
architecture. Performance against both the LCFS 
and the RPS targets is expected to  have direct 
impacts on the overall emissions level in 
California; in the event that the economy fails to 
comply with either or both, the function of the 
declining cap is to ensure that overall emissions 
nevertheless remains at or below the level 
mandated by AB32. In addition, the cap-and-
trade program is expected to contribute 23 
MMtCO2e of reductions towards the 2020 target, 
with the goal that, beyond the complementary 
measures (LCFS and RPS), these last reductions 
are the ones best suited to the market to identify 
and attain, rather than through direct regulatory 
mandate on any specific sources or sectors.

The job of conducting oversight of the AB32 
program largely falls to the ARB. As regulators, 
they are responsible for setting and amending 
policies. To this end, under the chairmanship of 
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Mary Nichols, they convene monthly meetings, 
usually scheduled over one or two consecutive 
business days, at the Cal/EPA Headquarters in 
Sacramento, at which regulation can be adopted 
or amended, and staff and stakeholders exchange 
views on future policy directions. This often 
comes after sustained dialogue between staff and 
stakeholders during public comment windows.

In addition to setting policy, the ARB also 
oversees the auction and tracking of emissions 
allowances in the Compliance Instrument 
Tracking System Service (CITSS) (1.2.3), and 
conducts desk reviews before officially issuing 
ARB offset credits (3) to  participating offset 
projects.

1.1.1 – The Scoping Plan

The emissions reduction targets for California, 
and the various policy and market mechanisms 
required to achieve them, are assessed and 
revised by the ARB on a regular basis. 
Collectively, they form the Scoping Plan.  The ARB 
is  required to revise the Plan at least once every 
five years. During this reassessment and revision, 
the ARB gauges the effectiveness of the policies 
and measures that have been implemented, and 
recommends strategies to meet the targets stated 
in AB32.

Background 

California has adopted emissions reduction 
targets for the short, medium, and long terms, 
through various legislative and executive 

Further Reading
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Trade Program, 2010. URL Link

measures over the last few years. An executive 
o r d e r i s s u e d b y G o v e r n o r A r n o l d
Schwarzenegger in 2005 set the state a  target to 
reduce GHG emissions to 2000 levels by 2010, to 
1990 levels by 2020, and by 80% below 1990 
levels by 2050. 

Emissions Reduction Trajectory

According to the stated 2020 emission reduction 
target when AB32 was first published, California is 
required to  reduce its GHG emissions to about 
426 million metric tons of carbon dioxide 
equivalent (or MMtCO2e), from around 448 
MMtCO2e in 2011. However, part of the First 
Update to the original Scoping Plan (due in 2013, 
five years after the 2008  version was drawn up), 
released for public comment in February 2014, 
adjusts this target to 431 MMtCO2e based on 
new high-GWP gas metrics published by the 
Intergovernmental Panel on Climate Change 
(IPCC).

To achieve the 2050 target, the state needs to 
reduce its GHG emissions to just 85 MMtCO2e. As 
such, year-on-year emission reductions in the 
pre-2020 and post-2020 years will differ 
considerably. According to the latest update to 
the Scoping Plan, California will be required to 
reduce its GHG emissions by 1 percent (or 4.7 
MMtCO2e) every year until 2020 to achieve the 
set targets, but 5.2 percent (or 11.4 MMtCO2e) 
every year between 2020 and 2050. 

Intermediate Targets 

The Air Resources Board is also working on mid-
term emissions reduction targets in order to 
create a systematic pathway towards achieving 
the 2050 target. The board will  work to  set a 
target which is consistent with the quantum of 
reduction required in developed countries to 
stabilize global warming at two degrees Celsius. 
The Board has taken note of mid-term targets 
announced by various developed countries, 
including the United States, which vary between 
35 to 50 percent of their respective 1990 baseline 
emission levels.  

The setting of mid-term targets has recently been 
a source of frustration for some in the California 
carbon market community. The Scoping Plan 
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Update, released early in February 2014 to go 
before the Board for a vote in April, only proposes 
to declare a  mid-term plan in 2017, which many 
are deeming too late to inspire near-term market 
confidence and allow market players to take their 
positions. Nearly three-quarters  of respondents in 
V o t e f o r C a l i f o r n i a I ( 5 . 2 ) , 
Cal i forniaCarbon.info’s inaugural market 
sentiment survey in October 2013, felt that the 
presence of mid-term targets would at least be 
one of the key price drivers (if not the main one – 
an option which garnered 30% of the votes) in the 
short term.

In the sequel, Vote for California II (5.1) in 
March 2014, nearly two-thirds of respondents 
indicated they thought 2017 was too late for 
concrete mid-term plans to emerge. For more 
detail on the influence of the lack of mid-term 
certainties on prices in the near term, please refer 
to 2.2.1.

Is 2017 too late to declare a midterm emission 
reduction target?

Vote for California II, CaliforniaCarbon.info stakeholder 
survey, March 2014

Given the lack of precise definition in the 
language, some have even suggested that the 
exact schedule might not be forthcoming until 
2018 or 2019. In the same month as the Update 
was released, Senators Fran Pavley (the author of 
the original AB32 bill)  and Ricardo Lara jointly 
proposed a new Senate bill which would mandate 
the ARB to publish the post-2020 GHG emission 
reduction schedule by Jan 1, 2016. This could 

2%

32%

66%

Yes No Not sure/Can’t comment

expedite the setting of a mid-term target, which 
the ARB is keen to do on the basis of thorough 
and extensive research and deliberation, but it 
will not be until later in 2014 that clarity emerges 
over whether the bill will ultimately be passed.

The effects of the lack of post-2020 certainty are 
felt across the investment spectrum. Aside from 
being unwilling to  speculate in compliance 
instruments, investors are also  proving reluctant 
to commit finance to  offset project types with 
longer timespans, such as forestry or agricultural 
methane. It can take a project up to its full ten-
year cycle to recoup the full investment if credits 
continue to transact at prices this close to project 
developers’ marginal costs, and the prospect of a 
post-2020 ‘cooling off’ in the market will not 
encourage further investment in projects.

Proposed Sectoral Actions

The board has presented a comprehensive list of 
recommended actions for various sectors of the 
economy, in order to ensure that mid-term 
emission reduction goals are met. Some of these 
actions are listed below: 

Sector Recommended+Ac-ons

Cap$and$Trade

*•*Develop*plan*for*post$2020*cap$
and$trade*program
*•*Address*ques;on*of*a*mid$term*
target*and*ensure*market*certainty

Energy

*•*Develop*comprehensive*GHG*
emission*reduc;on*program
*•*Enhance*energy*efficiency,*
demand$response*programs
*•*Develop*measures*to*control,*
reduce*fugi;ve*emissions
*•*Evaluate*poten;al*for*CCS

Transporta;on

*•*Enhance*and*strengthen*the*LCFS*
with*more*aggressive*long$term*
targets
*•*Adopt*policies*to*support*
commercial*markets*for*low$carbon*
transporta;on*fuels
*•*Expand*upon*zero$emission*
vehicles*plan

Agriculture

*•*Establish*agricultural*GHG*
emissions*reduc;on*target*and*
measurement*tool
*•*Develop*methane*capture*
standard
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Sector Recommended+Ac-ons

Water
Implement*new*water$related*
energy*efficiency*and*conserva;on*
measures

Waste*
Management

*•*Eliminate*organic*waste*disposal*
to*landfills*
*•*Iden;fy*addi;onal*opportuni;es*
for*methane*control*at*landfills

Land*and*
Forestry

*•*Prepare*and*publish*a*‘Forest*
Carbon*Plan’
*•*Expand*urban*forestry*and*green*
infrastructure*programs*and*
investments

Market Insights

Further Reading

• Air Resources Board, Proposed First Update to
the Climate Change Scoping Plan: Building on the
Framework, 2014. URL Link

• Air Resources Board, California Cap-and-Trade
Program Implementation Frequently Asked
Questions, 2013. URL Link

• California Environmental Protection Agency,
Overview of ARB Emissions Trading Program,
2011. URL Link

• California Environmental Protection Agency, Cap
and Trade: Market Oversight and Enforcement.
URL Link

• Todd Schatzki and Robert Stavins, Implications of
Policy Interactions for California’s Climate Policy,
The Analysis Group, 2012. URL Link

• Republican Caucus, California State Senate,
Briefing Report: Scope of AB 32 Scoping Plan
Update is Far-Reaching, 2014. URL Link

“The good news is that we are 
well on our way to hitting the 
2020 target established in AB32. 
That limit does not sunset; in fact, 
the legislation directs ARB to look 

at future targets and make recommendations on 
how California can continue to do its share to 
combat climate change. 

 Looking ahead, I do think the call for a 
2030 target that the ARB put into its Scoping 
Plan Update was a very helpful first step. We 
know it’s going to involve more than just the 
ARB, but also the legislature and the Governor, 
but now is precisely the right time to be having 
these conversations, and we’ve seen the 
response from the legislature. For example, the 
Senator Pavley and Senator Lara bill looks to set 
the stage for having a solid analytical foundation 
on which to base targets beyond 2020.

I think we’ve seen the market show 
confidence in that process. We’re only 6 years 
away from what would otherwise be a hard stop 
to the program (based on what’s currently 
written in the rules), and yet we see allowance 
prices above the floor and future vintages selling 
out at auctions. I think those are signs market 
participants are confident they expect the 
program to continue after 2020.” 

– Alex Jackson, Natural Resources Defense
Council

“Now if you want a summer of 
policy discussion, you have come 
to the right time and place in 
‘Sacramento 2014’. With AB32 
now eight years old, and the 2020 
target only six years away, you 

could argue that the law is middle-aged and in 
need of some estate planning. That is exactly 
what is being done both in the Legislature and 
with the Update to the original Scoping Plan. The 
question being discussed is relatively simple
—‘What happens after 2020?’ But the answer to 
that simple question is very complex. And with 
only a few years to go until 2020, this year the 
discussion and debate about what to do has 
really risen to the surface. Maybe an interim 
target is needed? Maybe the program shouldn’t 
continue until other jurisdictions join California? 
Maybe the program needs to be even more 
aggressive in light of new climate science? What 
California policy makers ultimately decide won’t 
be answered right away: there are too many 
questions, the deadline pressure isn’t quite there 
yet, and don’t forget it is an election year in 
California. The discussions will happen, the ball 
will be advanced, but it is more likely going to 
be an ongoing debate that stretches throughout 
the summer, into the fall and most likely into 
2015.” 

– Jon Costantino, Manatt, Phelps & Phillips LLP

 State of the California Cap-and-Trade Market 2013/14 Chapter 1.1.1

CaliforniaCarbon.info 17

http://www.arb.ca.gov/cc/scopingplan/2013_update/draft_proposed_first_update.pdf
http://www.arb.ca.gov/cc/scopingplan/2013_update/draft_proposed_first_update.pdf
http://www.arb.ca.gov/cc/capandtrade/implementation/faq_5_24_2013.pdf
http://www.arb.ca.gov/cc/capandtrade/implementation/faq_5_24_2013.pdf
http://www.arb.ca.gov/newsrel/2011/cap_trade_overview.pdf
http://www.arb.ca.gov/newsrel/2011/cap_trade_overview.pdf
http://www.arb.ca.gov/cc/capandtrade/market_oversight.pdf
http://www.arb.ca.gov/cc/capandtrade/market_oversight.pdf
http://www.analysisgroup.com/uploadedFiles/Publishing/Articles/Implications_Policy_Interactions_California_Climate_Policy.pdf
http://www.analysisgroup.com/uploadedFiles/Publishing/Articles/Implications_Policy_Interactions_California_Climate_Policy.pdf
http://cssrc.us/content/briefing-report-scope-ab-32-scoping-plan-update-far-reaching
http://cssrc.us/content/briefing-report-scope-ab-32-scoping-plan-update-far-reaching


1.1.2 – Cap and Trade Concept 
Text adapted, and graphics reprinted, with the 
permission of the Center for Climate and Energy 
Solutions (C2ES)

The California cap-and-trade program is a market-
based mechanism that a ims to  reduce 
greenhouse gas emissions in the state. It was 
adopted by the ARB on October 20, 2011. 
California’s program represents the first multi-
sector cap-and-trade program in North America. 
Building on lessons learned from the northeast 
Regional Greenhouse Gas Initiative (RGGI)  and 
the European Union Emission Trading Scheme 
(EU-ETS), the California program blends proven 
market elements with its own policy innovations.

As mentioned earlier in 1.1, a cap-and-trade 
system works by setting limits to the amount of 
emissions that an entity can produce within a 

“The ARB does not need express 
legislative authority to come up with 
a mid-term 2030 or a 2050 cap. 
However, without legislation, what 
kind of certainty is the market going 
to have to transact instruments? The 

market will want certainty, and senior figures – 
Fran Pavley and others in the Brown 
administration – have stated that they will look to 
obtain some legislative authority. They want to 
give CARB’s process in updating the Scoping 
Plan some time to play itself out, and establish 
what a mid-term 2030 target would look like. 
Eventually, I think the goal is to have sound and 
clear legislative direction by the time we begin 
the third compliance period (in 2018), not only 
for the ARB to set 2050 goals, but also to 
continue the program through that period.

It’s less of a question what authority the 
ARB does or does not have – there would be 
lawsuits if the ARB were to proceed in the 
absence of authority, and lawsuits if they 
proceeded with authority from the legislature. It’s 
really just a question of what level of certainty 
the market needs to transact instruments. 
Everyone is of a like mind, not only for the 
purposes of those immediately involved in 
transactions, but also those affected by the 
California carbon market indirectly, that it makes 
a lot of sense to have that goal memorialized in 
something legislative.” 

– Kevin Poloncarz, Paul Hastings LLP

compliance period. This limit is translated into 
tradable emission allowances, which compliance 
entities must surrender to  cover for their 
emissions which come under the program’s cap.

The program does provide a certain amount of 
market flexibility by sanctioning the banking of 
allowances (2.2.2), the use of offsets (2.2.3) to 
meet compliance targets, and the three-year 
durations of the second and third compliance 
periods, which provide ample time for entities to 
meet their obligations. It also uses a strategic 
reserve to  help control the ultimate cost of 
allowances. 

The regulation expressly prohibits any trading 
involving a  manipulative device, a corner of or an 
attempt to corner the market, fraud, attempted 
fraud, or false or inaccurate reports. Violations of 
the regulations can result in civil or criminal 
penalties, while the program also includes 
mechanisms to prevent market manipulation.

California Greenhouse Gas Emissions by Sector 
in 2011 (in MMtCO2e)

!Commercial!and!Residen/al!(45.5)!10%
!Agriculture!(32.2)!7%
!High!GWP!(15.2)!3%
!Recycling!and!Waste!(7.0)!2%

* Emissions are expressed in MMtCO2e and the
percentage of the total. Total 2011 gross 
emissions were 448.1 MMtCO2e. “Residential and 
C o m m e r c i a l ” e q u a t e s t o h e a t i n g f u e l 
consumption, which is covered starting in 2015.

Source:   CARB,   Greenhouse  Gas Inventory Data – 
Graphs
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California’s greenhouse gas emission cap and 
business-as-usual (BAU) projections (MMtCO2e)

The cap-and-trade program has a “narrow” scope 
in 2013 and 2014 that encompasses the electricity 
and industrial sectors. The program expands in 
2015 to encompass transportation and heating 
fuels. Offsets can be used for up to eight percent 
of each regulated entity’s compliance obligation.

Source: CARB, California  Cap-and-Trade  Regulation 
Initial  Statement of Reasons, Appendix E: Setting the 
Program Emissions  Cap, http://www.arb.ca.gov/regact/
2010/capandtrade10/capv3appe.pdf

California Greenhouse Gas Emissions in 1990, 
2011, and 2020 under Business-as-Usual 

California’s cap-and-trade program is only one 
element of its broader climate change initiative. 
The graph above shows California’s projected 
greenhouse gas emissions growth in the absence 
of cap and trade.

Sources: 1990: California  Energy Commission, Inventory 
of Greenhouse  Gas Emissions and Sinks: 1990 to 
2004,http://www.energy.ca.gov/2006publications/

CEC-600-2006-013/CEC-600-2006-013-SF.PDF; CARB, 
California 1990 Greenhouse  Gas  Emissions Level  and 
2020  Emissions  Limit,http://www.arb.ca.gov/cc/
inventory/pubs/reports/staff_report_1990_level.pdf.
2011:   CARB, California Greenhouse  Gas Inventory for 
2000-2011 – by Category as Defined in  the Scoping 
Plan,http://www.arb.ca.gov/cc/inventory/data/tables/
ghg_inventory_scopingplan_00-11_2013-08-01.pdf.
2020: CARB, Greenhouse Gas Emission  Forecast for 
2020: Data Sources, Methods, and Assumptions,http://
w w w . a r b . c a . g o v / c c / i n v e n t o r y / d a t a / t a b l e s /
2020_forecast_methodology_2010-10-28.pdf

Market Insights

Further Reading

• Center for Climate and Energy Solutions,
California Cap and Trade. URL Link

• Environmental Defense Fund, How Cap and Trade
Works. URL Link

• International Emissions Trading Association, The
Basic Design Elements of Cap-and-Trade
Systems. URL Link

• Legislative Analyst’s Office, Evaluating the Policy
Trade-Offs in California’s Cap-and-Trade Program.
URL Link

• The California Climate Change Center at UC
Berkeley, Lessons for a cap-and-trade program.
URL Link

• Jeff Cohen and Alex Rau, Debunking Myths: How
a Robust Cap-and-Trade System is Vital to
California’s Economy, 2011. URL Link

• Richard Conniff, Smithsonian Magazine, The
Political History of Cap and Trade, 2009. URL Link

“I don’t think higher prices are a 
good thing in and of themselves. I 
think a lot of people have looked at 
the EU and the other markets and 
thought they are not working 

because the prices are not high enough. That is a 
naïve perspective on how the market is 
supposed to work. The price is always the 
correct price, in terms of what the system is 
demanding and requiring, so it is not a question 
of whether the price is high or low enough, but 
whether ambition is high or low enough, and 
that is a policy question. I think there are a lot of 
people who feel like a really high price will 
change the economics for a particular 
technology to be deployed, but the whole point 
of cap and trade is to set an ambition and a 
target, and let the market and the businesses 
decide on the best way to get there. The 
question is whether a system has the right policy 
ambition, and whether the market has the tools 
to achieve it.” 

– Tom Lawler, IETA
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“I don’t think that the carbon 
markets as constituted right now 
have had much of an effect on 
investment decisions in the US 
markets. RGGI prices have been 
very modest, and despite there 
being some revenue coming out of 

the program, I don’t think they are going into 
alternative energy programs (which would be 
very positive for moving towards some of these 
new non-emitting technologies). I don’t know 
that the price mechanism itself has had much of 
an impact. I think the shift in the landscape – in 
the Northeast as across the rest of the country – 
has really been about trying to achieve cheap 
natural gas. 

 I’m a bit more apprehensive when
talking about the California market. It hasn’t 
really had an effect yet, but that’s not to say it 
won’t. Pricing is more substantial, but there’s 
also already been a lot of work done. There are 
fairly strict environmental regulations in place in 
C a l i f o r n i a , a n d s o – t r a n s p o r t a t i o n 
notwithstanding – stationary source emissions 
are relatively good compared to the rest of the 
country. So I wonder how quickly the economics 
of alternative technologies will come close to 
being cost-competitive just based on the carbon 
price. You’ve already got some expense put in to 
make it a less emission-intense market, but the 
current prices on carbon may not be enough to 
take the issue ‘up over the next step’. I’m not 
aware of a deal that was done based on 
considerations of the carbon price. But again, it’s 
still early in the process, it’s hard to know.” 

– Elias Hinckley, Sullivan and Worcester LLP

“A nat iona l carbon tax i s 
theoretically possible but highly 
i m p r o b a b l e . R e p u b l i c a n s , 
particularly, in the US House of 
Representat ives are against 
implementing any new tax on 
carbon as well as a nation-wide 

cap-and-trade program.” 

– Norman Pedersen, Hanna and Morton LLP

“If ARB  wanted to alter the 
emissions caps, they would simply 
have to reopen the regulation and 
do a regulatory amendment, and I 
don’t think there is anything that 
would preclude them from doing 

that. From a legal perspective, folks who had 
already purchased allowances with no expiration 
dates would probably see their possessions gain 
in value, so it is unclear how they would 
demonstrate harm by such a move. There would 
be the same legal challenges we currently face 
from those opposed to the program overall, 
saying that this is only going to cause more 
serious costs and consequences to the economy, 
but the ARB has done a pretty good job of 
fending off those claims in the past and is likely 
to be able to do the same again. Ultimately, it 
would be a simple process of proposing a 
regulatory amendment and then putting it to 
vote. However, I don’t think it is likely they will 
do something like this prior to the expiration of 
the third compliance period. If folks want a 
market reset, the best hope would be in 
adjusting the 2030 goals, which would more 
accurately reflect how we think the power sector 
and the economy overall are faring.” 

– Kevin Poloncarz, Paul Hastings LLP
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1.2 – Cap and Trade Design 
Elements

Although the fundamentals of cap and trade are 
very similar across different programs, the 
particular details can vary widely. These details 
include sector coverage, compliance timing, 
allowance allocation method, the use of offsets, 
and interaction with other carbon and clean 
energy policies. The details of California’s cap-
and-trade program are discussed in the 
subchapters below.

1.2.1 – Compliance Periods and 
Sectors

The Air Resources Board has speci f ied 
operational and implementation details  of the 
cap-and-trade program up to 2020. The program 
has been divided into three compliance periods; 
the first compliance period spans two years, 
running for 2013-2014, while the subsequent 
compliance periods are of three years each, 
2015-2017 and 2018-2020. While sectors such as 
power generation and petroleum refineries have 
begun to be covered under the first compliance 
period, a  number of other sectors – crucially, 
transportation fuels – are scheduled only to enter 
the program in the second compliance period. 

Compliance periods 

According to information available at the ARB, 
about 360 entities are covered under the first 
compliance period. By some estimates, the total 
number of entities eventually covered under the 
program could add up to around 700.

It should be noted, however, that California’s 
Senator Pro Tempore Darrell Steinberg in 
February 2014 introduced a bill that would see 
the transportation fuels sector operate under a 
carbon tax instead of the cap-and-trade program. 
While it is thought by many that the bill, which 
faces a race against time to  secure two-third 
majority votes before autumn 2014 in both the 
houses of legislature, is unlikely to  go  through, it 
remains a  remote possibility that the market is 
weighing up.

Should the market be concerned about 
Senator Darrell Steinberg's attempt to remove 

the transportation fuels sector from the cap- 
and-trade program?

Yes, the removal of the fuels sector would be a big 
blow to the program

Yes, even if the bill is unlikely to go through, the current 
uncertainty will have undesirable effects

No, the market has been functioning without the fuels 
sector till now, and can continue to do so in future

No, the belief is widespread that the bill is highly 
unlikely to go through

Not sure/Can't comment

Vote for California II, CaliforniaCarbon.info 
stakeholder survey, March 2014

In Vote for California II (5.1), a stakeholder 
sentiment survey conducted in March 2014, 70% 
of the fifty respondents thought the bill’s passage 
is  unlikely. However, more than half of this group 
(36% versus 34%)  also felt that the mere prospect 
of the sector’s exclusion would negatively impact 
market sentiment. Amongst the respondents that 
were less pessimistic about the bill’s chances of 
being passed, there were six respondents who 
felt this would be a big blow to the program, for 
every one respondent that thought cap and trade 
could survive the exclusion of the fuels sector.

2%

34%

4%
36%

24%
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Sectors covered under various compliance 
periods

The first compliance period sees qualifying 
entities from the following large-scale industrial 
sectors come under the emissions cap: fossil fuel 
power generation, petroleum refineries, electric 
power transmission, crude oil and natural gas 
extraction, cement manufacturing, electric power 
distribution, hydroelectric power generation, and 
industrial  gas manufacturing. Additionally, entities 
from smaller sectors like mining, pulp, paper and 
paperboard mills, colleges and universities, food 
processing, and glass manufacturing have been 
included.

F r o m 2 0 1 5 , s u p p l i e r s o f n a t u r a l g a s , 
transportation fuels and carbon dioxide will be 
included under the program in line with the start 
of the second compliance period. This includes 
fuels used for the purposes of heating.

To qualify for coverage under the emissions cap, 
entities will have posted annual GHG emissions 
equaling or exceeding 25,000 metric tons of 
CO2e (MMtCO2e)  in any year from 2008 to 2011 
(for sectors covered under the first compliance 
period)  or from 2011 to  2014 (for sectors covered 
from the second compliance period onwards). 
Additionally, any entity from these covered 
sectors with annual emissions of less than 25,000 
MMtCO2e can voluntarily participate in the 
program. 

In addition to the six major globally recognized 
greenhouse gas pollutants (carbon dioxide, 
methane, nitrous oxide, hydrofluorocarbons, 
perfluorocarbons, and sulphur hexafluoride), 
nitrogen trifluoride is also covered under the 
program. Quantities of nitrogen trifluoride and 
other fluoridated greenhouse gases will count 
towards entities’ emissions totals. There are 
specific conversion methodologies that ensure 
the total mass of each of these gases is expressed 
and reported in CO2e. The program is expected 
to cover 85% of California’s GHG emissions 
(approximately 395 MMtCO2e) in 2020.

Major emitters

Among the sectors covered in the f irst 
compliance period, the fossil fuel  power 
generation and petroleum refinery sectors are the 
largest in terms of their share of GHG emissions 
covered under the program. Each represents 
about 28  percent of the total covered GHG 
emissions during the first compliance period.

Market Insights

“This market is operating, more 
or less, as it was planned to.  
That’s not to say everything is 
perfect (there is still a lot of work 
to be done to ensure the long 
term success of the market), but 

the first year has thus far gone relatively 
smoothly.  This is noteworthy considering that 
there were more than a few observers who were 
skeptical on the auction process, skeptical about 
secondary market stability, concerned about 
price spikes, and concerned about legal 
challenges.  

These considerations are not necessarily 
gone, but the market has proved successful thus 
far.  Linkage, and the transition to the second 
compliance period, will be important future 
experiments.” 

– Robin Fraser, IETA

“California Senate Pro Tempore 
Darrel Steinberg introduced SB 
1156. It is a bill that would 
exempt fuel suppl iers f rom 
entering the Cap and Trade 
Program in 2015, and instead 

place a carbon tax on fuels in the state, thus 
creating a hybrid-type program in California. This 
idea caught many in Sacramento off guard. 
Altering the landscape at this stage of the game 
is a very major deal. It is still unclear if this bill 
will gain enough traction in the Legislature to get 
to the Governor’s desk in the fall, but it will 
certainly be the source of much policy debate 
this summer.”

– Jon Costantino, Manatt, Phelps & Phillips LLP
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“In the first compliance period 
(2013  to 2014), the regulation 
will impact electric generators 
and electric importers more 
than any other sectors. Most 
I P P s w i l l n o t r e c e i v e 
allocations of allowances 
(none are allocated by CARB, 

but some IPPs have pass-through contracts that 
essentially provide allocations) and need to 
purchase compliance instruments (allowances 
and offsets) to meet their compliance 
obligations. To the extent that they can pass such 
costs through into their dispatch, they are 
generally insulated from such costs. There can, 
however, be slippage in passing through such 
costs and most IPPs and compliance entities, in 
general, are not correctly valuing their 
compliance liabilities.  

 Interestingly, for all the negative press 
given to cap and trade, there are very few 
entities materially affected in the first compliance 
period. Industrial and other compliance entities 
(utilities in general) were either over-allocated 
allowances or allocated 90% of their benchmark 
emissions, so the remaining liability is quite 
small.   

 However, I would like to mention few 
caveats to this, where some entities have been 
negatively impacted without any fault of their 
own:  

‒ Compliance entities that are heavy emitters 
compared to their benchmarks receive a 90% 
allocation that is in effect much lower.
‒ Co-generation facilities that receive a 
significant amount of revenue from steam sales 
and do not have carbon pass-through on those 
contracts    
‒ IPPs that have sold power in the market and 
do not have pass- through in their contracts, 
something that is not standard in the over-the-
counter market
‒ Industrial users of energy who pay higher 
energy costs but are not entitled to rebates of 
auction proceeds under the statute or regulation.

 In the second and third compliance 
periods, the picture will change dramatically as 
the allocations to industry and utilities start to fall 
quickly, and new and large sectors of the 
economy, such as transportation fuels and 
natural gas, will fall under compliance 
obligations. During these later compliance 
periods the costs to consumers, directly and 
indirectly, through higher input costs into their 
consumables produced in California, will start to 
become significant and may no longer be offset 
by auction revenue disbursement. The costs of 
the program are essentially back-end loaded, 
which increases acceptance at launch.” 

– Andre Templeman, Alpha Inception

“While we take Senator Steinberg 
at his word that he is looking to 
strengthen California’s climate 
initiatives, we sharply disagree 
with the merits of his proposal to 

take transportation fuels out of the cap for a tax. 
We don’t see the upside when we are eight years 
into implementation, already have a price on 
carbon that is stable and bounded by a floor and 
ceiling, and know this is something that has been 
sought after by the oil industry for some time in 
California. We’ve also already started to 
implement the program assuming fuels would 
very much be in the cap, by selling a portion of 
those allowances and by linking with other 
jurisdictions on the basis of an economy-wide 
cap. To the extent there are concerns regarding 
the regressive impacts of carbon pricing, there is 
just as much opportunity to use auction 
proceeds as carbon tax revenues to respond to 
them.” 

– Alex Jackson, Natural Resources Defense
Council
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1.2.2 – Allowance Allocations

In order to comply with the program, each 
compliance entity has to surrender one emissions 
allowance (or CCA) for each metric ton of CO2e 
they emit. The Air Resources Board will allocate 
the majority of CCAs for free during the initial 
years of the program, but this amount will 
decrease over time. This approach is taken in 
order to provide support to  industry as it tries to 
adjust and build compliance costs into its 
business plans, and to prevent ‘leakage’, as 
happens when an entity in a covered sector 
moves its operations out of California to avoid 
compliance obligations. Leakage has two 
consequences: one, a reduced amount of net 
emission reduction will occur if some of it is 
merely being moved out of state; two, it weakens 
demand for emissions allowances, and hence 
weakens the market. 

Budget for state-auctioned allowances (Cap 
on emissions)

The ARB has specified annual allowance budgets 
– or caps – for each year from 2013 through 2020.
These budgets include both allowances to  be 
distributed free of charge to covered entities, as 
well as those to  be auctioned by the board at 
regular intervals. The cap on emissions will 
decline by 1.9 percent between 2013 and 2014. 
Between 2015 and 2020, the cap will  decline by 
between an annual 3 to  3.5 percent, with the 
volume of budgeted allowances decreasing by 
about 12 million every year.

Compliance+
Period

Year Allowance+
(MMtCO2e)

First
2013 162.8

First
2014 159.7

Second

2015 394.5

Second 2016 382.4Second

2017 370.4

Third

2018 358.3

Third 2019 346.3Third

2020 334.2

Allowances are distributed through three 
methods: direct distribution to covered entities as 
industrial  assistance, direct allocation to electrical 
distribution utilities, and quarterly auction of 
allowances. 

Industry assistance

Allowance allocation under the industrial 
assistance program is provided to entities for the 
purposes of leakage prevention and transition 
assistance. The quantities of allowances to be 
allocated are determined through a product-
based allocation methodology and an energy-
based allocation methodology. A separate 
methodology is employed for determining 
assistance for the refinery sector. 

Over 54.3 million allowances have been allocated 
to 156 entities in 2014 under the industrial 
assistance program. Over 52 percent of these 
allowances have been allocated to refineries, 
while oil  and gas exploration and cement 
manufacturing are also major beneficiaries of the 
assistance provision. 

Direct allocation to electrical  distribution 
utilities

Under this program, the ARB allocates allowances 
to investor-owned electric utilities (IOUs), publicly-
owned electric utilities (POUs), and rural electric 
cooperatives (COOP), to  shield ratepayers from 
any increase in electricity prices that may be 
associated with the cost of implementing and 
participating in the cap-and-trade program. These 
allowances must, however, be consigned, with the 
entities themselves needing to  participate in 
auctions to procure their own allowances. The 
revenue from the consignment of allowances is 
returned to these utilities, who  then pass on the 
subsidy to their customers.

IOUs Pacific Gas & Electric (PG&E)  and Southern 
California  Edison (SCE), and POU Los Angeles 
Department of Water and Power (LADWP), are the 
largest beneficiaries of this  program. They 
received about 71 million allowances in 2013. 
There are subtle differences in how IOUs and 
POUs may use their allowances. While POUs have 
the option of making direct consignments to their 
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own or affiliated compliance entities in the 
program, IOUs must consign their entire 
allocation at the four auctions during the 
according calendar year.

Quarterly auctions

The Air Resources Board (ARB) holds auctions 
(2.1.2) for emission allowances on the 12th 

business day of the second month of each 
quarter, to enable compliance entities to make 
direct allowance procurements according to  their 
perceived requirements. At each auction, 
participants may purchase both instruments 
eligible for compliance use starting in that year, 
and instruments eligible for compliance use three 
years later. In the event entities feel their auction 
procurement was insufficient, they may decide to 
participate in the reserve sale auction. 

Since the inception of the program, the board has 
organized six quarterly auctions, while no reserve 
sales have yet been conducted, due to lack of 
demand for additional allowances.

A percentage of allowances has already been 
placed in a  strategic reserve by the ARB, an 
amount of 40,611,000 allowances in three tiers 
with different prices: $40, $45, $50 in 2013, rising 
5% annually over inflation (so  $42.39, $47.68 and 
$52.98  in 2014). Since these prices are not subject 
to market forces, the strategic reserve will help 
constrain compliance costs. On the other hand, 
the reserve also removes a  significant sum of 
allowances (over 120 million) from the auction, 
and may thereby reduce the impact that 
oversupply could have on prices, so  long as 
prices remain well below the reserve price.

In addition to  the number of allowances on offer, 
the board also specifies the minimum bidding 
price for allowances. This price increases annually 
by 5 percent plus the rate of inflation in the 
Consumer Price Index for All Urban Consumers 
measured over the most recent 12 months. 
Almost 81 million allowances of the 2014 vintage 
and over 37 million allowances of the 2017 
vintage will be offered in 2014, at a  base price of 
$11.34 per metric ton.
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Auc$on'
Date Vintage'2013 Vintage'2014 Vintage'2015 Vintage'2016 Vintage'2017

14!
November!

2012

Offered 23,126,110 39,450,000
14!

November!
2012

Sold! 23,126,110 5,576,000
14!

November!
2012

Clearing!Price
$10.09!per!metric!

ton
$10.00!per!metric!

ton

19!February!
2013

Offered 12,924,822 9,560,000

19!February!
2013

Sold! 12,924,822 4,440,00019!February!
2013

Clearing!Price
$13.92!per!metric!

ton
$10.71!per!metric!

ton

16!May!
2013

Offered 14,522,048 9,560,000

16!May!
2013

Sold! 14,522,048 7,515,00016!May!
2013

Clearing!Price
$14.00!per!metric!

ton
$10.71!per!metric!

ton

16!August!
2013

Offered 13,865,422 9,560,000

16!August!
2013

Sold! 13,865,422 9,560,00016!August!
2013

Clearing!Price
$12.22!per!metric!

ton
$11.10!per!metric!

ton

19!
November!

2013

Offered 16,614,526 9,560,000
19!

November!
2013

Sold! 16,614,526 9,560,000
19!

November!
2013

Clearing!Price
$11.48!per!metric!

ton
$11.10!per!metric!

ton

6!February!
2014

Offered 19,538,695 9,260,000

6!February!
2014

Sold! 19,538,695 9,260,0006!February!
2014

Clearing!Price
$11.48!per!metric!

ton
$11.38!per!metric!

ton



Market Insights

1.2.3 – Processes of Holding, 
Declaration, and Surrender

Types of account

There are several types of accounts in the 
Compliance Instruments Tracking System Service 
(CITSS), and these differ based on the type of 
entity in possession of it,  and the purposes for 
which the account is  used. The accounts can be 
broadly categorized into entity accounts and 
jurisdiction accounts. 

Entity accounts are assigned on the basis of type 
of entity. There are four types of entity accounts; 
no entity can receive all four accounts.

Account A=ributes

General*(Holding)*
Account

•*Basic*account
•*All*en;;es*except*exchange*

clearing*service*providers*are*
assigned*this*account

•*All*exchanges*occur*between*
these*accounts

“The free allocation of allowances 
to electric utilities for the benefit 
of ratepayers should cushion the 
impact on electric ratepayers. 
Likewise, the free allocation of 
allowances to energy-intensive 
trade-exposed industries should 

reduce the chance that the cap-and-trade 
program would cause a migration of those 
industries out of the state. A big issue for fuel 
suppliers who will be covered under the 
program in 2015 is that, other than the natural 
gas utilities, they are unlikely to get free 
allocations of allowances. Some trade groups 
have pushed for all allowances to be allocated 
freely rather than through auctions.” 

– Norman Pedersen, Hanna and Morton LLP

Account A=ributes

Compliance*
Account

•*Assigned*only*to*covered*and*
opt$in*en;;es

•*Free*allowances*may*be*placed*
in*this*account

•*Used*for*surrendering*
allowances*and*mee;ng*obliga;on

•*Allowances*once*placed*in*the*
compliance*account*cannot*be*

transferred*out

Limited*Use*
Holding*Account

•*Assigned*only*to*electrical*
distribu;on*u;li;es*(EDUs)

•*Free*allowances*to*EDUs*
assigned*into*this*account

•*Allowances*placed*in*this*
account*can*only*be*consigned*to*

the*auc;on*account

Exchange*

Clearing*Holding*
Account

•*Assigned*only*to*en;;es*
providing*exchange*clearing*

services
•*Used*for*clearing*transac;ons*

between*two*en;;es

Jurisdiction accounts are maintained by the ARB 
and are used to administer CITSS. There are three 
types of jurisdiction accounts.

Account A=ributes

Alloca;on*
Account

•*ARB*distributes*allowances*to*
en;;es*from*this*account

Auc;on*Account

•*Holds*the*allowances*which*are*
available*for*auc;on

•*Following*an*auc;on,*en;;es*
with*winning*bids*receive*

allowances*from*this*account
•*Used*for*surrendering*

allowances*and*mee;ng*obliga;on
•*Allowances*once*placed*in*the*

compliance*account*cannot*be*
transferred*out

Re;rement*
Account

•*En;;es*may*voluntarily*re;re*
allowances*from*the*market*by*

placing*them*into*this*account
•*Transferring*allowances*into*this*

account*do*not*meet*any*
obliga;on
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Holding limits

Following the commencement of the linked cap-
and-trade program with Quebec (4.1), the 
holding limits for entities participating in the cap-
and-trade program increased by operation of the 
regulation. The holding limit is the maximum 
number of allowances an entity, or a group of 
affiliated entities, may hold at any point in time. 
The board has specified the formula used for 
determining holding limits. 

Holding Limit = 0.1*Base + 0.025*(Annual 
Allowance Budget - Base) 

“Base” equals 25 MMtCO2e
“Annual Allowance Budget” is the total number of 
allowances issued for the budget year in the 
California and Québec programs. 

Combined annual allowance budgets for 
California and Quebec

Year California+
Budget+
(million+

allowances)

Quebec+
Budget++++
(million+

allowances)

Total+
Annual+
Budget+
(million)

2014 159.7 23.20 182.9

2015 394.5 65.30 459.8

2016 382.4 63.19 445.59

2017 370.4 61.08 431.48

2018 358.3 58.96 417.26

2019 346.3 56.85 403.15

2020 334.2 54.74 388.94

Annual holding limits for entities and/or 
groups

Year Holding+Limit

2014 6,447,500

2015 13,370,000

2016 13,014,750

2017 12,662,000

2018 12,306,500

2019 11,953,750

2020 11,598,500

The way in which these holding limits have been 
defined in effect places restrictions on the 
participation of entities that only come into 
compliance start ing in 2015, or whose 
compliance obligation will be significantly 
enlarged with the increased program scope at 
that time. Although there is no restriction on the 
volume of V2013 and V2014 allowances that they 
can use to fulfil their obligations in any 
subsequent compliance year (and nor is there any 
difference in their holding limits for V2013 and 
V2014 allowances), they do not qualify for a 
compliance account until their compliance period 
commences, and will  not be able to avail 
themselves of the limited exemption from the 
holding limit for prior years’ covered emissions. 
This denies them the additional carrying capacity 
provided by a compliance account. 

Surrendering compliance instruments

Participating entities  are required to surrender 
compliance instruments to cover for their verified 
emissions for the compliance year. They can 
surrender both emission allowances allocated or 
auctioned by the ARB, and compliance offsets 
which they have purchased or generated.

Participating entities have two different surrender 
deadlines. There are annual surrender deadlines 
which fall on the 1st of November in the years 
2014, 2016, 2017, 2019, and 2020; and triennial 
surrender deadlines which fall on the 1st of 
November in the years 2015, 2018, and 2021.

According to the annual surrender requirements 
in the regulation, participating entities are liable 
to surrender allowances covering a minimum of 
30 percent of their reported emissions in the 
previous year. For tr iennial surrenders, 
participating entities have to retire instruments 
equal to the total obligation for the compliance 
period, minus the instruments that have already 
been surrendered. If a  deadline is missed or there 
is  a shortfall, four allowances must be surrendered 
for every metric ton not covered for in a timely 
fashion.
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The ARB has also specified limits on the use of 
compliance offsets by participating entities to 
meet their obligations. Each covered entity can 
satisfy up to 8  percent of its compliance 
obligation, per compliance period, with offset 
credits. There is, however, no further limit on the 
use of offset credits when surrendering 
instruments to meet the 30 percent annual 
surrender requirement. 

Process of compliance instrument retirement

For the purpose of meeting compliance 
obligations, compliance instruments are to be 
transferred from entities’ holding accounts to 
compliance accounts, and eventually to the ARB’s 
retirement account. The flowchart explains the 
various steps involved in the process of retiring 
compliance instruments.

There has been some contention over the order 
in which instruments placed in a compliance 
account are surrendered for retirement. While 
systems such as RGGI’s allow compliance entities 
to nominate an order of preference in which their 
instruments are retired, California’s program 
stipulates that instruments will be retired in an 
arbitrary predetermined fashion, with any offsets 
that may be in the retirement account being the 
first to  be retired. This all  means participating 
entities have to take on added administrative and 
logistical burdens related to  managing the 
placement of their instruments. For the 
implications of the surrender order upon trading 
and holding strategies, visit 2.2.2.

Market Insights

“One concern is that contracts 
very often have a number of 
flavors for parties in commercial 
agreements – power purchase 
agreements or agreements for 
cogeneration facilities – to transact 
and somehow embed the carbon 

price either in the price of the goods already 
provided or in express obligations to transfer 
compliance instruments, which in some cases 
means one party acting essentially as an agent 
for the other. 

 Unfortunately, the regulations are
structured with a prohibition on holding 
compliance instruments, particularly allowances, 
on behalf of somebody else. That has produced 
umpteen questions on what constitutes a 
legitimate type of holding for another party. If 
you’re buying compliance instruments for 
another party and for price transparency you 
want to pass-through the actual cost of your 
procurement, does that run afoul of the 
prohibition? 

We’ve had to get answers from ARB on a 
one-off basis, and admittedly the regulation is 
not very helpful. The guidance document tries to 
provide more help on what constitutes a 
legitimate future delivery contract, but the 
regulation could honestly be amended to 
inco rpora te the t ypes o f commerc ia l 
relationships – which are essentially akin to a 
future delivery or a forward delivery contract – 
that the ARB may not have foreseen when they 
drafted their regulations.” 

– Kevin Poloncarz, Paul Hastings LLP
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Request*for*transfer*from*holding*account

To*compliance*account

HOLDING+
ACCOUNT

COMPLIANCE+
ACCOUNT

RETIREMENT+
ACCOUNT

PERMANENT+
RETIREMENT+
REGISTRY

Flow*of*compliance*instruments



1.2.4 – Offsets

California’s cap-and-trade regulations permit 
entities whose emissions are covered under the 
cap to surrender offset credits in fulfilment of a 
portion – eight percent – of their compliance 
obligations. Offset credits are earned by project 
activities under one of the ARB’s approved offset 
project types, and each credit represents a metric 
ton of CO2e whose emission is reduced or whose 
removal from the atmosphere is enhanced.

The most widely-touted benefit provided by the 
existence of an offset market has been the ability 
of offsets to function as a cost containment 
mechanism. Since compliance entities are 
allowed to retire offsets to account for up to eight 
percent of their total emissions, in a system of 
maximum offset usage the effective emissions cap 
exists at eight percent higher than the number of 
allowances allocated or distributed at auction. For 
example:

First compliance period emissions cap = 2013 
emissions budget + 2014 emissions budget = 
162.8 million + 159.7 million = 322.5 million

Therefore,

Maximum permissible offset usage = 0.08 x 322.5 
million = 25.8 million

And,
Maximum amount of instruments surrendered = 
322.5 million + 25.8 million = 348.3 million

If participating entities are unable to  achieve 
emissions abatement for less than the trading 
price of an allowance, the greater effective supply 
allows them to  purchase compliance instruments 
instead of funding abatement efforts, while the 
same quantity of emission reductions is certified 
to happen in an area where abatement is  more 
cheaply available. Given that many compliance 
entities are in sectors such as power generation, 
transportation fuel refinery and distribution, and 
various types of manufacturing, keeping the costs 
of compliance low for them means a smaller cost 
that is passed through to  consumers. Given that 
lower-income households tend to  spend a larger 
amount of their income (especially on goods such 

as electricity)  than do more affluent households, 
offsets as cost containment helps protect them 
against any consumer price spiral induced by cap 
and trade.

Distribution of emission reduction incentives

By regulation, offset project emission reductions 
come from sectors that are not covered by the 
program’s cap. California’s cap is expected to 
cover 85 percent of emissions from the state by 
2020, and an offset program incentivizes emission 
reductions in the remaining spheres of economic 
activity as well. Presently, the ARB has approved 
four types of offset projects (3.2 for more detail), 
and looks set to  introduce two more project types 
in 2014 (3.3 for more detail):

• Ozone Depleting Substances – destroying
r e f r i g e r a n t s a n d f o a m s t h a t c o n t a i n
fluorocarbons

• Livestock Digesters – addressing methane
emitted on cattle farms

• Forestry – improved management of forests so
that captured carbon does not get released

• Urban Forestry – planting trees to improve
carbon storage, in urban areas

• Coal Mine Methane Capture – capturing and
destroying/using methane from coal mines
(expected spring 2014)

• Rice Cultivation – addressing methane released
by anaerobic decomposition on flooded rice
fields (expected late 2014)

In allowing operators in these sectors to generate 
extra revenue through the sale of offset credits, 
the regulations encourage emission reductions to 
happen more broadly than just in the sectors 
covered by the cap. These are emission 
reductions that simply would not happen to  the 
same extent – if at all  – were there not to be a 
compliance price incentive.

Distribution of program revenue

Certain project types within the selection help the 
program to  channel revenue to  social/
occupational groups that might otherwise be 
sceptical of the program and its objectives. 
Farmers have often been highlighted as one such 
group which needs to be shown that a cap-and-
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trade program can be beneficial to them. Project 
types such as livestock digesters and rice 
cultivation would give them more of an incentive 
to invest in the emission reduction program.

International offsets

The questions of whether, when, and/or how 
international offset credits should be fed into the 
California  program have been keenly-discussed 
ones. On the one hand, it is felt that allowing 
credits from other parts of the world would be (i)  a 
way to help efforts in other parts of the world that 
are less advanced in the development of emission 
reduction strategies, and (ii) a  demonstration that 
California  is leading the way in the drive to reduce 
carbon emissions. REDD projects  in Acre (Brazil) 
or Chiapas (Mexico), for instance, have been put 
forward as opportunities for California to help 
emission reductions happen in other countries 
whilst protecting communities whose livelihoods 
are dependent on the tropical rainforest. These 
jurisdictions are held up as ones that have 
established infrastructure and processes for the 
management of REDD projects, and that would 
be able to  contribute meaningfully to the 
California program.

On the other hand, there are momentums that 
lead towards initiatives like Senator Ricardo Lara’s 
Senate Bill 605 (SB605), which was proposed in 
June 2013 to limit the eligibility of offset credits 
for compliance usage in the California cap and 
trade program. Only credits generated by 
projects based in the territorial reach of the 
Western Climate Initiative will be accepted if 
SB605 goes through. As such, the direct revenue 
from the program will not pass into the hands of 
operators in unlinked, distant geographies who 
are seen to benefit from the program while 
California  households and businesses incur the 
additional costs.

The size of the offset budget

In order to  ensure that a majority of the 
abatement in the program results from cap and 
trade rather than offsets, the ARB has defined 
eight percent as the maximum permissible usage 
for offsets in fulfilling compliance obligations. 
Even then, there has been some dissatisfaction 

that the eight percent ruling is having a 
detrimental effect on the offset program as a 
whole, and the trade in the offset market in 
particular. 

Some have claimed that the eight-percent ruling, 
in conjunction with the invalidation provision, 
have contributed to make taking on offsets a 
highly unattractive proposition for all but the 
entities with the largest compliance obligations. 
Others have suggested that the small budget 
leads to a smaller number of project types that 
can be approved without flooding the market, 
which reduces the diversity within the program 
and therefore the diversity in buyer choice. 
Chapter 3 goes into these issues in further detail.

Market Insights

Further Reading

• Air Resources Board, Compliance Offset Program.
URL Link

• American Carbon Registry, Update on Key
Elements of California's Compliance Carbon
Offset Market. URL Link

• Climate Action Reserve, Offsets under California’s
Cap-and-Trade Program. URL Link

• Environmental Defense Fund, The Role of Offsets
in California’s Cap-and-Trade Regulation, 2012.
URL Link

“I think in California what we’re 
hoping to do is to see the offsets 
market emerge more fully. We’ve 
only had a few protocols 
approved to date and we waited 
a long time just to get the first 

issuances. We’re now hoping volumes pick up 
and that we actually start to see additional 
protocols emerge that can bring the necessary 
volume in. I’d say the second issue is linking, and 
specifically how the trading market for California 
and Quebec will emerge and whether there are 
other jurisdictions either across US states or 
Canadian provinces, or even the Mexican 
jurisdictions that are looking at possible REDD 
mechanisms to bring forestry credits into 
California.” 

– Dirk Forrister, IETA
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“I would say that the anaerobic 
digestion of methane on farms in 
the United States is a socially-
d e s i r a b l e o u t c o m e . I t i s 
something that deserves to be 
incentivized, and there is a fairly 

large opportunity set for this project type in the 
US. Having said that, I think we have done a 
relatively poor job of providing proper incentives 
for this project type. We’ve made it extremely 
financially challenging to register a project, and 
we’ve probably done something we don’t really 
want to do, which is to only reward the very 
largest actors in the marketplace – those with the 
largest dairy operations. While that’s very 
valuable, I think ultimately as a society we want 
to be able to scale this down to the smallest 
farms, so that we get wide participation. That’s 
where, in my view, you get economies of scale; 
people will work on new technology and 
cheaper digesters when there is a larger market 
available.” 

– Derek Six, Environmental Credit Corp

“There are a lot of offset projects 
in the pipeline – both early action 
and compliance projects. ARB is 
working diligently to ensure that 
e v e r y t h i n g i s d o n e m o s t 
thoroughly in the early stages of 

the program, so as to ensure that the program is 
implemented with the highest integrity and, 
going forwards, with increased efficiency as well. 
ACR is committed to working with the ARB to 
help make the California market a success and a 
model for replication in other states and regions 
in the US.” 

– Mary Grady, American Carbon Registry

“Offsets in general are an 
important price containment 
mechanism that guarantees 
California will meet its GHG 
targets. The availability and early 
supply of offset credits is 

paramount in addressing compliance costs. 
Without these early action offset credits, prices 
would be higher than they have to be to 
accomplish the emission reduction goals under 
AB32.” 

– Patrick Pfeiffer, EOS Climate

“Chiapas and California already 
h a v e a m e m o r a n d u m o f 
understanding with the State of 
Acre in Brazil. California thus has 
a great opportunity to be a global 
leader both on climate change 

mit igat ion as wel l as t ropical forestry 
conservation, because REDD is a real potential 
forest conservation financing mechanism. 
Cali fornia now has the opportunity to 
demonstrate to other jurisdictions how REDD 
can be accepted into one’s internal compliance 
markets, whether it’s China or the European 
Union at some point in future.” 

– Brian McFarland, Carbonfund.org

“We’re dealing in many cases 
w i th an i ndus t r y tha t i s 
interested in mining coal but not 
recovering methane. Frankly, 
we’ve been working in a US 
voluntary market with a $1-$4-
a-ton credit price, which doesn’t 

quite get you there in terms of an adequate 
incentive. So getting the coal mine methane 
capture protocol adopted into ARB gives it a 
different compliance-type price signal, and 
would be very important to seeing many more 
coal mine methane projects rolled out in the 
US.” 

– Michael Cote, Ruby Canyon Engineering

“At this point, the ARB has been 
very selective with respect to 
compl iance protocols . The 
process of selecting protocols has 
created the pricing issues we see 
today. If offsets are really to serve 
as cost containment, then eight 

percent is not good enough. With the price 
spread remaining as it is, buyers are taking the 
easy option, which is to go to the auction and 
get CCAs.” 

– William Flederbach, ClimeCo Corporation
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1.2.5 – Complementary 
Emission Reduction Policies

California’s cap-and-trade regulations permit 
entities whose emissions are covered under the 
cap to surrender offset credits in fulfilment of a 
portion – eight percent – of their compliance 
obligations. Offset credits are earned

Projected reductions (in MMtCO2e) by 2020 
caused by AB32 measures 

(figure created by C2ES)

Source:  CARB, Greenhouse Gas Reductions from 
Ongoing, Adopted and Foreseeable Scoping Plan 
Measures,http://www.arb.ca.gov/cc/inventory/data/
tables/
reductions_from_scoping_plan_measures_2010-10-28.
pdf

As required by AB32, the ARB has adopted a 
wide portfolio of measures to reduce greenhouse 
gas emissions in the state, including a low-carbon 
fuel standard (LCFS)  and a variety of energy 
efficiency standards. Cap and trade ensures that, 
even if the other measures underperform, the 
same overall effect materializes. It therefore acts 
as a backstop to ensure California’s  overall 2020 
greenhouse gas target is met. Figure 4 shows the 
projected impact of the various programs that the 
ARB has implemented to achieve the goals of AB 
32.

The emission reduction plan has been developed 
in tandem with an energy roadmap which 
comprehensively seeks to reduce the system’s 
unitary carbon emissions rate, as well as  to 
encourage energy efficiency across the state. 
More details on California’s energy policy is 
provided in 1.4.

Other Policies:

The Risk Reduction Plan to Reduce Particulate 
Matter Emissions from Diesel-Fueled Engines 
and Vehicles was approved by the ARB in 2000 
and targets an 85% reduction of particulate 
matter emissions from on-road and off-road 
diesel engines by 2020. 

The ARB has also recently approved a regulation 
which establishes GHG emission reduction 
requirements for all medium and heavy-duty 
vehicles and for engines manufactured for use in 
California, harmonizing with the GHG emission 
reduction rule adopted by the Environmental 
Protection Agency (EPA) in 2011. “Phase I” of this 
GHG standard will reduce new vehicle emissions 
from Class-8 vehicles by 4 to  5 percent annually, 
from 2014–2018. 
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Under the Sustainable Communities and 
Climate Protection Act of 2008 (SCA) or SB375, 
the ARB has set regional targets for the reduction 
of GHG emissions from passenger vehicles.  The 
targets for 2020 and 2035 are established for 
each region, covered as a Metropolitan Planning 
Organization (MPO). Each MPO must prepare a 
sustainable communities strategy as a part of its 
regional transportation policy, which will cover 
land use, housing and transport emissions. 

The ARB also intends to develop a  Sustainable 
Freight Transport Initiative that aims to 
transform the Californian Freight industry into  a 
sustainable enterprise which transports goods at 
zero emissions. 

AB341 targets  reduction from the solid waste 
sector by enforcing mandatory commercial 
recycling of solid wastes, and aims to meet 
California’s recycling goal of 75% by 2020.

In 2009, the ARB adopted the Landfill Methane 
Control Measures to reduce the emissions from 
landfills. The regulation primarily requires owners 
and operators of certain uncontrolled municipality 
solid waste (MSW) landfills to install gas collection 
and control systems, and requires existing and 
newly-installed gas and control systems to 
operate in an optimal manner. The regulation 
allows local air districts to voluntarily enter into  a 
memorandum of understanding (MOU)  with the 
ARB to implement and enforce the regulation and 
to assess fees to cover costs.  

In 2012, Governor Jerry Brown signed AB1492, 
which essentially requires the levying of a fee on 
certain types of lumber and wood products  in 
California  that now help fund forest management 
programs related to timberlands. One of the 
provisions of this new law is the requirement for 
the state to evaluate ecological performance 
measures, which are likely to include an 
evaluation of practices that may directly or 
indirectly effect GHG emissions.

Further Reading

• Natural Resources Defense Council, Low Carbon
Fuel Standard: Helping California break its
addiction to oil, 2012. URL Link
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“The economy-wide cap is at the 
heart of the strategy the state has 
devised to ensure it complies with 
AB32, dating back to the time of 
the original Scoping Plan. We 

need to remember that AB32 really is a whole 
portfolio of policies. It includes policies specific 
to economic sectors, such as the low-carbon fuel 
standard, the renewable portfolio standard, and 
the clean car and energy efficiency standards. A 
hard cap works in combination with those 
policies to ensure we achieve the state-wide 
limit, as required by the law, and meet future 
targets moving forward.

The most important thing we’ve learned 
is that as a community we need to do a better 
job educating new members about these 
programs, and articulating the array of benefits 
we’re seeing as a result of them. In California, 
due to term limits, there are only a handful of 
legislators left in office from the time AB32 was 
debated and signed into law. That presents both 
an opportunity and a challenge to build 
familiarity and confidence in the program, and to 
find new champions to support it.” 

– Alex Jackson, Natural Resources Defense
Council

“ U n d e r A B 3 2 , R P S 
implementation is required to hit 
the mandated caps. Now as we 
transition to more of a ‘cap and 
tax’ mechanism worldwide where 
revenue raising is more important 

than emission reduction, I think RPS standards 
will tend to be less important and will not see 
additional meaningful growth.  Also, in most 
cases, electric grids are now struggling to 
integrate the existing renewables, and until that 
problem is solved the call for higher effective 
RPS or RES is very unlikely. The savior for these 
technologies is fuel diversity and portfolio 
benefits, not emission reductions.   

 The RPS increase to 33% – and
potentially to 50% as has been discussed – is 
one of the primary reasons for the oversupply of 
the cap-and-trade program, and will continue to 
be so going forwards.” 

– Andre Templeman, Alpha Inception
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1.3 – Overlapping Federal 
Regulation (EPA’s Clean Air 
Act)

The Environmental Protection Agency (EPA) is 
an agency of the US federal government that sets 
and enforces regulations designed to  protect 
human health and the environment. Under the 
Clean Air Act, it has the mandate to  regulate the 
emission of substances into the atmosphere 
deemed to be pollutants. This has in the past 
included carbon monoxide, nitrogen dioxide, 
sulphur dioxide, particulate matter, hydrocarbons, 
and photochemical oxidants.

New Source Performance Standards (NSPS)

In 2012, the EPA proposed to regulate 
greenhouse gas emissions from stationary power 
generation sources under sections 111 (b) and (d) 
of the Clean Air Act. In September 2013, text was 
drafted that described how new sources to be 
built in the future would be regulated. The EPA 
subsequently invited stakeholder comments and 
went on a nine-state ‘listening tour’, but ultimately 
published their proposed draft in the Federal 
Register in January 2014 without making any 
amendments to it. The EPA hopes for formal 
federal regulation later in 2014, but at the time of 
writing the legitimacy of the Clean Air Act as a 
device to regulate power plant emissions is still 
under dispute in the Supreme Court.

The New Source Performance Standards 
(NSPS) have opted for rate-based regulation of 
power generation sources. In other words, a 
target emissions intensity is specified, with 
penalties applied in the event of non-
compliance. All new power sources are 
required to comply with the following 
guidelines:

Coal-based power plants: 1,100 lb CO2/MWh 
gross over a 12 operating month period, or 
1,000-1,050 lb CO2/MWh gross over an 84-
operating month period 

Gas-based power plants: 1,000 lb CO2/MWh 
gross for larger units (> 850 mmBtu/hr), 1,100 lb 
CO2/MWh gross for smaller units (≤ 850 mmBtu/
hr)

Regulations for existing power plants

President Obama has called for a  proposal to be 
presented in June 2014 that regulates 
greenhouse gas emissions from existing power 
plants, with the full regulation to be promulgated 
in June 2015. It is yet unclear what form these 
regulations will take. The obvious alternative to 
rate-based regulation is  mass-based regulation. 
To put it another way, rather than focusing on 
emissions intensities at source level, the 
regulation could be applied at state or even 
national level, and would set a maximum absolute 
emissions amount for all plants in that geography. 
The Regional Greenhouse Gas Initiative (RGGI) 
is one example of such a set-up.

The EPA has indicated that it intends to allow 
states the flexibility to retain or join an existing 
functional system for emissions control should it 
wish to, but has stopped short of indicating if the 
default federal program will involve rate-based or 
mass-based standards. This means that the 
expansion of either RGGI’s program, California’s, 
or both, may result from its stationary source 
regulation. However, whether the growth of 
market-based schemes actually materializes 
depends to a  large degree on the shape of the 
ultimate EPA regulations, and whether it decides 
to establish a brand-new federal emissions cap for 
the power sector.

Implications for power

The regulation of existing sources is  not expected 
to be formalized until 2015 (which may then be 
delayed), and the EPA has already said that states 
will then get a year to submit proposals regarding 
how they plan to  comply with it. Thereafter, it is 
suggested that states will have between one and 
three years before enforcement kicks in, meaning 
that the actual commencement of any new 
regulatory program might possibly not occur until 
the dawn of the 2020s.

For new sources, however, the proposed 
standards have already been published in the 
Federal Register. These standards effectively 
mean that all new coal-fired generation sources 
need to have some form of carbon capture and 
sequestration (CCS)  capabilities, given that 
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existing emission intensities for the more 
advanced coal plants stand at around 1,600-1,800 
lbs CO2/MWh (versus the target 1,100 lbs CO2/
MWh). No  power plant anywhere in the world has 
yet proven the commercia l v iabi l i ty of 
incorporating CCS technology, and hence it 
remains to  be seen if these regulations effectively 
sound the death knell for new coal-based 
generation in the US.

Implications for California

California  is unique in that it regulates power 
sector emissions as part of a broader program 
that covers multiple sectors of the economy, and 
includes imported power in considering these 
emissions. It is still unclear how California would 
extricate or target power sector emissions within 
its present framework, or if it would even be 
required to do so as a  result of the new 
regulations. California has indicated that it will 
seek to  demonstrate equivalency with the 
requirements of the federal program by 
demonstrating that the reductions achieved 
pursuant to the cap and trade program exceed 
those required under EPA’s published guidelines. 
What implications such power sector regulation 
would have for Quebec (4.1), whose carbon 
market is at present fully, formally, and bilaterally 
linked to California’s, is equally open to question.

In the longer-term, this regulation is expected in 
some quarters to encourage the adoption of cap 
and trade frameworks in more states across the 
country. As states weigh up the advantages of 
harnessing this  opportunity to implement 
emissions trading mechanisms as opposed to 
source-specific regulation, it is  likely that we will 
see several attempts to forge inter-jurisdictional 
cooperation, either on the sharing of information 
and regulatory expertise, or on express attempts 
to jointly regulate the greenhouse gas emissions 
of power sectors.

The results  for Vote for California II (5.1), a 
stakeholder survey conducted in March 2014, 
show 20 percent of respondents – a larger 
proportion than for all but one other question in 
the survey – indicating they were unsure of 
whether EPA regulations would, or should, enable 
California  to have its  power sector participate in a 

geographically-wider emissions trading program. 
This may reflect how this  is a  topic on which the 
views of the California market is as a whole 
perhaps less pronounced.

Would California be able to - or should it - 
participate in a sector-limited emissions 

trading market, such as an enlarged RGGI 
program, which may result from anticipated 

EPA regulations?

Yes

Only as an interim arrangement while a more 
comprehensive cap- and-trade scheme is worked out

No

Not sure/Can’t comment

Vote for California II, CaliforniaCarbon.info 
stakeholder survey, March 2014

A roughly equal number of respondents indicated 
they would (i) expect or support a  sector-limited 
emiss ions program wi th l inks to other 
jurisdictions, (ii) not expect or support such a 
sector-limited program, or (iii)  expect or support 
such a scheme only as an interim measure on the 
road towards broader program linkage. 54% of 
respondents believed that either compromising 
on an economy-wide program, and/or isolating 
the emissions of one particular economic sector, 
would not be a viable proposition for the long 
term.

20%

28%
26%

26%
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Further Reading

• Center for Climate and Energy Solutions, EPA
Regulation of Greenhouse Gas Emissions from
New Power Plants. URL Link

• Center for Climate and Energy Solutions, EPA
Regulation of Greenhouse Gas Emissions from
Existing Power Plants. URL Link

“Nobody thinks today that EPA is 
going to mandate a cap-and-trade 
program. However, they are going 
to bend over backwards to 
accommodate both the Regional 
Greenhouse Gas Initiative (RGGI) 
and California into whatever type 

of emissions guidelines they establish. They have 
made this clear umpteen times. What is unclear 
is how exactly they will go about doing this. 
There is a whole cottage industry looking at how 
cap-and-trade and the RGGI or California model 
either do or do not fit into those systems. While 
this remains to be seen, we are due to get 
increased visibility from the EPA this summer.

I think it helps for EPA to mandate 
programs that establish limitations on existing 
power plants;  it will cause states to look for the 
easiest ways to do it. What would influence 
states in choosing between RGGI and the 
California model is whether prices remain low 
and reasonable, such that significant economic 
dislocation doesn’t result from adoption of the 
program. In that regard, the ARB is very pleased 
that clearing prices have always been moderately 
above the auction floor – if prices remain 
relatively low and people see the potential for 
GHG reduction at modest cost, then the 
program is more likely to be taken up by others.

Given the guidelines the President has 
outlined in his memorandum to the EPA 
instructing them to develop standards, and given 
the likely judicial challenges and the need for 
states to develop these standards pursuant to the 
guidelines, I think we should hope to have 
something fully fleshed-out by 2017. We’ll get a 
sense in advance of whether this is a patchwork 
that doesn’t work together, or if there is 
integration apace in the system, once states start 
to adopt their own programs, even if each of 
these programs adopted pursuant to EPA 
regulations could themselves be subject to 
judicial challenges.” 

– Kevin Poloncarz, Paul Hastings LLP

“I think what we’ve seen, over and 
over again, particularly on this issue, 
is that Congress does not have the 
vote to stop or start anything at EPA. 
So all the wrangling regarding 

stopping or starting bills has been tried before. 
I’m not surprised either that there’s been a lot of 
political hay made about this proposal, and that 
there are a lot of folks trying to state that this or 
that is illegal. The discussions are all very loaded, 
but I don’t th ink anybody can speak 
authoritatively about what EPA can or cannot 
do. It’s all about interpretation, it’s all open, and, 
to be perfectly honest, the courts typically give a 
lot of deference to EPA. I’m not surprised that 
EPA moved forward with this proposal, and I’m 
not surprised people are trying to claim they 
have the absolute final word on what the Clean 
Air Act says or does not say.” 

– Tom Lawler, IETA

“California is in a wonderful 
position to comply with the EPA 
standards for new and existing 
power plants. While our cap and 
trade program is not limited to the 

power sector, it is working in association with a 
host of other policies that are reducing emissions 
from the power sector. We expect California can 
readily show its existing portfolio of policies will 
achieve any standards or guidelines EPA puts 
forth.

Outside California, there is a real 
opportunity for these standards to reinvigorate 
discussions on regional carbon markets. I think 
we’re going to see a rekindling of interest in the 
potential for this sort of coordinated approach, 
particularly in the West where there are ready-
made opportunities to capitalize on the import/
export dynamics of power flows. Pursuing an 
approach which simply requires reductions from 
power plants in a particular state, regardless of 
where that power is shipped to, will ultimately 
be more costly and yield fewer benefits than an 
integrated approach with other states in the 
same power pool.” 

– Alex Jackson, Natural Resources Defense
Council
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“I don’t think it’s that difficult for 
EPA to come up with an assumed 
emission rate for all the fossil 
generation in a state. They know 
what those emissions rates are, and 

they also know what the capacities of the plants 
are. They could come up with a number, say 
1,600 or 1,700 lbs/MWh, factor in the volume 
generated in a previous year, and calculate a cap 
based on the desired emissions intensity. It 
would not be a tough mathematical exercise. I 
think EPA would design a system along these 
lines to set caps for states that choose a mass-
based standard. This process for calculating 
emissions targets would also work for states that 
want to join existing market-based programs. 
EPA might even go as far as giving individual 
states their budgets, and there is precedent for 
this in the Clean Air Act mercury rule. 

The big question is going to be linking, 
and will - by default and by EPA giving these 
budgets – that suddenly make California and 
Regional Greenhouse Gas Initiative (RGGI) 
states unable to link with one another? These are 
two highly different carbon markets, so there are 
many more implementation problems beyond 
that. It is not as simple as EPA just giving you a 
budget. You have the question of distributing 
allowances – who will run the auctions? This is a 
big quest ion that states need to start 
contemplating, in terms of who can and will run 
any combined cap-and-trade or similar system. 
Do you need a RGGI Inc. anymore? Will 
California run the program? If so, what happens 
to Quebec allowances? There are big questions 
about how these translate into practice.

For context, all of this has been done 
before. We’ve had a 111(d) cap-and-trade 
system set up before, with the Clean Air mercury 
rule. It was thrown out, but the EPA has gone 
down this route again. States were told (with the 
mercury rule) that if they wanted to opt into the 
trading program, they were to inform the EPA, 
who would form a trading program that included 
all willing participants.

So if EPA were to follow that precedent, 
when all these different states were opting into a 
trading program, it would be different to RGGI 
and California. It would be a new trading 
program. While EPA would want to show some 
deference to the existing cap-and-trade models 
that have proven to fundamentally work, the 
question remains over how that would function. 
How does a RGGI allowance get turned in to 
EPA for compliance? What if the state says they 
want to have a budget, but want to give 
allowances away rather than auction them off? I 
think these big questions can all be answered – 
I’m just curious, and I’m hopeful that these 
things would be fleshed out.” 

– Tom Lawler, IETA

“A national program for emissions 
now looks imminent. President 
Barack Obama has realized that he 
did not have the political backing 
to pass legislation on the national 
level, and is now using the Clean 

Air Act and the supportive rulings of the courts 
to regulate national greenhouse gas emissions 
one sector of the economy at a time. This started 
with automobiles a few years ago, and is now 
developing to include the electricity generation 
sector. This summer, the Environmental 
Protection Agency (EPA) will come out with 
proposed regulations for existing generation 
assets, and it is likely that those regulations will 
use declining performance standards to seek the 
slow reduction of the overall and even specific 
emissions of generation assets. EPA has been 
quite open about its desire to allow states to 
come up with a compliance strategy, and that 
the Regional Greenhouse Gas Initiative (RGGI) 
and the California program are templates of what 
can be done. We expect some regions like 
California to always be more aggressive than the 
new federal regulation on reducing greenhouse 
gases. If the EPA means to allow states to police 
themselves, it will be very accommodative of 
current cap and trade programs and the possible 
expansion of their jurisdictions. Within such a 
framework, many states may choose to join 
existing programs to gain the economies of scale 
and competitive advantages inherent in a 
regional cap and trade program, as opposed to 
constructing their own compliance strategy or 
leaving themselves exposed to the EPA.” 

– Andre Templeman, Alpha Inception
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1.4 – Overlapping State 
Regulation of Industry 
(California’s Energy Policy)

Sectors related to  the generation, distribution, 
and consumption of energy in various forms 
contribute a large proportion of the emissions 
covered under the first phase of California’s 
compliance program. Energy policy planning, 
under the California  Energy Commission (CEC), 
hence commands a significant place in the 
regulatory and legislative structure of California’s 
emission reduction drive. Some of the more 
significant factors impacting California’s energy 
policy are: energy efficiency, demand response, 
bioenergy, electricity, transmission, nuclear 
power, transportation, and natural gas. 

Energy efficiency 

Energy efficiency in buildings is one of the key 
components of the state’s energy policy. The CEC 
is  working on a  comprehensive plan to improve 
the energy efficiency of existing buildings. This 
plan includes provisions for enhanced data 
reporting and for the education of building 
owners and managers on the implementation of 
energy conservation measures. The commission 
will consider the adoption of this plan in 2014. 
Additionally, through Governor Brown’s Executive 
Order B-18-12, all  new state buildings designed 
after 2025 would be required to adhere to the 
Zero-Net-Energy Code, while all existing state 
buildings will be required to achieve Zero-Net-
Energy for 50 percent of their footage area by 
2025.

In the Assembly Bill 2021 preview, the CEC and 
the California Public Utilities Commission (CPUC) 
are required to develop energy efficiency targets 
for electrical distribution utilities. California’s 
public utilities have spent more than $737 million 
on energy efficiency measures, which have seen 
reductions of 2,700 GWh in energy consumption 
and 515 MW in peak demand load. The CPUC 
updates the energy efficiency targets for electrical 
distribution utilities every three years. 

Demand response

Regulatory bodies in California note the recent 
d e v e l o p m e n t s i n d e m a n d r e s p o n s e i n 
neighboring states, and are now considering 
specific strategies to boost overall energy 
efficiency through demand response. These 
strategies include: 

• Establishing rules for the direct participation of
demand response in the California ISO market
• Developing an effective multi-year tariff
approach and forward auction program to enable 
demand response  
• Continuing work on fast-response demand
response and advance forecasting accuracy 
• Improving customer education regarding
demand response

Electricity

The forecasting of electricity demand is one of the 
key exercises undertaken by regulatory agencies 
in California. A ten-year forecast of electricity 
demand is updated every two years. This enables 
all associated agencies to  take appropriate steps 
to  ensure adequate supply, while working 
towards the fulfilment of energy efficiency and 
resource management ideals. 

The addition of new electricity infrastructure in the 
state is  currently focused on the Southern 
California region, as agencies recognize its 
limited ability to substitute conventional power 
resources with renewable energy resources. This 
is  also the part of the state that has been hard-hit 
by the closure of the San Onofre Nuclear 
Generating Station, which produced over 2.2GW 
of carbon-free baseload power. Regulatory 
agencies are committed to meeting 50 percent of 
incremental resource needs through the 
successful implementation of demand response, 
energy efficiency, and energy storage policies. 

Renewable energy transmission

In order to  achieve the RPS target of 33 percent 
generation from renewable energy sources by 
2020, significant efforts are required in the 
transmission sector to encourage the integration 
of renewable energy sources into  existing 
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transmission infrastructure. So far, 17 transmission 
projects have been identified and approved by 
the CEC for the integration of renewable energy 
sources. 

Nuclear power plants

Safety is the major policy concern for regulators in 
the nuclear power sector. Regulatory agencies 
prioritizing seismic analysis of the regions where 
the state’s nuclear power plants are located. The 
storage and disposal of nuclear fuel is  also a 
concern, one which the agencies are in the 
p r o c e s s o f p r o v i d i n g n e w p o l i c y 
recommendations to address. 

Natural gas

California continues to import about 90 percent of 
the natural gas that it requires. Over the last few 
years, however, the supply of in-state natural gas 
has increased significantly due to the widespread 
development of hydraulic fracturing (or ‘fracking’). 
The environmental impact of hydraulic fracturing, 
as well as the safety of the pipelines, are of critical 
concern to regulatory agencies. Some of the key 
areas the CEC plans to look into in the near future 
include support for industries seeking to increase 
the use of natural gas to integrate renewable 
energy, the replacement of coal at selected 
power generation stations, energy storage and 
pipeline supply, as well as the export of natural 
gas to Mexico. 

Transportation

Until  June 2013, the CEC had invested more than 
$400 million into electric cars, hydrogen-fueled 
cars, and the development of infrastructure in 
support of alternate vehicle fuel technology. After 
s tudying scenar ios for the growth and 
development of alternative transportation fuels, 
the CEC found that the current pace of capacity 
and infrastructure addition would enable at least a 
three-fold increase in alternative fuel use by 2020.

Impact on cap and trade

These measures are expected to help control 
demand for emission allowances from, in 
particular, the power generation and import, fuels 

distribution, and oil and gas refinery sectors. 
Improving the per-capita emissions rate in 
California  is critical if the state is to  stay on its 
emissions pathway while handling the additional 
challenge of expected population growth in the 
coming decades. The exact interrelationship 
between these individual complementary policies 
and California cap and trade is  under continuous 
study and review, but it is worth pointing out that 
cap and trade acts as the ‘safety net’ for the 
program, meaning that the state will ultimately 
control its emissions through cap and trade even 
in the event that complementary policies fail to 
produce their intended outcomes.

Market Insights

Further Reading

• California Energy Commission, California
Renewable Energy Overview and Programs. URL
Link

• California Energy Commission, California's Energy
Policy. URL Link

• University of California, Renewable Energy
Beyond 2020 Next Steps for California, 2013.
URL Link

• Cleantech Group LLC, California in Perspective: A
review of state energy policies and their impact on
high-growth cleantech markets, 2010. URL Link

• Climate Connect Ltd, Information Note:
Renewable energy policy, California, 2010. URL
Link

“It has not done so yet, but you 
can certainly see a case for very 
strong growth in renewables and 
other sectors starting to materially 
undermine demand for new 
generation sources. I guess we are 
seeing so little new demand now 

that you could even argue renewables are 
already displacing some traditional generation. 
It’s still a very small wedge of the overall power 
generation mix in the US though. The material 
impact has been relatively small, but I would 
expect to see that change as more and more 
capital starts to flow through these alternatives.” 

– Elias Hinckley, Sullivan and Worcester LLP
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“Based on a Thomson Reuters Point 
Carbon forecast for different levels 
of renewable energy generation 
under the RPS, power sector 
emissions are reduced to different 
degrees. In 2013, the power sector 
is est imated to emit around 

92.1MMtCO2e. Meeting the 33  percent RPS 
target means that we should get down to 70.3 
MMtCO2e. If we don’t make that, but only get 
to 30 percent, the emissions will be higher, at 
around 73.5 MMtCO2e, and if we get to 40 
percent, then emissions will go down to 
63.9MMtCO2e. 

The million dollar question is what these 
scenarios mean in terms of carbon price impact. 
In this case, they don’t mean much. In all three 
scenarios the carbon price remains at the core 
price. The California market is expected to be 
long due to several reasons over the years. The 
share of renewables in these scenarios does not 
result in change.

There are various factors that will drive 
further reduction in emissions, some of which 
relate to financials. Natural gas improvements 
will reduce emissions by 6 million tons per year 
up to 2020. In-state renewable energy 
generation is expected to ramp up from the 
current 40 TWh to 67 TWh, which will displace 
original wind farms and gas plants, and further 
reduce emissions by 11 million tons per year. 
Cutting coal power imports should reduce 
emissions by 9MMt per year. Selectively sourcing 
low-carbon imports, which could be natural gas 
or renewable energy, could bring another annual 
2MMtCO2e reduction.” 

– Arjun Patney
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2.1.1 California Carbon 
Allowances

A California carbon allowance (CCA) is the 
primary compliance instrument in the California 
cap-and-trade market. For each metric ton of 
carbon dioxide-equivalent emissions that is 
covered under the program, its emitter has to 
retire one CCA (or CCO, 2.2.3). In California, 
CCAs are primari ly distr ibuted through 
allocations (1.2.2) and auctions (2.1.2), 
although they are also traded on the secondary 
market (2.1.3).

CCAs have vintage years that correspond to the 
year in which they are distributed, although ten 
percent of CCAs for every year from 2015 
onwards have been or will be distributed three 
years beforehand via the advance auction 
mechanism. A CCA may be surrendered to 
account for an entity’s emissions that occur either 
during or after – but not before – the assigned 
vintage year.

At each auction, a current and a future vintage 
CCA is offered to  participants. The forward 
vintage CCA is a  CCA that is distributed three 
years ahead of its vintage year. For instance, CCAs 
auctioned in 2013 were of 2013 and 2016 
vintages.

The transaction of CCAs in the secondary market 
can happen as an over-the-counter exchange, or 
as a forward contract. CCAs of varying vintages 
and delivery dates, which will have entered the 
market by means of auction or direct allocation, 
are available for transfer in the secondary market.

CCAs$that$will$have$been$distributed$into$the$market$
by$the$end$of$2014$(in$millions)

CCAs$that$will$have$been$distributed$into$the$market$
by$the$end$of$2014$(in$millions)

CCAs$that$will$have$been$distributed$into$the$market$
by$the$end$of$2014$(in$millions)

CCAs$that$will$have$been$distributed$into$the$market$
by$the$end$of$2014$(in$millions)

CCAs$that$will$have$been$distributed$into$the$market$
by$the$end$of$2014$(in$millions)

Vintage$
Year

Directly$
Allocated

AucBoned$
to$date

To$be$
aucBoned$
in$2014*

Total

2013 81.75 81.05 0 162.8

2014 78.72 19.54 61.44 159.7

2015 TBA 5.58 – 5.58

2016 – 31.08 – 31.08

2017 – 9.26 27.78 37.04

* assumes clearing of auctions (i.e. a  maximum
value)

As shown in the table above, a  total of 396.2 
million allowances will have been introduced into 
the market by November 2014, assuming all 
auctions clear between now and then.

2.1.2 Auctions

Auctions are the primary – and many hold the 
most efficient – mode of instrument transaction in 
the California cap-and-trade market. They are 
scheduled to  be held on a quarterly basis, and 
February’s auction was the sixth since the 
inception of the program.

Formalities

The following timeline highlights the key stages 
involved in preparing for participation at an ARB 
auction, expressed in the format Tx + a, where a is 
the number of days:

T1: The day of the auction is the twelfth business 
day of the second month of each calendar 
quarter. The auction is conducted in a three-hour 
window between 10am and 1pm, Pacific time.

T1 - 60: Publication of auction notification, which 
contains the auction date and time, the number of 
allowances to be offered at both the current and 
advance auctions, and other administrative 
instructions and requirements.

T1 - 30: Deadline for submission of auction 
participant application for first-time participants, 
and for reporting changes to disclosed 
information for returning participants. Returning 
participants do not need to re-submit their 
application except if they require disclosed 
information to be changed.

T1 - 12: Deadline for the provision of a bid 
guarantee

T1 + 3 business days: The auction results are 
published at 12pm Pacific three business days 
after the auction is conducted

T1 + 3 business days + 7: The financial services 
administrator is directed to collect payment from 
the winning bidders by this date
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T2: The reserve sale is conducted on the first 
business day six weeks after the auction. With the 
program being generously supplied, there was no 
interest from participants in the reserve sale in any 
of the six auctions we have had.

Covered and opt-in entities, as well as voluntarily-
associated entities, may participate in the auction 
so long as they are in possession of a CITSS 
account. The bid guarantee has to exceed the 
value of all bids submitted by a participant in the 
auction, and in effect places a limit on what that 
participant can bid. Furthermore, purchase and 
holding limits also apply. Holding limits are 
explained in 1.2.3, while the purchase limits 
applicable to an auction can be summarized as 
follows:

• 15% of the total allowances offered at the
current auction, for covered and opt-in covered
entities except electrical distribution utilities

• 40% of the total allowances offered at the
current auction, for electrical distribution
utilities

• 4% of the total allowances offered at the current
auction, for other entities

• 25% of the total allowances offered at the
advance auction, for all participants

Fo r m o r e i n f o r m a t i o n o n t h e s p e c i f i c 
requirements for participating in an auction, 
consult the detailed instructions in the ARB’s 
auction notifications, which are published at least 
60 days in advance of the auction. (Link to 
February 2014 specimen)

Bids which go beyond these limits are treated as 
non-compliant. In 2013, a minority of submitted 
bids did not qualify for auction, coming to 
approximately 2% of the February current vintage 
offering, and 3% of November’s. Approximately 
0.68% of all submitted bids for current auction in 
2013 were non-compliant, whereas all submitted 
bids for advance auction were compliant.

Submitting non-compliant bids does not exclude 
the entity from participating in the auction. 
Allowances will  continue to  be awarded to  the 
entity – as the auction proceeds from the highest 
to the lowest clearing bid – up until the value of 
the bid guarantee equals the value of the 
auctioned allowances, or until the entity meets its 
holding or purchase limits. 

Covered$
Emissions$

Year

Compliance$
ObligaBon$Due$

Date

Percentage$of$Compliance$ObligaBon$
Due

Eligible$Vintages$of$Allowances

FIRST$COMPLIANCE$PERIODFIRST$COMPLIANCE$PERIODFIRST$COMPLIANCE$PERIODFIRST$COMPLIANCE$PERIOD
2013 November71,72014 30%7of720137covered7emissions Vintage720137only

2014 November71,72015 70%7of720137covered7emissions
100%7of720147covered7emissions

Vintages72013,720147in7any7combinaFon

SECOND$COMPLIANCE$PERIODSECOND$COMPLIANCE$PERIODSECOND$COMPLIANCE$PERIODSECOND$COMPLIANCE$PERIOD
2015 November71,72016 30%7of720157covered7emissions Vintages720137to720157in7any7

combinaFon
2016 November71,72017 30%7of720167covered7emissions Vintages720137to720167in7any7

combinaFon
2017 November71,72018 70%7of720157and720167covered7

emissions
100%7of720177covered7emissions

Vintages720137to720177in7any7
combinaFon

THIRD$COMPLIANCE$PERIODTHIRD$COMPLIANCE$PERIODTHIRD$COMPLIANCE$PERIODTHIRD$COMPLIANCE$PERIOD
2018 November71,72019 30%7of720187covered7emissions Vintages720137to720187in7any7

combinaFon
2019 November71,72020 30%7of720197covered7emissions Vintages720137to720197in7any7

combinaFon
2020 November71,72021 70%7of720187and720197covered7

emissions
100%7of720207covered7emissions

Vintages720137to720207in7any7
combinaFon
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However, submitting non-compliant bids leaves 
an entity liable to  a fine from the regulators. In 
February 2014, the ARB fined the City of Riverside 
$25,000 for submitting bids of a higher value than 
their guarantee. Given the estimates above that 
the total volume of non-compliant bids amounts 
to approximately 750,000 allowances, it is likely 
that several more fines will  be announced in the 
coming months for infractions in 2013.

Several market participants – notably a few under 
the organization of the International Emissions 
Trading Association (IETA)  – have suggested that 
this aspect of the regulation should be modified. 
The electronic system should be made to  reject 
any bid that is non-compliant, instead of the 
burden of responsibility falling on the auction 
participant to ensure the compliance of their bids.

Auction format

The auction is divided into a current and an 
advance auction. Allowances of the current 
vintage are offered at the current auction (with the 
exception of November 2012, when V2013s were 
offered), whereas allowances of a vintage three 
years forward are offered at the advance auction.

The advance auction offering is constant across 
the four quarterly auctions in a year, and amounts 
to 2.5 percent of the total cap for the vintage year, 
coming to  a total of 10 percent across four 
auctions. The current auction offering is a 
combination of state-owned allowances (which 
are distributed equally in each quarter), and 
allowances allocated by the utilities (1.2.2). 
These have to  all be consigned during the given 
year from the limited-use holding account, but in 
no particular quarterly distribution. As such, there 
will be differences in the sizes of current vintage 
offerings from auction to auction; for instance, the 
November 2013 V2013 offering was nearly 3.7 
million larger than that in February 2013. In 2014, 

72,155,608  of the 80,980,578 V2014 allowances 
to be auctioned (or 89.1%)  will be consigned by 
utilities. 

After the single sealed bids are simultaneously 
submitted for both the current and advance 
auct ions, a l lowances are distr ibuted in 
descending order of bid amount, until such time 
as the quantity of bids at the next lowest price 
exceeds the number of remaining allowances. 
This quantity of allowances is then prorated 
among the bidders at the applicable price.

The settlement price is the price at which the 
supply of allowances is exhausted, or the 
predefined floor price in the event that the total 
qualified bid volume is lower than the available 
supply. All allowances are cleared at this price, 
irrespective of the value of the bids that were 
submitted. The floor price rises annually by 5% 
plus the rate of inflation. It stood at $10.00 in 2012 
and $10.71 in 2013. In 2014, auctions will not 
clear below $11.34.

The current auction takes place before the 
advance auction, although bids are submitted 
and results revealed at the same time.

Past auctions

All  current vintage allowances offered at the four 
auctions in 2013 managed to  clear.  Demand 
volumes were healthy, with a subscription rate of 
2.49 bids to one available allowance in the 
February current auction falling to stabilize in the 
range of 1.62 to  1.82 for the rest of the year, and a 
rate of 0.46 in the February advance auction rising 
to 1.69  and 1.64 in Q3 and Q4, matching the bid 
ratios for the V2013s.

Feb$2013 May$2013 Aug$2013 Nov$2013

V137CCAs7offered 12,924,822 14,522,048 13,865,422 16,614,526

Bid7RaFo7(Qualified) 2.47 1.78 1.62 1.82

Bid7RaFo7
(SubmiPed)

2.49 1.78 1.62 1.85

Approx.7NonS
Compliant7Bid7No.

258,500 0 0 498,400
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Settlement prices declined towards the end of the 
year for V13 allowances, reflecting generally 
lower bid price profiles, and falling in line with 
widespread suggestions that the yearly ‘cycle’ had 
been run and most compliance needs met before 
the later auctions. 

V16 settle prices lifted off the floor to steady at 
$11.10, clearing lower than the V13s despite 
similar subscription rates in August and 
November. This generally reflects a lower bid 
profile, since bids for V2016 allowances were 
occurring in the absence of any immediate 
compliance requirement.

The fact that compliance entities accounted for 
above 90% of all bids on most occasions does not 
in itself suggest an absence of speculation in the 
market. Although the modest prices do  reflect a 
general  lack of risk capital, many compliance 
entities are also likely to have transacted as 
speculators. Compliance entities from the oil 
sector are known to  engage in speculation, 
whereas the investor-owned utilities (IOUs)  do not 
speculate.

The August edition in particular performed one of 
the key market roles of auctions – price discovery. 
With the clearing price of $12.22 considerably 
lower than the prevailing secondary market price 
of $13.35 for the current benchmark on results 
day, the (expected) influx of cheaper allowances 
into the spot market brought secondary prices 
down towards the auction price. On Aug 20, the 
day before the auction results were made known, 
brokers were reporting spot deliveries at $13.30 
on average. On Aug 21, this dropped to $12.68, 
and it was $12.25 on Aug 22. That week, spot 
trading closed at $12.29. Refer to 2.2.1 for more 
detail on the relationship between the primary 
and secondary markets.

The first auction of 2014 was underwhelming in 
the eyes of many. With flagging demand 
indicated by bid ratios that fell by more than 0.5, 
prices dropped ever closer to  the price floor. The 
current vintage clearing stayed at $11.48 between 
November 2013 and February 2014, which meant 
that the gap to the floor was reduced from $0.77 
to a mere $0.14. The advance auction continued 
to clear, albeit just, $0.04 off the floor at $11.38, 
on a bid ratio of 1.11.

Current$AucBon Feb$2013$(V13) May$2013$(V13) Aug$2013$(V13) Nov$2013$(V13) Feb$2014$(V14)

CCAs$offered 12,924,822 14,522,048 13,865,422 16,614,526 19,538,695

Qualified$Bid$

RaBo
2.47 1.78 1.62 1.82 1.27

SeVle$Price $713.62 $714.00 $712.22 $711.48 $711.48

Compliance$

EnBty$Bid%
88.2 90.2 95.5 96.2 84.5

Highest$Bid$

Received
$750.01 $750.01 $750.01 $761.61 $750.00

HirschmanX

Herfindahl$index
728 609 861 683 533

Advance$AucBon Feb$2013$(V16) May$2013$(V16) Aug$2013$(V16) Nov$2013$(V16) Feb$2014$(V17)

CCAs$offered 9,560,000 9,560,000 9,560,000 9,560,000 9,260,000

Qualified$Bid$

RaBo
0.46 0.79 1.69 1.64 1.11

SeVle$Price $10.717(floor) $10.717(floor) $711.10 $711.10 $711.38

Compliance$

EnBty$Bid%
100 86.5 96.3 91.3 83.5

Highest$Bid$

Received
$740.00 $735.00 $730.00 $713.50 $719.00

HirschmanX

Herfindahl$index
3,159 1,198 1,605 1,165 1,568
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Nov 12 Feb 13 May 13 Aug 13 Nov 13 Feb 14
0.09 3.21 3.29 1.51 0.77 0.14

0 0 0 0.39 0.39 0.04

The modest performance at the February auction 
has been put down to several factors. The 
sensational proposed bill  to block transportation 
fuels from coming under cap and trade was one 
that made its rounds as participants were filling in 
their bids on auction day. Several participants 
might have scaled their bids back amidst the 
instantaneous disorientation.

Furthermore, it is thought that ARB proposals in 
the run-up to the auction, which included the 
upping of industrial assistance factors from 75% 
to  100% starting in 2015, contributed to 
compliance entities rethinking their bid positions. 
Increased assistance factors would provide 
affected compliance entities with a larger 
allocation, meaning they would need to procure 
fewer allowances for themselves.

Upcoming developments

On Jan 1, 2014, California officially commenced 
the linkage (4) of its cap-and-trade program with 
that of Quebec (4.1). As part of this linkage, it is 
anticipated that the two jurisdictions will start 
using a combined platform for the auction, trade, 
and holding of allowances. Quebec only held its 
inaugural  auction in December 2013 (see 4.1 for 
results).  A mock joint auction was scheduled to 
have been held in February 2014, and it is  now 
anticipated that the first combined auction will 
take place in the third or fourth quarter of 2014. It 
is  unclear at the time of writing what progress the 
two  respective regulatory bodies are making on 
this front.
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Late in 2013, the Emissions Market Assessment 
Committee (EMAC) was among the voices 
suggesting that more regular auctions would 
bring greater liquidity to the market. That 
Committee’s contracts were not renewed at the 
end of the year, and it remains to  be seen what 
follow-up action there will be on this suggestion.

Market Insights

Further Reading

• Air Resources Board, Auction Information. URL
Link

• Air Resources Board, Auction Notice (February
2014). URL Link

“With the current oversupply, nobody has to do 
anything fancy. They’re likely to stick with the 
current strategy of going to the auctions, buying 
what they need, and going back to sleep until a 
need arises again. Subscription rates went down 
slightly with each auction last year. While I’m 
guessing all V2014s are probably going to get 
sold again this year, due to the oversupply I don’t 
think we’re going to see abnormal levels of 
activity.” 

– A broker

“We generally think that, 
everything else being equal, 
and supply and demand being 
balanced, there should be a 
15-to-30 cent differential 
between the current vintage 
on the higher end and the 
forward vintage on the lower. 

This is based on just the ‘option value’; both are 
spot instruments, but while the V13  can be used 
in 2013, 2014, 2015, or 2016, the V16 can only 
be used in 2016.

 That this spread was much larger earlier 
in 2013 was because the V16s were not clearing 
at auction. The V16 and V13 Spot are currently 
priced at approximately $11.55 and $11.70. 
Had the V13s remained at $12.50 or $13.00 
levels, the V16s would be clearing now much 
higher above the floor as well.”

– Andre Templeman, Alpha Inception
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“There are two big auction 
changes that would benefit 
the market. Number one is 
that auctions should be more 
frequent. Number two is that 
there is a gaping error in how 
the auctions are set up: the 
current and advance auctions 

are held concurrently. The best way to conduct 
the auction is for people to submit their bids for 
the advance auction once the results of the 
current auction have been made known, so 
buyers can buy what they know they need but 
have not managed to get in the V14 round. Right 
now, by saying to bidders ‘show us your 
maximum bid on the V14, and your maximum 
bid on the V17’, they are in effect forcing parties 
to scale back both bids.

 Assume a buyer needed 5 million tons. 
Instead of bidding 5 million on each, he’d likely 
put in bids of 2.5 million on both so he doesn’t 
end up with more allowances than he needs. 
The auctions are being restrained quite 
considerably because doing the current and the 
advance concurrently splits the demand 
between two products, whereas serial auctions 
would release a lot of this demand. This artificial 
reduction in demand may distort prices by as 
much as $0.50 to $1, and most of this difference 
comes down on the forward vintage. Lower 
prices harm eventual revenue for the 
government while impairing the ability of 
compliance buyers to buy what they actually 
need.

 This makes sense and should already 
have been done this way from the beginning – 
we’re looking to get the ARB to look at 
considering implementing this change as early as 
this year. We expect compliance buyers to be 
the group most vocal in support of this, because 
the concurrent auctions reduces their ability to 
buy at the auctions, which is one of their 
cheapest and most efficient compliance routes.  
Additionally, this concurrent method forces them 
to post a lot more collateral than required, again 
limiting their ability to bid their true demand.  
Compliance buyers shouldn’t be forced into the 
secondary market because the auctions are 
inefficient.” 

– Andre Templeman, Alpha Inception

Market Insights Specific to February 2014 
Auction 

“Underwhelming but indicative of 
steady-state market conditions” 

– Alexander Rau, Climate Wedge

“It’s very clear that there’s a considerable 
amount of oversupply to contend with. We’ve 
seen it with previous auctions: allowances on the 
secondary market are readily available, 
plentifully supplied, and reasonably priced, so 
there’s nothing suggesting you can’t buy it when 
you want it and when you need it.” 

– A broker

“The bid-to-supply ratio was lower 
than at previous auctions, but the 
volume offered was quite a bit higher, 
for a total of 71 participants, also 
lower than at previous auctions. The 
slight drop in interest is to be 

expected in a long market, and not reflective of 
last minute rumors on possible changes to the 
program design.” 

– Emilie Mazzacurati, 427 Consulting

“It’s always cheaper to buy later in the year than 
earlier in the year if the prices remain constant, 
since you have to build in cost of capital. And 
now it can’t really go much lower than where 
this auction cleared.” 

– A consultant

“It doesn’t seem surprising; with 
the 2015 changes that the Board is 
proposing which allow for 100% 
assistance factors rather than 
75%, the industrial facilities 
actually have less to buy than they 

thought they did six months ago.” 

– Jon Costantino, Manatt, Phelps & Phillips LLP

 State of the California Cap-and-Trade Market 2013/14 Chapter 2.1.2

CaliforniaCarbon.info 47



2.1.3 – The Secondary Market

In addition to the primary auctions conducted by 
the ARB, covered entities can also acquire CCAs 
from the secondary market.

Types of transaction

There are two  main types of transactions that take 
place in the secondary market for compliance 
instruments. The first is an over-the-counter spot 
deal. In a spot market, two parties make a direct 
and immediate exchange of CCAs for money. 
Spot markets are usually facilitated by brokers, 
who help to  connect potential buyers with willing 
sellers, and who help perform a price discovery 
function. Spot markets enable the direct transfer 
of instruments, and are hence attractive in two 
main situations: (i)  when an entity needs 
allowances immediately, which could arise either 
as a result of imminent surrender obligations, or 
perhaps in the aftermath of an invalidation (3.4) 
of retired offset credits; (ii)  when an entity wishes 
to liquidate allowances obtained either through 
auction or allocation, so as not to ‘carry’ the 
capital for an extended period of time. The 
disadvantage of spot markets to some – including 
many types of financial intermediaries – is that it is 
a cash market, typically requiring full transfer in 
cash of the notional value of the allowance.

“I don’t think it shows a lack of confidence in the 
market. I don’t think people are really looking 
that far out for us to see the lack of post-2020 
certainties manifest in today’s trading market.”

– A broker

“The market is still very new. There is a sense of 
caution with people not being totally clear on 
how this is all going to work. In particular, there 
is discomfort with the political environment in 
California, and even before the Steinberg bill. 
This whole program is a political construct, so 
politics can easily pull the plug if the costs 
associated with it climb above what the public is 
willing to pay. This can happen no matter how 
firm the law is.” 

– A trader

The second type of transaction is the forward-
delivery contract. This is a counterparty 
agreement by which the selling entity will deliver 
the contracted number of instruments at the 
specified time, in return for a specified price. This 
allows both the buyer and the seller to establish 
price certainty in advance of the transaction. 

The forward transaction can occur on the 
InterContinental  Exchange (ICE), which presently 
displays prices for futures of each vintage of CCA 
which has been introduced into the market, with 
deliveries in each month of each year up to 2016. 
Every vintage/delivery combination has its unique 
price. ICE provides great transparency to market 
participants, as both the daily traded prices and 
volumes are made public. This transparency, and 
the fact that it is also the standard exchange for 
power trading, makes ICE a popular choice for 
transacting instruments.

The forward transaction can also happen over-
the-counter. OTC bilateral transactions can be 
facilitated by intermediaries including brokers 
and lawyers, and may provide the counterparties 
with more flexibility to  structure complex 
remuneration arrangements and to  aggregate 
multiple deliveries into a single contract. Unlike 
ICE, there is no  single transacting price. The daily 
bid-ask spreads on the broker price sheets which 
CaliforniaCarbon.info aggregates tend to reveal 
slight variations between the different operators. 
Furthermore, facilitators of OTC deals do not 
customarily publicize the quantity of instruments 
that have been contracted.

Prices in the secondary market tend to be 
marginally higher than those in the primary 
market. Fundamentally, except in situations of 
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extreme bearishness, there needs to  be a 
premium to  convince entities that have purchased 
allowances at auction to resell them in the spot 
market, and another premium built into the price 
for deliveries back to  these entities nearer their 
obligation dates. The relationship between 
primary and secondary prices also  means that the 
secondary market does respond to price signals 
sent out at the auctions. Refer to  2.2.1 for more 
detail on the factors that act upon prices.

Market Insights

“One concern is that contracts 
very often have a number of 
flavors for parties in commercial 
agreements – power purchase 
agreements or agreements for 
cogeneration facilities – to transact 
and somehow embed the carbon 

price either in the price of the goods already 
provided or in express obligations to transfer 
compliance instruments, which in some cases 
means one party acting essentially as an agent 
for the other.

The regulation pre-empted this problem 
solely by trying to group all types of contract – 
many different flavors – into a forward delivery 
contract. Back in 2009, the ARB clearly 
contemplated in the regulation the type of future 
delivery that ICE provides, but not all these other 
flavors which involve buying from a party with 
better wherewithal to purchase for that specific 
type of transaction, such as a cogeneration 
facility providing allowances to its steam host. 
The ARB did not contemplate that and instead 
tried to create ‘buckets’ where everything is 
either some version of a forward delivery 
contract, or not. And some of these things don’t 
fall neatly into it, which has many parties worried 
about whether their relationship runs afoul of a 
very nebulous prohibition.” 

– Kevin Poloncarz, Paul Hastings LLP

“If excess allowances available in 
the secondary markets were to 
exceed the volume of allowances 
available at auction, then there 
would be the potent ia l for 
secondary market prices to fall 

below the auction reserve price. 

 In other words, if buyers could satisfy 
their needs with surplus allowances in the 
secondary market there would effectively be no 
need to procure through the auctions, and the 
‘reserve price’ would no longer hold in the 
secondary market. It is important to remember 
that the reserve or floor price is only applicable 
to the auctions and not to the market in general.

 One way that the ARB might defend the 
reserve price would be to mandate that more 
volume be consigned to the auctions. At the 
extreme, if all allowances needed to be 
consigned and sold through the auction, the 
price floor would always hold.

 Another approach would be for the ARB 
to bid openly in the secondary market for an 
unlimited volume of allowances at the then-
applicable floor price. The ARB could thereafter 
take these purchased allowances and allocate 
them to the price containment reserve, or offer 
them back out for sale at subsequent auctions 
under some prescribed methodology.

 Without these mechanisms, or similar 
ones, it is possible for prices to fall below the 
defined auction floor for at least some period of 
time. In this event, investment in offsets and 
carbon reduction capital improvements would 
lag or even cease. When supply/demand 
eventually does tighten in the future, the market 
could then potentially spike to very high levels. 
As such, a secondary market price floor is as 
important a mechanism in protecting against 
severe price spikes as the price containment 
reserve, and should be considered, particularly 
at times when a surplus of allowances is 
projected well into the future.” 

– Andre Templeman, Alpha Inception

“One thing I think is really lacking is that the 
ARB is not making publicly available pricing as it 
relates to the transfer of offsets and allowances 
on CITSS. For that reason there is a potential 
disconnect between what the pricing is on the 
InterContinental Exchange and what may be 
trading over-the-counter. Until the ARB makes 
that information available, there is an utter lack 
of transparency. Without clarity in the full 
volumes of transfers and pricing, for over-the-
counter, or bilateral transactions, it’s a very 
significant challenge for large compliance 
entities, and can negatively affect the ratepayer.” 

– A broker
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2.2.1 – Price Drivers

There are several factors that act upon price levels 
in the cap-and-trade market. Market participants 
generally find it helpful to speak of them as long-
term ‘fundamental’ drivers and short-term 
‘behavioral’ influences. This section explores the 
general  effects of long-term and short-term price 
factors. For the price effects of offsets, please 
refer to 2.2.3.

The market fundamentals

There are two terms which are broadly used to 
characterize the fundamental demand-supply 
balance in a market over a sustained duration. A 
market which is ‘long’ expects to go  a prolonged 
period of time during which the supply of 
instruments is generous, and buyer behavior is 
projected to  be cautious. A ‘long’ market tends to 
keep prices low and stable. A market which is 
‘short’ expects that supply of instruments is 
insufficient, and more aggressive buying patterns 
may lead to upward price pressure. This price 
pressure may experience peaks and/or troughs, 
and such volatility tends to be more attractive to 
speculators.

The long-run supply of allowances in the market is 
defined by the regulations and the program. The 
ARB distributes (whether by auction or by 
allocation) a number of allowances (2.1.1) for 
each vintage which is equal to the number of tons 
of CO2e that can be emitted by participating 
facilities under the cap in that year. Allowances 
purchased through advance auction may not be 
used before the compliance year matches the 
vintage year, but there are no restrictions on using 
allowances that bear vintage years that are earlier 
than the compliance year (see 2.1.1). This 
effectively means that in the event of oversupply 
(as we have seen with the Regional Greenhouse 
Gas Initiative – 4.3), the surplus portion of 
allowances can be transferred or banked 
indefinitely from one compliance year to the next, 
which may lead to  a prolongation of the 
oversupply.

In the long run, the demand for allowances can be 
said to  reflect projected levels of emissions from 
participating entities. These emissions levels are 

heavily influenced by several factors, some of 
which have economy-wide effects, while others 
tend to act upon emissions in specific sectors.

Economy-wide factors:

Economic and/or industrial growth: One reason 
which is frequently cited for the decline in 
emissions in the second half of the previous 
decade are the reduced levels of economic 
activity and growth in the state. The graph below 
shows a clear correlation between California’s 
year-on-year GDP  trends, and changes in its  year-
on-year emissions levels. That having been said, 
the trends for 2010-2011 suggest that the state is 
well on its way to decoupling economic growth 
from the growth of carbon emissions. Although 
GDP growth increased from 1.75% to 2% 
between 2010 and 2011, uncapped emissions 
dropped from 1% to 0%, while capped emissions 
dropped from 0.4% to  -0.3%. Although increased 
levels of activity means there are more sources 
and instances of demand for energy, net 
emissions do not necessarily have to increase 
proportionally, if energy is more cleanly sourced 
and if households and businesses are more 
efficient in their usage of energy.

Demographic changes: Assuming no  net change 
in per capita carbon emissions, economy-wide 
emissions will increase if population growth 
persists. A combination of natural increase, and – 
to a smaller extent – immigration, has seen 
California’s population on a sustained upward 
trend throughout the last decade. In the last fiscal 
year (2012-13), the increase of 0.9% – or 
approximately 332,000 – was the highest seen 
since 2003-04. The state’s population stood at 
38.0 million in June 2013, and is projected to  hit 
40.6 million in 2020, a further increase of 6.8% (or 
0.97% per annum).
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Sector-specific factors:

There are factors which influence emissions from 
particular sectors among those covered in the 
program. This  section looks at the drivers of 
emissions-led demand for allowances in two 
broad categories of compliance entity: those 
involved in the generation of power, and those 
involved in the refinery and distribution of 
petroleum.

Power Generation

Renewables in the energy mix: The growth of 
renewable energy in California in recent years has 
been sustained and prolific. According to  the 
California  Energy Commission’s (CEC’s) Energy 
Almanac, renewable energy accounted for 15.4% 
of total power generation in the state in 2012, up 
on 10.7% in 2007, and 11.0% in 2002. Amongst 
the five constituents of renewable energy, 
biomass, geothermal energy, and small hydro 
have maintained relatively consistent shares of the 
energy pie in the last five years. Biomass 
contributed 2.1% in 2007 and 2.3% in 2012; 
geothermal contributed 4.5% in 2007 and 4.4% in 
2012; small hydro contributed 1.7% in 2007 and 
1.5% in 2012. The increase has mainly come on 
the back of greater investment in facilities  that 
harness either wind or solar energy. Wind’s share 
has nearly trebled, from 2.3% to  6.3% between 
2007 and 2012, and it is now both the largest 
renewable energy source and almost on par with 
coal (7.5%). Solar has quadrupled from 0.22% to 
0.9% in the same period of time, and played a 
larger role in job creation in California than in any 
other state in 2013. An increasing amount of 
emission-free power from these sources has 
allowed the power sector to  decrease its net 
emissions per unit of production. While 
113.9MMtCO2e was emitted in 2007 to  generate 
or import 301,900 GWh of power, 86.6 MMtCO2e 
was emitted in 2011 to generate or import 
293,700 GWh of power. Per unit covered 
emissions from the power sector fell 21.7% from 
0.377 MtCO2e/MWh to  0.295 MtCO2e/MWh. 
Renewable energy growth can drastically reduce 
the need for emissions allowances – the 
European Union Emissions Trading Scheme 
(4.4) is a case in point.

Nuclear facilities: The shuttering of the San 
Onofre Nuclear Generating Station (SONGS) in 
2012 halved the number of nuclear facilities in the 
state, and caused a drop in the contribution of 
nuclear power to the energy mix from 15.2% in 
2011 to 9.0% in 2012. Accordingly, the in-state 
power generation sector’s covered emissions 
climbed 35% from 2011 to 2012 according to 
GHG data reported to the ARB. The availability of 
nuclear power – whose emissions are not 
considered under the cap – to  displace fossil fuels 
from the energy mix, could help reduce this 
sector’s emissions.

Fuel switching: One distinguishing feature of the 
last decade has been the receding role of coal-
fired power due in large part to  the shale gas 
revolution across the country. Coal-fired 
generation accounted for 20.0% of the energy 
mix in 2002, 16.6% in 2007, and only *7.5% in 
2012 (*however, this was after the inventory 
started accounting for ‘Unspecified Sources of 
Power’, generally constituting 12-16% of the total 
energy mix and comprising imported power, a 
significant portion of which may be coal-derived). 
In the same period of time, the contribution of 
natural gas increased from 36.5% to 43.4%, 
showing clear displacement by the cleaner-
burning fossil fuel. It remains to be seen if the fuel 
switch will be hastened by the anticipated EPA 
regulations on stationary generation sources 
(1.3). While they may not kick in until the early 
2020s, some have argued that these regulations, 
if published in their present form, will  make it 
virtually impossible for coal-fired plants to be 
constructed in the future without an expensive 
and unproven technology (CCS) achieving 
commercial viability. The EPA has yet to  confirm 
its plans for regulating plants that are already in 
existence.

Resource shuffling provisions: The swathe of 
amendments proposed in October for the ARB’s 
approval included a perceived broadening out of 
the safe harbours, such that a larger number of 
situations, in which power importers switch from 
dirtier to  cleaner import sources and in effect 
cause the emissions to  ‘leak’  into  another state’s 
inventory, might be defined as permissible 
reallocation rather than resource shuffling. One 
criticism has been that a vaguely-defined 
‘necessitated by expiration of contract’  is now 

 State of the California Cap-and-Trade Market 2013/14 Chapter 2.2.1

CaliforniaCarbon.info 51



good grounds for permissible reallocation, which 
may invite abuse. Experts in the market suggest 
that resource shuffling may have as much as a 15-
million-ton impact on the compliance needs of 
covered entities in the power sector.

Energy storage: In 2013, the CEC mandated 
utilities to take steps towards investing in energy 
storage infrastructure. The ability to store power 
would help address the problems that peak 
demand loads pose for the grid. The early-
evening peaks occur in a lull period during which 
neither solar nor wind energy operates at full 
capacity, and force a greater reliance on 
traditional energy sources, unless renewably-
generated power can be stored and subsequently 
released. The energy storage mandate is 
intended to  further reduce the need for fossil fuel 
generation targeted at peak demand.

Climate and weather: Recent reports of drought 
in the region – which were circulated this January 
after record annual levels of rainfall were 
confirmed in December for several parts of the 
state – led to a two-week price increase as the 
power generation sector anticipated greater 
emissions needs stemming from the reduced 
availability of hydropower. The 35% increase in 
power sector emissions in 2012 also coincided 
with the first year of the current dry spell that 
California is undergoing.

Energy efficiency and consumer behavior 
management: Energy efficiency measures ensure 
demand-side reductions to the sector’s emissions. 
These have come to  include managing consumer 
usage of water and electricity, encouraging 
innovation and proliferation of energy-efficient 
technologies across various industries, and 
improved waste management with enhanced 
recycling, all of which help to  reduce demand for 
power.

Transportation Fuels, and Petroleum Refineries

Low-carbon fuels: Fuel distributors in California 
have to comply with a low-carbon fuel standard 
(LCFS), which operates as a separate cap-and-
trade program in which covered entities have to 
bring down the carbon content of their own fuels, 
or, if not, buy credits from another participating 
entity that has managed to achieve that. The 

reduced carbon content of fuels will make them 
cleaner-burning, and will serve to reduce the 
emissions of the transportation sector, which 
come under the cap starting in 2015. It remains to 
be seen if the fate of the state-based LCFS will  in 
any way be impacted by the challenges that the 
Renewable Fuels Standard is expected to  face. 
Rising corn prices, along with scientific reports 
that ethanol-based fuels generate insignificant 
emission savings down their supply chain, are 
cited to substantiate those challenges.

Advanced clean cars: California has a program 
which mandates its largest vehicle retailers to sell 
a certain proportion of clean cars. These clean 
cars include zero-emissions electric vehicles, 
partial (and advanced partial)  zero-emissions 
vehicles, as well as hybrid cars, each of which has 
a different rating within the program. The aim of 
the program is to ensure that a rising number of 
zero-emissions vehicles are introduced into 
private and public fleets throughout the state, 
which will reduce demand for traditional 
transportation fuels.

Transit improvements: Improvements to 
transportation can help to bring down emissions 
from this sector. Governor Jerry Brown’s plan to 
divert $250 million of the cap-and-trade revenues 
towards the high-speed rail project linking San 
Francisco with Los Angeles has attracted 
controversy, but is expected to yield significant 
reductions once completed (which would be after 
2020). Further investment in mass transit and in 
upgrading public roads, in conjunction with 
measures to ensure vehicles and their accessories 
are well-maintained, will also  help, as will the 
Sustainable Communities Act, which requires all 
metropolitan planning organizations in California 
to submit strategies to  reduce greenhouse gas 
( G H G ) e m i s s i o n s t h r o u g h c o o r d i n a t e d 
transportation and land use planning.

Confidence and behavior

However, within the parameters established by 
the long-term demand-supply balance, short-term 
price movements are also  dictated by more 
immediate factors that tend to influence market 
participants’  outlook and confidence, as well  as 
their behavior and strategy.
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Short-term supply depends on three main factors. 
Firstly, the ARB is  still at the stage of allocating 
free allowances (1.2.2) as a form of transitional 
assistance to  sectors that need protection against 
competitively-priced imports and which thus 
represent a high risk of emissions ‘leaking’ into 
another jurisdiction. The number of allocations 
given to  a sector – which can range from zero up 
to 100% of their needs - directly affects the 
number of instruments they have to  procure in the 
primary and secondary markets. The ARB 
publishes its allocations on a year-to-year basis, so 
the announcement of a reduction could force a 
compliance entity to increase its  involvement in 
the market.

Secondly, utilities receive their allocations in a 
consignment account, which means that they 
have to distribute them (necessarily at auction for 
investor-owned utilities)  and separately procure 
instruments for their own compliance purposes. 
Utilities may split their consignment allocation 
between the four auctions in a compliance year, 
and – until the expansion of the program in CP2 at 
least – control the majority of allowances that are 
supplied at auction.

Thirdly, the availability of allowances available on 
the spot market and as forward contracts 
depends on the dynamics of the ‘carry trade’, 
which in turn reflects the varying costs of capital 
for different market participants. Compliance 
entities with a high cost of capital are more likely 
to resell in the secondary spot market a large 
portion of what they receive through allocation 
and procure at auction, since the annual true-up 
obligation only amounts to 30% (which gives 
entities the option of buying an earlier vintage 
closer to the surrender date for the majority of the 
period’s obligations) and is only due the 
November following the end of the compliance 
year. Speculative entities with a lower cost of 
capital thus enter the market, buying up 
allowances on the spot market and selling them 
as forward contracts. Two  factors influence the 
extent to which speculative entities may 
participate in this fashion. Firstly, if there is a large 
number of risk-averse entities happy to bank 
allowances, the availability of instruments on the 
spot market is reduced, which affects speculators’ 
ability to offer competitively-priced future delivery 
contracts. Secondly, conditions unconducive to 

capital involvement, with the lack of volatility and 
the low holding limits for speculative entities chief 
among them, are putting speculators off.

A wide range of factors act upon market behavior 
and confidence, and thus short-term demand. 
There is insufficient scope to explore all of these 
in too much detail. The following pointers speak 
briefly of some of the important short-term factors 
affecting market confidence today.

Long-term certainties: Irrespective of what long-
term targets may have been stated, clarity on the 
exact emission schedule to be prescribed is 
important if the market is to  take its positions. The 
lack of a concrete post-2020 plan from the ARB 
(1.1.1) (beyond the stated target of 80 percent 
reduction from 2020 emissions levels by 2050) 
means that investors who are in principle able to 
buy into the post-2020 period are in practice not 
doing so. This would be an important price 
support in an oversupplied market such as this 
one currently looks to be.

Surrender obligations: It is expected that the 
surrender obligations which compliance entities 
will face for the first time this November will lead 
to a period of peak buying as entities look to 
procure the outstanding amounts they need. The 
demand boost later in the year is expected to 
have an upward effect on prices.

Production levels: A compliance entity will have 
a good idea of its compliance requirements 
based on the level of production which it 
estimates for the year that is in progress. This will 
therefore have an immediate impact on what it 
buys at current auctions, and on the volume of the 
forward delivery contracts it structures.

Discovery of previous year emissions: Not 
unrelated to the issue of production levels, 
knowing the actual emissions totals for the 
compliance year in the first months of the 
surrender year directly influences participant 
behavior. We recall that while compliance year 
2013 ends on December 31, 2013, compliance 
instruments do not have to be surrendered until 
November 1, 2014. An entity which is long will 
consider selling if the price on offer makes paying 
a premium for a future delivery more attractive 
than carrying an instrument for an additional year. 
An entity which is short will have to buy.
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Reaction to change in market fundamentals: 
There can often be a pronounced reaction to 
perceived shifts in the fundamental demand-
supply balance in the market. In January 2014, 
word of long-term drought – and its resulting 
effect on the availability of hydropower – led to a 
two-week mini-spike, during which prices gained 
sixty cents in ten days (from $11.95 on Jan 13 to 
$12.55 on Jan 23 – more than a five percent 
increase). Prices came back down just as quickly, 
with the market ending January at $12.00, 
demonstrating that changes in market balance 
can have a more pronounced short-term than 
long-term effect on prices.

Which of the following will exert the greatest 
influence on CCA market behavior between 

now and the end of 2014?

Vote for California II, CaliforniaCarbon.info 
stakeholder survey, March 2014

2%
2%
2%

8%

24%

40%

22%

In Vote for California II (5.1), a stakeholder 
survey conducted in March 2014, 20 of the 50 
respondents (40%)  indicated they believed that 
surrender obligations and/or the entry of covered 
entities from the fuels sector towards the end of 
2014 would be the largest influence on short-term 
market behavior. Roughly equal numbers (11 and 
12 respectively)  believed that reactions to 
projected emissions levels  and to  major expected 
pol icy developments would instead be 
preponderant in 2014. Only 8% of respondents 
felt that underlying volatility itself would be the 
largest behavioral influence. This suggests a 
market fundamentally balanced towards the ‘long’ 
end of the spectrum, and which may be fairly 
illiquid.

Which of the following would most greatly 
strengthen the California cap-and-trade 

market beyond 2014?

Vote for California II, CaliforniaCarbon.info 
stakeholder survey, March 2014

6%4%
10%

12%

8% 46%

14%
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Emission-related factors (e.g. economic 
performance; industry dynamics; weather)

Compliance-related factors (e.g. surrender 
obligations; entry of CP2 entities into market)

Policy-related factors (e.g. post-2020 provisions; 
debates over Senate bills; industry/EPA regulation)

Price-related factors (e.g. reactions to short-term 
shifts; increased volatility)

Offsets-related factors (e.g. rate of offset supply; 
invalidations; confidence in offset market)

Influence of other jurisdictions (e.g. maturity of 
Quebec linkage; policy signals from RGGI, WCI, or 
China)
Not sure/Can't comment

Continued economic recovery

Clear indications regarding midterm emission 
reduction targets and plans

Federal regulation complementary to California's 
emission reduction aims

Market linkage with more programs

Refinement of existing price control mechanisms

Enlargement of the offset program

Measures to increase speculation and presence of 
risk capital

Not sure/Can't comment



In the same survey (5.1),  respondents also 
indicated the pressing need for a  midterm 
emissions schedule to be presented sooner rather 
than later. Almost half the respondents felt this to 
be the most important concern in the market past 
the end of 2014, more so than economic 
performance or any geographical broadening out 
of the program.

Another important price angle to  consider is the 
interaction between the primary market (i.e. the 
auction – 2.1.2)  and the secondary market 
(2.1.3). Unlike the auctions which take place once 
a quarter, trading over-the-counter or on a 
contract basis occurs every day. However, 
because auctions are the primary mode of 
introduction for credits into  the market, and 
because a much larger volume of credits trades at 
the auction at a  single transparent price (for 
example, over 19.5 million V2014s were 
auctioned in February, while just over 6 million 
contracted CCAs transacted on ICE in the 
preceding three months, in addition to 
unreported broker transactions), it sets a far 
stronger signal than most price movements in the 
secondary market. 

Secondary market prices have responded to  a 
clear auction price signal in two of the last three 
auctions. In August 2013, when the current 
auction cleared at a  significant discount to  the ICE 
benchmark price on the day the results  were 
released ($12.22 to the ICE $13.35), the 
secondary spot market* reacted by plunging 
more than a dollar over two days ($13.30 on Aug 
20 to  $12.25 on Aug 22). This also led to cheaper 
forward contracts available on ICE – in the same 
period, the June 2015 delivery fell from $13.98  to 
$12.98.

February 2014 saw another secondary market 
price reaction. When the current auction cleared 
at $11.48, some $0.72 under the ICE benchmark 
price on the day before announcement, the spot 
market* shaved 20 cents to fall from $11.91 to 
$11.71. This led to cheaper ICE contracts, with the 
June 2015 delivery losing 32 cents ($12.35 to 
$12.03) over two days.

*CaliforniaCarbon.info obtains spot prices by
aggregating daily broker price marks.

Market Insights

“Certainly, ARB has to 
respect the jurisdictional 
limits of its authority, which 
means it can’t regulate 
activity occurring wholly 
outside California. But ARB 
is also required by law to 

minimize emissions leakage, which undercuts 
the emission reductions achieved from the 
program. From our perspective, the current 
resource shuffling rules are far more lax than 
needed to strike that balance. The board recently 
voted to codify 13 very broadly-written 
exemptions to the resource shuffling prohibition. 
Before, the rule had a somewhat open-ended 
prohibition on resource shuffling which 
prompted concerns from market participants 
that it was unclear what sorts of transactions 
would be prohibited. To help clarify, ARB 
developed a list of exemptions that would 
categorically exclude certain transactions from 
the prohibition on resource shuffling. 

The problem is that the exemptions are 
so broad and subjective that they effectively 
swallow the rule. For example, one of the safe 
harbors shields electricity deliveries that are 
“necessitated by expiration of a contract.” But 
the rule contains no definition or guidance on 
what “necessitated” constitutes, nor where the 
burden lies. It’s hard to imagine a transaction 
that couldn’t arguably fit within one or other of 
those exemptions.” 

– Alex Jackson, Natural Resources Defense
Council

“We don’t expect the end of 
C P 1 t o g e n e ra t e m u ch 
volatility or disruption in 
allowance prices this year.  
The only requirement is for 
entities to retire a third of their 
2013  obligations with 2013-
vintage allowances.  With the 

market well oversupplied and such a small actual 
requirement for retirement (less than 60 million 
tons), and with most compliance entities 
allocated enough allowances to meet this 
requirement even without accessing the 
secondary markets, the surrender requirement 
looks to be a non-event for allowances.”

– Andre Templeman, Alpha Inception
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[On the EU-ETS] “We have 
seen a lot of financial institutes 
enter the EU ETS market in the 
last 12-18  months when a lot 
of people have also been 
leaving. The reason why, based 
on general observations, is we 

believe that the main participants in these 
auctions are not compliance entities, because 
their hedging behavior is transfixed going 
forward, while there is also quite high cost of 
capital in this market. With the robust liquidity 
going out two or three years we don’t think that 
they are in the best position to pick up spot 
volumes. There are a number of franchises here 
who focus on where they can add value to their 
business; one of the ways is to buy spot volume 
and sell forward and lock in the yield. That is 
what we think the auctions have been very 
successful in helping do. This is very good for the 
financial institutions because the carbon itself 
has no storage cost and we in Europe have a 
very well supported fees exchange, i.e. very low 
fees, so trading is very liquid and very interesting 
for number of people, with auctions being held 
every day rather than a fixed into a quarterly 
profile.” 

– Mike Bluett, Statkraft

“The ARB is quite comfortable 
with the fact that the market is 
bearish regarding compliance 
instruments. If it got to the point 
that secondary market prices 
dropped below the auction price 
floor, then there would be real 

concern about market failure and the need for a 
reset. Currently, the ARB is really in a 
‘Goldilocks’ scenario. They are hitting it right 
above the auction clearing price – which reflects 
real demand – but not hitting it such that costs 
are prohibitive enough for folks to implicate 
them as causing serious economic dislocation or 
suppression of what would otherwise be 
economic growth.” 

– Kevin Poloncarz, Paul Hastings LLP

“Allowable Resource Green-
Tagging (shuffling) within the 
bounds of the safe harbour 
provisions is still happening to 
a significant degree, and by 
our est imates contr ibute 
maybe 15 million tons of 
reduced demand in an already 

oversupplied market. If those safe rules are 
changed such that that leakage ceases it could 
have a big effect in tightening up the market, so 
this should not be ignored.” 

– Andre Templeman, Alpha Inception
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2.2.2 – Banking, Hedging, and 
Speculation

After an entity procures allowances at auction, 
there are several approaches which it may pursue, 
in terms of managing the allowances in such a 
way as to minimize its  ultimate costs of 
compliance, and/or maximize the profit it gains by 
participating in the trade.

Holding limits and surrender order

To recap 1.2.3, compliance instruments may be 
held in CITSS in either a holding account or a 
compliance account, but the latter is only 
available to  entities with compliance obligations. 
With existing limits on the amount of allowances 
that can be held in a holding account, it may 
prove helpful for an entity to transfer instruments 
it plans to surrender into its compliance account, 
so that it may then procure additional allowances 
in favorable market conditions. However, such a 
transfer is  irreversible, so an entity has to  be very 
sure of its plans to retire affected allowances.

That the ARB currently practises a system in which 
the retirement order for instruments is arbitrarily 
predetermined – i.e. compliance entities are not 
entitled to  declare a particular order of 
preference for retiring instruments in their 
compliance accounts – makes this an even trickier 
strategic balance; once an instrument is placed in 
the compliance account, the only way to  make 
sure it is retired that year is  to transfer no more 
instruments than are needed to fulfil  the 
surrender obligation. This can be a complicated 
process if an entity has to manage forward 
deliveries intended for compliance account 
transfer, or is unsure about whether a forward-
contracted offset batch will be desk-reviewed 
(3.1) in time by the ARB.

The same holding limits presently apply to all 
participating entities in the program, whether they 
are compliance entities or speculators. Until  and 
unless the ARB raises holding limits for 
speculative entities, there will be a fairly limited 
amount of ‘carry-trading’ available to  compliance 
entities as a more cost-effective way to structure 
capital. These holding limits are explained in 
1.2.3.

Banking

One approach which might appeal to companies 
with relatively low costs of capital and risk-averse 
profiles is to procure whatever allowances they 
project they will  need at the auctions, where 
prices commonly are found in a 40-60 cent band 
below secondary levels in an efficient market. 
These entities may subsequently be very 
uncreative in their deployment of allowances, 
simply transferring into  their compliance accounts 
whatever amount of allowances is due at the next 
obligation, and keeping the rest in reserve in their 
holding accounts.

Using an approach which is largely dependent on 
buying and storing compliance instruments 
appears to bring the obvious benefit of price 
certainty to  the strategy. Being largely un-reliant 
on the secondary market, such compliance 
entities will be able to  specify the exact number of 
allowances they will procure at every price level, 
each time they structure an auction bid. Once the 
requisite number of allowances has been secured 
at the auction, they may find themselves in a 
position to rein in their participation until 
allowances for the next vintage year become 
available.

However, such an approach means companies 
make payment for their compliance obligations at 
a far earlier date, thus incurring higher capital or 
borrowing costs. There is  also an execution risk, in 
that the entity may not secure the right number of 
allowances, since auction participation is akin to 
buying by ‘limit order’ (in which the bidder has 
price certainty but not whether his order will 
execute)  rather than ‘market order’  (in which the 
transaction will execute at a price which is not pre-
decided). Entities will measure their internal cost 
of borrowing, plus the execution risk, against the 
risk they attach to a strategy which involves a 
greater degree of secondary market transactions.

Hedging

Market participants are able to  agree contracts for 
instruments to  be delivered during a particular 
month in the future. These contracts can be 
negotiated on a bilateral  basis with legal 
assistance, or via the futures market provided by 
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the InterContinental Exchange (ICE), which 
provides a transparent trading platform. ‘Locking 
in’ a  price in advance is a way to hedge, as it 
ensures compliance users are insulated from any 
upward price movements in the intervening 
period, and pay a price which has already been 
agreed upon and budgeted for.

Hedging might incur a lower cost of capital than 
banking because delivery dates are closer to 
ultimate retirement dates, meaning that capital is 
deployed for a shorter period of time. If the cost 
saving on the capital front is larger than the mark-
up paid (or anticipated) for a forward contract, 
hedging becomes attractive. 

A risk-averse compliance entity might, however, 
be put off by the additional risk involved in a 
hedging-intensive strategy. Firstly, hedging 
involves first reselling on the spot market 
allowances procured through an advance auction, 
before proceeding to the contracts market to re-
obtain the CCAs by forward delivery. There is no 
guarantee that a contract can be struck for the 
quantity required at the price or date which is 
anticipated or desired.

Secondly, counterparty risk will need to be 
factored into the price equation. Counterparty risk 
is  the risk that the party contracted as the supplier 
of the instruments may not be able to deliver the 
full amount of allowances by the stipulated 
deadline. Although many sale and purchase 
agreements have provisions, such as liquidated 
damages, that address the counterparty risk, short 
of using credit default swaps there will always be 
residual credit risk with any future delivery 
contract. Compliance entities in default of 
obligations will be penalized with a surrender 
obligation four times as large as their arrears.

Speculation

In order for compliance entities to  be able to sell 
their allowances on the spot market and procure 
forward-delivery contracts in return, there needs 
to be a healthy ‘carry trade’. Service providers in 
this field buy allowances, hold onto them, and 
return them at a later date in exchange for a 
premium which is higher than their calculated 
internal cost of capital. Financial  institutions – 

which have been largely absent from the 
Californian market space in the last two to  three 
years – are typically the main players along with 
the larger trading houses, but some of the larger 
compliance entities  from the petroleum refinery 
or power generation sectors may have access to 
cheap capital and are therefore well-positioned to 
participate.

Conditions attractive to speculative participation 
include bullish market outlooks, price volatility 
(not unrelated), and favourable regulation. All are 
conspicuously absent in California. California’s 
compliance market is predicted to be long 
through the third compliance period (2018-20)  by 
many market analysts, and hence demand-led 
price pressure is rarely sufficient to generate 
much market fluctuation. On January 9, 2014, two 
large and equal exchanges (2,007,000) for the 
V2013 and V2014 CCA respectively had 
negligible impact on the ICE and spot markets. 

In terms of regulation, the market has frequently 
suggested that the current holding limits are 
insufficient for many speculative entities to take 
on as much trade as they would otherwise be able 
to. Furthermore, low holding limits also  impede 
the generation of the economies of scale that 
would serve to lessen ultimate compliance costs 
for covered entities.

In contrast, the Regional Greenhouse Gas 
Initiative market (4.3) saw an increase in 
speculative participation after the announcement 
that it would tighten its cap by 45 percent starting 
2014. The share of allowances obtained by 
compliance entities dropped to  43 percent in at 
the December 2013 auction, while bid ratios 
soared to 2.7 (second-highest in over four years). 
These rates have remained fairly consistent at the 
start of 2014, with the March auction seeing a 3.1 
subscription ratio, a 45 percent share of 
allowances for compliance entities, and bids 
lodged high enough to warrant the exhaustion of 
the entire 2014 cost containment reserve (5 
million additional allowances on top of the 18.5 
million on auction) in one go at the $4.00 trigger 
price.
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Market Insights

“Events can tighten or loosen the 
demand for GHG allowances or 
credits, and cause billions of dollars 
of assets to appear or disappear in 
literally one minute. The evidence 

of this risk is abundant in the ‘Kyoto-based’ offset 
market, the EU ETS market and the SOx market 
(under Title IV).” 

– John Palmisano, eTrios Commodities

“ To s ay t h a t 9 0 % o f t h e 
allowances auctioned in 2013  are 
b e i n g b o u g h t s t r i c t l y f o r 
compliance is misleading. It is 
important to remember that many 
compliance entities, such as power 

marketers and IPPs, are also very large 
speculators and market makers in these 
instruments. A great majority of their purchases 
could actually be for speculative or market-
making reasons, so the statistics would need to 
be broken down further and more accurately. 
Based on our internal analysis, we expect that 
around 25-30% of volumes for current vintage 
auctions, and an even higher percentage of 
forward vintage auctions, have been purchased 
by capital at risk and not compliance hedging.

We actually think that speculative capital 
will play less of a role in 2014 than in 2013, as 
volatility and absolute prices have dropped to 
historical lows and are expected to remain there 
for much of 2014. Looking at the RGGI market 
collapse a few years ago for guidance, it might 
be said that the longer prices and volatility 
remain low and close to the floor due to 
oversupply, the less speculative capital stays or is 
drawn to the market. The auctions might stop 
clearing all volume if enough speculative capital 
leaves the market, as happened in RGGI for 
almost 2 years. In the RGGI market, speculative 
capital did not start to return until 2013, when a 
program revamp helped clear out the substantial 
overhang. While California is not at that level of 
chronic oversupply yet, if the current bias 
towards oversupply carries forward to 2015 and 
the second compliance period, a program 
revamp to soak up excess allowances may be 
needed to stop speculative capital from 
abandoning this market. With California’s 
objective being more than carbon reduction, but 
additionally to provide an inclusive market 
framework that could achieve global and not just 
regional impact, this is crucial.

To attract and retain risk capital, California needs 
to present a long-term post-2020 plan that is 
aggressive enough to ‘pull demand forward’ and 
absorb the excess supply in the system (or make 
some other regulatory change to keep the 
program relevant). Risk capital seeks out 
volatility, markets where supply/demand is close 
to parity and can just as easily go into surplus or 
deficit. Market makers such as power marketers 
and investment banks also look for markets 
where there is a good ability to originate end-
user business. Currently the California market is 
losing risk capital, and this is expected to 
continue through 2014, but hopefully turn 
around in 2015 if the market tightens up.” 

– Andre Templeman, Alpha Inception

“In general, financial institutions 
seem to have a reduced interest in 
the US carbon markets as there is no 
concrete prospect for a national 
program at this time. Nevertheless, 
some financial institutions are still 

interested. They are focused on providing trading 
services and related secondary market services 
for the sub-national programs like California’s.” 

– Norman Pedersen, Hanna and Morton LLP

“Most financial institutions have 
not really embraced cap-and-trade 
yet. Most banks have closed their 
carbon desks and will continue to 
do this due to the troubles of the 
EU ETS program.  As an example, 

Barclays and Scotia Bank have closed their desks 
in the last few years. I think the financial 
institutions will be late to the game and will only 
enter in this market once liquidity improves 
significantly, but they will not be leaders.” 

– Andre Templeman, Alpha Inception
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2.2.3 – Offsets and Strategy

Compliance entities may surrender California 
carbon offset (CCOs) (3) to  supplement the 
allowances they use to meet their obligations. 
CCOs may be acquired through a primary market 
of direct counterparty agreements with offset 
generators for offsets before or after they have 
been issued, or through a secondary market of 
issued offsets, which entail some differences in 
contractual language and structures. In general, 
the market for pre-issued spot-delivered offsets 
tends to  see higher prices than that for forward-
contracted offsets. This spread accounts for what 
is known as project performance risk or 
volumetric risk – the risk that the underlying 
project fails to  deliver the quantity of offsets which 
had been agreed upon by the two parties to the 
contract. As a result of the invalidation provision, 
there is no equivalent offering for CCOs as ICE 
offers for CCAs, so  all trade in this instrument 
tends to be bilateral or brokered.

The regulations permit each entity to meet up to 
eight percent of their obligations, per triennial 
compliance period, with offsets. As things stand, 
this is a hard and fast eight-percent rule – parties 
are not allowed to  trade the budget with one 
another, or to retain the unused portion of this 
budget for use in a future compliance period.

The offsets advantage

The major incentive in using offsets is that, ceteris 
paribus , they are a  cheaper compliance 
instrument than the allowance (see 1.2.4 for the 
programmatic cost containment function that 
offsets play). The reason for the price spread 
between a CCO and a CCA is,  in theory at least, 
twofold:

• The two  instruments are not entirely fungible.
Offsets may only be used for up to eight
percent of an entity’s obligation, and hence
carry a lower value

• Offsets also bring the risk of reversal or
invalidation (3.4), which means holders of
offset credits need to finance extra measures to
ensure they are in a position to replace an
invalidated credit within a short notice period.

However, the valuation of the monetary gain from 
participating in the offset market often is  based 
on considerations that are specific to each entity 
and each compliance year.

The following table charts the spread between 
the CCA and the Golden CCO (a product for 
which the seller assumes the liability of 
replacement in the event of invalidation). It gives 
some idea of the value imposed by the lack of 
complete fungibility between the two instruments, 
notwithstanding that even a Golden CCO carries 
some risk, such as counterparty creditworthiness, 
contract language, and enforcement. Refer to  3.4 
for the spread between the Golden CCO and 
CCO, which gives some idea of the cost attached 
to safeguarding a credit against the risk of 
invalidation.

Date CCA$Spot$
V2013

Golden$
CCO$V2013 Spread

Oct715,72013 12.10 10.12 1.98

Nov715,72013 11.79 10.00 1.79

Dec716,72013 11.73 9.93 1.80

Jan715,72014 11.71 10.05 1.66

Feb718,72014 11.90 10.00 1.90

Mar717,72014 11.61 10.00 1.61

At present, we are observing a price spread in the 
15-20% range, which many market participants 
are saying is insufficient to  induce compliance 
entities to use offsets at current CCA prices. 
Furthermore, current offset prices are already at 
or close to the marginal costs for some project 
types, especially agricultural methane, which 
impacts their ability to make downward price 
maneuvers. Almost half of the respondents 
surveyed in Vote for California II (5.1), a 
stakeholder survey conducted in March 2014, felt 
that low CCA prices – which keep the CCA-CCO 
spread low and which discourage investment in 
and supply of offset projects – are the greatest 
challenge faced by the offset market today. In 
other words, this 48  percent felt that even if 
credits do not carry the risk of invalidation, they 
would not be attractive at today’s CCA prices.
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Which of the following poses the greatest 
challenge to the trade in offsets?

Vote for California II, CaliforniaCarbon.info 
stakeholder survey, March 2014

Size of compliance obligation

The size of an entity’s compliance obligation has a 
direct bearing on the value they may derive from 
using offset credits. The size of compliance 
obligations may range from under 100,000 tons 
to  several million, across several facilities 
operated by the same conglomerate. A 
compliance buyer could be shopping for anything 
ranging from half a million offset credits, down to 
five thousand. In general, the marginal cost of 
procuring offset credits relates inversely to the 
size of an entity’s obligation (see 3.1), which 
inhibits the ability of smaller compliance 
participants to utilize the offset market:

• In general, the market prefers CCOs with
shortened periods of liability to invalidation.
This is achieved by performing a second
verification exercise, the unit cost of which
increases the smaller the pool of offsets. An
entity buying a 200,000-credit reporting period
pays far less per credit for a second verification
than one that is buying a 15,000-credit

4%
14%

24%

10%

48%

Modest CCA prices
Insufficient supply
The liability question and the threat of invalidation
Lack of transparency and market information
Not sure/Can’t comment

reporting period, since verification costs relate 
to the difficulty and length of time involved in 
the audit process, rather than how prolific the 
project is.

• With a smaller obligation, a compliance entity
may not even require all the offsets coming off a
single reporting period. In this case, a
transaction involving only part of the credit haul
is  both unattractive to the seller, and highly
disadvantageous to the buyer. The seller will be
unwilling to  bear two sets of transactional costs
for the same reporting period. The buyer may
also find themselves in a situation where they
have to  finance the second verification of the
entire project, if there are no takers for the
remainder of the project’s credit haul, or if the
other buyer is happy to  retain an eight-year
invalidation period.

• The offset market imposes considerable
administrative and informational barriers to
entry. There is a time-cost involved to learning
about how the offset program works and how to
assess the value of an individual project (in
terms of the stringency of its documentation
and the perceived likelihood of an invalidation).
3.4 goes into  detail about the circumstances
that could trigger invalidation, and studying
these involves a not insignificant amount of due
diligence. It is frequently remarked that a lot of
compliance entities, even those classed as
‘medium-sized’, are taking the easy option of
procuring the instruments they need at the
auctions.

• Since the offset product is too diversified for
credits to  be a screen-based instrument which is
transparently traded through brokers, the
market finds price discovery more challenging,
and this reduces the willingness of smaller users
to take part.

• These difficulties are, in part, solved by
aggregators of offset portfolios, who generate
the economies of scale required to cost-
effectively manage the transition of CCO8s to
CCO3s, and who  have the expertise to  ensure
the risk of reversal is minimized. It remains to be
seen if the market will begin to make more use
of such services, which is a distinct possibility if
(and only if) the price spread widens.
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Transactional structures

Offset project operators and buyers of offset 
credits have structured their transactions in 
several ways in this program. Each has its own 
strategic implications.

• Buying over-the-counter: It is possible to  trade
offsets over-the-counter, possibly via a broker,
the way allowances are traded. However, this is
potentially less straightforward for offsets than
for allowances. Unlike allowances, each offset is
distinguished by the expiration date on its
liability period. This makes it difficult to achieve
screen-based transparency, while the need for
due diligence at the level of the individual
project makes this a quirky product to buy
through a broker, and a difficult one for brokers
to aggregate particular quantities for. Even so,
established brokers do on the other hand tend
to have wide networks and a deep knowledge
of the market. They can thus more easily identify
sources of offsets  in which a buyer may be
interested, while they in addition offer a useful
degree of price discovery.

• Bilateral contracts: If they choose not to go
through a  broker, the buyer has two options:
they can deal directly either with the project
operator, or with a portfolio aggregator/trader
who can supply the required amount of credits.
In the former instance, it is likely that the
quantity of offsets on offer is not an exact match
for the desired quantity demanded, meaning a
compliance buyer may have to compromise on
reaching the full 8  percent limit for the relevant
compliance period, or ‘carry’  an amount of
offsets until the next obligations are due to  be
surrendered, in the next compliance period.
With both these options, parties will  have to act
without the price certainty and discovery that
broker transparency can provide. However, the
bilateral  structure also allows for forward strips
(multiple deliveries over years)  to be more
easily negotiated, whilst also  avoiding broker
fees. Such forward strips allows the compliance
user to approach the primary and secondary
CCA markets with certainty over the quantity of
the CCA instrument needed at each surrender
date. Many of the initial credit issuances have
gone toward the fulfilment of forward contracts.

• Portfolio aggregators: There are companies
and trading houses that specialize in building
portfolios of offsets. They would be able to
construct a whole portfolio on behalf of a larger
compliance entity, or sell specific offset
quantities to  match the needs of a smaller
compliance entity. These companies are in a
position to  pass on to compliance end-users
their in-depth knowledge of the actors and
processes involved in the offset market, even if
their counterparty status in such transactions
might invite some buyer skepticism. They may
also be better-disposed to  sell  offset products
that come with the guarantee of replacement
upon invalidation, since they may have access
to cheaper capital than project operators, and
since they probably have better credit-
worthiness ratings. Whether compliance buyers
use these aggregators depends on the
following considerations: (i) whether the
aggregator can, at that moment in time,
construct a portfolio  that fits  the buyer’s desired
purchase size and risk profile; (ii)  whether the
buyer feels that the risk and difficulty
(administrative/informational) involved in
structuring offset transactions is worth the
premium paid to the aggregator; (iii)  the credit
profile of the aggregator, which reflects on their
ability to deliver on their contracts.

• Requests for offers (RFOs): We have seen all
three of the larger investor-owned utilities
(IOUs)  – Pacific Gas & Electric (PG&E), Southern
California  Edison (SCE), and San Diego Gas &
Electric (SDG&E) – very publicly launch RFOs, as
a matter of directive from the California Public
Utilities Commission (CPUC). RFOs tend to be
used by the largest compliance entities – SCE’s
2012 covered emissions, for example, stand just
shy of 10 million, meaning they would be
looking at up to 800,000 offset credits per
compliance year. In the SCE RFO, offers for sizes
of 25,000 up to  1,000,000 credits (as single or
aggregated project offerings)  were requested,
which suggests that SCE would be happy to
potentially procure the entire compliance
period’s requirement at one go. RFOs we have
seen have called for sellers to take on the
liability, and for firm rather than unit-contingent
indications of credit quantities, both of which
would reduce uncertainty for the buyer. RFOs
greatly increase transparency – both with the
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market price and with the project-level details – 
but are only an option for companies wishing to 
take on large quantities of offset credits.

Offset supply and effect on strategy

With the ARB not having produced a clear 
timeline for its (i)  conversion of early action offset 
credits to full  ARBOCs/CCOs, and (ii)  desk review 
of second project verifications that convert 
CCO8s to CCO3s, the market still feels it does not 
have full certainty that CCO3s can be reliably and 
voluminously supplied in the months before the 
first surrender obligation. This influences 
compliance entities’  willingness to use offsets  in 
2014. Given that the offset limit is applied across a 
compliance period rather than on an annual basis, 
there in fact is the potential  for entities to  use 
offsets to account for more than half of their 2014 
surrender obligations (since 8 percent across two 
years gives sixteen percent). It remains to be seen 
if any entity will take the risk of running 
themselves short on allowances anticipating the 
availability of CCO3s.

Market Insights

Further Reading

• USAID, California Cap-and-Trade and
International Forest Carbon Offsets for
Institutional Investors. URL Link

“The lack of standardization in the offset 
product, and the need for diligence to be done 
on the part of the buyer down at the project 
level, makes it difficult for us to trade offsets the 
way we trade a CCA.” 

– A broker

“The buyer is generally more 
comfortable replacing a revoked 
CCO with a CCA, rather than 
with another CCO tied to fresh 
inval idat ion t imeframes. In 
general, the reason we obtain 
parental guarantees for our 

product is to make sure the financial backing is 
there to secure CCAs from the OTC market.” 

– William Flederbach, ClimeCo Corporation

“There’s an important price 
discovery role that brokers 
perform r ight now. We’ve 
created an infinitely bifurcated 
market by making every single 
credit different, by virtue of its 

invalidation characteristics. This makes it difficult 
for anyone to set up a liquid product. It is very 
unfortunate, in that I wish I could just go on an 
exchange and sell an offset like I would sell an 
allowance.

 Increasingly, as compliance entities
come into the marketplace and familiarize 
themselves with the products on offer, I think the 
broker’s role will likely diminish, and maybe 
disappear over a few years. For the time being, 
there remain important functions to be 
performed.” 

– Derek Six, Environmental Credit Corp

“You do typically see roughly a 
15% spread between OTC CCAs 
and Golden CCOs, but there’s 
not much good pricing data on 
the Golden CCO right now. 
When the Kyoto market was 
robust, we saw a 33% spread 

between the EUAs and the CERs, which was 
probably enough to create interest in the CER 
product among compliance buyers. Over time as 
the CCA floor price increases some 7-8% a year, 
the spread will widen. Then we’ll also have more 
offsets coming into the market, the importance 
of which I can’t stress enough. The potential 
volumes from drainage coal mine methane 
projects could bring great competitiveness to the 
market. Then offset prices will not merely reflect 
the willingness to pay based on the spread to the 
CCA price, but also project operators’ cost to 
create with some reasonable margin of profit. 
Once that happens, you’l l get greater 
competitiveness.” 

– William Flederbach, ClimeCo Corporation
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“Offsets are derived from projects, 
and unless transactions are for 
already-issued offsets on a spot basis, 
there is a r isk with forward-
contracted offsets from a primary 

provider that the underlying project will not 
generate as many offsets as both parties had 
agreed upon.  This “volumetric” risk has also 
been observed in the CDM market, and means 
that primary offset prices trade well below 
secondary offset prices for issued offsets.   So 
there is a split in the offset market between the 
primary and the secondary. While both deliver 
the same contracted instrument, the primary 
market is structured as a much longer-term off-
take market. This is the reverse of the CCA 
markets, where the primary market generally 
trades at lower prices than the secondary 
market, since the primary market consists of 
auctions which deliver CCAs immediately.” 

– Alex Rau, Climate Wedge

“There are a number of factors that contribute to 
a compliance buyer’s preference for type of 
offset deal or project. Each company has its own 
way of judging offset projects and assessing risks. 
Some entities prefer agriculture methane and 
ODS projects as the quantification is relatively 
simple, which may lead to perceived lesser 
invalidation risk. At the same time, forestry 
projects bring large volume, and due to the large 
number of parties involved in the offset creation 
and verification process, the chances of 
invalidation are reduced. Moreover, the 
regulations currently place the burden of 
invalidation on the landowner, rather than the 
holder of the credits, once the offsets are retired. 
It can also be said that forestry projects have a 
nice voluntary angle.   

With regard to contractual structures, it 
depends on the risk appetite of the buyer. 
Several buyers are comfortable dealing with 
small firms and taking on the invalidation risk 
themselves, while others require investment-
grade counterparties and balance sheets. Of 
course, now you have insurance products in the 
market, which bring a new way to think about 
pricing and the allocation of risk.” 

– Kevin Townsend, Blue Source

“The thing to look out for is that 
while the market looks to be 
undersupplied in the second 
compliance period of the program, 
we think we are going to come out 
of the first compliance period with 

a dramatic oversupply, maybe of as much as 10 
million tons. There is a possibility that we could 
see the collapse of CCO prices down to the $5-6 
range, regardless of what happens to underlying 
CCA prices. Offset optimization is something for 
end-users to put into their mix, whilst bearing in 
mind that the time to buy the majority of their 
volume may be down the road and closer to 
compliance deadlines, potentially in 2015 as 
opposed to right now. That being said, we think 
portfolio optimization is something to be 
thinking about now. It is still a very bilateral 
market, which means that most of the contracts 
are drawn up with significant credit and 
compliance issues, so it’s very important that this 
is managed properly.” 

– Andre Templeman, Alpha Inception
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3 California Carbon Offsets 
(CCOs)

An Air Resources Board offset credit (ARBOC), 
referred to in the market as a California carbon 
offset (CCO), is issued by the regulators to an 
offset project for every metric ton of carbon 
emission that is reduced or whose removal is 
enhanced. The project must be developed under 
an ARB-approved compliance or early action 
protocol, and operate in a sector that is not one 
of the capped sectors (1.2.1) in California’s 
economy. This would allow the credit to be used 
for compliance in place of a California carbon 
allowance (CCA – 2.1.1). 

There are four defined project types (3.2) that 
are presently eligible to earn credits, and credits 
are awarded after a thorough process (3.1) that 
begins with the listing of a project with an ARB-
approved offset project registry (OPR), and ends 
with the successful conclusion of an ARB desk 
review. Even after issuance, credits are liable to 

invalidation (3.4), for a period of up to eight 
years.

Breeds of offset

Unlike CCAs, CCOs are too variegated and 
diverse to be traded as a screen-based product. 
Every batch of offsets  is guaranteed to be 
different in at least one crucial regard, and this 
concerns the invalidation provision in the offset 
regulations. An offset may be invalidated  for 
three main reasons: errors of greater than five 
percent in the calculation of reduced emissions; 
double-counting, involving the crediting of the 
project in other offset schemes; or regulatory 
non-compliance.

A project that undergoes verification (3.1) just 
the once will be liable to credit invalidation for a 
period of eight years after issuance. We call these 

credits CCO8s. A second verification conducted 
by a different ARB-approved verifier will reduce 
the liability period to three years after issuance, 

hence they are referred to in the marketplace as 
CCO3s. Since credits all have different issue 
dates, even credits from different reporting 
periods (3.1) of the same project are not 
mutually fungible.

A third overlapping category of offset is  the 
‘Golden Offset’, which is offered by a seller who 
promises to  replace any invalidated credit with 
another Golden offset or a CCA. In other words, 
the seller assumes the risk of invalidation. 
Although Goldens might be either CCO8s or 
CCO3s, in practice sellers have preferred the 
shorter liability period offered by the CCO3.

Like CCAs, offsets also have vintage years. These 
correspond to the year in which the emission 
reductions occurred (i.e. the year of the reporting 
period), rather than the year in which the 
issuance takes place. In other words, the vintage 
has no bearing on the lapse date of the 
invalidation liability. An offset credit may be 
surrendered in place of a CCA if the compliance 
year is later than or the same as the vintage year.

Role of offsets in the program

To recap (1.2.4), offset credits may be used to 
fulfil up to eight percent of an entity’s compliance 
obligations for any given compliance period. This 
effectively means covered entities may emit up to 
8% more than the level of the cap, if abatement 
costs in the defined offset project activity areas 
work out to be lower than those in covered 
sectors. In this way, offsets serve a cost 
containment function. As long as the eight-
percent condition is fulfilled, compliance entities 
are free to use offsets generated from any of the 
qualifying project types.

There has been some discussion over the extent 
to which the usage of offsets for compliance 
should be allowed, with significant numbers of 
stakeholders getting behind proposals to 
increase the percentage at which offset usage is 
capped, while there remains a minority view that 
offsets are figuring too prominently in the state’s 
emission reduction regime. 

Eight percent – too little?

A l t h o u g h t h e e i g h t - p e r c e n t m a x i m u m 
conceivably helps ensure that there is a minimum 
amount of reduction that the program will  bring 
to capped in-state sectors, some stakeholders 
have argued for it to be increased, or even 
removed entirely.
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Firstly, with the setting of an absolute upper limit 
on demand for the instrument, in effect the 
maximum market size is predetermined. With 
offset prices remaining low (see 2.2.3) relative to 
the marginal cost of offset generation (estimated 
to be in the range of $7 to $9 for some 

undertakings), project developers argue that 
restricting the size of the market directly impacts 
their ability to recoup investments, and prevents 
them from achieving the economies of scale 
needed to make activities more cost-efficient. It is 
believed that such concerns affect some project 
types more than others (for more detail on the 
purported ‘uneven playing field’ between project 
types, refer to 3.2.)

Secondly, taking on an offset involves accounting 
for the risks involved with any potential 
invalidation. This  involves one or more of several 
things: (i)  performing a second verification to 
shorten the liability period from eight years to 
three years; (ii)  purchasing an insurance product; 
(iii) having financial and/or administrative 
provisions for entering the market in the event of 
an invalidation. The marginal costs of second 
verification and of transaction relate inversely to 
the size of the project, making offsets a less 
attractive proposition to compliance entities with 
smaller requirements. Increasing the maximum 
permissible usage – or even allowing this budget 
to  be traded between entities or banked 
between compliance periods – has been 
proposed as a solution to increase interest in 
using offsets.

Eight percent not the problem

On the other hand, there is also a strong body of 
opinion that the challenges in the offset program 
will not be solved simply by increasing the eight-
percent usage limitation. Some stakeholders 
have expressed the concern that, of the four 
currently approved project types, only one – 
Ozone Depleting Substances (ODS) – is able to 
deliver large quantities of credits to the market. 
With coal mine methane being among the 
project types expected to be approved in 
2014 (3.3), there might be an extra  potentially 
voluminous project type in the long run, but 
some remain unconvinced that supply will be 
able to fulfil demand in the long-term if demand 

comes up to eight percent of covered emissions 
(see the ACR forecast in 3.3).

Increasing the flexibility within the regulations, 
which will both decrease administrative and 
operational costs, and expedite the process of 
generating and approving credits for use in the 
program, has been proposed as one solution. 
Another would be finding new protocols which 
could contribute volume to the program – 
Reducing Emissions from Deforestation and 
forest Degradation (REDD) and nitrous oxide 
both have their advocates.

Opposition to offsets per se

There remains a minority view that offsets should 
play a reduced role in California cap and trade, 
or even not figure in the program at all. There is 
often some overlap on this front with the groups 
that criticise cap and trade as essentially being a 
‘pay to  pollute’ scheme. Offsets are seen as 
another – and cheaper – form of ‘pay to pollute’. 
Some doubt regarding the comprehensiveness 
or stringency of measuring, reporting, and 
verification standards – particularly with offsets 
‘imported’ from other jurisdictions, which some 
groups are trying to introduce into the program – 
is  often implied, as critics tend to suggest offset 
reductions may not be ‘real’  reductions. 
However, California has had a  voluntary offset 
program since 2001 and the founding of the 
Climate Action Reserve; each passing year 
should generate more confidence that California 
offsets bring real, additional, and verifiable 
emission reductions to  the atmosphere, and are 
awarded on the basis of stringent and rigorous 
verification and audit processes.

A second concern surrounds the idea of benefits 
‘leaking’  outside the state while Californian 
households and businesses bear the cost of the 
cap-and-trade program. There are both 
environmental and financial aspects to  this. 
Market players have stood by the dictum that a 
ton of emissions reduced anywhere in the world 
carries the same worth in an environmental 
sense, but the frequency with which we hear this 
defense suggests there are clearly a few people 
who think otherwise. Financially, project site 
operators (such as farm or mine owners), as well 
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as everyone else in the offset supply chain 
(ranging from homeowners selling refrigerants 
for destruction, to verifiers,  to  manufacturers of 
technical equipment), benefit directly from the 
generation and sale of offset credits. If these 
parties are based outside California or outside 
the US, it might be construed to constitute a 

financial ‘leakage’ that Californians pay for. It is 
believed that such considerations inspired the 
drafting of Senate Bill 605, which Senator Ricardo 
Lara proposed in 2013. If passed, it would limit 
the use of offsets to only those produced in the 
former Western Climate Initiative (4.2) states in 
North America. The fate of SB605 is yet to be 
decided upon.

Market survey

Nearly half the respondents to Vote for 
California II (5.1), a stakeholder sentiment 
survey run in March 2014, indicated that they 
believed the ARB should consider raising the 
eight-percent offset usage limit in order to create 
more liquidity and investment in the offset 
program. Only one of the fifty respondents felt 
that generating more in-state offsets  would be 
the best reason to increase the usage limit. Thirty 
percent of respondents felt that eight percent is a 
good de facto limit for the program, although 
three-fifths of these respondents also felt that 
allowing this to be temporarily lifted in the event 
of an allowance shortage would be a good short-
term policy fix to  upward price pressure. Perhaps 
for reasons outlined in the paragraphs above, ten 
percent of respondents would like to see the 
eight percent limit be reduced.

Market Insights

Further Reading

• Air Resources Board, Compliance Offset
Program. URL Link

• Climate Action Reserve, Offsets under California’s
Cap-and-Trade Program. URL Link

“ I don ' t t h i nk p r i ce s a r e 
necessarily falling. They've come 
off a little bit the past few months, 
but that's not unexpected; it's 
been largely driven from a drop-
off in allowance prices. They've 

been trading in this range for a number of years 
now. We take a much more long-term view - 
offset projects deliver for a good ten years.” 

– Scott McGregor, Camco International Group
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Yes, it would create more liquidity and 
investment in the offset market

Yes, but only if the additional volume is 
contributed by in-state offsets

Yes, but only as a fix in the event of an 
allowance shortage

No, 8 percent is a good limit

No, 8 percent is already too much 

Not sure/Can’t comment

Should the ARB consider increasing the 8-percent limit on offset utilization?

http://www.arb.ca.gov/cc/capandtrade/offsets/offsets.htm
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“Offset transactions picked up especially after 
physical issuances began. Much of the initial 
supply filled forward transactions structured 
over the last few years.  Some of that supply has 
been reoffered into the market, but we haven’t 
seen evidence of substant ia l volumes 
transacting. Unless there is a major jump in 
emissions or spike in the pricing of allowances, 
there’s not much incentive for offsets right now 
with the low allowance prices. 

Golden offsets do trade, but there is a 
lack of transparency – usually these deals are 
bilateral, or broker transactions that are not 
reported to the market. Most end-users we 
coordinate with do see the value in owning a 
fully guaranteed product, rather than taking on 
any risk of invalidation themselves.” 

– A broker

“If there was an insistence on 
keeping the eight percent cap, 
then maybe there are policy 
fixes that involve more flexibility 
within the cap. Maybe you 
could comply over a large 

number of years with the eight percent as an 
average. This would allow a small entity to go 
out and make one decent-sized purchase that 
has low enough transaction costs to allow some 
cost-saving. I don’t really understand the cap 
being applied on an entity-by-entity basis – I 
think the way to set a cap is by selecting 
protocols that you want to include in your 
program (or by excluding them, in this case).” 

– Derek Six, Environmental Credit Corp

“State Senate Bill 605, among other things, 
seems to prioritize offsets sourced from within 
California. It is doubtful that projects within 
California could generate significant volumes of 
offsets for the program, and this shortage would 
have the effect of raising compliance costs. It 
remains to be seen whether this bill gets passed 
and what changes, if any, it brings to the existing 
program.” 

– Kevin Townsend, Blue Source

”First of all, ECC and some of 
the task forces we work with, 
including the Compliance Offset 
D e v e l o p e r s A s s o c i a t i o n 
(CODA), have all commented 
on SB605 and other potential 

statutes that seek to restrict the program to 
California-based offsets. I think it would be a 
disaster. I understand the idea, and frankly I 
sympathize with it; if California is leading the 
way, then its residents should benefit as much as 
possible from the legislation. However, it is a 
bad idea and it will go horribly wrong, as we 
have explained in some of our comment letters.

 Take for example the Appliance 
Recycling Centers of America’s facility in 
Compton, California, which employs a lot of 
people who are fairly low-skilled. If you restrict 
the program, and since there is nowhere in 
California to destroy refrigerants, a project 
cannot possibly take place in California. So you 
would immediately kill some of the businesses 
you are trying to incentivize inside California.

The more obvious argument is one that’s 
been widely made. SB605 could potentially 
inflict pain on the poorest in California by 
increasing the price of electricity. The burden of 
i n c r e a s e d e l e c t r i c i t y p r i c e s f a l l s 
disproportionately on the poor. I think it’s 
misguided, and we should instead try to make 
sure we incentivize as many projects and project 
types as possible that can take place in 
California. In our other comment letters, ECC 
has pointed to some other possible protocols 
that could be added and would really have an 
impact. One example would be CAR’s organic 
waste composting protocol. There are a large 
number of facilities in California and in the 
Pacific Northwest that are already trying to 
develop and increase their organic waste 
composting capacity. For California, a protocol 
like that may have a positive employment effect, 
and would help to make some long-term 
changes in the way that waste is dealt with, 
which then reduces the amount of material that 
goes to landfills.” 

– Derek Six, Environmental Credit Corp
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“California’s ability through 
AB32 to have a meaningful 
impact on global climate 
change is entirely dependent 
on its ability to encourage 
other jurisdictions to take 
successful action, which it can 
do best by proving a successful 

model that can be replicated elsewhere. That 
was very much in the design of the bill and that 
remains the case today even if we have not seen 
as much direct action on climate as we would 
like federally of internationally.

But I think when you are using a state as 
a model, you also have to be mindful of 
developing those programs in ways that can 
work both for the state and on a much larger 
scale. It’s that kind of dynamic that plays out for 
offsets. Offsets are important in that they 
provide a cost-effective emission reduction tool. 
They are also a tool to reduce emissions in 
sectors that are not under the cap and don’t 
lend themselves very well to direct regulation. 
But if too much of the emission reductions, 
benefits, and investment flows are from outside 
of California, we are not building the strongest 
case for other jurisdictions.

So as relates to SB605, we don’t think 
it’s appropriate to simply ban out-of-state offsets, 
but we do think the state’s largest emitters 
(which also produce large amounts of toxic and 
criteria air pollution) should maximize their own 
emission reduction opportunities in conjunction 
with procuring credits sourced from out of state. 
That’s more in line with the vision of AB32, 
which is not simply emission reductions at least 
cost, but also about maximizing co-benefits and 
improving public health.” 

– Alex Jackson, Natural Resources Defense
Council

”Covered entities are always 
looking to find the most cost-
effective solutions to meet their 
environmental obligations. We 
hear comments about the need 
to increase the supply of 

compliance offsets allowed under AB32, and to 
allow unused offset capacity to be carried over 
into future compliance periods.” 

– Patrick Pfeiffer, EOS Climate

“With the eight percent usage 
limit, a generally insubstantial 
number for the smaller entities, 
and the limited spread between 
the CCA over-the-counter (OTC) 
and offset prices, we’re not 
s ee ing much in t e rms o f 

compliance-led activity. The larger utilities are 
beginning to realize that eight percent means 
more to them, but only because they have larger 
obligations. Some of the buyers we’ve interacted 
with have compliance obligations of 200,000 
tons, and have not seen the point in procuring 
16,000 offsets for a miniscule saving that is not 
worth the risk. The eight percent availability of 
offsets is creating a negative impact on liquidity 
and market participation. More liquidity and 
market participation would mean greater price 
competitiveness. We’re not seeing compliance 
buyers use their eight percent yet, with the 
exception of the large utilities.” 

– William Flederbach, ClimeCo Corporation

“Another way to do it would be to 
le t the of f set a l lowance be 
tradeable. Economical ly and 
theoretically, it makes sense: the 
incentives for a smaller emitter to 

utilize offsets are pretty limited given the price 
spread and the compl icat ions around 
invalidation. One way to provide smaller entities 
with the benefits of offset usage and to help 
lower their compliance costs is to allow them to 
trade their offsets limit or even bank their eight 
percent between compliance periods, so that 
you could save up and then use offsets for a 
larger amount of your compliance in one given 
year. I think there’s some tweaking around the 
edges which could help to generate more 
interest in offsets amongst smaller entities, but I 
don’t think lifting the limit to above 8% is on the 
table at the moment, unless there was sudden 
price pressure.” 

– Charles Purshouse, Camco International
Group
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3.1 – From Project to Credit: 
Stages in the Offset 
Production Chain

In between the operation of a project and the 
ultimate usage of the credit for compliance 
purposes, there are several stages of activity. A 
few key actors are involved in this process, 
including the project operator, the registry, a few 
verifiers, the Air Resources Board (ARB), one or 
more purchasing agents, and the end-user. A 
brief outline of the process might go as follows:

Design of project activity involving several parties 
(possibly including project operator, equipment 
and service contractors, as  well as owner of 
project site) → Operation of activity under an 
approved protocol → Listing of project with 
offset project registry → Conduct of first 
verification → *Registry-level audit, issuance of 
registry offset credits (ROCs) → *Request to  ARB 
for transition to  ARBOCs → ARB review of 
verification report → Issuance of ARB offset 
credits (ARBOCs)  → Optional second regulatory 
verification by different verifier,  to shorten 
invalidation liability period from eight years to 

three → Transfer of credits from operator’s CITSS
account to end-user’s (by one of several means of 
transaction, see below, and 2.2.3)  → Surrender 

of credits from compliance entity’s CITSS 
compliance account

*These steps only apply in the case of early
action offset projects

Role of the registry

There are three registries that currently 
participate in California’s compliance and early 
action (3.2)  offset programs – the Climate Action 
Reserve (CAR)  and the American Carbon Registry 
(ACR) are approved as Offset Project Registries 
and Early Action Offset Programs, while the 
Verified Carbon Standard (VCS) is approved only 
as an Early Action Offset Program. The registries 
undertake an active role in helping regulators 
and project developers ensure that projects 
conform to the requirements specified by the 
various protocols.

The first contact that a  project has with a  registry 
is  when the operator first makes a listing by 
submitting a  listing form and entering project 
data into the registry database. It is through the 
registry system that the first operator-verifier 
relationship is officialized at the project level. 
Verifiers must submit a Notice of Offset 
Verification Services and a Conflict of Interest 
self-evaluation. These documents are both 
reviewed by the Registry, while the former is also 
reviewed by the ARB. 

Next, the Project Operator submits an Offset 
Project Data Report to  the registry system and 
the verifier. Once the verification is complete and 
the volume of emission reductions calculated, 
the registry performs an internal audit to ensure 
that all criteria have been met that will enable the 
ARB to make the award of eventual ARBOCs. At 
this stage for early action projects, EAOCs are 
awarded for every metric ton of emission 
reduced. These will subsequently need to be 
transitioned to  full ARBOCs upon the completion 
of a successful desk review. In the case of 
compliance projects, determination is  made 
directly by the ARB, who may then decide to 
issue ARBOCs. Throughout this process for either 
category of project, including at the project 
design level and at various stages of the 
verification process, registries maintain constant 
communication to  provide support and guidance 
to operators.

The following chart reflects the number of 
projects listed in the registry databases which 
could potentially become ARB projects, the 
number of projects to have been awarded 
EAOCs and applied for the transition to ARBOCs 

at the ARB’s desk, as well as the number of 
projects to have come through the entire process 
and issued credits (both early action and 
compliance), for either registry. The ARB does 
not publish statistics on the number of 
compliance projects awaiting its final validation 
and award of credits. Accurate as of Mar 14, 2014:
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Verifiers and verification

The verifier’s primary function is to ensure that 
the number of offset credits claimed is equivalent 
to the number of tons of reduced GHG emission 
or enhanced GHG removal that occurs as a result 
of the project activity. The verifier ensures, firstly, 
that the calculation is accurate and 
comprehensive; secondly, that the project 
activity’s own emissions are accounted for; and 
thirdly, that the project operators are able to 
document these calculations in a fashion which is 
transparent and liable to the award of credits. 
Verification activities also involve confirmation 
that the project activity was in conformance with 
all requirements of the relevant compliance 
offset protocol and of the cap-and-trade 
regulation during the reporting period.

Upon hiring a  verifier, the project operator has to 
prove that there is no prior relationship which 
would bring about a  conflict of interest. For 
instance, the ARB expressly forbids the 
verification of a  project by a firm which had 
previously acted as a consultant to the project 
operator at any point during the preceding five 
years. The verifier then undertakes a thorough 
review of the project documentation and makes 
a visit to the project site, before concluding their 
audit with a detailed Offset Verification Report 
(OVR)  and a publicly available Offset Verification 
Statement (OVS), which form the basis  of the 
issuance of credits, either at registry or at ARB 
level.

Since early action projects are registry-based, a 
second verification exercise is done at the point 
of the conversion of EAOCs to ARBOCs. What is 
referred to as ‘desk verification’ or ‘desk review’  is 
a process by which the ARB – via a second 
verifier, different to the one that performed the 
verification before the issuance of EAOCs – 
ascertains that the number of credits to be 
awarded accurately reflects the quantity of 
emission reductions.

Finally, as has been mentioned, a further 
verification allows the invalidation period for 
each batch of credits to be shortened from eight 
years to  three years. This verification happens 
after the credits are issued, and must be 
performed by a verifier that had not previously 
been used by the project (a third verifier for an 
early action project, a  second for a  compliance). 
For ODS projects wishing to market CCO3s, this 
second verification is essential.  For other project 
types, offset credits automatically have their 
liability periods shortened if the verification for a 
subsequent reporting period is performed by a 
different body. In other words, it is only the first 
reporting period which will need ‘double-

verification’ in order to convert CCO8s to CCO3s.

The number of verifiers – three – who have to 
review the documentation for an early action 
project which wishes to issue CCO3s has come in 
for criticism. A triplication of work at this level 
might be seen as an instance of inefficiency in the 
program. The issue is particularly pressing for 
forestry projects. Only two verifiers - SCS 
Engineers and Environmental Services – 
presently offer their services for forestry projects, 
meaning that it is impossible for early action 
forestry offsets to  be converted from CCO8s to 
CCO3s as things stand.

The invalidation provision is something we did 
not see with Certified Emission Reductions 
(CERs)  in the Clean Development Mechanism 
(CDM)  program. It has presented challenges of 
its own, which vary in magnitude depending on 
the project type. 3.2 visits these comparisons in 
greater detail, but the following table – which 
compares ARB’s issuances with their listings 
(accurate as of Mar 14, 2014) – bears out the 
suggestion that ODS projects  are quicker to 
verify and issue credits.
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Projects,*by*Registry
Poten1al*Compliance*
Offset*Projects*in*
Registry*Database

Compliance*Offset*
Projects*Issued*

Credits

Number*of*Projects*
on*ARB*Early*Ac1on*

List

Early*Ac1on*Projects*
Issued*Credits

CAR 37 1 79 25

ACR 19 5 2 1

VCS NA NA 0 0



In addition to that, because verification charges 
are proportional to the amount of work involved 
rather than the number of credits issued, the 
marginal costs can be considerably higher for 
low-yielding projects such as livestock digester 
projects, or for project types like forestry which 
are more strenuous to verify, than for ODS.

Transaction

The lack of standardization among CCOs, which 
results from these invalidation periods, makes it 
very hard to  trade them as screen-based 
products. That the verification to  convert an 
eight-year liability period into a three-year one 
occurs after the original issuance also adds 
complexity to the transactional market. It gives 
the developer the choice over whether to 
undertake the second verification themselves or 
to allow another market player the opportunity to 
do so.

The following is a mapping-out of the possible 
scenarios that could materialize after issuance:

1. Developer sells  CCO8 to end-user, who  uses
the credit for compliance, but with a longer
period in which to bear the risk of invalidation

2. Developer converts the CCO8 to CCO3, then
sells to  end-user, who  uses the credit for
compliance, bearing a three-year liability risk

3. Developer converts the CCO8 to CCO3, then
sells to end-user as a Golden by taking on
themselves the liability to  replace an
invalidated credit

4. Developer sells CCO8 to  offset aggregator,
who sells CCO8 to  end-user, who uses the
credit for compliance, with a longer
invalidation period

5. Developer sells CCO8 to  offset aggregator,
who converts the CCO8  to  CCO3, then sells to
end-user, who  uses the credit for compliance,
bearing a three-year liability

6. Developer sells CCO8 to  offset aggregator,
who converts the CCO8  to CCO3, then sells as
a Golden to the end-user by taking on
themselves the liability to  replace an
invalidated credit

These scenarios do not account for the following 
possibilities:

1. The developer may choose to sell credits by
way of forward delivery contracts, negotiated
on a counterparty basis in advance of issuance

2. Compliance entities may need more credits
than a single project can supply, and hence
have to build a portfolio with the help of a
broker or an offset aggregator

3. It is possible to ‘ride out’ a  liability period and
sell a credit, several years after issuance, with a 
much shorter liability period. Riding out the full 
three- or eight-year period also  means that the 
only distinction between the transacted credit 
and a CCA will be the eight-percent usage 
restriction. These may all allow the seller to 
generate higher transactional values, and the 
premium will be weighed against the costs of 
holding the offset for a prolonged duration of 
time.

As a result,  the structuring of deals for offsets can 
be more complex than those for other 
instruments. It has served to fortify the barriers to 
entry – financial, informational, administrative – 
for entities with smaller obligations and who 
therefore have smaller potential margins for cost-
saving.
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Early*Ac1on EA Projects Listed EA*Projects*
Credited

EA Periods 
Credited

Av. Credits per 
Period

ARBOCs from EA 
Projects

Ozone/Deple3ng/
Substances

31 17 37 79,786 2,952,097

Agricultural/
Methane

30 6 12 8,830 105,957

US/Forests 20 3 17 97,051 1,649,864

Urban/Forests 0 0 0 0 0



Market Insights

Further Reading

• Air Resources Board, Offset project registries.
URL Link

• Air Resources Board, What are the requirements
for offset credits and how are they issued? URL
Link

• Climate Action Reserve, Working with the
Reserve. URL Link

• American Carbon Registry, How to How to List
andIssue Registry Offset Credits on ACR; URL
Link (presentation) and URL Link (video)

• American Carbon Registry, California Compliance
Offsets Page URL Link

• Air Resources Board, Compliance offset program
forms. URL Link

• L&C Carbon LLC, Frequently asked questions
about forest carbon offset projects. URL Link

• Climate Action Reserve, US Ozone Depleting
Substances Protocol Version 2.0 errata and
clarifications. URL Link

“The re a r e a coup l e o f 
challenges we’ve faced in our 
work as an ARB-accredited 
ver ifier. One has been a 
difference in interpretation of 
protocols between the ARB and 
the Climate Action Reserve 

(where the current protocols had originally 
come from), so trying to adjust has been a bit 
challenging. You feel like the criteria have 
changed somewhat.

Secondly, and this has been a surprise 
to some of the project developers, there is a 
different concept of the 5% materiality rule for 
ARB projects. If we A9 a non-material 
misstatement, no matter the magnitude, if it can 
be fixed it has to be fixed. For instance, we 
recently had an ODS project that generated tens 
of thousands of tons. There was a minor 
miscalculation that resulted in a misstatement of 
about 5 tons. That error had to be corrected and 
resubmitted. That’s the rigor with which the ARB 
conducts its oversight.” 

– Michael Cote, Ruby Canyon Engineering

“My experience has been that 
in a compliance market the 
verification is more rigorous 
than it would be in a voluntary 
p r o g r a m . W h i l e p r o j e c t 
developers always have an 

interest in maximizing the number of credits 
generated by their project activity, as verifiers 
our charge is to ensure that reported emission 
reductions are not overestimated. A rigorous 
verification process pays dividends at the end; a 
risk-taking project may not ultimately get credits 
from ARB. With the way this program is set up – 
with the issuance of registry credits preceding 
the ARB approval and crediting – you don’t 
want to have a situation where you were issued 
registry offset credits but the ARB refuses to 
transition them to ARBOCs. The defence against 
that is a stronger verification process – a rigorous 
verification process that irons out any issues 
involved with the project and helps the project 
get a cleaner path to ultimate issuance.” 

– Michael Carim, First Environment

“Some offset project developers 
initiate contact with ACR weeks 
or months before listing their 
projects in order to communicate 
questions they have prior to 
listing. Other project developers 

may first establish contact with ACR  through the 
listing process.” 

– Mary Grady, American Carbon Registry

“There are various fee structures 
that we could apply. In general, 
charges are proportional to the 
length of t ime taken for 
verification as well as the 
complexity of the project. There 

is also the question of the verification period – 
with livestock projects you’re now allowed to 
have two-year reporting periods, which will be 
more expensive to verify than a one-year. It 
could be anywhere from $5,000 up to $25,000, 
depending on the individual project.” 

– Michael Carim, First Environment
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“One of the rules with early 
action projects is that the 
verifiers who did the work at 
the early action stage cannot be 
the same verifier who does the 
desk review. Once the project 

gets credited, you can then do an invalidation 
audit to reduce the liability period from eight to 
three years. That requires a third different 
verifier. The regulations do require this rotation, 
although project developers will also tell you it is 
good risk management to use several different 
verifiers, so that they don’t put all their eggs in 
one basket.” 

– Michael Carim, First Environment

“I think the ARB process for 
regulatory verifications so far 
has been pretty smooth. It’s 
actually run through a quicker 
timetable and is a more efficient 
process than the early action 

conversions, because with those there was no 
specific early action timetable. So while we saw 
some delay in the early action conversions, ARB 
has been pretty ready and efficient with 
managing the compliance listings and project 
issuances so far.

If there is one difference, I think it is to 
do with seeing ARB develop their own 
‘personality’ in terms of interpreting regulatory 
language. This is true for every registry and 
program that there’s ever been. You could put 
anything into a protocol or a guidance 
document, but only after a few projects come 
through do you realize that you may have to 
make a few more determinations on matters that 
may have been overlooked. When you’re faced 
with something that’s still evolving, it can be 
challenging, and you have to go a lot farther in 
terms of gathering all the information you could 
possibly ever be asked in the future to know, 
and you don’t clearly know what that will be.” 

– Derek Six, Environmental Credit Corp

“The Air Resources Board could 
significantly increase the speed 
at which forestry projects make 
it to market through a very 
minor rule adjustment. 

Forestry projects did
not have a minimum reporting 

period under the early action protocol which 
allowed projects to move through the process 
more quickly. The Regulation now requires a 
minimum reporting period of at least six months 
from the start date of a project, which is often 
the listing date. ODS projects, however, have 
been exempt from this rule due to a stipulation 
in the ODS protocol which supersedes the 
regulation. 

The minimum reporting period of six 
months adds unnecessary t ime to the 
development cycle since a verifier cannot set 
foot on a project until this six-month waiting 
period ends. If you allow three months for a 
verification, one month for the Offset Project 
Registry approval, and the obligatory 60 days for 
issuance by ARB, a forestry project has a 
minimum development cycle of 12 months. This 
is on top of the time it takes to originate a 
project, contract, and list with an Offset Project 
Registry. 

By inserting the same allowance for an 
immediate verification it has granted to ODS 
projects, ARB could increase the speed of the 
development cycle for forestry by several 
months. This is also important since forestry 
verifications are subject to severe weather 
conditions which can last months. Given the 
lengthy cycle and other verification deadlines 
mandated by the Regulation, forest project 
developers are being forced to operate in these 
conditions. Given that the rule adjustment has 
no impact on the rigor of the protocol, it should 
be amended in the name of safety of our 
foresters and verifiers alone.” 

– Sean Carney, Finite Carbon
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“Just the fact that we have a 
compliance market right now, 
r e g u l a t e d by t h e s t a t e o f 
California, is such a dramatic 
improvement that I find it difficult 
to complain about elements that 
are still being worked out. 

With two of the first three forestry 
projects approved by ARB, we have been on the 
bleeding edge more often than the cutting edge, 
and had a front row seat as the administrative 
processes were developed. There are quirks and 
nuances, and things that are constantly in 
evolution, but we’ve gotten past the point where 
there are deal-breakers that need to be 
addressed. We’re in the phase where we have 
some housekeeping to take care of in the 
protocol and the process of how things go 
through.” 

– Sean Carney, Finite Carbon

“I do think it’s apparent there is 
quite a bit of duplication of 
effort, which seems to be 
increasing the cost of complying 
with the program. We have ARB 
staff, registry staff, as well as up 

to three different verification firms, all reviewing 
project submissions. In some cases, verification 
firms have to make site visits out to Clean 
Harbors in Arkansas for every single project, 
which means constantly being on a plane back 
and forth going to the same place. We need to 
balance rigor with some sense of practicality. 
California has created the most rigorous system 
possible, with such absolute certainty in 
emission reductions traded on the market. I 
hope we can find a balance in the future.” 

– Derek Six, Environmental Credit Corp

“We are an accredited offset 
project registry under the state 
sys tem, wh ich means we 
s u p p o r t t h e A R B i n t h e 
implementation of the cap and 
trade program. We issue two 

flavors of credits: early action offset credits and 
registry credits, both of which can be converted 
into ARB offset credits (ARBOCs). There has to 
be an extra step taken beyond the credits we 
issue before they can be used by clients – this is 
the conversion done at ARB-level. The market 
calls them CCOs:  California carbon offsets, 
which can only be issued by the ARB.” 

– Joel Levin, Climate Action Reserve

American Carbon Registry is 
proud to have the opportunity to 
work with ARB as an Offset 
Project Registry to implement 
the California offset program. As 
a nonprofit Rockefeller family 

institution, our focus is on sound science, and 
we share ARB’s commitment to ensuring the 
integrity of offsets. We were founded 15 years 
ago to build carbon market experience in the 
U.S. and to demonstrate that transparent, well-
designed markets can be the most efficient 
mechanism to improve the environment. We are 
excited to work with ARB to help make the 
California cap-and-trade program a successful 
model for launching a low-carbon economy”

– Mary Grady, American Carbon Registry

“We think it’s important that 
buyers know where their offset 
credits come from. The offset 
project registry is an ally to the 
buyer because it does the 
analysis of the credits and makes 

sure that no stone is unturned, that they are 
solid, and that there is no problem with the 
documentation. As an environmental non-profit, 
our goal really is the success of the program. 
That’s why we are here to demonstrate that cap 
and trade can really work at a reasonable cost, 
and that offsets are a valuable part of that. Our 
focus is really that 100% of credits that are 
issued get converted into compliance 
instruments, and that none of them are 
invalidated thereafter.” 

– Joel Levin, Climate Action Reserve
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3.2 – Current Approved Offset 
Project Types

There are four types of projects that have been 
approved by the ARB for the generation of offset 
credits through eligible emission reduction 
activities. They are: Ozone Depleting Substances; 
Livestock; US Forests; and Urban Forestry. In 
a d d i t i o n , p r o j e c t s t h a t p r e d a t e t h e 
operationalization of these compliance protocols 
may generate offset credits under early action 
offset protocols.

Early action and compliance

In line with the ARB’s stated wish to  give 
voluntary offset efforts due credit in the 
compliance program, reporting periods running 
before or in 2014 can be listed under a voluntary 
protocol, for the same four project types as listed 
above, established under one of the three 
approved early offset programs mentioned in 
3.1 (CAR, ACR and VCS). These voluntary 
projects – having once completed registry-level 
verification to  earn Early Action Offset Credits 
(EAOCs) – can then undergo ARB verification to 
transition to the award of ARB offset credits 
(ARBOCs). To date, only CAR and ACR have 
listed and completed the transition of EAOCs to 
ARBOCs.

Starting in 2015, all projects wishing to earn ARB-
eligible credits must be operated under 
compliance rather than early action protocols. 
Both CAR and ACR stopped accepting early 

action project listings on the Jan 1, 2014, as 

required to by the regulation.

The following table shows how most of the 
credits in the system thus far have come from 
early action projects, reflecting the second 
purpose of the early action program, which was 
to provide a  liquid offset supply before the 
compliance offset program hits full maturity. 
5,535,664 ARBOCs have been issued by the 
regulators as of Mar 14, 2014. Of this, 4,707,918, 
or over 85%, have come from early action 
projects.

Protocol*
type

No*of*
projects*
issued

No*of*
repor1ng*
periods

Offset*
credits*
issued

Early/Ac3on 26 66 4,707,918

Compliance 6 6 827,746

Source: http://californiacarbon.info/arbocs/ - accurate as of 
Mar 14, 2014)

One d i f fe rence which the market has 
experienced between working with early action 
and with compliance projects has been in the 
rapidity with which the regulators issue credits 
once a  project’s documentation has been 
submitted. According to the regulation, the ARB 
has sixty days after a compliance project is 
submitted to finalize the award of credits. There 
is no such provision in the timelines for 
converting early action credits to  ARBOCs. As a 
result, issuances have been more protracted for 
early action conversions, taking an average of 
245 days so  far, across the 26 projects for which 
this has been completed for at least one 
reporting period. This calculation only takes into 
account the first reporting period to be credited, 
and hence 245 days does not include 
subsequent reporting periods converted at a 
later date than the first.

Project developers have expressed the hope that 
once the market moves on to compliance 
projects, the delays associated with early action 
conversions will have less of an effect on the 
offset supply stream. While the 5,535,664 offsets 
that have been issued in the six months since the 
ARB’s first announcement in September 2013 is 
close to half of 13 million (which is  eight percent 
of the 2013 cap of 162.8  million tons), the 
present concern is that these are CCO8s, and 
desk reviews on the second verifications 
converting them to CCO3s are proving to be just 
as protracted. Delays here do not merely affect 
market confidence in the supply stream, they 
also lengthen landowners’  and project 
developers’ wait times for returns on invested 
capital. 

CaliforniaCarbon.info 77

 State of the California Cap-and-Trade Market 2013/14 Chapter 3.2

http://californiacarbon.info/arbocs/
http://californiacarbon.info/arbocs/


Ozone depleting substances (ODS)

The Compliance Offset Protocol for Ozone 
Depleting Substances Projects provides methods 
to quantify and report GHG emission reductions 
associated with the destruction of high global 
warming potential ODS sourced from and 
destroyed within the US that would have 
otherwise been released to the atmosphere.

An offset project may (i) collect eligible ODS 
refrigerant from industrial, commercial or 
residential equipment, systems, and appliances 
or stockpiles, (ii) extract eligible ODS blowing 
agent from appliance foams, or (iii) collect intact 
foam, for destruction at a qualifying destruction 
facility. A single offset project may incorporate 
ODS obtained from one or more of these ODS 
source categories.

ODS ‘projects’  are essentially single acts of 
destruction. Eligible ODS materials are 
transported from sites around the country to a 
single venue, and the destruction can qualify as 
one reporting period (although operators have 
the option of lumping several destructions into 
one reporting period). As a result, the emission 
reduction is  relatively straightforward to  quantify, 
because there is no need for continuous 
monitoring of equipment or inventories over a 
sustained period of time (up to two years, as in 
the case of livestock projects). 

The other major advantage of a ‘single act of 
destruction’  model is that capital can be input on 
a per-reporting-period basis  (i.e. refrigerant is 
bought with a view to being destroyed at the 
next scheduled destruction date). While the 
amount of investment into acquiring ODS gases 
merely for destruction (estimated by industry 
insiders to be in the region of $3 to $5 per ton of 

eventual CO2 reduction)  is still  substantial, 
payback is immediate. In contrast, livestock and 
forestry projects involve either the purchase of 
expensive equipment, or the institution of long-
term changes in forest management technique, 
that require crediting over the majority of the 
ten-year project cycle, in order to  justify the initial 
investment. This in a way insulates ODS projects 
from the lack of certainty in the market that 
results from the absence of legislative authority 
to continue the program (see 1.2.3), and the 
absence of a hard and fast target, beyond 2020.

Although ODS projects can range up to several 
hundred thousand tons in size, the average 
number of credits per reporting period has so far 
been 87,903 (see table in 3.1).

Livestock

The Compliance Offset Protocol for Livestock 
Projects provides methods to quantify and 
report GHG emission reductions associated with 
the installation of a biogas control system for 
manure management on dairy cattle and swine 
farms.  

The protocol focuses on quantifying the change 
in methane emissions, but also accounts for 
effects on carbon dioxide emissions.

The biogas control system must destroy methane 
gas that would otherwise have been emitted to 
the atmosphere from uncontrolled anaerobic 
treatment and/or storage of manure. Captured 
biogas can be destroyed on-site, transported for 
off-site use (through gas distribution or 
transmission pipeline), or used to power vehicles.  
Regardless of how biogas is utilized, the ultimate 
fate of the methane must be destruction.  

“Centralized digesters” that integrate waste from 
more than one livestock operation may also meet 
the definition of an offset project.

(From Compliance Offset Protocol, Livestock 
Projects, Air Resources Board, 2011)

Livestock projects entail a longer payback period 
than ODS projects, with the return on the initial 
infrastructural investment only materializing 
within the timeframe of a full ten-year project 
cycle. It is, in fact, important that the ARB’s mid-
term target (reportedly to be set only in 2017) 
goes beyond 2030 if it is to convince investors in 
livestock projects (and also forestry projects) that 
a full ten-year cycle can be run and credited in 
time for the project to benefit from compliance-
led demand.

To exacerbate this difficulty, livestock projects 
also yield far less emission reduction than ODS: 
the Ridgecrest Dairy has over 1,000 cows, is 
placed among the top 4% of all farms nationally, 
has thus far earned only 1,177 credits over two 
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reporting periods, and expects to yield just 
1,500 credits per year when running at full steam.

For this particular project, at current credit 
prices and assuming the full completion of the 
ten-year project cycle, a return of just under 
$135,000 (from 15,000 credits over its life 
cycle) needs to cover (i) the purchase, 
operation and maintenance of equipment; (ii) 
the performance of five verifications over ten 
years, each of which could cost up to 
$20,000 depending on complexity and 
amount of work involved (the regulations 
allow that as long as a livestock project is 
verified by a different verifier anytime 
throughout its life cycle, its credits automatically 
carry three-year liability periods); (iii) 
administrative costs at registry level (18 cents per 
credit that is first transitioned from an ROC to an 
ARBOC and then moved between CITSS 
accounts); (iv) possible transactional and legal 
costs related to the eventual sale of the offsets; 
(v) any costs related to the procurement of 
capital.

As of Mar 14, 2014, livestock projects have 
earned an average of 8,830 credits per reporting 

period, or approximately 10.0% of the equivalent 

figure for ODS. Refer to the table in 3.1 for more 
details. 

Livestock projects do nevertheless play a 
significant role in the broader offset program. 
They enable emission reductions to happen in 
the rural economy, and return financial proceeds 
to a farming community that can otherwise be 
very skeptical about climate change and about 
the efforts made by both regulators and the 
marketplace to manage it.

US forestry

The Compliance Offset Protocol U.S. Forest 
Projects (Forest Offset Protocol) provides 
requirements and methods for quantifying the 
net climate benefits of activities that sequester 
carbon on forestland. 

A Forest Project is a planned set of activities 
designed to increase removals of CO2 from the 
atmosphere, or reduce or prevent emissions of 
CO2 to the atmosphere, through increasing and/
or conserving forest carbon stocks. There are 
three major categories of forest projects:

- A Reforestation Project involves restoring tree 
cover on land that is not at optimal stocking 
levels and has minimal short-term (30-years) 
commercial opportunities.

- An Improved Forest Management Project 
involves management activities that maintain or 
increase carbon stocks on forested land relative 
to baseline levels of carbon stocks

- An Avoided Conversion Project involves 
preventing the conversion of forestland to a 
non-forest land use by dedicating the land to 
continuous forest cover through a Qualified 
Conservation Easement or transfer to public 
ownership, excluding transfer to federal 
ownership.

(From Compliance Offset Protocol, US Forest 
Projects, Air Resources Board, 2011)

Forestry projects – like livestock ones – tend to 
take place on land that is not owned by the 
organization that finances the project. While 
livestock project developers work with farm 
operators to install digesters, forestry project 
developers often work with conservation funds or 
tribal societies to manage their trees. The large 
economies of scale required to profitably 
operate a forestry project mean that a large tract 
of land is needed, such as those which come into 
the care of such funds or are reserved by tribes. 
The Sempervirens Fund is looking at 
aggregating individual parcels of private land in 
the Santa Cruz Mountains into a single forestry 
project, which may bring a new operational 
model into the program. Forestry projects, at 
present, are thought to operate at a higher 
marginal cost than ODS ones.

Forestry projects have the added cost imposed 
by a 100-year guarantee that the GHG effects of 
the project will continue beyond the end of the 
crediting period, along with the fact that 
verification procedures are more time-
consuming, extensive, and hence expensive. The 
definition of leakage for forestry projects 
includes that emissions from the project activity 
area should not be ‘displaced’ to the area 
immediately surrounding it, and hence 
monitoring and verification extends beyond the 
specific spatial boundaries of the project activity.
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As of Mar 14, 2014, US Forests projects have 
earned 97,051 credits per reporting period, on 
average. Refer to the table in 3.1 for more 
details.

Urban forestry

The Compliance Offset Protocol Urban Forest 
Projects provides methods to quantify and report 
GHG removal enhancements associated with a 
planned set of tree planting and maintenance 
activities to permanently increase carbon storage 
in trees. Calculation of net reductions takes into 
account GHG emissions associated with planting 
and maintenance of project trees.

This protocol is applicable to  three specific 
project types: urban forest GHG projects 
undertaken (1) in municipalities, (2)  on 
educational campuses, and (3) by utilities.  An 
offset project is defined by a specific number of 
project tree sites, determined a priori, that will be 
planted and maintained within one of the above 
types of entities over the offset project life.

(From Compliance Offset Protocol, Urban Forest 
Projects, Air Resources Board, 2011)

Urban forestry projects suffer from the same 
difficulties, related to the exhaustiveness of 
monitoring and verification, as forestry projects. 
Given that it is difficult to operate a large-scale 
project within the requirements of the protocol, it 
seems unlikely that the current status of 0 
projects listed with the ARB and 0 credits earned 
will change by too much as the program 
matures. It is not uncommon to hear of 
stakeholders speak of ‘the three offset project 
types’, or to see offset supply models completely 
ignore urban forestry.

Comparative statistics

The following statistics  bear out the fact that ODS 
projects have proven the most prolific in the 
program as of Mar 14, 2014. The following table 
highlights how ODS has supplied the majority of 
the issued offsets and credited projects in the 
program thus far, while maintaining a  highly-
competitive per-issuance average.

Project(
Type

No.(of(
projects(
issued

No.(of(
repor3ng(
periods

Offset(
credits(
issued

Offset(
credits(
issued/(
repor3ng(
period

ODS 23 43 3,779,843 87,903

US-Forest 3 17 1,649,864 97,051

Livestock 6 12 105,957 8,830

Chapter 3.1 has expanded on the disparity 
between the numbers of ODS and non-ODS 
projects at the desk review and post-crediting 
stage. This bears out the observation, expressed 
by many in the offset market, that the ODS 
project type is proving much simpler to verify 
and process. This disparity has been possible 
because the majority of the projects at this stage 
have been early action projects. With compliance 
projects, the ARB will be bound by the regulation 
to complete all ARBOC awards within sixty days.
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Further Reading

• Climate Action Reserve, Early action offset
projects. URL Link
• Climate Action Reserve, Compliance offset

projects. URL Link
• Air Resources Board, Compliance offset protocol

US Forest projects. URL Link
• Air Resources Board, Compliance offset protocol

Livestock projects. URL Link
• Air Resources Board, Compliance offset protocol

Ozone Depleting Substances (ODS) projects.
URL Link
• Air Resources Board, Compliance offset protocol

Urban Forestry projects. URL Link
• Climate Action Reserve, Role of livestock

methane offsets in California’s cap-and-trade
program. URL Link

“ODS projects are extremely 
transparent, with predictable 
delivery, and the final result, the 
act of destruction, is permanent 
and irreversible. Also, ODS 
credits are available more 

frequently throughout the year, while other 
project types generate offsets less regularly.” 

– Patrick Pfeiffer, EOS Climate
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“ODS and livestock are two 
very different protocols, so this 
is a bit of an oranges-to-apples 
comparison. That being said, 
the calculations and the order 
of effort required to perform 

those calculations for a livestock project is of a 
magnitude greater than that for an ODS. ODS 
tends to be largely an organizational and record-
keeping exercise. A lot of the verification effort 
and project developer responsibility falls on 
having the documentation to be able to trace 
and track where the gas came from, and 
ultimately confirm that it was eligible to be 
destroyed. That can be an extensive tracking 
process, depending on whether it came from 
one source or an aggregate of many sources. 
From a cost-per-ton perspective, I understand 
the return on investment for ODS is much larger 
just on the basis of much higher volumes - 
you’re lucky to crack 10,000 for livestock for a 
year’s worth of reporting.

Anecdotally, I’ve heard there are some 
large projects with yields comparable to those 
from ODS projects, but I don’t think we will 
ever see urban forestry take off. The scale of it is 
just too small relative to the complexities of that 
protocol and of the reporting requirements and 
data that needs to be gathered.” 

– Michael Carim, First Environment

“It’s relatively quick and easy for 
an ODS project to get CCO3s, 
and because of that there’s no 
reason for them not to do it. With 
forestry, there is a minimum 
waiting period of 12 months 
between when we do the first field 

verification and when we can even begin to do 
the second field verification. This makes it harder 
for us to participate, and is an inconsistency in 
the rules.” 

– Sean Carney, Finite Carbon

“ S p e c i fi c a l l y w i t h t h i s 
agricultural methane protocol, 
we have probably gone too far 
towards trying to be perfectly 
precise about the emissions of 
projects. In order for the 

reductions to be real and quantifiable and 
verifiable, we’ve imposed some probably very 
unrealistic requirements. We have put a system 
in place in which multiple meters have to be 
monitored, calibrated, and inspected each year 
at each project. There are large streams of 
continuous data to be collected, stored, and 
worked through, as well as physical site visits to 
be conducted by the verifiers. With the 
verification process, the fixed fees for listing 
projects and for crediting, and the periodic 
testing of the methane itself, all on top of what is 
already a very capital-intensive installation at the 
dairy, we’ve made it something very difficult for 
anyone but the largest farmers to participate in.” 

– Derek Six, Environmental Credit Corp

“The only issue right now is that it 
is taking a very long time for early 
action projects to get from 
submission to ARB for desk review 
through to the issuance of credits. 
Eight of our twelve projects are 
early action. Four of these have 

been submitted to ARB, of which two have been 
awarded credits. But if you look at forestry as a 
whole, there have only been three projects out 
of twenty that have been issued credits. 

The reason it is so concerning is that 
some of these landowners have only committed 
a fraction of their lands at present for offset 
projects. To use a great example, a client of ours 
owns a million and a half acres of land, has 
done one project on 15,000 acres (one percent 
of their holdings), and have just received their 
credits. In order for landowners to see real value 
in the program, they need to see the credits in 
their account and to get paid for these credits. 
One of the issues here is that people are getting 
their credits and money so slowly, so it is less 
obvious to them that the market is functioning 
well and properly. Until they see this to be the 
case, they will not be putting in projects two, 
three, four, five, and six.” 

– Sean Carney, Finite Carbon
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“Profitabi l i ty concerns are 
holding back some project types 
more than others. The ultimate 
marginal cost of converting a 
CCO8  product to a CCO3  varies 
from sector to sector. When 
doing double-verification, the 

marginal cost is relatively minor if it’s spread 
over a large number of credits such as what you 
get from a large-scale project like an ODS one. 
But for smaller project types like agricultural 
methane, the marginal cost of doing double-
verification (which ClimeCo really needs when 
supplying our Golden product, since it’s 
important to shorten the liability period) really 
does skyrocket. Although forestry generates 
much larger volumes, double-verification 
essentially means doing a forest inventory all 
over again, which costs more than double-
verifying an ODS project. While forestry 
volumes mitigate that cost considerably, you’d 
still say ODS is in the best position from a 
buyer’s perspective, with forestry second, and 
agricultural methane potentially being not cost-
effective. 

 Our present structure is generating
pricing problems, which means buyers are going 
predominantly to ODS, reflecting a lack of 
diversity in market demand. This is affecting 
investment in some of the project types, which 
holds back the overall supply, especially in a 
market with only three delivering protocols. At 
the end of the day, we need more volume and 
we need more supply.” 

– William Flederbach, ClimeCo Corporation

“One advantage of forestry is that 
it is tangible. The forest is still 
there, and you can always go out 
and measure the trees. If there is a 
dispute related to invalidation, you 
can always re-measure and re-
verify. With an ODS or a methane 

credit, if there is an error discovered, the 
substance itself is gone and there is no way to fix 
the error. Because the forest carbon continues to 
be on the property for the next hundred years, 
in the event of an invalidation there is a greater 
chance of successfully addressing the complaint 
that resulted in the invalidation charge.” 

– Sean Carney, Finite Carbon

“There are mult ip le values 
associated with ODS destruction.  
Firstly, there is very little likelihood 
that the project can be reversed. 
There is no risk that the CFC we 
have destroyed can do harm. It is 

not legal to produce them in the US or 
anywhere else in the world, so when we destroy 
them we know that it is a permanent reduction. 
Secondly, these projects are highly verifiable 
with documentation – we have created a chain 
of custody and the gas we are handling is 
documented every step of the way. Thirdly, there 
is also a fairly low risk in terms of the 
technologies we use. We are leveraging existing 
infrastructure in the US, and in the process we 
help take older units out of the system and 
accelerate the transition to more advanced 
refrigeration technologies.” 

– Jeff Cohen, EOS Climate

“Post-2020 commitments are 
very important, and the Scoping 
P l a n c u r r e n t l y p r o p o s e s 
extending the cap-and-trade 
program for California up to 
2030. With the limited chances 

that reforestation projects will issue credits 
before 2020 simply because of the time taken to 
grow a forest, a long-term commitment would 
inspire more investor confidence.” 

– Brian McFarland, CarbonFund.org
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“Livestock projects are different 
from the other project types 
generating CCOs - ODS destruction 
and forestry projects – in that they 
should deliver CCOs at a consistent 

rate over a project’s crediting period (10 years, 
or 20 years if the period is renewed). Effective 
operators should be able to generate steady 
volumes of offsets, from specific projects or from 
a pool of operational projects, for delivery to 
buyer s who have annua l compl iance 
obligations.

 Like other project types, livestock
projects have to appropriately address eligibility 
and regulatory risks specified in the early-action 
and ARB protocols. Ongoing risks associated 
with monitoring and metering can be mitigated 
by the use of similar anaerobic digester 
technology, and of common reporting and 
monitoring protocols and equipment. Once a 
project has been registered and issued its first 
offsets, the risks of it issuing offsets subsequently 
are reduced providing adequate operational 
safeguards and processes are in place.

Although initial approval of livestock 
projects by the ARB has been slower than 
anticipated the issuance rate should climb as 
regulators become more familiar with specific 
projects (and thus do not need to spend 
significant time reviewing project level 
information for future issuances) and with the 
way data is being aggregated and reported; 
again, once established, reporting should be 
consistent year-on-year, making for a smoother 
approval process. We are anticipating that the 
ARB will look to update the livestock protocol 
this year to clarify some of the criteria (thus 
removing a few of the uncertainties impacting 
the review process), and update default factors 
in the protocol which are out of date compared 
with the latest industry information.” 

– Charles Purshouse, Camco International
Group
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3.3 – New Project Types

In light of concerns regarding the ability of 
existing protocols  to generate the required 
quantity of offset credits to fulfil the maximum 
possible demand from the market (eight percent 
of the amount of emissions permitted under the 
cap), there have been proposed additions of new 
protocols to  contribute both more volume to the 
program. In the process of doing so, they also 
add more diversity to it.

Project types expected to be approved in 
2014

Of the protocols that have been put forward, it 
appears as if mine methane capture will be 
approved in the first half of 2014, while rice 
cultivation will also be added to  the program by 
the end of the year. 

Mine methane capture

The potential new Compliance Offset Protocol 
for Mine Methane Capture (MMC) Projects will 
provide methods for quantifying reductions in 
methane emissions from mines. There are two 
key sources of methane from active underground 
coal mining: ventilation air methane (VAM) and 
methane released from drainage systems. VAM is 
dilute methane that is vented through mine 
ventilation shafts. Drainage, or degasification, 
systems serve to remove and collect methane 
through vertical and horizontal wells before, 
during, and after mining. Emission reductions will 
be achieved through methane capture and use 
or destruction. The sources of methane from 
abandoned underground coal mines are either 
fugitive or vented emissions; surface coal mine 
emission being fugitive emissions.

ARB is considering using both metering and 
modeling to quantify the capture of eligible 

methane. Projects would be allowed throughout 
the United States. ARB is considering three 
project types: 1)  active underground mines, 2) 
abandoned underground mines, and 3) active 
surface mines. The potential protocol will  provide 
methods to quantify and report greenhouse gas 
emission reductions associated with the 
installation or operation of a device or set of 

devices associated with the capture and 
destruction of methane gas that would otherwise 
be vented into the atmosphere as a result of 
mining activities.

The development of a coal mine methane 
capture protocol has been based on an earlier 
Climate Action Reserve protocol combined with 
two Verified Carbon Standard methodologies.

Experts suggest that underground coal mine 
methane projects might each be able to 
contribute approximately 200,000 credits a year, 
and that there are potentially up to 50 
serviceable underground coal mines in the 
country. This would both generate a healthy 
supply for the program, and offer project 
operators the economies of scale required to 
recoup their investments.

There have been opponents to the inclusion of 
this protocol. It is seen as the antithesis to  the 
‘desirable social outcomes’  protocols (such as 
livestock management)  that return the benefit of 
the program to the groups that might otherwise 
simply bear the costs of it.  There has been a fear 
that by providing a portion of the income from 
generating offsets to  coal mine operators, coal 
mine methane offset projects might enhance the 
profitability of coal mine operations, to  the extent 
that disused mines might even come back into 
service. There are also claims that coal mine 
methane emissions ought themselves to be 
brought under the cap. Despite the opposition, 
the ARB seems to  have decided at the end of a 
lengthy process of deliberation that it will 
approve coal mine methane as an eligible offset 
project type.

Rice cultivation

The potential new Compliance Offset Protocol 
for Rice Cultivation Projects will provide methods 
for quantifying reductions in methane emissions 
from flooded rice fields. Methane emissions are a 
result of anaerobic decomposition caused by the 
flooding of fields containing organic matter. The 
organic matter originates from soil amendments, 
plant residues and root exudates. Methane 
production is affected by the duration of 
flooding, the rice variety and the availability of 
crop residues and organic matter.
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ARB is considering using the DeNitrification-
DeComposition (DNDC) biogeochemical 
process model to quantify changes in N2O and 
CH4 emissions due to the eligible practices. 
Projects would be limited to  the major rice 
growing regions in California and the Mid-South 
(Arkansas, Missouri, Mississippi, Louisiana, and 
Texas) for which the DNDC model has been 
calibrated with empirical data. At an ARB 
meeting in March 2014 to  discuss offset project 
types, it was announced that there remain two 
practices under consideration in California: 1) 
replacing wet seeding with dry seeding, and 2) 
early drainage at the end of the growing season; 
and two  practices under consideration for the 
Mid-South: 1) alternate wet and dry (AWD) 
during the growing season, and 2)  early drainage 
at the end of the growing season.

The rice cultivation methodology has been 
developed in cooperation with the American 
Carbon Registry. It is not expected to contribute 
voluminously to supply, as the forecast graphs in 
the next section suggest, but its advocates hope 
that its inclusion in the program will open the 
door for more agricultural sector project types to 
be approved in the future. This is the first offset 
protocol which caters to the land-use agricultural 
sector. Hence, its  acceptance is an example of 
the ARB enhancing the diversity of its compliance 
offset program.

Effect of new protocols on supply

The addition of these two new protocols is not 
expected to help supply meet maximum possible 

demand for some time. At the 8% usage 
projection level, CAR’s 2013 forecast suggests it 
will be November 2016 when this finally happens. 
This does still mean that the additional volume 
will help cope with the increased demand 
resulting from the entry into the market of 
second-compliance-period entities, as 2015’s 
obligations are only due in November 2016 (30%) 
and November 2018 (the remainder). That being 
said, although coal mine methane and rice 
cultivation are expected to contribute to supply, 
they are expected to contribute smaller portions 
than the protocols which are already in use. The 
CAR forecast, which only goes out till 2016, 
suggests these two protocols will account for 
roughly   a   quarter   of   supply   in   that   year; the

2013 ACR forecast suggests that they will  only 
have a decisive impact towards the end of the 
decade, growing from a c.5% contribution in 
2015-16 to  a contribution in the region of 25% by 
2020.

The major difference between the two registry 
forecasts is in the extent to which combined 
supply (from the six project types in the program 
by the end of 2014) is expected to fulfil  demand. 
With the original four protocols, CAR expects 
supply to exceed the 6%-demand scenario  by 
November 2016. In contrast, ACR projects that 
2014 is the only year for which supply will exceed 
demand; the addition of new compliance sectors 
will see demand growth outstrip supply growth. 
From a 15-million ton shortage in 2015, the 
cumulative supply gap is expected to grow 
through the end of the decade.
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Other protocols

Beyond coal mine methane and rice cultivation, 
the other proposed project types fall into two 
main categories. The first category comprises 
project types which are capable of contributing 
great volume to the program; nitric acid (also 
referred to in the marketplace as nitrous oxide), 
which generates some 20 million offset credits 

annually for the US voluntary market, has been 
touted as a potential solution to any supply flow 
concerns.

The second category consists  of project types 
which have the potential to  generate socially-
desirable outcomes, in the same manner in 
which the livestock digester protocol is seen to 
return f inancia l benef i t to agr icul tura l 
communities; nitrogen fertilizer management 
(26), organic waste composting (21), grazing 
lands (16), wetland restoration (16), and soil 
carbon (13) were all well-supported when 
CaliforniaCarbon.info ran Vote for California I 
(5.2), a market survey in October 2013 designed 
to gauge stakeholder opinion on issues affecting 
cap and trade.

There are project types which span both these 
considerations – Reducing Emissions from 
Deforestation and forest Degradation (REDD) is a 

well-established project type that generates 
generous amounts of credits in the global offset 
market, and is also seen as a way in which the 
benefit of California’s compliance program can 
help preserve livelihoods and communities in 
developing nations in the tropical world.

A lot of these project types are already well 
established in the voluntary markets. The CAR 
forecast above shows that admitting the 
voluntary protocols already in use at the Reserve 
could increase supply by over 50% by 2016.

One of the major challenges involved in 
identifying a new project type – over and above 
the political and administrative difficulties with 
getting it through extensive processes of review, 
stakeholder discussion, revision, and approval – 
is  the need for projects  to  be additional (i.e. the 
emission reductions generated by the project 
type must be reductions that would not have 
happened in the absence of the offset credit 
incentive), and to be from a sector not capped in 
the cap-and-trade program. This means that the 
landfill gas project type, for instance, is not 
eligible, even though it reduces a significant 
quantity of carbon emissions, since the 
destruction of landfill gases is already required 
by regulation.

 State of the California Cap-and-Trade Market 2013/14 Chapter 3.3

CaliforniaCarbon.info 86

Vote for California I, CaliforniaCarbon.info stakeholder survey, October 2013: In spite of the 
volume they can provide, the abatement of nitrous oxide from nitric acid garnered the smallest 

number of votes at this survey of 58 market participants.



Market Insights 

Further Reading

• American Carbon Registry, Compliance Offset
Supply Forecast for the California Cap-and-Trade
Program. URL Link
• American Carbon Registry, Update on Key

Elements of California's Compliance Carbon
Offset Market. URL Link

“For coa l mine methane 
projects, the volume of carbon 
credits generated versus the 
revenues from underground 
coal mining itself is miniscule – 
everything that we’ve seen is in 
the 1-to-3  percent band, 

sometimes less. If someone invests $300 million 
in a coal mine project, making $1 million in 
profit on further investment in a different type of 
business activity is not likely to overly concern 
them. We really don’t see uneconomic coal 
mines becoming economic because of this. You 
also have to keep in mind there’s a very limited 
number of gassy coal mines in the US. There are 
about 600 underground coal mines, of which 
maybe 125 are considered gassy, and probably 
50 considered especially gassy and therefore 
attractive for projects. So we’re really talking 
about deploying projects at 50 out of 600 
mines. Hence the idea that this is going to 
escalate coal mining at large is grossly 
overplayed.

The other part of it is that underground 
mining only represents about 30 percent of the 
coal production in the US. And there are only 
probably 20-30 out of hundreds of surface 
mines that coal mine methane projects may be 
deployed at. These mines produce even more 
coal than the underground mines, so the role of 
carbon credits in the economics of these mines 
is even more miniscule. I really don’t see how 
destroying methane that is already being vented 
will have any impact on coal production, when 
most of the projects are developed by third-
party small businesses.” 

– Michael Cote, Ruby Canyon Engineering

“We take a somewhat broader 
view than ARB’s as regards 
how the state should be 
e v a l u a t i n g n e w o f f s e t 
protocols, particularly in the 
case of coal mine methane. We 
see the policy question as 
encompassing more than 

simply whether the protocol can deliver offsets 
that meet the technical requirements in AB32. 
We think ARB should evaluate more broadly 
whether a given protocol is a good fit for 
California’s program and what it is designed to 
accomplish. 

With regard to coal mine methane, we 
are concerned the protocol will in effect send 
revenues from California’s climate program to 
operators of coal mines. We think there are still 
some open questions on what that revenue 
source will mean for the incentives to mine coal. 
There are also issues around how many of these 
projects are out-of-state. While climate change is 
a global issue, California needs to be developing 
a model in a way that is going to continue to 
produce tangible benefits for its citizens and 
economy. We are very comfortable with a 
limited offsets program, but just don’t see the 
value in opening up a tremendous new source 
of offset credits from out-of-state coal mines 
when, if anything, forecasts suggest the market is 
likely to be at the floor price through 2020.” 

– Alex Jackson, Natural Resources Defense
Council

“The voluntary carbon market 
has supplied protocols to the 
compliance market already for 
California, so I think they 
d e fi n i t e l y h a v e r o b u s t 
f r a m e w o r k s i n t e r m s o f 

standards, audit processes, as well as registry 
support infrastructure. The listing, registration, 
and crediting of projects all happen with 
tracking serial numbers, and credits could be 
transferred from one’s registry account to 
another’s. This can definitely provide confidence 
to the compliance market.” 

– Brian McFarland, Carbonfund.org
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“A large volume of methane 
emissions comes from these 20 
or so surface mines and 50 or 
so underground mines, so the 
g o o d t h i n g i s y o u c a n 
accomplish a large amount of 
methane mitigation with less 

than 100 point sources. We’ll see a healthy 
supply of credits. We’re talking about large-scale 
projects producing in the mid-six-figure range. 
There are two dozen or so good, viable shafts 
that projects could be deployed at, so we could 
see supply rising to millions of tons a year. They 
do have a bit of a lead time to get rolled out – 
t y p i c a l l y t w e l ve m o n t h s f o r d e s i g n , 
development, and construction – so we 
wouldn’t see anything immediately in 2014 
except for a few early action projects already 
under way in CAR and VCS, but we should have 
a healthy supply of credits from 2015 forwards.” 

– Michael Cote, Ruby Canyon Engineering

“The best thing that ARB could do 
is to make the protocols they have 
work and work very efficiently. 
Looking at the volume that we 
have and describing the problem 
as a lack of eligible protocols is 
misguided. What we need is an 

efficient and established process to make our 
present protocols deliver credits. ARB staff have 
worked extremely hard and are very capable, 
but comparing the resources available to the 
work to be done shows we aren’t there yet. All 
the discussion about coal mine methane and 
rice cultivation is taking time and effort on ARB’s 
part that would be better spent on improving 
the current process. If the goal is really to get 
offset projects moving in order to supply the 
necessary quantity of high-quality credits, they 
should be focused on completing reviews on the 
backlog of projects they have.”

– Sean Carney, Finite Carbon

“Well, the eight percent cap 
should be larger, or even 
removed entirely. There’s no 
p a r t i c u l a r m a g i c t o a ny 
percentage point that you might 
choose; it’s quite arbitrary. But I 

think it’s not one of the issues we’re 
campaigning against the hardest, because we 
don’t think there’ll ever be enough offsets 
produced under the protocols we’ve been given 
to work with right now. It’s constraining only to 
the extent that it limits our ability to sell to a 
particularly knowledgeable buyer with the 
potential to be a great actor in this marketplace. 
I do wish there were some buyers who could 
buy more offsets than they are allowed to, just 
because they are good customers. For the 
market as a whole, it’s not a constraining cap, so 
it’s in fact somewhat irrelevant.” 

– Derek Six, Environmental Credit Corp

“The small size of California’s 
infant offset market means we 
have to take a s taggered 
approach towards introducing 
REDD into the compliance 
program. If California accepted 

every single REDD project across the globe, all 
of which successfully delivered the total volume 
expected of them, this would dwarf the 
remaining offset supply. California should start 
small by initially allowing in REDD  from the 
leading jurisdictions that have established 
regulations on their books, dedicated institutes 
or departments  for all things REDD (such as the 
Climate Change Institute in Acre), and robust 
processes of stakeholder engagement to draft 
legislation and jurisdictional baselines. Not every 
jurisdiction has achieved that, and I don’t think 
California could realistically allow in all REDD 
projects across the globe on day one.” 

– Brian McFarland, Carbonfund.org

“I do believe REDD is a good thing when done 
the right way. REDD in California may not 
happen within the next few years due to the 
number of issues involved, but I hope these 
issues can be resolved and good projects can 
come to the market.” 

– Kevin Townsend, Blue Source

 State of the California Cap-and-Trade Market 2013/14 Chapter 3.3

CaliforniaCarbon.info 88



“ACR supports Cali fornia’s 
inclus ion of wel l -des igned 
sectoral crediting mechanisms for 
REDD+ activities, and applauds 
ARB’s global leadership in this 
area. The inclusion of REDD+ in 

California’s cap-and-trade program offers the 
benefit of reducing deforestation in key 
international jurisdictions, while also providing 

potentially large-scale emission reductions to fill 
the offset supply gap that ACR and others have 
forecast for the second and third compliance 
periods, helping to contain costs for capped 
California entities. 

After almost 20 years of involvement in 
this sector, ACR’s parent organization Winrock 
International believes the science underpinning 
REDD+ is sound, making it possible to ensure 
the environmental integrity of emission 
reductions from REDD+ activities. In addition, 
we believe that a well-designed REDD+ 
program can achieve multiple social and 
environmental objectives in the partner 
jurisdictions, including supporting sustainable 
livelihoods and poverty reduction in local 
communities while providing biodiversity and 
other ecosystem benefits. To achieve these 
broader objectives, it is critical to incorporate 
safeguards to ensure that the rights of local 
stakeholders are recognized, that they have 
been effectively engaged in and support the 
REDD+ project/program, and that they will 
share in the benefits.” 

– Mary Grady, American Carbon Registry

“Another thing that ARB can do, 
in addition to adopting new 
protocols, is expand existing ones. 
There has been no protocol for 
CFCs in installation foam. The 
reason for that, we think, is 

outdated technical information in the protocol. 
We will work with ARB to update the new 
categories of projects that can be included to 
broaden eligibility. The Climate Action Reserve 
has a protocol for projects involving CFCs from 
developing countries, and there is a possibility 
that these projects could be reviewed by the 
ARB as we move into linkages with emerging 
markets and look to incentivize projects from 
outside the US as well.” 

– Jeff Cohen, EOS Climate

“If the ARB adopts a rice 
management protocol that can 
be cost-effectively implemented 
by farmers, we estimate that rice 
cultivation could generate offset 
volumes of over one million tons 

in the next ten years in key US rice growing 
regions. The primary challenges are around 
aggregation and verification. We believe that 
data from the implementation of the first rice 
projects in California and in the Mid-South, 
which are underway for registration with ACR, 
should help to inform workable approaches to 
these issues. We are hopeful that ARB will 
continue to consider innovative solutions to 
these aspects of what will be the first crop-based 
agriculture offset protocol. If approved by ARB 
this fall, the protocol opens the door to the 
adoption of new protocols such as fertilizer 
management and grazing lands management, 
which will engage the US agriculture sector 
more broadly in the California offset program, 
bringing much needed revenues to highly 
efficient US agriculture producers.” 

– Mary Grady, American Carbon Registry

“It is now anticipated that coal 
mine methane will now be 
formally adopted in April. 
Coming up behind that this year 
is the rice cultivation protocol, 
and then after that is nitrogen 

management. It was first said that this could be 
adopted in 2014, but it looks like it would be 
somewhat later now – the timing on that is a 
little bit unclear.  Beyond that, the state hasn’t 
said what protocols there are likely to be; there 
are a number of them floating out there from 
our program and other programs, but so far the 
ARB hasn’t really indicated what they are 
looking at adopting.

Mine methane, because it has a long 
lead time, won’t make a very big impact on the 
market in 2016. Going further forward it will be 
more significant, but it will be maybe two years 
after approval in April before the projects really 
start issuing credits.” 

– Joel Levin, Climate Action Reserve
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“Cal i fo rn ia ’s program and 
Quebec’s program are sub-
national schemes that would be 
linked by designing the programs 
on the same model. By contrast, 
Australia’s carbon tax and EU ETS 
are national level schemes which 

would most likely be linked by treaty. Linkage 
between a sub-national program and a national 
program is unlikely, although not impossible, 
because the sub-national programs would tend 
to link by being designed on the same model 
while national programs would link by treaty.  
Nations don’t enter into treaties with sub-
national governments.” 

– Norman Pedersen, Hanna and Morton LLP

“I think that there needs to be a 
b l e n d o f p r o j e c t t y p e s 
combining high volume project 
types with important bio-based 
projects that offer lots of 
secondary benefits. Things like 
composting, soil management, 

land use changes, and rice protocols are very 
interesting, but they typically don’t deliver many 
tons. If you have a project that delivers two or 
three thousand tons, and you’re only going to 
get a few dozen of those projects ever deployed, 
is it really worth going through the whole two-
year process with ARB of getting the protocol 
approved? Maybe so, or should we be putting 
our initial efforts into getting ones like the coal 
mine methane protocol, which deliver large 
reductions of high global warming potential 
gases?

Another area Ruby Canyon works on 
that does deliver a lot of tons is nitric acid, or 
N2O abatement projects. Like coal mine 
methane, many believe this sector should just be 
regulated, but we find these to be quite good 
projects, fairly capital-intensive, where typically 
the only source of revenue for investing millions 
of dollars in a secondary catalyst would be 
carbon credits. They are quite additional in that 
sense, and again can deliver in the six figures on 
an annual basis. There are probably only 30-40 
sites in the country that could use this protocol, 
so like MMC you could get a large number of 
offset credits from a limited number of projects.  
While I think the small, agriculture-based 
projects will play an important role for offsets in 
the long-term, how can you ignore the greatest 
potential sources of emission reductions at 
relatively few point sources like CH4 from coal 
mines and N2O nitric acid plants?” 

– Michael Cote, Ruby Canyon Engineering
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“In the RGGI program there 
are 5 of fset categories: 
L a n d fi l l g a s , S u l p h u r 
hexafluoride, Forestry, Energy 
Efficiency, and Agricultural 
m e t h a n e . Q u e b e c h a s 
adopted 3  categories of 
offsets: Destruction of Ozone 

Depleting Substances (ODS), Agricultural 
methane and Landfill gas. The EU ETS has the 
broadest acceptance of offset types, due to 
CDM projects admitting offsets from around the 
world. Other programs also include broad lists 
of protocols, though supply is often quite 
limited. Alberta’s GHG reduction program 
allows: Acid gas injection, anaerobic wastewater 
treatment, beef feeding, beef-feed days, beef 
lifecycle, biofuel, biogas, biomass, compost, 
energy efficiency, enhanced oil recovery, 
streamlined enhanced oil recovery, landfill 
bioreactor, landfill gas, modal freight, non-
incineration of thermal waste, pork, road 
rehabilitation, run-of-the-river electricity systems, 
solar electricity systems, tillage, waste heat 
recovery, streamlined waste heat recovery and 
wind-powered electricity systems. Offset 
registries, such as the Climate Action Reserve, 
have many different protocols available for 
voluntary markets, and several of those that may 
potentially be adopted into the California 
compliance program include: Coal Mine 
Methane, Rice Cultivation, and with a lesser 
likelihood Pneumatic Valves, which reduce 
fugitive methane emissions from natural gas 
pipelines.” 

– Andre Templeman, Alpha Inception

“ARB said that they were 
i n t e r e s t e d i n a f e r t i l i z e r 
management (nitrogen) protocol, 
but felt the science was not 
sufficient at the time for them to 
develop the protocol. ACR’s 

fertilizer management methodology is based on 
the DNDC model, which is also used in rice. So 
we hope that as ARB becomes more familiar 
w i th DNDC, they wi l l become more 
comfortable with adopting other DNDC-model 
based methodologies. This may be one of the 
protocols they look to develop sometime in the 
future. 

ARB is pro-actively looking at other 
protocols and reviewing new protocols being 
adopted by the voluntary registries. ACR has 
four methodologies in the pipeline that may be 
of interest to ARB, including a Wetlands 
Restoration protocol that is being expanded to 
include California wetlands, an Avoided 
Conversation of Grasslands and Shrublands to 
Crop Production methodology, a Grazing Land 
and Livestock Management methodology, and a 
Carbon Capture and Storage (CCS) in Oil and 
Gas Reservoirs methodology.” 

– Mary Grady, American Carbon Registry

 State of the California Cap-and-Trade Market 2013/14 Chapter 3.3

CaliforniaCarbon.info 91



3.4 – The Invalidation 
Provision

The invalidation of an offset credit means it can 
no longer count against an entity’s compliance 
obligations. An invalidated credit is removed 
from its holder’s CITSS account after a cure-
period, during which it has to be replaced (if 
already retired for purposes of compliance).

Grounds for invalidation

A credit may be invalidated for one of three 
major reasons: 

- if an Offset Project Data Report (OPDR)  contains 
errors that overstate the amount of GHG 
reductions or GHG removal enhancements by 
more than 5%;

- if project activity and implementation was not in 
accordance with all local, state or national 
environmental, health and safety regulations 
during the Reporting Period for which the ARB 
offset credit was issued;

- if ARB finds that offset credits have been issued 
in other markets for the same project area during 
the same time period for which the project has 
received ARB credits.

(§95985, California Cap-and-Trade Regulation)

Liability for replacement of invalidated 
credits

Under the regulations, the responsibility falls on 
the compliance user/holder to ensure that any 
invalidated credit is replaced. This has been 
termed the ‘buyer liability’  provision in the 
program. There have been a few solutions 
devised by the market to counteract the risk that 
this poses for compliance users.

The California Emissions Trading Master 
Agreement (CETMA) is  a template contract that 
has been developed by the International 
Emissions Trading Association (IETA), which had 
earlier developed the International Emissions 
Trading Master Agreement (IETMA). In setting 

example language for the drawing up of offset 
purchase contracts, it aims to transfer the liability 
for replacing invalidated credits onto the selling 
party.

It remains to  be seen how widely this contract 
template will be used by both buyers and sellers. 
Sellers may prefer not to assume the liability, 
while buyers may be interested in structuring 
deals of a more complex nature that would go 
beyond the reach of the template. Ultimately, 
adoption of CETMA comes down to whether it 
presents a situation which is cost-beneficial for 
both parties involved in an offset transaction. The 
cost of protecting against the risk of invalidation 
may be different for the buyer and the seller. 
There are several ways to quantify this risk.

One of the indicators of the risk value is the 
spread between the prices for a CCO and a 
Golden CCO (with matching liability periods). 
The Golden CCO is one for which the seller 
agrees to  replace an invalidated credit with a 
second Golden CCO or a CCA. It is impossible to 
speak with absolute certainty on what this spread 
is, because, as mentioned earlier in this chapter, 
no two CCO batches are exactly alike, and so an 
aggregation of traded prices in the market (such 
as the one CaliforniaCarbon.info compiles, see 
http://californiacarbon.info/cca/) glosses over 
factors specific to the offsets involved in each 
transaction, such as the length of the remaining 
liability period, as  well as both parties’  own 
assessments of the likelihood of invalidation 
based on the three premises listed above 
(§95985 of the Cap-and-Trade Regulation). In 
general, over the last half-year, on the basis of 
broker bid/ask differentials, the spread has been 
in the region of $1.00-1.10 per ton.

A buyer might, alternatively, look to insure his 
purchase so that remuneration is received in the 
event of invalidation. Parhelion Underwriting 
offers a  product which compensates the buyer of 
invalidated credits with ‘the market price at date 
of determination by ARB that Invalidation has 
taken place, or the actual replacement cost of 
Offsets’, while ‘additional costs such as 
acquisition costs (legal fees, broker commissions 
etc.)  may also  be included’. Parhelion has 
estimated the price of its  service to be in the 
region of $1.00 per offset.  However, any 
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arrangement that factors in the fresh liability 
periods to which the replacement offsets will be 
subject, is likely to be on the more expensive 
side. It remains to be seen if buying a CCO (from 
a seller without the credit-worthiness to back up 
a Golden) topped up with insurance works out 
cheaper than buying a Golden CCO, bearing in 
mind that a Golden CCO is obligatorily replaced 
with another Golden or a CCA, rather than 
another CCO tied to a fresh liability period.

Both with the Golden CCO and with an insured 
CCO, however, an additional cost is often 
incurred between the issuance of the credit and 
the transaction. Sellers of both Golden CCOs and 
insurance products have indicated the 
preference to work with shortened liability 
periods (an eight-year period is brought down to 
three years upon a second verif ication 
performed by a different verifier – see 3.1). In 
order to attempt quantification of the cost effect 
of the invalidation provision, we should examine 
the full  range of transactional  options available to 
offset developers:

Option 1: Conversion to CCO3, sale of Golden 
with replacement guarantee.

- Cost to  developer: second verification (between 
$5,000 and $25,000, depending on factors 
including amount of time and work involved 
from the verifier, length of reporting period); 
cost of financing replacement guarantee

Option 2: Conversion to  CCO3, sale of CCO3 
(buyer may subsequently purchase insurance)

- Cost to  developer: second verification (between 
$5,000 and $25,000, depending on factors 
including amount of time and work involved 
from the verifier, length of reporting period); 
reduced revenue ($1.00-1.10 per offset to the 
Golden, to the naked eye)

Option 3: Sale of CCO8

- Cost to developer: reduced revenue ($1.30 per 
offset to the Golden, to the naked eye); 
unlikelihood of selling direct to compliance 
buyer (though a small minority are reportedly 
prepared to buy cheaper offsets and ride out 

the liability period, most of the sales here will 
be to  aggregators and traders, who will 
themselves be looking for the margin needed 
to convert to CCO3s and sell Goldens)

It should also be noted that the unit cost of 
conversion from CCO8  to  CCO3 varies by 
project size and type. For more details, see 3.2.

Given the various parameters  and uncertainties 
involved, it is  hard to put an exact number to the 
additional  cost imposed by the presence of the 
invalidation provision. California is the first offset 
scheme to impose the invalidation risk upon the 
market (whereas CDM and JI credits were 
irreversible), and hence market stakeholders  are 
only beginning to  experience its cost effect. The 
invalidation risk was introduced ostensibly to 
reduce the incidence of fraud or of a lack of 
stringency in measuring, reporting, and 
verification. However, it has also  faced resistance 
from many offset project developers because 
these added costs make it even harder to  recoup 
investments at current instrument prices.

This invalidation provision, however, has also 
created an opportunity for speculation and 
investment. Entities seeking to profit from 
converting early-stage credits to  Golden CCOs 
help to  increase liquidity in the market, as would 
also happen if portfolio builders, whose costs of 
carrying an instrument are less than the $1.00 
premium, choose to buy an offset and ride out 
most or all of the liability period before reselling 
it as a credit without any invalidation risk. Without 
invalidation, the only value difference between 
an issued CCO and a CCA stems from the eight-

percent usage restriction.

Further Reading

• Glowacki Law Firm, ‘How much discount apply on
account of invalidation risk of California offsets?’
URL link

• Parhelion Underwriting, Parhelion California ARB
Offset Credit Invalidation Insurance, 2013. URL
link

• Climate Action Reserve, Offset Risk Webinar.
URL Link

• Jack Lyman, Better Get It Right the First Time:
How CARB’s Offset Invalidation Provisions
Promote Additionality in the California Carbon
Market. URL Link
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Market Insights

“If people used the CETMA 
template, I think we could call 
every offset as good as Golden. 
But unlike allowances, the move 
towards standardization is not 
something that we see happening 
as quickly in the offset market, 

and this has to do with the different ways in 
which offset deals are structured. A compliance 
entity might buy a Climate Reserve Tonne (CRT) 
today for conversion to an ARB  offset credit 
(ARBOC) tomorrow, and for diminution of the 
eight-year risk to a three-year risk, it’s tomorrow 
plus a year. 

This whole set-up means there are three 
different products being delivered at three 
di f ferent t imes. The types of del ivery 
mechanisms in transactions make it more 
complex than I think is contemplated in the 
master agreement. For parties doing bespoke 
deals, it certainly provides a good reference 
point in terms of what the market language is for 
such deals, but I don’t think it does such a good 
job that now all offsets are golden.” 

– Kevin Poloncarz, Paul Hastings LLP

“ I t h i n k t h e c h a n c e s o f 
invalidation are extraordinarily 
low. The concept of shortening an 
invalidation period with a second 
verification isn’t something that I 
see as necessary to prove the 
value or quality of a project. 

CCO3s are a creation of the market and have no 
exceeding value over CCO8s. They are two 
names for the same product, and it is only our 
collective belief in the ‘CCO3’ that adds any sort 
of value. We have no intention to obtain a 
second verification from a different verifier, 
unless the price paid by the buyers warrants it. 
Right now, buyers merely want to pay for the 
cost of the extra verification – i.e. a premium of 
a few cents per credit – and at this time it 
doesn’t merit the extra time and effort.” 

– Sean Carney, Finite Carbon

“The way documents like the 
California Emissions Trading 
Master Agreement (CETMA) get 
utilized is that typically the legal 
department of each company 
takes a look at them and 

possibly makes some slight modifications 
tailored to their particular needs. This helps to 
homogenize the legal drafting across various 
firms, bringing terms together in common forms. 
So yes, it ends up influencing a lot of private 
firms’ use of contracting. 

 Model agreements can help speed
things along and improve liquidity.  It’s been a 
common experience in other markets that delays 
associated with getting the common use of 
contracts can hamper liquidity in the early 
stages. Developing common terms that a bunch 
of law firms and companies have worked on 
together in the IETA working group does 
shortcut things and improve prospects for 
liquidity. 

 I’m saying all this based on the
experience of being involved in launching the 
first privately-developed contract for the UK 
emissions trading scheme back in the early 
2000s (with Baker & McKenzie and Natsource). 
I also know that a few years later, the 
International Emissions Trading Master 
Agreement (IETMA) helped more broadly in 
allowance trading in Europe and in the Clean 
Development Mechanism (CDM) market. So it’s 
been a common thing across a number of 
markets to try to get a draft master agreement 
out early that helps focus legal attention and get 
people utilizing common formats and common 
structures.” 

– Dirk Forrister, IETA

“One of the areas that will be 
interesting over time is the 
influence of the cal l -back 
provision on trade and pricing. If 
a seller holds a CCO3 product 
for two years, you’re effectively 
buying a product with a one-

year call-back liability. It would be interesting to 
see if product prices differ depending on 
vintage. This is something we didn’t experience 
internationally with the certified emission 
reduction (CER) markets, and we’re paying 
attention to it as we move forward.” 

– William Flederbach, ClimeCo Corporation
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“Liability is a major concern for us. 
I think it’s important that that ARB 
applies consistent standards in the 
first and second verification, so 
that there are no surprises in the 
process of getting the call-back 

down from 8  to 3 years. We are hoping that 
there is consistency over the process and are 
hoping that the ARB establishes a timeline for 
the second verification so that there is more 
predictability. That is something that we are now 
moving through with ARB and that we are 
confident will be resolved.” 

– Jeff Cohen, EOS Climate

“The biggest thing today that we 
could do to increase the flow of 
project capital is to remove the 
invalidation provisions. I think 
that with the number of people 
– ARB, registry, developer, and

up to three verifiers – who scrutinize a project, 
the extreme rigor warrants that when a 
regulatory body makes a finding, that finding 
should be final. This is not a voluntary program, 
in which the voluntary registry does not have 
much legal recourse. With compliance schemes, 
project operators can be fined, sued, and 
subjected to enforcement actions. 

Getting rid of invalidation will quickly 
increase the supply and liquidity of credits, and 
reduce the amount of paperwork that 
developers have to do for second verifications. 
This would reduce project costs, and eliminate 
the dead-weight loss that comes from the spread 
between a CCO8 and a Golden - a spread 
which, furthermore, does not account for the 
additional work involved at ARB- and developer-
level.

Invalidation is also a deterrent from 
getting involved in the offset market, especially 
to small companies who do not have the scale 
or volume to be able to set up some way to deal 
with these issues. It’s unfortunate.” 

– Derek Six, Environmental Credit Corp

“I don’t think we’ve done work 
on an offset project directly for 
a compliance user. We did once 
have a call about desk review 
f r o m s o m e o n e f a i r l y 
‘downstream’. Someone like 

that would have a hard time getting the data 
and documents needed to do the verification. 
These normally reside with the people who 
developed the project, who are not necessarily 
under any obligation to provide them if the 
rights to the credits have already been 
transacted several times. If end-users wanted 
offsets it’s far easier to simply go to a broker.” 

– Michael Carim, First Environment
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4 Linkages

Linkage is a means by which two or more 
emissions trading schemes cooperate through 
market mechanisms. While formal linkage refers 
to the acceptance of compliance credits  from 
another cap-and-trade system, markets may also 
explore the incremental alignment of features of 
their respective programs, a  process known as 
linkage by degrees.

Types of formal linkage 

Formal linkage can be further classified into three 
categories: unilateral; bilateral; and indirect. 

Unilateral linkage involves the usage of credits 
from one cap-and-trade system for compliance 
purposes in another. It has been planned for 
European Union Allowances (EUAs)  to be 
compliance-eligible in Australia from 2015.

Bilateral linkage allows credits to  be used 
interchangeably between the two participating 
systems. This year’s linkage between California’s 
and Quebec’s cap-and-trade programs is an 
example of bilateral linkage.

An indirect linkage does not witness credits 
being exchanged between different systems, but 
occurs through mutual access to a third market, 
usually an offsets market. New Zealand’s cap and 
trade and the European Union’s Emissions 
Trading Scheme (EU ETS)  have been indirectly 
l inked through the Clean Development 
M e c h a n i s m ( C D M )  m a r k e t , w h i c h – 
notwithstanding system-specific offset eligibility 
restrictions – allows access to a common pool of 
c o m p l i a n c e c r e d i t s a n d e n a b l e s t h e 
determination of a common offset price. 

Linkage by degrees

A number of ‘program elements’ could be 
aligned as two systems work their way towards 
fully-synchronized systems. They include 
amongst other things: standards for measuring, 
reporting, and verification of emissions; 
platforms for trading and tracking allowances; 
the stringency and definition of emission 
reduction targets; and the methods of price 
control. 

Linkage by degrees could eventually lead to 
formal linkage, and hence the two systems are 
viewed as complementary.

Advantages of linkage

There are several benefits to linking programs. A 
formal linkage between two systems can lower 
overall abatement costs by allowing the market 
in which demand for emission allowances is 
greater to purchase from a system where supply 
is  less tight. It can also protect against price 
volatility through a greater pool of credits.

Secondly, broader markets reduce the avenues 
available for the ‘leakage’ of emissions. California 
freely allocates (1.2.2) allowances in order to 
reduce the possibility that companies whose 
emissions are covered under the cap-and-trade 
program relocate their activities to other states 
which do not levy a price on pollution. The 
geographical proximity of linked markets 
increases their effectiveness as leakage 
prevention mechanisms.

On a political level, linkage involving the setting 
of common or calibrated targets is a strong 
signal of two parties’ commitment to using 
market-based mechanisms to tackle climate 
change. Linkage involving access to a common 
pool of credits is a signal of two (or more) parties’ 
willingness to work together to  find the best 
emission-reduction solutions.

It is advantages like these that justify working 
through the possible administrative, political, 
and legislative barriers to  the joining of cap-and-
trade systems.

California and linkage

Linkage is particularly important to California, 
since its GHG emissions represent less than 1 
percent of the global total, and there is a 
widespread recognition that California cannot 
achieve meaningful climate change impacts on 
its own. Many in the Golden State have spoken of 
the need for ‘climate change leadership’, and 
linking programs and harmonizing reduction 
targets are seen as ways to bring other 
jurisdictions in step with California’s ambitious 
environmental program.
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To these ends, it has been encouraging that 
California  has been able to commence its first full 
formal linkage. Quebec (4.1) has stricter 
emission reduction targets than California’s, as 
well as  stricter offset eligibility requirements, and 
is  expected to be a net buyer of credits. This has 
sent positive first signals in both jurisdictions, and 
will be the first major test of their ability to 
combine trading platforms and systems.

Staying within North America, the Pacific Coast 
Action Plan on Clean Energy (4.2) brought four 
jurisdictions – California, Oregon, Washington, 
and British Columbia  – together in their pursuit of 
low-carbon policies in the region. British 
Columbia already has a steeper carbon price of 
CAD30 (USD27.30 in 2014) per ton. In the 
Northeast, the Regional Greenhouse Gas 
Initiative (4.3) is a nine-state power-sector 
emissions market that predates California cap- 
and-trade. It is not thought that California and 
RGGI will be easy to link, although the 
impending EPA regulation for power plants (1.3) 
may bring them closer together.

California  has also signed memoranda of 
u n d e r s t a n d i n g ( M o U s ) w i t h t w o o t h e r 
jurisdictions. In September 2013, California 
Governor Jerry Brown and the Vice-Chairman of 
the Nat ional Development and Reform 
Commission (NDRC), Xie Zhenhua, signed an 
agreement to cooperate on mitigating GHG 
emission reductions. China (4.4) is the world’s 
largest GHG emitter, and has in Guangdong 
province the world’s second-largest emissions 
trading market – a title once held by California.

The MoU signed with Australia (4.4) in July 2013 
appears to be under threat from the recent 
change in political leadership which saw the 
Labor coalition government unseated by Tony 
Abbott’s  Liberal Party. The carbon market 
established under the Carbon Pricing Mechanism 
looks to be replaced by a reward-and-penalty 
Direct Action Plan, if it can secure Senate 
approval.

The scope for additional program linkages is 
expected to widen with the introduction of more 
emissions trading schemes around the world 
(4.4). In February 2014, an International Carbon 

Action Partnership (ICAP) report estimated that 
the amount of GHG emissions covered by 
trading schemes in 2015 will be 70 percent 
higher than it was in 2005.

Market Insights

Further Reading
• Anthony Mansell, ‘The Linking Rainbow:

Evaluating parallel approaches to joining carbon 
markets’, Greenhouse Gas Markets 2013, IETA. 
URL link

• Dallas Burtraw, Karen Palmer, Clayton Munnings,
Paige Weber, and Matt Woerman, Linking by
Degrees: Incremental Alignment of Cap-and-
Trade Markets, Resources for the Future, 2013.
URL Link

• Mathew Ranson and Robert Stavins, Linkage of
Greenhouse Gas Emissions Trading Systems:
Learning from Experience, 2013, Harvard Project
on Climate Agreements. URL link

• OECD Environment Directorate and International
Energy Agency, Towards International Emissions
Trading: Design implications for linkages, 2002.
URL link

“I would say that California’s 
ability through AB32 to have a 
meaningful impact on global 
climate change is entirely 
dependent on its ability to 
encourage other jurisdictions to 
take successful action, which it 
can do best by proving a 

successful model that can be replicated 
elsewhere. That was very much in the design of 
the bill and that remains the case today even if 
we have not seen as much direct action on 
climate as we would l ike federally of 
internationally.

I think our best case for getting other 
jurisdictions to stay committed to climate policy 
is for California to continue to stay strong with 
implementing its current portfolio of policies. 
California should continue to be aggressive in 
courting and outreaching to other jurisdictions 
that have taken an interest in what California is 
doing, both amongst its neighbors and 
internationally. But the best thing it can be doing 
to show the way forward is to continue to make 
its own program a success.” 

– Alex Jackson, Natural Resources Defense
Council
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“Cal i fo rn ia ’s program and 
Quebec’s program are sub-
national schemes that would be 
linked by designing the programs 
on the same model. By contrast, 
Australia’s carbon tax and EU ETS 
are national level schemes which 

would most likely be linked by treaty. Linkage 
between a sub-national program and a national 
program is unlikely, although not impossible, 
because the sub-national programs would tend 
to link by being designed on the same model 
while national programs would link by treaty.  
Nations don’t enter into treaties with sub-
national governments.” 

– Norman Pedersen, Hanna and Morton LLP

“It is no secret that the EUA, 
CER and ERU market has seen 
better days and daily we 
witness commercial exits from 
this market but today, AB  32, 
RGGI, the Alberta program and 

the prospect of a viable WCI program offers 
hope for larger and economically viable trading-
based programs that will further demonstrate the 
value of using trading-based instruments in the 
regulatory tool-kit.  But the likelihood of 
integrating these systems is low.” 

– John Palmisano, eTrios Commodities

“I think linkages are important for 
the global carbon markets, in 
particular, and obviously a lot of 
people are watching California 
very closely during its first few 
years of operation. Linking the 

different systems around the world, it's critically 
important to have fungibility of offsets, and 
that's something that will take a fair bit of 
attention. For us as a company, were all these 
linkages to work out, it would obviously provide 
more fungibility and longevity in this market.”

– Scott McGregor, Camco International Group

“We are optimistic that further 
linkages would help increase the 
flow of financing into carbon in 
California, particularly now that 
California and Quebec have 
successfully joined up. Whether it 

is to China or to the European Union’s Emissions 
Trading Scheme (EU-ETS), ultimately linkage 
provides a compliance market with natural 
buyers, and investors can then see where the 
value is in the markets.”

– Brian McFarland, CarbonFund.org
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4.1 Quebec

The Canadian province of Quebec is the first 
jurisdiction with which California has completed 
full and formal market linkage. Following a 
lengthy process of consultation and study, the 
two jurisdictions joined their cap-and-trade 
schemes on January 1, 2014.

Background

Both California and Quebec are members of the 
Western Climate Initiative (4.2), a move to 
establish a regional cap-and-trade market in 
North America. In spite of the exodus that the 
initiative witnessed in November 2011, California 
and Quebec pressed on with their cap-and-trade 
plans, and the linkage of their respective 
programs can be seen as the legacy of the WCI.

Linkage parameters

California  and Quebec have agreed to recognize 
allowances (2.1.1) and offsets (3) from each 
other’s programs, which gives compliance 
entities in either jurisdiction the freedom to 
compose their portfolio of California instruments, 
Quebec instruments, or a mixture of both.

Compliance instruments for both jurisdictions will 
be held and tracked using the Compliance 
Instrument Tracking System Service (CITSS) 
(1.2.3) in use in California. Plans are also afoot to 
combine the two auction platforms. It has yet to 
be made clear who will  conduct the auction, and 
how exactly it will be done. The first mock 
auction was scheduled for Q1 2014 but has not 
happened, with many stakeholders hopeful that 
the first formal joint auction will occur by late 
summer.

Similar but not congruent

While the combined auction platform guarantees 
a common price mechanism, and while the 
rigorous process through which linkage was 
approved sought to ensure the two programs 
were compatible in their stringency, there are 
incongruences between the states-of-play in 
California  and Quebec, and these will have an 
effect on both markets heading into the linkage.

Overview'–'Quebec'cap/and/trade'schemeOverview'–'Quebec'cap/and/trade'scheme

Market'type Cap+and+trade

Launch'date Jan 1,'2013

Emission'
reduc<on'target

20'percent'below'1990'levels'
by'2020

Total'GHG'
emissions

82.5'MMtCO2e'(2010)

Covered'

emissions/annual'
cap

2013,'2014:'23.20'MMtCO2e
2015+2020'(with'new'

compliance'sectors):'65.30'
MMtCO2e,'with'4%'annual'

reduc<on'up'to'2020

Alloca<on'of'
allowances

Free'allowances'to'selected'
industrial'sectors,'remaining'

allowances'are'auc<oned

Offsets

Offsets'can'be'used'for'
compliance,'up'to'8'percent'of'

the'total'obliga<on'in'a'
compliance'period

Offset'
methodologies'
approved

Agricultural'Methane'
Destruc<on

Small'Landfill'Site'Methane'
Destruc<on

Ozone'Deple<ng'Substance'
(ODS)'Destruc<on'

Linkage

Linked'with'California'cap+and+
trade'from'01'January'2014

Member'of'the'Western'
Climate'Ini<a<ve'since'April'

2008

Latest'primary'
auc<on'price

CAD'11.39/USD10.26 
(Mar'4, 2014)

The most glaring difference between the two 
emissions trading programs lies in the steepness 
of their respective 2020 emission reduction 
targets. Quebec’s target of a 20% reduction upon 
1990 levels contrasts starkly against California’s 
target of mere parity. California’s required 
reduction, from 450 MMtCO2e in 2010 to  427 
MMtCO2e, is approximately 5%. Quebec, on the 
other hand, needs to take some 15% of its 2010 
emissions of 82 MMtCO2e, to make the target of 
70 MMtCO2e.
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This disparity, when coupled with the fact that 
Quebec’s power sector is already 95% hydro-
dependent and therefore scarcer in terms of 
cost-efficient abatement opportunities, means 
Quebec is expected to exert more upward price 
pressure than California. In other words, 
Quebec’s entry into the California market as a  net 
buyer would have an upward effect on prices in 
California  – even if, as many point out – the 
comparative sizes of the two markets mean this 
impact will be small.

It remains to be seen how quickly this  increase in 
net demand will  play out. Several commentators 
have pointed to  the lack of a true-up obligation 
in Quebec (in California, compliance entities 
have to surrender 30% of each year’s obligations 
by the ensuing November; in Quebec, the entire 
compliance obligation may be surrendered at 
the end of the compliance period) to suggest it is 
a possibility that no discernible impact is made 
until 2018, when obligations are due for the first 
time from sectors such as transportation fuel 
distributors that only come into compliance in 
the second period. Transportation fuels 
contribute a greater proportion of total  covered 
emissions (43%)  in Quebec than in California 
(38%, both figures for 2012), at least partly as a 
result of the former’s cleaner power generation 
sector.

Offsets

Quebec has yet to  generate a single offset credit 
(at the time of writing). In other words, it is 
California’s offset supply stream – which some 
already claim is insufficient for the program at 8% 
usage – that looks set to meet Quebec’s offset 
demand, rather than the other way around. 

This may be attr ibuted to the relat ive 
selectiveness of Quebec’s offset program (for 
California’s offset program, see chapter 3). 
Two of Quebec’s  three accepted offset protocols 
– livestock manure management and landfill gas
recovery – only accept projects from sites within 
the province. In the case of landfill gas, the 
additionality requirement adds a further 
complication, since for most large landfills the 
flaring of greenhouse gases is anyhow required 
by law. The third protocol is ozone depleting 

substances; however, unlike in California where 
they have contributed a significant volume of 
credits, refrigerant destruction does not qualify 
under the Quebec program, which focuses 
particularly on foam-based substances.

A slight difference between offset crediting 
practices under the two programs concerns the 
principle of invalidation (3.4). In California, 
credits may be invalidated for reasons of double-
counting involving other offset programs, 
calculation errors of above five percent, or other 
forms of regulatory non-compliance. In such 
situations, the de facto  stance in the program has 
been that the onus falls on the buyer to replace 
the invalidated credits. Even so, some of the 
major utilities’  requests-for-offers (RFOs), as well 
as a new California emissions trading master 
agreement (CETMA, 3.4), have stipulated that 
prospective sellers are to assume this liability. In 
Quebec, the regulators hold 3% of all  issued 
credits as a buffer from which invalidated credits 
are replaced – in effect, project operators bear 
the costs of the invalidation risk.

These slight distinctions prove that complete 
harmonization of policy is not required in order 
for l inkage to be concluded. Although 
differences in policy have led to  concerns from 
the market, as well as attempts to ‘redress’  the 
balance, they have yet to show any indication 
that they might threaten the combined market’s 
long-term health and stability.

A slow start for the Quebec program?

Quebec’s cap-and-trade auctions got off to  an 
underwhelming start in December 2013. Neither 
the current nor the advance auction cleared, with 
thin bid ratios of 0.345 and 0.270 respectively. 
This was in spite of the fact that (i) Quebec is 
expected to be shorter than California, (ii) 
Quebec’s price floor, at CAD10.75 (USD10.10) 
was 5.7% lower than California’s floor price of 
U S D 1 0 . 7 1 , a n d ( i i i )  t h a t b o t h t h e s e 
considerations would become more pressing as 
the two jurisdictions build towards full market 
linkage and integration.

The second Quebec auction, in March 2014, was 
about three times as well-subscribed as the first, 
with bid ratios at 0.987 and 0.842 for the current 
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auction and advance auction respectively. This 
did mean that both auctions still cleared at the 
floor, which had increased to  CAD11.39, or 
USD10.26. The increase in participation has been 
attributed both to the greater familiarity of 
participants with the instrument system and its 
processes, and to  the formal commencement of 
linkage. While it was unlikely that too many 
Californian entities participated directly, since a 
Canadian company registration and a separate 
CITSS account would be required up until the 
auction platform is combined, the fact of linkage 
could have encouraged participants to buy 
allowances for subsequent resale.

Political significance

In November 2013, on the sidelines of the UN’s 
Convention of the Parties (COP)  19 conference in 
Warsaw, representatives of the California (the 
Climate Action Reserve) and Quebec cap-and-
trade programs held an open session to  discuss 
the role that subnational jurisdictions can 
perform in the fight against global warming. The 
first linkage of separate subnational emissions 
trading schemes was brought to the world’s 
attention, and will now serve as one example 
which can educate similar movements in future.

Further Reading

• Quebec government, The Québec Cap and Trade
System for Greenhouse Gas Emissions
Allowances, Online. URL link

• Environmental Defense Fund and the
International Emissions Trading Association,
‘Québec’, The World’s Carbon Markets: A Case
Study Guide to Emissions Trading, 2013. URL link

• Jean Nolet and Bertrand Fouss, First Auction in
Quebec: A quiet start for the carbon market, 2013,
EcoRessources. URL link

• Rolandas Vaiciulis and Shaun Fluker, Linking the
California and Quebec Emissions Trading
Schemes, 2013, The University of Calgary
Society of Law Students. URL link

Market Insights

“Overall, the carbon market has 
had a slower start in Quebec 
than it had in California, 
because confidence in the 
continuity of the market is 
lower and because there is no 

obligation to hand over any emission unit until 
November 2015, unlike in California, where 
30% has to be delivered at the end of each year. 
Moreover, some analysts recently revised their 
price projections downwards. This, together with 
the great variability of those projections, has 
probably not encouraged the players to buy 
now for the future. In California, prices are also 
down and near floor price.

However, these results are not alarming 
regarding the long-term viability of the market. 
Indeed, the auction took place at a very specific 
time that is not indicative of what is to come. 
The arrival of oil distributors in 2015 and the 
confirmation of a combined market with 
California in 2014 will completely change the 
dynamics of the market. Incidentally, Quebec is 
generally still seen as a net buyer on the 
combined market. And, like in California, 
confidence in the market will gradually grow.” 

– Jean Nolet, EcoRessources

“The Quebec market is 
comparatively small and is 
fairly balanced. I don’t see 
there being any major impact 
on CCA pr ices due to 
linkage.” 

– Anthony D’Agostino, Royal Bank of Canada
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“IETA is very pleased to see the 
m a r k e t l i n k a g e b e t w e e n 
Quebec and California set to 
begin in 2014.  Market linkage 
has been a priority of IETA’s – as 
we all know, California can’t 

address the problem of greenhouse gas 
emissions alone.  Quebec linkage is a great start, 
but it’s incredibly important that the linked 
market operates smoothly and effectively. If so, 
it has the potential to set an example for other 
subnational North American jurisdictions to 
follow. With this in mind, stakeholder 
engagement across both jurisdictions is very 
important. ARB and Quebec government 
officials already have a strong working 
relationship, which is key. IETA has members 
with operations in both California and Quebec, 
and thus can provide unique feedback to 
regulators on what works well and what doesn’t. 
We look forward to continuing our advocacy 
and feedback in both jurisdictions to ensure that 
the linked market is successful.” 

– Robin Fraser, IETA

“The impact of linkage with 
Quebec is uncertain but 
appears minimal based on the 
small size of the Quebec 
market;  even if it is long or 
short by up to 20%, this delta 
is less than the year-on-year 
impact on supply/demand of 

California hydro and San Onofre Nuclear 
Generating Station (SONGS). The main benefits 
of the linkage are the increase in market size, 
assuming instruments are fully fungible across 
the programs, but, more importantly, it is a test 
for broader linkages and may demonstrate the 
success or failure of such proposed linkages, 
which will have a more significant market 
impact. So people will watch Quebec as the 
canary in the California mine. How the 
programs will de-link is more important and a 
much more difficult question than linking.

They were obviously not ready to go for 
February – and it would have been a surprise 
had they been. I expect the joint platform to 
kick off summer of this year, and then in 2015 
we can look at maybe having monthly or more 
frequent auctions once joint auctions are 
functioning correctly.” 

– Andre Templeman, Alpha Inception LLC

“ E f f e c t i v e J a n 1 2 0 1 4 , 
California- and Quebec-issued 
allowances and offsets are 
completely interchangeable. 
So you can use either for 
compliance in either system. 
Having said that, there are no 

Quebec-issued offsets as of today, and it seems 
likely, at least in the short term, that the volume 
of offsets in Quebec is going to be relatively 
small. Most analysts say that Quebec is going to 
be a net buyer out of California over the life of 
the program. Their reduction target is 
significantly more ambitious than California’s. 

California is looking to get back to its 
1990 baseline, whereas Quebec is trying to get 
to 20% below theirs, while their economy is 
significantly cleaner to start with, since their 
electricity comes exclusively from hydro-
electricity. So they have fewer easy options to 
look at in terms of how to achieve their 
reductions. Having said that, the Quebec 
market is a lot smaller than California’s, around 
15-16% of the size. So the expectation is that 
there will be a positive price impact that will 
push prices up in California, but one which is 
relatively limited since the Quebec market is just 
so much smaller than California’s.” 

– Joel Levin, Climate Action Reserve
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4.2 Pacific Coast Action Plan 
on Climate and Energy (and 
the Western Climate Initiative)

The Pacific Coast Action Plan (PCAP) on 
Climate and Energy is a collaborative 
agreement between the US states of California, 
Oregon, and Washington, and the Canadian 
province of British Columbia, which was signed 
at the end of October 2013. It outlines a set of 
l o w - c a r b o n p o l i c i e s t h a t t h e m e m b e r 
jurisdictions have agreed to take steps towards 
implementing. 

Low-carbon policies

These include: 
- Accounting for the cost of carbon pollution
-Harmonizing long-term emission reduction 
targets
- Expanding zero-emission vehicle fleets
- Supporting research in ocean acidification
- Adopting low-carbon fuel standards
- Developing high-speed rail links in the region

Additionally, Washington and Oregon will also 
look into implementing low-carbon fuel policies 
similar to those which British Columbia and 
California  already have in place, with a view to 
the establishment of an eventual low-carbon 
fuels program in the Pacific corridor.

Cap-and-trade 

British Columbia (BC) is the only PCAP 
signatory, aside from California, to have an 
existing carbon price mechanism. Unlike 
California, however, BC does not use a cap-and-
trade system. Instead, polluters in the province 
pay a price of CAD30 (USD27.30)  per MtCO2e 
they emit. BC Premier Christy Clark has on 
several occasions trumpeted this as the highest 
carbon price anywhere in the world, and it 
appears unlikely that a switch to  an emissions 
trading system will  happen in the short term. 
While active in the world of public emission 
reduction campaigns, BC also plans to increase 
its development and export of liquefied natural 
gas in the coming years.

Washington has witnessed several bouts of 
backlash since it signaled its commitment to the 
furtherance of low-carbon policies. Most recently, 
the Climate Legislative and Executive Workgroup 
– a task force formed by Governor Jay Inslee,
compr is ing one major i ty and minor i ty 
representative from either house of legislature, 
and charged with providing recommendations 
on the best course of action through which to 
achieve its emission reduction target of 50 
percent reductions from 1990 levels by 2050 – 
reached a complete deadlock. The two majority 
Democrats backed a cap-and-trade program 
aided by measures to boost clean energy and 
energy efficiency, whereas the minority 
Republicans cautioned against proceeding 
without a further survey of the potentially 
sizeable costs of such a program.

In January, Republicans also seized upon the 
governor’s estimate that a low-carbon fuels 
policy would cost Washington $1.17 per gallon 
to accuse the governor of effectively imposing a 
carbon tax. This came on the back of sustained 
accusations that Inslee was preparing to foist an 
AB32-type program upon the state through 
executive order.

While any opposition in Oregon to cap and 
trade has been more muted than in Washington, 
no definite indication of progress towards a 
market-based mechanism has yet emerged. A 
week before the PCAP  was officially signed, the 
Portland mayor Charlie Hales commissioned a 
study – still  underway at the time of writing – on 
the feasibility of implementing a carbon price in 
the city. In the first week of February, it was also 
revealed that the Western States Petroleum 
Association (WSPA)  more-than-doubled its 
expenditure on lobbying between 2009  and 
2013. The Clean Fuels Program, which mandates 
a 10 percent reduction in the carbon content of 
fuels by 2020 and which has a sunset date of 
2015 before which it requires legislative approval 
to  proceed, has been the target of their 
endeavors. 

In Vote for California II, a stakeholder survey 
which CaliforniaCarbon.info ran in March 2014 
(see 5.1), twice as many respondents felt that 
one or two jurisdictions would not participate in a 
regional emissions market, than that all four 
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jurisdictions would link in a cap-and-trade 
system. Even so, the market will be encouraged 
to learn that 60% of respondents believed there 
would be at least a partial-Pacific emissions 
trading scheme, while only 22% believed that 
neither Washington, Oregon, nor BC would 
follow California’s lead and adopt cap and trade.

It is unclear how or when a combined carbon 
market would emerge out of the PCAP – or, 
indeed, what form this carbon market would 
take. In Vote for California II, a stakeholder survey 
which CaliforniaCarbon.info ran in March 2014 
(see 5.1), twice as many respondents felt that 
one or two jurisdictions would not participate in a 

regional emissions market, than that all four 
jurisdictions would link in a cap-and-trade 
system. Even so, the market will be encouraged 
to learn that 60% of respondents believed there 
would be at least a partial-Pacific emissions 
trading scheme, while only 22% believed that 
neither Washington, Oregon, nor BC would 
follow California’s lead and adopt cap and trade.

Geographical proximity

California’s first linkage was seen as a bit of an 
oddity, as it involved Quebec, a  jurisdiction with 
little economic and no  territorial connection with 
itself. The expansion of California cap and trade 

by means of incorporating neighboring 
provinces can help to reduce the extent to  which 
firms covered by the program are in a position to 
move their operations to a neighboring state 
where they would not be subject to any carbon 
price.

Western Climate Initiative

The Western Climate Initiative, or WCI, was 
started in February 2007 by the governors of five 
western states (Arizona, California, New Mexico, 
Oregon, and Washington) to evaluate and 
implement ways to reduce their states' GHG 
emissions, and achieve related co-benefits.

By 2008, there were clear plans outlined for a 
regional cap-and-trade program to take hold in 
North America. There were also new partners, in 
BC, Montana, Quebec, Ontario, and Manitoba, in 
addition to  an even larger body of observers. 
However, the subsequent economic downturn 
produced concerns about the addition of a 
mechanism that was perceived as a carbon tax; 
everyone bar California, and the four Canadian 
provinces of British Columbia, Manitoba, 
Ontario, and Quebec, had dropped out by the 
end of 2011.
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Yes

Partially, with one or two parties pursuing 
a different system of emission reduction 
management

An emissions trading market involving 
these jurisdictions will arise by other 
devices/frameworks

No, other state-based ETS' may emerge, 
but remain unlinked to California's

No, other state-based ETS' may emerge, 
but remain unlinked to California's

Not sure/Can't comment

Will the recent agreement between the four Pacific jurisdictions lead eventually to a regional 
emissions trading market?

Vote for California II, CaliforniaCarbon.info stakeholder survey, March 2014

36%

18%

6%

2%

22%

22%



The legacy of the WCI may be observed in the 
cap-and-trade schemes pursued by California 
and Quebec in the wake of the initiative’s 
collapse. Furthermore, California and BC have 
continued to maintain strong carbon pricing 
mechanisms, and to work towards the eventual 
regionalization of their low-carbon policies. The 
launching of the PCAP, which involves two of the 
original WCI signatories, can be seen as a step in 
this direction.

Market Insights

Further Reading

• Craig Gannett and Mark Perlis, Four reasons why
the Pacific Coast Action Plan on Climate and
Energy will make a difference, 2013, Davis Wright
Tremaine LLP. URL link

• Marc Lee, Annotated Pacific Coast Action Plan on
Climate and Energy, 2013, Policy Note. URL link

• Western Climate Initiative, Governors’ Agreement,
2007. URL link

“Regional organizations are 
very important to helping 
California become the nexus 
of a much larger cap-and-
trade program to reduce 
greenhouse gases.  AB32 was 
signed with a view to helping 
California take a leadership 

position in climate change, and forcing the topic 
into discussions at regional or national level.  
The original lawmakers were clear that if no one 
joined or emulated California in this endeavour 
by 2020, that the entire program would be seen 
as a failure.” 

– Andre Templeman, Alpha Inception

“ I don ’t f o r e see tha t t he 
legislature would pose additional 
challenges to linkage with other 
members of the Pacific Coast 
collaborative. Part of why I think 
the legislature saw fit to pose 
some obstacles with respect to 

the Quebec linkage is the geographical 
remoteness of the two participants. It is hard to 
see any linkage between their economies, and 
specifically there is no linkage of their power 
sectors.

 Secondly, the ARB predicted a 5%
increase in allowance price as a result of the 
relative allowance scarcity in hydro-dependent 
Quebec. When California’s legislature had to 
answer to their constituents, the question was, 
‘Why does it make sense for California 
businesses to pay even 5% more for allowances 
under a linked system than they would have to 
pay were California to go it alone?’ This made its 
way through the legislature in a dumbed-down 
sound-bite as, ‘Why should California businesses 
pay to solve Quebec’s pollution problem?’ I 
wouldn’t foresee similar resistance to proposed 
linkage with Washington or Oregon, because 
the linked natures of our economies and power 
sectors mean the ARB would not be projecting 
significant increases in allowance price.

The process is – as we saw in the 
Quebec example – generally a box-checking 
exercise in which the ARB sends certain reports 
to the governor examining certain elements of 
the linked program to demonstrate they are 
equivalent to and just as stringent as California’s 
program.”

– Kevin Poloncarz, Paul Hastings LLP

“Any direct linkage between the 
California and RGGI programs 
would be difficult. California has a 
lot of policies for the power sector, 
and the trading program is just a 

part of that. I think it would be really difficult for 
the power system and its obligations to ‘back 
out’ of the California system and begin trading 
in RGGI. I don’t know if there would be a lot of 
value in that for the RGGI states either. But it 
would be interesting if there were a North-west 
program to regulate their power sectors 
together, then I do think there is a real value for 
California to try to ‘back’ its power sector out of 
AB32.” 

– Tom Lawler, IETA
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“IETA very much welcomes the 
Pacific Coast Collaborative 
Climate Action Plan. At IETA, we 
anticipate that sooner or later, 
most if not all jurisdictions 
around the world will operate 

under a carbon price, and if California’s program 
can prove to be successful, there is a good 
chance that its market-based policies will be 
emulated by its neighboring states. Whether or 
not the Pacific Coast Climate Action Plan is the 
foundation of a regional carbon market between 
British Columbia (BC), Washington, Oregon, 
and California
 is less certain.

BC’s carbon tax provides an interesting 
wrinkle to a potential regional market. First of 
all, there are still emissions sources that are not 
covered under BC’s carbon tax, which could be 
candidates for coverage under a future cap-and-
trade program, should BC choose to move 
forward with one.  Secondly, BC could play a 
role in a regional market through other means 
such as establishing linkage through an offsets 
market.” 

– Robin Fraser, IETA

“There is a real opportunity 
for the EPA standards to 
reinvigorate discussions on 
regional carbon markets. I 
think we’re going to see a 
rekindling of interest in the 
potential for this sort of 

coordinated approach, particularly in the West 
where there are ready-made opportunities to 
capitalize on the import/export dynamics of 
power flows. Pursuing an approach which 
simply requires reductions from power plants in 
a particular state, regardless of where that power 
is shipped to, will ultimately be more costly and 
yield fewer benefits than an integrated approach 
with other states in that power pool.” 

– Alex Jackson, National Resources Defense
Council
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4.3 Regional Greenhouse Gas 
Initiative (RGGI)

The Regional Greenhouse Gas Initiative (RGGI) 
is  the oldest carbon emissions trading scheme in 
North America. It was founded in 2005 with the 
goal of first stabilizing emissions up to 2014, and 
then decreasing them from 2015 to  2020. At its 
peak, RGGI had ten participating member states; 
the withdrawal of New Jersey in 2011 has 
brought this number down to nine. 

Covered emissions

The remaining nine states participating in the 
program are Connecticut, Delaware, Maine, 
Maryland, Massachusetts, New Hampshire, New 
York, Rhode Island, and Vermont. Additional 
observers include Pennsylvania, New Brunswick, 
Ontario, and Québec.

Although there has been talk since 2009  of 
broadening the RGGI program out to  include 
emissions from transportation, it remains 
fundamentally an emissions trading scheme for 
the power sector.

The auctioning of emissions permits began in 
September 2008, wi th fu l l compl iance 
commencing in 2009. For 2009-2011, the cap 
was 188  million short tons per year across the 
ten-state bloc. Following the departure of New 
Jersey from the program, the cap was adjusted 
downwards to 165 million short tons per year for 
the period 2012-2013.

Cap Reduction

Starting from 2014, however, the RGGI states 
agreed to drastically reduce the cap to reflect the 
sharp drop in emissions levels following its peak 
in 2005. Thanks to energy efficiency measures 
and the substitution of cleaner-burning fuels, a 
large oversupply had emerged in the program, 
which furthermore allowed participants to  bank 
(2.2.2) their allowances their allowances for 
future use.

The reduction takes the cap down by 45 percent, 
to 91 million short tons, just shy of the 2012 

emissions level of 92 million tons. As originally 
planned, this cap then declines by an annual 2.5 
percent until 2020, when it will stand at just shy 
of 78.2 million tons.

Overview'–'RGGIOverview'–'RGGI

Market'type Cap+and+trade'(covers'only'
power'genera<on'sector)

Geographical'
coverage

Connec<cut,'Delaware,'
Massachuse]s,'Maryland,'
Maine,'New'Hampshire,'New'
York,'Rhode'Island'and'Vermont'
(New'Jersey'withdrew'in'2011)

Launch'date Jan 1,'2009

Emission'
reduc<on'target

Cap'of'91'million'short'tons'of'
CO2e'in'2014'with'2.5%'annual'
reduc<on'in'cap'between'2015'
and'2020

Total'GHG'
emissions

137'million'short'tons'of'CO2e'
(Including'uncovered'power'
sector'emissions)

Covered'
emissions/
annual'cap

Cap'of'91'million'short'tons'of'
CO2e'in'2014'with'2.5%'annual'
reduc<on'in'cap'between'2015'
and'2020

Alloca<on'of'
allowances

States'decide'whether'to'freely'
allocate'or'to'auc<on'
allowances

Offsets
Offsets'can'be'used'to'meet'up'
to'3.3'percent'of'an'en<ty's'
compliance'obliga<ons

Offset'
methodologies'
approved

• Capture'or'destruc<on'of'CH4'
from'landfills;

• SF6'reduc<ons'from'electricity'
transmission'and'distribu<on'
equipment

• CO2'sequestra<on'through'
afforesta<on

• CO2'reduc<ons'through'non+
electric'end+use'energy'
efficiency'in'buildings

• Avoided'CH4'emissions'
through'agricultural'manure'
management'opera<ons

Latest'primary'
auc<on'price USD4.00'(Mar 5,'2014)
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In addition, fewer allowances than prescribed by 
the cap will be available at RGGI’s quarterly 
auctions, as the program tries to adjust its  supply 
to account for the amount of allowances that 
have already been banked in its two  control 
periods. Two separate reductions will be applied 
to reflect the volume of these allowances. The 
first pertains to the private bank built up during 
the first control period (2009-2011), and sees 
57.4 million allowances taken off the allocation 
for the years 2014-2020 (equating to 8.2 million a 
year, producing an ‘adjusted cap’ of 82.8 million 
in 2014). The second reduction pertains to  the 
private bank for second-period (2012-2013) 
allowances, is of an as-yet unannounced volume, 
and will be applied to allocations for the years 
2015-2020.

These adjustments do not affect the availability of 
allowances from the cost containment reserve, 
however. In March 2014, the first auction after the 
reduction took effect, strong demand led to a bid 
ratio  of 3.1 and to  a  triggering of the cost 
containment reserve, which occurs at $4.00. The 
auction eventually cleared at $4.00, but only after 
all 5 million reserve allowances for 2014 were 
distributed. This means that although the cap 
reduction and the banking adjustment drastically 
reduced supply available at auction, the reserve 
acted as a safety valve – albeit one limited by a 
fixed annual quantity (5 million in 2014, rising to 
10 million in future years) – to ease upward price 
pressure.

RGGI and California

There are several major differences between 
RGGI’s program and California’s.

Firstly, there is a huge price disparity between a 
CCA (2.1) and a RGGI allowance. While 
California  has a price floor of $11.34 in 2014, 
RGGI’s price floor stands at $2, with $4 enough to 
trigger the cost containment reserve in 2014.

Secondly, California  and RGGI differ on the 
technicalities of emissions measurement. While 
California  applies the metric ton, RGGI applies 
the short ton. It is not thought, however, that this 
would pose a significant obstacle were the 
programs to try to collaborate.

Thirdly, while RGGI only takes into account the 
emissions of its states’ power sectors, California’s 
cap-and-trade scheme is a comprehensive 
economy-wide program that will  encompass 85 
percent of all  emissions in the state from its 
second compliance period (2015-2017). It 
remains to be seen either if California will  be able 
to extricate its  power sector from the current 
economy-wide configuration of its cap and trade 
program, or if RGGI will expand beyond being a 
power-sector compliance market.
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In light of the impending regulation on new and 
existing power sources by the EPA (1.3),  the 
prospect of a federal power emissions market is 
something which has gained considerable 
traction among parties who would prefer a 
system-wide approach that allows the market to 
seek out the cheapest abatement opportunities 
(over a source-specific approach which sets 
emission intensity limits). In December 2013, 
RGGI formally proposed a market-based 
mechanism for compliance with the proposed 
EPA standards. The EPA has since indicated it 
intends to provide state-level flexibility in terms 
of the ultimate program to be pursued, so  it 
remains to  be seen how the RGGI and California 
programs relate to each other post-regulation. 

Market Insights

Further Reading

• Regional Greenhouse Gas Initiative, Program
Design, Online. URL link

• Environmental Defense Fund and the
International Emissions Trading Association,
‘Regional Greenhouse Gas Initiative’, The World’s
Carbon Markets: A case study guide to emissions
trading, 2013. URL link

• Jonathan Ramseur, The Regional Greenhouse
Gas Initiative: Lessons learned and issues for
policymakers, 2013, Congressional Research
Service. URL link

“I doubt there will be a federal cap-
and-trade program anytime soon due 
to the deep divisions in the United 
States Congress.”

– Norman Pedersen, Hanna Morton LLP

“It remains to be seen how 
RGGI’s market will respond to the 
cap adjustment. If prices rise to 
what we think is reasonable for 
carbon – much greater than it 
previously was – without rising to 
levels that people fear would 

cause economic dislocation, the chances of 
people taking to that model would be higher.”

– Kevin Poloncarz, Paul Hastings LLP

“The importance of future targets 
is in the need for the program to 
broaden out beyond the present 
RGGI states. If we get to 2030 
and it’s still just RGGI, it will be 
difficult to justify going much 

further. I think that is the question – will RGGI 
still be going it alone at that point? Only a 
broader program will cause investors to start 
contemplating and weighing up risk. I don’t 
think right now that anybody wants to 
contemplate it just being RGGI in 2030 and be 
willing to make an investment risk based on 
that.”

– Tom Lawler, IETA

“I believe that WCI will 
eventually merge with RGGI. 
Furthermore, even if we do 
not have a federal program 
initially, when WCI and RGGI 
cover more than a combined 
6 0 p e r c e n t o f t h e U S 
economy, even business and 

the Republicans will realize that a national 
program is better than a patchwork of state 
programs.  Ultimately, however, we could end 
up with something like the RPS, where we never 
get a federal regime, but instead see most of the 
country covered by some form of a carbon cap-
and-tax program.”

– Andre Templeman, Alpha Inception LLC

“The big question with the EPA 
regulations is going to be linking, 
and will - by default and by EPA 
giving state budgets – that 
suddenly make California and 
Reg iona l Greenhouse Gas 

Initiative (RGGI) states unable to link with one 
another? These are two highly different carbon 
m a r k e t s , s o t h e r e a r e m a n y m o r e 
implementation problems beyond that. It is not 
as simple as EPA just giving you a budget. You 
have the question of distributing allowances – 
who will run the auctions? This is a big question 
that states need to start contemplating, in terms 
of who can and will run any combined cap-and-
trade or similar system. Do you need a RGGI 
Inc. anymore? Wil l Cal i fornia run the 
programme? If so, what happens to Quebec 
allowances?”

– Tom Lawler, IETA
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4.4 Other Emissions Trading 
Schemes

Apart from the examples already cited earlier in 
this section, there are several other emissions 
trading schemes that are or have been in 
existence in the carbon world.

Memorandum of Understanding: China

Na:on Emissions'(MMtCO2e)

China 9,860,000

India 7,440,000

United'States 6,750,000

Russia 1,770,000

Japan 1,320,000

A European Commission database has published 
the following estimates for national GHG 
emissions in 2012. China is the world’s largest 
GHG-emitting nation, with nearly 150% the 
emissions of the US. Guangzhou province alone 
currently has the world’s second-largest carbon 
market by emissions volume.

In June 2013, China launched its first regional 
carbon market in Shenzhen. Since then, similar 
initiatives have taken off in Shanghai, Beijing, 
Guangdong province, and Tianjin, with Hubei 
and Chongqing expected to  follow suit in the 
coming months. 

If the seven pilot schemes prove successful in 
containing both emissions and the costs 
assoc ia ted w i th cont ro l l ing them, the 
government will  take a decision in 2015 whether 
to advance a national emissions trading 
program.

At present, each of the emissions trading 
schemes in China has its own peculiarities. For 
instance, Guangdong’s is the only scheme to 
have auctioned permits rather than allocated 
them freely or at low cost. Beijing’s  program 
stipulates that transactions above a certain value 
have to  take place over-the-counter, while 
Shenzhen’s  allows individuals to  participate in 
trading. Hubei wants  to outlaw allowance 
banking. It remains to  be seen how these 
differences will be ironed out if the move to a 
national program takes place.

As the only market in which allowances have 
been auctioned, Guangdong is alone in having 
implemented primary market price control 
mechanisms. Its minimum price is  RMB60 
(USD9.90), at which the first auction in December 
2013 cleared. The exchange of allowances on 
secondary markets has commenced in other 
markets; for instance, Tianjin started trading the 
same month at RMB28 (USD4.61).

I n S e p t e m b e r 2 0 1 3 , C h i n a ’s  N a t i o n a l 
Development and Reform Commission (NDRC) 
and California  governor Jerry Brown signed an 
MoU to cooperate on understanding and 
responding to climate change issues. Any market 
implications of this arrangement will become 
clearer in the months ahead.
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Region Beijing Chongqing Shanghai Tianjin Shenzhen Guangdong Hubei

Launch'date 2013,'20142013,'20142013,'20142013,'20142013,'20142013,'20142013,'2014

Emissions'

covered

50% N/A 50% 60% 40% 42+50% 35%

Companies'

covered

420+600 N/A 197 120 635 830 N/A

Limit'on'

offset'use

10% 5+10% 10% 10% N/A 10% N/A

Offsets Chinese'CERs,'some'jurisdic<ons'may'allow'forestry'offsets'as'wellChinese'CERs,'some'jurisdic<ons'may'allow'forestry'offsets'as'wellChinese'CERs,'some'jurisdic<ons'may'allow'forestry'offsets'as'wellChinese'CERs,'some'jurisdic<ons'may'allow'forestry'offsets'as'wellChinese'CERs,'some'jurisdic<ons'may'allow'forestry'offsets'as'wellChinese'CERs,'some'jurisdic<ons'may'allow'forestry'offsets'as'wellChinese'CERs,'some'jurisdic<ons'may'allow'forestry'offsets'as'well



In February 2014, China and the US released a 
joint statement ahead of the sixth China-US 
Strategic and Economic Dialogue later this year. 
The two nations pledged to work on five 
initiatives launched under the China-US Climate 
Change Working Group (CCWG): Emission 
Reductions from Heavy Duty and Other Vehicles, 
Smart Grids, Carbon Capture Utilization and 
Storage, Collecting and Managing Greenhouse 
Gas Emissions Data, and Energy Efficiency in 
Buildings and Industry. In addition, they will also 
share information on their post-2020 greenhouse 
gas emission reduction plans.

The prototype: The EU-ETS

The European Union Emissions Trading Scheme 
(EU-ETS)  was launched in 2005 to regulate 
emissions among member nations of the EU. The 
entities it regulated were responsible for 
approximately half the carbon dioxide, and 40% 
of the total GHG, emissions in the bloc. 

The targets set for Phase III, ending in 2020, 
represent a 21% reduction in GHG totals from 
the inception year of 2005.

One of the major criticisms lobbed at the EU ETS 
has been the amount of price volatility it has 
witnessed, which may not conduce sustained 
low-carbon investment. Prices fell  from a peak of 
€30 per ton (USD38)  in April 2006 to €0.10 per 
ton (USD0.14)  in September 2007, before 
climbing in Phase II to average €22 per ton 
(USD31)  in the second half of 2008 only to drop 
again to a new low of €2.81 (USD3.82)  in January 
2013.

The mechanics behind these price fluctuations 
have to do with the scarcity (or lack thereof)  in 
the market. Reports that the recorded number of 
actual emissions were lower than the number of 
allowances allocated preceded the first price 
slide in 2006. Reduced energy-sector emissions 
in Phase II, along with the availability of Certified 
Emission Reductions (CERs) and Emission 
Reduction Units (ERUs), similarly pulled demand 
and supply apart.

Overview'–'EU'ETSOverview'–'EU'ETS

Market'type Cap+and+trade

Launch'date 2005

Emission'
reduc<on'target

21'percent'below'2005'levels'by'
2020

Total'GHG'
emissions

4,550'MMtCO2e'(2011)

Covered'

emissions/

annual'cap

2005+2007:'2,181'MMtCO2e
2008+2012:'2,083'MMtCO2e'

program'was'expanded'to'
include'new'sectors'and'

countries'for'2020'targets:'
1,777'MMtCO2e

Alloca<on'of'

allowances

Free'alloca<on'to'industries'
during'Phase'I'and'Phase'II

Free'alloca<on'accompanied'
with'auc<ons'in'Phase'III

Offsets

Offsets'can'be'used'to'meet'
50%'of'the'total'EU'emission'

reduc<on'target'between'2008'
and'2020

Offset'
methodologies'

approved

Most'methodologies'covered'

under'CDM'and'JI

Linkage

Linked'to'Norwegian'ETS'in'
2009

One+way'linkage'with'Australia'
ETS'from'2015,'two+way'linkage'

from'2018

Latest'primary'
auc<on'price

€6.97/USD9.70'(Mar 14,'2014)

The EU ETS has taught regulators about the need 
to insert mechanisms that anticipate different 
demand-supply balance scenarios. Price floors in 
the North American markets and elsewhere try to 
guard against the sort of price collapse seen in 
Europe – RGGI continued to  clear in the region of 
USD2 even during extreme oversupply. The 
institution of a 12% ‘automatic set-aside’ 
mechanism for Phase IV, as well as the interim 
‘backloading’ solution which involves the 
withdrawal of 900 million EUAs for the years 
2014-16 and re-introduction at later dates in 
2019 and 2020, have both been proposed in 
2014 as solutions to  the latent oversupply in the 
EU ETS market.

CaliforniaCarbon.info 113

 State of the California Cap-and-Trade Market 2013/14 Chapter 4.4



Memorandum of Understanding: Australia

Australia’s carbon pricing mechanism is part of 
the Clean Energy Plan, which aims to reduce 
greenhouse gas emissions in Australia  by 5% 
below 2000 levels by 2020 and 80% below 2000 
levels by 2050. It kicked off in 2012 by selling 
unlimited permits at a fixed price, with a permit 
to emit one MtCO2e costing AUD10 (USD10.27) 
for the 2012-13 financial year, and AUD15.50 
(USD15.91) for 2013-14.

The intention to transition to  full emissions 
trading in 2014-15 has been placed under threat 
by the change in political leadership in the 
country. At the September 2013 federal 
elections, the Labor coalition government was 
ousted by a Liberal government led by Tony 
Abbott, a  key part of whose campaign pledge 
has been the scrapping of what he labeled a 
‘carbon tax’.

With the Senate not due to  be re-convened until 
July 2014, and the present Senate not likely to 
vote in favor of repeal, the ultimate success of 
Abbott’s legislative attempt to curtail the 
program remains in the balance. Under the 
carbon pricing mechanism, electricity – the main 
target of the program given the exemptions for 
transportation and agriculture – saw its share of 
the nation’s GHG emissions fall from 38% in 
September 2008 to 33% in December 2012.

Australia’s carbon market had entered into a 
unilateral linkage agreement which would see 
European Union Allowances (EUAs)  eligible for 
compliance use beginning in 2015. In addition, 
Australia and California signed a memorandum 
of understanding (MoU) in July 2013 to 
collaborate on addressing climate change issues, 
especially through the use of carbon market 
mechanisms. It remains to be seen what effect 
the change in political leadership will have on 
these cooperation agreements.

Other carbon markets

Carbon markets are emerging elsewhere in the 
developed and developing worlds. The 
International Emissions Trading Association’s 
Greenhouse Gas Markets 2013 report details the 

progress made on potential compliance trading 
schemes in Korea, Kazakhstan, Taiwan, and South 
Africa, in addition to  those already covered 
earlier in this chapter. In February 2014, it was 
announced that Iran was also considering the 
possibility of starting its own carbon market.

Furthermore, California’s  near neighbors Mexico 
have recently started out on a  path of low-carbon 
development. In delivering on his campaign 
pledges to deliver economic growth in tandem 
with the sustainable development of industry, 
President Enrique Peña Nieto  has introduced an 
emissions trading scheme on a voluntary 
participation basis, while also levying a carbon 
tax on polluters (although firms may instead 
choose to procure offset credits). California is 
keeping a close eye on developments in Mexico, 
since the geographical proximity of the two 
jurisdictions will work in favor of linkage. In 
February 2014, it emerged that a meeting 
between Nieto and members of Jerry Brown’s 
office was due to take place, at which 
cooperation on climate action would be one of 
the major topics of discussion.

Overview'–'New'Zealand'ETSOverview'–'New'Zealand'ETS

Market'type Cap+and+trade

Launch'date 2008

Emission'
reduc<on'target

2008+2012:'1990'levels
2020:'5%'reduc<on'from'1990'
levels

Total'GHG'
emissions 17'MMtCO2e'(2010)

Covered'
emissions/
annual'cap

Almost'100%'of'the'GHG'
emissions'will'be'covered'under'
the'ETS'as'the'scheme'expands

Alloca<on'of'
allowances

Free'alloca<ons'with'auc<ons'
to'be'introduced'eventually'

Offsets Kyoto'compliant'instruments'
(CERs,'RMUs,'ERUs)'can'be'used

Offset'
methodologies'
approved

Most'methodologies'covered'
under'CDM'and'JI

Linkage Was'involved'in'talks'for'two+
way'linkage'with'Australian'ETS
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Overview'–'South'Korea'ETSOverview'–'South'Korea'ETS

Market'type Cap+and+trade

Launch'date Jan 1,'2015

Emission'
reduc<on'target

30%'reduc<on'by'2020'from'
business+as+usual'levels

Total'GHG'
emissions 608'MMtCO2e'(2009)

Covered'
emissions/
annual'cap

60%'of'country’s'annual'GHG'
emissions

Alloca<on'of'
allowances

Phase'I'(2015+2017):'100%'
allowances'free
Phase'II'(2018+2020):'97%'
allowances'free,'3%'to'be'
auc<oned
Phase'III'(2021+2026):'90%'
allowances'free,'10%'to'be'
auc<oned

Offsets

Interna<onal'offsets'can'be'
used'for'up'to'10%'of'a'
compliance'en<ty's'obliga<ons;'
interna<onal'offsets'eligible'for'
use'only'from'Phase'III;'
domes<c'offsets'(KCERs)'may'
also'be'eligible'for'use

Offset'
methodologies'
approved

To'be'announced

Linkage Expressed'interest'in'linkage'
with'EU'ETS,'Australian'ETS

Latest'primary'
auc<on'price N/A

Market Insights

Further Reading

• International Emissions Trading Association,
Greenhouse Gas Markets 2013. URL link

• International Carbon Action Partnership,
Emissions Trading Worldwide: International
Carbon Action Partnership (ICAP) status report
2014. URL link

• Environmental Defense Fund and the
International Emissions Trading Association,
‘Australia’, The World’s Carbon Markets: A case
study guide to emissions trading, 2013. URL link

• Ying Shen, Moving Steadily or Great Leap
Forward: The emerging carbon market in China,
2013, University of Western Sydney. URL link

• Denny Ellerman, Claudio Marcantonini and
Aleksandar Zaklan, The EU ETS: Eight years and
counting, 2014, European University Institute.
URL link

• Denny Ellerman and Paul Joskow, The European
Union’s Emissions Trading System in Perspective,
2008, Massachusetts Institute of Technology.
URL link

“The EU ETS introduced 
auctioning as a secondary 
point to the regular allocations 
whereas auctions are quite the 
key part of the California 
legislation. The secondary 
m a r k e t w a s v e r y w e l l 

established for the auction to come in so we 
have noticed a number of impacts on the 
intraday market volatility. You can see huge 
volatility, and we had a couple of auctions that 
failed to clear. What we observed last year, 
through a prolonged period of a low-price 
environment with little change in fundamentals, 
was that prolonged auctioning contributed to 
market sensitivity at the time. Keeping the price 
low often dictated periods of downward trend 
where the market was quieter, and we had a 
number of auctions which really struggled to 
find buyers at the market price.

– Mike Bluett, Statkraft
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“I’m not sure that there are 
n e c e s s a r i l y a ny a p r i o r i 
advantages for subnational 
jurisdictions (as opposed to 
national jurisdictions) in terms 
of collaborating and the linkage 

of carbon markets. In the case of Quebec and 
California, their collaboration and linking 
process was helped a great deal because the 
jurisdictions were able to collaborate to a high 
level while designing their programs in the first 
place, and did so with linkage in mind. Any time 
a market is designed with the goal in mind to 
link to another market, you’re going to see more 
policy harmony, which makes linking simpler. 
Compare that to two jurisdictions that design 
their carbon markets separately and then try to 
link later down the road (think of the proposed 
link between Australia’s Carbon Pricing 
Legislation and the EU ETS, where the programs 
had significant differences, and thus a very 
creative linking procedure had to be devised).

The EU ETS actually had a large amount 
of success in collaborating and linking amongst 
a number of national governments, showing that 
if the political will is there, successful 
coordination and linking can be made at either 
the subnational or national level.  

The advantages in subnational market 
development, more generally, may come from a 
less divergent range of stakeholder interests, 
which makes stakeholder acceptance of policy 
to address GHG emissions more palatable.  In 
the United States, as we’ve seen, the federal 
level has not yet been able to achieve the 
necessary political support to implement a 
comprehensive market-based mechanism to 
address GHGs, whereas the subnational level 
has found success in California and in the RGGI 
states.” 

– Robin Fraser, IETA
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5 
CaliforniaCarbon.info 
Market Surveys
5.1 – Vote for California II (March 2014)

5.2 – Vote for California I (October 2013)

Survey Partners:

CaliforniaCarbon.info is glad to have had the opportunity to work with the following 
organizations as survey partners for Vote for California I in October 2013. As partners, they 
each supported a survey question, and provided their insights in response to the findings of 
the survey.



5.1 – Vote for California II 
(March 2014)

Vote for California II was an online survey 
targeted at members of the California carbon 
community and conducted in March 2014. The 
survey was open from Monday, Mar 3, to Friday, 
Mar 14, spanning two business weeks. Although 

personal and contact details were obtained from 
respondents for the purposes of participant 
verification, the survey itself was conducted on an 
as-anonymous basis, with the identities of the 
respondents used neither to analyze results nor to 
exclude any participant or section of data.

Survey questions

Question 1: The February 2014 current auction 
cleared at $11.48. The day before, the V2014 
December delivery closed at $12.20 on the 
InterContinental Exchange. How close was a 
spread of $0.72 to what you expected?

• I expected a larger spread (clearing $11.34 -
$11.43)

• I expected a similar spread (clearing $11.44 -
$11.53)

• I expected a slightly smaller spread (clearing
$11.54 - $11.63)

• I expected a significantly smaller spread
(clearing >$11.63)

• Not sure/Can’t comment

Question 2: Which of the following will exert the 
greatest influence on CCA market behavior 
between now and the end of 2014? 

• Emission-related factors (e.g. economic
performance; industry dynamics; weather)

• Compliance-related factors (e.g. surrender
obligations; entry of CP2 entities in the market)

• Policy-related factors (e.g. post-2020 provisions;
debates over Senate bills; industry/EPA
regulation)

• Price-related factors (e.g. reactions to short-term
shifts; increased volatility)

• Offsets-related factors (e.g. rate of offset supply;
invalidations; confidence in offset market)

• Influence of other jurisdictions (e.g. maturity of
Quebec linkage; policy signals from RGGI,
Pacific jurisdictions, or China)

• Not sure/Can’t comment

Question 3: Which of the following would most 
greatly strengthen the California  cap-and-trade 
market beyond 2014?

• Continued economic recovery

• Clear indications regarding midterm emissions
targets and plans

• Federa l regulat ion complementary to
California’s emission reduction aims

• Market linkage with more programs

• R e f i n e m e n t o f e x i s t i n g p r i c e c o n t r o l
mechanisms

• Enlargement of the offset program

• Measures to increase speculation and presence
of risk capital

• Not sure/Can’t comment

Question 4: Is 2017 too  late to declare a midterm 
emission reduction target?

• Yes

• No

• Not sure/Can’t comment

Question 5: Should the market be concerned 
about Senator Darrell Steinberg's attempt to 
remove the transportation fuels sector from the 
cap-and-trade program?

• Yes, the removal of the fuels sector would be a
big blow to the program

• Yes, even if the bill is unlikely to  go through, the
current uncertainty will have undesirable effects

• No, the market has been functioning without
the fuels sector till  now, and can continue to do
so in future

• No, the belief is widespread that the bill is
highly unlikely to go through

• Not sure/Can’t comment

Question 6: Which of the following poses the 
greatest challenge to the trade in offsets?

• Modest CCA prices

• Insufficient supply

• The liability question and the threat of
invalidation

• Lack of transparency and market information

• Not sure/Can’t comment
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Question 7: Should the ARB consider increasing 
the 8-percent cap on offset utilization?

• Yes, it would create more liquidity and
investment in the offset market

• Yes, but only if the additional volume is
contributed by in-state offsets

• Yes, but only as a fix in the event of an
allowance shortage

• No, 8 percent is a good limit

• No, 8 percent is already too much

• Not sure/Can’t comment

Question 8: Would California  be able to - or 
should it - participate in a  sector-limited emissions 
trading market, such as an enlarged RGGI 
program, which may result from anticipated EPA 
regulations?

• Yes

• Only as an interim arrangement while a  more
comprehensive cap-and-trade system is worked
out

• No

• Not sure/Can’t comment

Question 9: Will the recent agreement between 
the four Pacific jurisdictions lead eventually to a 
regional emissions trading market?

• Yes

• Partially, with one or two  parties pursuing a
different system of emission reduction
management

• An emissions trading market involving these
jurisdictions will arise by other means/
frameworks

• No, other state-based ETS’ may emerge, but will
remain unlinked to California’s

• No, California will remain the only Pacific
jurisdiction with an ETS for the foreseeable
future

• Not sure/Can’t comment

Survey demographics

A total of 50 respondents participated in Vote for 
California  II, a decrease of 10.7% on the 56 who 
had taken part in Vote for California I (5.2) in 
October 2013. In order to help with the analysis of 
results, respondents were asked to  select from a 

list the spheres of involvement which applied to 
themselves. This allowed us to break answers 
down by category of respondent. There was no 
limit on the number of categories respondents 
could assign to  themselves. The categories were 
as follows:

• Compliance: Stakeholders whose involvement
in the program concerns buying instruments to
account for the carbon emissions of their firm

• Brokerage: Stakeholders whose involvement in
the program concerns the origination and/or
facilitation of instrument sale and transaction

• Capital: Stakeholders whose involvement in the
program concerns directing investment into the
trade of instruments, complementary initiatives
to the program, and/or offset projects

• Consultancy: Stakeholders who provide market
and/or program analysis for other stakeholders
belonging to other categories in this list

• Offset Development: Stakeholders who
originate and/or manage offset projects,
possibly including the transaction of offset
credits

• Offset Verification/Regulation: Stakeholders
who help regulate the offset program and/or
verify emission reductions from offset projects,
i.e. whose main involvement in the offset
program does not involve the management of
invested capital

• Legal Services: Stakeholders who apply legal
expertise to one or more of program design,
compliance, or instrument transaction

• Regulatory Support, NGOs, Industry
Associations, Advocacy Groups: A broad
coalition of non-profits that seeks to represent
the interests of other stakeholders, including
indirect program participants

• Research – Academic: Stakeholders who
engage in research of market or program issues
for academic purposes

• Research – Non-Academic: Stakeholders who
engage in research, possibly commercial, of
market or program issues for application in
industry or policy-making

• Media/Press: Stakeholders whose work
concerns the dissemination of information and
analysis regarding program or market issues

• Not a direct participant in California cap and
trade: Stakeholders who play one of the
functions above primarily in a market or
program other than California’s
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Since participants were allowed to declare more 
than one role, the sum of the number of 
respondents from each category exceeds 50. A 
total of 29  participants declared one category of 
involvement; a total of 12 participants declared 
two; a total of 7 participants declared three; and 2 
participants declared four. As such, there were a 
total of 82 categories for 50 respondents.

Analytical methodology: a quick note

O w i n g t o t h i s m a n n e r o f r e s p o n d e n t 
categorization, it was important to be alert for 
instances of double-counting in the breakdown 
and analysis of results. For instance, while it was 
possible to analyze the proportion within a 
category of respondent to have chosen a 
particular answer, it was not possible to break 
down a  group of respondents choosing a 
particular answer into their underlying categories, 
since several of these respondents would have 
assigned themselves multiple stakeholder 
categories, and the number of categories 
assigned usually differed from respondent to 
respondent within the sample. 

To give an example, a case could be made by 
observing that while 80% of compliance 
stakeholders who entered choices for question 6 
felt modest CCA prices were constraining the 
trade in offsets, only 33% of stakeholders from the 
capital group concurred, with the majority there 
considering invalidation to  be a bigger problem. 
However, breaking down the 24 stakeholders who 
felt modest CCA prices were constraining the 
offset trade into  different stakeholder groups 

would not make sense because some of these 
respondents would be counted in more than one 
category. Unless we assigned weights to each 
participant’s vote depending on the number of 
categories they assigned themselves (so someone 
who declared three categories would contribute 
0.33 to each of the concerned categories, for 
example), this would be a largely erroneous 
calculation. Yet performing such a step would be 
laborious given the context and the survey size.

On the other hand, it was often intriguing and 
even illuminating to simply compare the 
percentages of various stakeholder groupings 
that selected a particular answer. For example, 
only 33.3% of compliance stakeholders felt 2017 
would be too late to declare midterm targets, 
versus a survey average of 67.3%, or a more 
pronounced 72.7% for the offset developers and 
76.9% for the consultants.  This is hence a staple 
mode of analysis throughout this report.

Another type of analysis that was frequently used 
involved the comparison of respondents’  answers 
to two separate questions. In some cases, it was 
possible to suggest conditional relationships 
between the positions taken by participants on 
two  discrete topics. For example, respondents 
who see emissions-related factors relating most 
strongly to market behavior (question 2) arguably 
had higher price expectations going into the most 
recent auctions (question 1) than those who  see 
obligations-related factors relating most strongly 
to market behavior. In other cases, making such 
cross-comparisons helped to  put particular 
findings in perspective; although 23 of the 50 
respondents felt the ARB should consider 
increasing the eight percent offset usage 
limitation so as to  increase liquidity and 
investment in offsets  (question 7), only 4 of these 
23 also felt that an expanded offset program was 
of greater medium-to-long term importance to 
the program than, say, clearer midterm targets or 
continued economic recovery (question 3).

Before proceeding to the analysis  of results, it is 
important to  make the disclaimer that where there 
is  discussion in this report of trends and patterns 
either across or within the various categories of 
respondent, these trends and patterns reflect on 
the 50 respondents who  participated, and not 
necessarily the entirety of the wider world of 
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California  carbon. While 50 is a decent-sized 
sample that can provide mileage for analytical 
study, there are several shortcomings to 
acknowledge in the respondent pool. 

Firstly, there are approximately 350 compliance 
entities in the first period of California cap and 
trade, and 6 is a far smaller proportion of the 
market size than perhaps 14 is for the contingent 
of consultants involved in the program, or 12 for 
the category of offset developers. The legal 
sector, with 3, is another which is  potentially 
under-represented in this survey. While there are 
several highly intriguing trends noticed in the 
answers from these respondents, it should be at 
the observer’s  discretion whether to assume these 
trends are representative to any degree – even for 
the more generously represented segments of 
the cap-and-trade population – of true sentiment.

Secondly, the small size of many of these 
individual categories increases the effect that any 
single voter can have upon the apparent 
distribution of answers to the question. In some 
cases we have clubbed categories together 
where it may make sense to do so, such as with 
the academic and non-academic research 
contingents, or with the two offset-related 
categories when taking on topics from particular 
angles. In other cases we have respected the 
integrity of the original categorizations which 
respondents assigned to themselves. For the sake 
of expediency, when analyzing distributions 
within respondent categories, we focus on 
categories with over 5 respondents, namely: 
compliance (6), capital (12), consultancy (14), 
o f f s e t d e v e l o p m e n t ( 1 2 ) , a n d i n d u s t r y 
associations/NGOs/regulatory support (9). We 
also highlight instances where distributions within 
some of the less populous categories deviate 
prominently from the survey-wide norm, with the 
caveat that these might be instances of individual 
voters having a magnified effect within a  small 
sample size.

Thirdly, these categories overlap and are self-
assigned. What one person defines as capital 
involvement in an offset project another person 
may define as offset project development; the 
logic behind allowing respondents to select 
multiple categories is that in such instances they 
may select both options if applicable. Yet this 

does not change the fact that we have only the 
self-judgment of respondents to  go on, and any 
attempt to make sense of these results should 
remain aware of this.

Question one – pre-auction price expectations

Q1. The Feb 2014 current auction cleared at 
$11.48. The day before, the V2014 Dec 

delivery closed at $12.20 on ICE. How close 
was a spread of $0.72 to what you expected?

I expected a larger spread (clearing $11.34-11.43)

I expected a similar spread (clearing $11.44-$11.53)

I expected a slightly smaller spread (clearing $11.54-
$11.63)

I expected a significantly smaller spread (clearing >
$11.63)

Not sure/Can't comment

Question one was intended to be a direct 
question about pre-auction clearing price 
expectations. However, that 28% of respondents 
indicated they were unsure – the highest 
percentage across all the questions in the survey – 
s u g g e s t s t h e a n s w e r m a y n o t b e a s 
straightforward. In general, in an efficient market, 
the auction should trade at a slight discount to the 
prevailing secondary market price. In the last two 
auctions (August and November 2013) however, 
the current vintage has cleared at varying 
discounts of $1.28  and $0.22 respectively to the 
ICE benchmark contract of the day before 
auction. In the August 2013 edition, the auction 

28%

20% 30%

12%

10%
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served to realign prices in the secondary market, 
with a  90-cent plunge on ICE taking place on 
results day. In November, there was no 
discernible secondary market price reaction, 
suggesting that the auctions may have cleared at 
the ideal spread.

[Question from Oct 2013 survey] What do you 
expect as the clearing price at the Nov 2013 

auction?

Above prevailing secondary range (of $12.00-$12.20)

Above prevailing secondary range (of $12.00-$12.20)

Below prevailing secondary range

At or close to floor price

Not sure/Can't comment

When we asked survey respondents last October 
about their expectations for the auction in the 
subsequent month, the largest group – 39.3% - 
indicated they expected clearing to take place 
close to but not above the prevailing secondary 
range. A smaller group – 28.5% - expected 
clearing between the floor and the prevailing 
secondary range.

While both these considerations might lead one 
to place the ‘normal’ primary-secondary spread in 
the region of 20-40 cents, it seems survey 
respondents had expectations of a larger spread 
this time around. The largest group (30%)  put the 
spread in the 57-66 cent range, while only 20% 
anticipated a spread of 56 cents or smaller. 52% 

20%

21%

7%

39%

13%

of all respondents (and 72% of those who gave 
substantive answers) expected a spread of at least 
57 cents, with 10% expecting spreads of up to 86 
cents at the price floor.

There are several factors which should inform our 
consideration of these results. Firstly, there is a 
tendency post-event to confirm the fact, and the 
way in which the options were presented might 
not have helped counteract this  tendency. 
Stakeholders may subconsciously have revised 
their ‘pre-auction expectations’ on the basis of the 
underwhelming auction results (particularly a bid 
ratio  of 1.27 – a mere 51% of the 2.47 that was 
seen a year ago in February 2013).

Secondly, this may not have been a ‘normal’ 
auction, since the destabilizing rumor of 
Steinberg’s bill (to remove transportation fuels – 
due to come into compliance in the second 
period – from cap and trade)  made its rounds on 
the morning of auction day. Stakeholders may 
have revised their perceived pre-auction 
expectations, ex post, to account for this ‘shock’ 
effect.  Question 5 on the Steinberg bill provides 
an opportunity to examine this idea further, but 
any evidence of correlation with answers to 
question 1 is  inconclusive. This graph charts the 
percentage of respondents choosing each of the 
four options for question 1, to  have indicated in 
question 5 that the bill should be a cause for 
market concern. While the 66.7% of respondents 
with price expectations $11.44-$11.53 decreases 
to 53.3% in the next price band ($11.54-$11.63), 
the largest percentage of all – 70% - was in fact 
seen amongst respondents who thought prices 
would clear above $11.63.
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Breaking the answers down by category of 
respondent may provoke one or two  interesting 
thoughts. While all compliance respondents 
expected prices would clear higher than they did, 
we do not know if these were respondents who 
participated in the auction, which precludes any 
further analysis. It was interesting to see that apart 
from compliance entities, the NGOs were the only 
other major group not to  have representatives 
expecting clearing at the floor. We also note that 
compliance entities, consultants, capital, and 
offset developers all had greater proportions of 
voters expecting clearing above $11.63, than the 
survey average of 20%. For offset developers, the 
other extreme was also true: 22.2% of 
respondents who answered expected clearing 
within nine cents of the floor. Question 6 explored 
in greater detail the relationship between CCA 
prices and the fortunes of the offset market.

Question two – short-term market behavior

Q2. Which of the following will exert the 
greatest influence on CCA market behaviour 

between now and the end of 2014?

2%

2%

2%

8%

24%

40%

22%

Emission-related factors (e.g. economic performance; 
industry dynamics; weather)

Compliance-related factors (e.g. surrender obligations; 
entry of CP2 entities into market)

Policy-related factors (e.g. post-2020 provisions; 
debates over Senate bills; industry/EPA regulation)

Price-related factors (e.g. reactions to short- term 
shifts; increased volatility)

Offsets-related factors (e.g. rate of offset supply; 
invalidations; confidence in offset market)

Influence of other jurisdictions (e.g. maturity of Quebec 
linkage; policy signals from RGGI, WCI, or China

Not sure/Can't comment

This survey observed the popular dichotomy 
between ‘long-term’  price drivers and ‘short-term’ 
behavioral influences. Question 2 was about the 
latter, and is lent context by events in 2014. In 
January 2014, a combination of drought reports 
and (to  a smaller extent probably)  the possible 
discovery of true 2013 emissions levels acted 
upon the secondary market, and led to  a 
sustained, gradual price climb of sixty cents for 
the ICE benchmark over the ten-day Jan 13 to Jan 
23 period. 22% of respondents felt such factors 
would continue to  exert the greatest influence on 
market behavior in the rest of 2014.

The largest group of respondents (40%), however, 
voted for compliance-related factors, reflecting a 
commonly-heard expectation that the surrender 
obligations in November will increase activity 
and/or prices towards the end of the year.

In between now and November, there are several 
developments anticipated on the policy front. The 
EPA will present its plans for the regulation of 
emissions from existing power generation sources 
in June, and these may impact both the power 
sector’s role in California  cap and trade, as well as 
possible market linkages should a federal or 
regional power program emerge. Then the fates 
of two bills (one by Lara and Pavley to mandate 
ARB to  announce a midterm reduction schedule 
by January 1, 2016, and the aforementioned 
Steinberg bill)  are likely to be known in Q3. These 
are expected to be the main policy movers, along 
with other discussions such as cement importers 
or changes to industry assistance factors for 2015. 
24% of respondents thought these would be the 
most crucial behavioral influences in 2014.
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Only 8% thought volatility itself would have the 
l a r g e s t e f f e c t o n p r i c e a n d / o r m a r k e t 
participation, which reflects perceptions that this 
is  presently a stable market in equilibrium. Even 
fewer respondents thought the market needs to 
watch for the impact of further program linkages 
or offsets. In the latter case, it might reflect either 
that few expect invalidation or short supply to be 
a problem, or a prevailing notion that insufficient 
emphasis is being placed on offsets for it to  be a 
decisive influence in 2014. Possibly both.

It appears that what respondents considered to 
be the main source of market behavioral influence 
did affect their price expectations for the auction. 
This might have to do  with the timelines to  which 
factors such as emissions, obligations, and policy 
movements are geared. No respondent that 
expected clearing within nine cents of the floor 
attached greatest importance to emissions, versus 
16.7% of those who expected $11.44-$11.53, but 
32% of those who expected $11.54 and above. 
The prominence of emissions concerns in January 
might have heightened price expectations 
heading into  a February auction. On the contrary, 
the percentage of respondents who attached 
greatest importance to obligations decreased as 
we move up the price bands: $11.34-11.43 (60%); 
$11.44-11.53 (50%); $11.54- 11.63 (33.3%); >
$11.63 (20%). This may reflect expectations of a 
slow start, with a pick-up expected as the market 
moves closer to the time obligations are due in 
November.

There is some divergence in the distribution of 
answers within each respondent category, 
although any significance of this is  not 
immediately clear. 50% of compliance entities 
indicated that emissions were more important 
than surrender obligations, which only garnered 
16.7% of their votes. While this may suggest that 
those who  actually face the obligations are not 
expecting as much market activity near the 
surrender dates, it should also  be remembered 
that other stakeholders may in fact have a broader 
experience and expertise in carbon markets, and 
as such the scenario that compliance entities 
expect may not materialize, even though they 
technically lead obligation-related demand.

In terms of those attaching greatest importance to 
emissions, consultants (28.6%)  and NGOs/
associations (22.2%)  are just above the survey 
average of 22%, while capital (8.3%) and offset 
developers (9.1%)  tended to  attach importance to 
other factors instead. It is not immediately clear 
either why the percentage of offset developers 
attaching greatest importance to obligations 
(54.5%) should significantly exceed the survey 
average of 40%.
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Q3. Which of the following would most greatly 
strengthen the California cap-and-trade 

market beyond 2014?

Continued economic recovery

Clear indications regarding midterm emission reduction 
targets and plans

Federal regulation complementary to California's 
emission reduction aims

Market linkage with more programs

Refinement of existing price control mechanisms

Enlargement of the offset program

Measures to increase speculation and presence of risk 
capital

Not sure/Can't comment

For the question on long-term price drivers, 
respondents were given a choice between several 
factors thought to be capable of influencing the 
demand-supply balance beyond the end of 2014. 
The most popular choice of all by a large margin 
was clear midterm emission targets, which 
received 46% of the votes. In February 2014, the 
ARB released the version of its  First Update to the 
Scoping Plan that will go to a vote in the spring. 
From this Update, many stakeholders understood 
2017 to be a target year for the ARB to determine 
a midterm reduction plan along with any 
associated targets. Having promises that the cap 
will continue to  be ratcheted down past 2020 
would give investors confidence in the future of 
compliance instruments, including credits from 
offset projects. Having a clear emissions schedule 
would allow market participants to determine 
their strategy and take positions. A lack of 
confidence, and participants’  inability to  take 

6%4%
10%

12%

8% 46%

14%

strategic positions, both as a result of a lack of 
post-2020 clarity, is held by many to  hold back 
demand for instruments at a time when the 
market is already too generously supplied.

14% of respondents picked continued economic 
recovery, since greater levels of economic activity 
conceivably generate more emissions and 
demand in the market. Another 12% picked 
linkage with other programs, which would 
enlarge California’s program and bring certain 
advantages, including but not limited to: greater 
protection against price volatility; greater 
efficiency in sourcing abatement opportunities; 
reduced opportunities for leakage; greater 
opportunities to share knowledge and expertise.

10% picked an enlarged offset program, the 
advantages of which may include: greater/wider 
dispersion of the program’s environmental and 
financial benefit; increased cost containment; a 
more efficient offset market. 8% picked 
complementary federal regulation, which could 
conceivably bring the prospect either of getting 
other US states to collaborate with California, or 
politically strengthening California cap and trade 
if the emissions trading scheme becomes the 
state’s  chosen pathway to comply with a federal 
directive. 6% were unsure, and 4% voted for 
measures to increase capital presence and 
speculation. No respondents thought price 
controls to  be the most important program aspect 
to be changed as we move forwards.

The profiles for the distribution of votes within 
each respondent category tend to  match up to 
the general profile for the distribution of votes 
across all respondents. There are a few 
exceptions. A larger-than-average proportion 
(66.7%, versus 48.9% survey-wide who provided 
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substantive answers)  of compliance entities felt 
that midterm targets were of greatest importance, 
perhaps reflecting the need for post-2020 
certainties to be built into compliance strategies. 
75% of researchers – academic and non- 
academic combined – came to that same 
conclusion. It was interesting to note that 50% of 
brokers felt that linkages are the best way to 
strengthen California cap and trade in the 
medium-to-long term, although a sample size of 4 
might suggest the chances of this being an 
anomalous reading are high.

Question four – midterm targets

Q4. Is 2017 too late to declare a midterm 
emission reduction target?

As discussed in the section on question 3, a  good 
number of market participants have interpreted 
the proposed First Update to the Scoping Plan to 
mean there will be no  midterm target until 2017. 
This question asks respondents whether waiting 
till 2017 to set a midterm schedule would have 
detrimental effects on the market or program.

An overwhelming majority (66%) felt that midterm 
plans are needed before 2017, perhaps for 
reasons covered in the section above. 32% - a not 
insignificant number – felt that a midterm target 
before 2017 is not an absolute necessity, and the 
program may be better off if policy-makers took 
the time to carefully study the merits of various 
emission reduction trajectories and regulatory 
options before giving the market any firm 
commitments. Only 2% - a single respondent – 
did not provide a substantive answer.

2%

32%

66%

Yes No Not sure/Can’t comment

From this graphic, it appears that stakeholder 
categories with direct involvement in the market 
produced larger percentages of respondents 
answering ‘Yes’  than stakeholder categories with 
less direct market involvement. Capital (66.7%), 
consultancy (76.9%), and offset development 
(72.7%) all witnessed greater percentages than 
the NGOs (44.4%). It may reflect the presence of a 
market imperative for midterm certainties. The 
outcome for compliance entities is interesting. 
That 66.7% thought 2017 would not be too late – 
the same percentage which thought midterm 
targets would most greatly strengthen the market 
– suggests that the respondents sampled would
prefer the regulators to ensure any mid- term plan 
or approach is well-designed and comprehensive, 
rather than rushed out prematurely. The outcome 
for the legal sector is also included – 66.7% 
answered ‘No’. Given it is likely that regulators 
(and others in the program)  will feel the need to 
obtain legislative approval for post-2020 policy, 
the answers from the legal sector may reflect a 
belief either that the process of securing 
legislative approval can be done fairly quickly 
following the publication of the policy, or that it 
may be done simultaneously while the new 
regulation is being drafted (perhaps even through 
the Pavley and Lara bill this year).
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While more than half the respondents who 
answered ‘Yes’ to question 4 (17 of 33, 51.5%) 
also felt midterm targets were of greatest 
importance to  the market, it should be noted that 
a not insignificant number who answered 
question 3 by attaching greatest importance to 
midterm targets felt that 2017 would be a suitable 
time to receive these targets  (6 of 23, 26.1%). The 
answers to question 4 should lend perspective to 
interpretation of the answers to question 3; not all 
who believe in the importance of midterm targets 
feel that they are an urgent pre-2017 need.

Question five – the Steinberg bill

Q5. Should the market be concerned about 
Senator Darrell Steinberg's attempt to remove 

the transportation fuels sector from the cap- 
and-trade program?

Yes, the removal of the fuels sector would be a big 
blow to the program

Yes, even if the bill is unlikely to go through, the current 
uncertainty will have undesirable effects

No, the market has been functioning without the fuels 
sector till now, and can continue to do so in future

No, the belief is widespread that the bill is highly 
unlikely to go through

Not sure/Can't comment

This was an attempt to ask two questions 
simultaneously. Firstly, respondents had to decide 
whether they thought the bill  was more likely or 
unlikely to go through. Options 1 and 3 imply the 
successful passage of the bill, whereas options 2 

2%

34%

4%
36%

24%

and 4 suggest that the bill  will  not be passed. 
Secondly, based on their chosen scenario, 
respondents had to consider whether the bill 
would have a negative impact on the market. For 
example, option 1 suggests that the program will 
be hit hard if the bill is  passed, whereas option 3 
suggests cap and trade can continue to survive 
without the direct participation of transportation 
fuels distributors. As a result, the answers could 
be further subcategorized into two.

The scenario which respondents at large thought 
more likely was that the bill would not be passed, 
with a  total of 35 respondents (70%) selecting 
options 2 and 4. Within this scenario, just over half 
the respondents (18 of 35, 51.4%)  felt that the 
mere fact of the bill will create significant 
uncertainty in the market until such time as the 
prospect of excluding fuels can be definitively 
dismissed. Just under half the respondents (17 of 
3 5 , 4 8 . 6 % )  f e l t t h a t a w i d e s p r e a d 
acknowledgement of the unlikelihood of the bill 
being passed meant that market confidence was 
unlikely to suffer too greatly in the intervening 
period. In order to be passed, Steinberg’s bill 
requires a two-third majority in both houses of 
legislature before the fall.
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Within the group of 14 respondents (28%) that 
chose options 1 and 3, however, there was a clear 
majority opinion in terms of whether the 
anticipated eventuality would have a negative 
impact on the market. 12, or 85.7% of this 
subcategory, felt that the loss of the fuels sector – 
worth 38% of emissions from covered sectors in 
2012 and a disproportionately large share of 
market demand owing to their zero-allocation 
status – would be a big challenge for the cap-and-
trade market to recover from. 2 respondents, or 
14.3% of this group, felt that the participation of 
the fuels sector thus far in the market has been 
limited anyway since they don’t face surrender 
obligations until November 2016, and so the 
market may not lose out from their exclusion. 
Players in the oil and gas sector are known to 
engage in hedging and speculation, and given 
that many transportation fuels distributors are 
either affiliated to  firms with obligations under the 
petroleum refineries sector, or are themselves so, 
the majority of respondents have eschewed the 
interpretation in option 3.

In total, 60 percent of respondents felt that – 
whether or not the bill passes – it creates concern 
for the market, while 38 percent of respondents 
were less pessimistic regarding its effects. 2 
percent – 1 respondent – was not sure.

This graphic breaks down answers by category of 
respondent. At a glance, it appears that 100% of 
brokers are concerned about the bill – 75% 
because they anticipate it being passed. A 
comparable proportion of researchers – 62.5% - 
came to the same conclusion. On the other hand, 
only 50% of capital is concerned by the bill. As 
much as 43.3% of this group is certain of a 
prevalent dismissive attitude which cushions 
market impact, a  percentage which is also seen 
among the offset developers. The offset industry 
is  one which would be hard hit by the contraction 
of the program, since maximum theoretical offset 
demand is a  direct proportion of cap size, while 
t h e r e m o v a l o f t r a n s p o r t f u e l s w o u l d 
disproport ionately af fect the prof i le of 
compliance entity (risk-seeking, with large 
obligations) that has hitherto  proven more willing 
to use offsets. It is thus encouraging to see that a 
significant chunk of offset developers are 
exhibiting such confidence in a positive outcome.
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It may be worth attempting to  correlate the 
answers to  questions 3 and 5, by grouping the 
o p t i o n s t o q u e s t i o n 3 i n t o ‘ i n t r i n s i c
considerations’, which include the need to set 
midterm targets, economic recovery in California, 
enlarging the offset program, or enacting 
measures to  encourage speculation, and ‘extrinsic 
considerations’, which include linking with more 
programs and a loosely-defined option based 
around conducive federal regulation (such as may 
lead to collaboration on a broader level). ‘Intrinsic 
considerations’  do not add new sources of 
compliance demand, even if they may strengthen 
or weaken the demand for either or both the 
instrument types in California. ‘Extrinsic 
considerations’ serve to  enlarge the California 
market’s geographical base, and provides more 
compliance entities.

Among the respondents who  consider the 
passage of the bill plausible and detrimental, a 
much larger proportion (41.7%) attached greatest 
i m p o r t a n c e t o e i t h e r o f t h e ‘ e x t r i n s i c 
considerations’ than the average (21.3%). This 
may suggest that much of the concern around the 
loss of the fuels sector is motivated by the 
association of the health of the program with the 
size of its compliance market. It may or may not 
suggest that finding new jurisdictions to  link with 
would help solve any problems relating to  the 
withdrawal of transportation fuels, since there is 
also a  popular school of thought that linkage 
works best between broad multi-sector programs 
(see question 8 of this survey for the reluctance to 
contract the base of the California program in 
terms of compliance sectors).

Q6. Which of the following poses the greatest 
challenge to the trade in offsets?

Offsets play an important cost containment 
function in the California  emissions trading 
scheme, as they allow compliance entities to 
count emissions that have been abated in 
approved sectors outside the cap against their 
own obligations. In order to maximize this cost 
containment effect, compliance entities need to 
be willing to use offsets up to the stipulated eight 
percent maximum of their obligations for each 
compliance period. In this sense, it could be 
encouraging that 48% of respondents believe 
flagging CCA prices to  be the major reason why 
the offset trade may not yet have hit its peak. The 
implication is that when CCA prices do ascend in 
line with the primary market floor, there should be 
greater interest in offsets.

24% of respondents – of half the number who 
picked modest CCA prices – felt that invalidation 
was the greater challenge. In some ways the two 
concerns are not unrelated. A larger potential 
spread between offset and allowance prices 
would provide more margin for compliance users 
to factor in the cost of protecting against 
invalidation risk. However, this is a 24% that feels 
the mere prospect of the market having to 
replace invalidated credits will prevent it from 
reaching its full potential, more so  than what CCA 

4%
14%

24%

10%

48%

Modest CCA prices
Insufficient supply
The liability question and the threat of invalidation
Lack of transparency and market information
Not sure/Can’t comment
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prices may be, since invalidation cuts into both 
project operator revenues and compliance users’ 
cost advantage.

Offsets are an infinitely variegated product 
because of liability timeframes, which means they 
do not achieved screen-based transparency as a 
traded product. That credits can be invalidated at 
all demands due diligence to be performed both 
on the project and on the verifiers who produce 
the initial OPDR. Having to expend time and effort 
to learn about credits, about projects,  and about 
the regulation is the most challenging dimension 
to the offset trade from 14% of respondents.

Only 10% chose supply constraints, which may 
suggest the majority of respondents believe the 
addition of new protocols  will be able to 
compensate even if certain operators scale back 
their investment in offset projects on the back of 
the program’s indifferent start (which they may 
not). They also  reflect confidence that whatever 
effect the regulators are said to be having on the 
supply stream will not persist – the ARB has 

completed early-action-to-ARBOC conversions for 
less than a third of the projects that have been 
submitted for desk review, and many operators 
are looking ahead to the sixty-day timeframe that 
is imposed on the regulatory review process for 
compliance projects.

What do you expect ARBOC spot delivery 
prices to be in December 2014? [Vote for 

California I, Oct 2013]

18%

5%

11%

52%

14%

Below $10 $10-$13
$13-$16 Above $16
Not sure/Can’t comment

To recall a question asked in Vote for California I 
(5.2), more than half of respondents in October 
2013 indicated that they expected CCO spot 
prices to  rise to above $10 at the end of this year. 
Admittedly, this question did not specify whether 
the instrument in question was a CCO8  or CCO3, 
though prices for both are currently trading in the 
sub-$9  vicinity with a modest spread between 
them. Taken in tandem with the answer to 
question 6 of this survey, it might suggest that 
stakeholders had envisioned a program with 
slightly higher instrument prices all  round. It 
would explain why the majority felt low primary 
instrument (CCA)  prices are holding back the 
trade in offsets, if the market had configured itself 
for higher CCA and CCO prices. It would be 
interesting to see if there would be any change in 
outcome if we asked this question again.

There are two respondent categories in this 
survey that relate to offsets – offset development, 
and offset verification, registry, and other support 
services. Combining the two categories (17 
respondents)  and comparing the distribution of 
answers against those of respondents who  fall 
into neither category (the remaining 33, but 31 
upon exclusion of non-substantive answers) 
proved that the general answer profiles were 
similar, with comparable proportions of 
respondents from within and outside the offsets 
industry being most concerned by invalidation 
(23.5% and 25.8%) or by supply constraints 
(11.8% and 9.7%). However, a smaller proportion 
of ‘non-offset’  stakeholders (41.9%) than offset 
sector players (64.7%) indicated CCA prices to  be 
the biggest perceived challenge. This shortfall is 
made up in the non- offset segment by 
respondents who suggested lack of transparency 
and information as the biggest challenge (22.6%) 
– a wholly non-existent category for the offset
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sector players. This may suggest that the 
informational barriers to entry faced by the 
market, particularly potential buyers of offset 

credits, may be more formidable than the sellers 
realize.

There are two somewhat striking observations 
from this graphic. Firstly, as many as 80% of 

compliance respondents indicated that CCA 
prices were the main reason they thought the 
offset trade had yet to approach its peak. No 
compliance respondent attached greatest 
importance to invalidation or supply issues. This 
might reflect that price is the ultimate deciding 
factor. Secondly, 50% of the voting capital 
investors were most concerned by the prospect of 
invalidation. This may suggest an uncertainty over 
how to price invalidation risk at origination level 
when assessing a putative project’s ten-year 
margins, since at this level immediate CCA prices 
might be less of a worry.

Question seven – the cap on offset usage

Q7. Should the ARB consider increasing the 8- 
percent cap on offset utilization?

Yes, it would create more liquidity and investment in 
the offset market

Yes, but only if the additional volume is contributed by 
in- state offsets

Yes, but only as a fix in the event of an allowance 
shortage

No, 8 percent is a good limit

No, 8 percent is already too much

Not sure/Can't comment

An emphatic 46% of respondents believed the 
ARB should consider increasing the 8-percent cap 
on offset utilization if it would create more 
liquidity and investment in the offset market. 
Bringing the cap up would allow many entities 
with smaller obligations to participate in this 
market, since there is often a decreasing marginal 
cost to  transaction, second-verification, acquiring 
market information, etc. The most willing offset 
users at present are the larger compliance 
entities, whereas even mid-sized compliance 
entities are reported to still prefer buying 
allowances from the auctions. Increasing offset 
usage also  means more return on investment for 
capital and for offset developers, which could 
incentivize further origination and thus enlarge 
the market.

12%

10%

12%

18% 2%

46%
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Only a single respondent felt any increase to the 
eight percent should be contributed by in-state 
offsets. California’s is an offset program which has 
exploited the full geographical reach of the 
contiguous USA to maximize potential,  both in 
terms of offset generation and in terms of 
dispersing its socio-environmental benefits. 
Refrigerant destruction facilities are not available 
in California to the extent they are in Ohio  or 
Arkansas, where many developers have 
conducted their projects, for which material is 
sourced from refrigerant recyclers nationwide. 
Furthermore, the Northeast has supplied forestry 
projects, while the upcoming rice cultivation 
protocol is primarily targeted at the Mid-south (in 
addition to California). There are suggestions of 

dissatisfaction at voter level that California 
businesses and households are bearing the costs 
of cap and trade while offset program revenues 
seep out into other states. Senate Bill 605 is an 
attempt to geographically restrict the permissible 
offsets in the program, which is exceedingly 
unpopular among the cap-and-trade community, 
as these results would suggest.

18% saw the value of increasing offset allotments 
as a short-term fix, though in practice it is unclear 
how such a measure would work. Offset 
generation cannot be ramped up and down like a 
power station, and projects such as livestock 
methane or forestry have steady crediting 
profiles, long lead times, or both. 12% would not 
consider altering the offset budget, while 10% 
would like it reduced.

It is worth referring back to question 3 to help put 
these responses into perspective. Of the 24 
respondents who think it worthwhile to explore 

increasing the usage limit, only 4 felt that an 
enlarged offset program ought to be the priority 
in the medium-to-long term. An equal number 
would prefer the program to  look at more 
linkages, while nearly double (7)  would prefer the 
certainty of a  midterm emission reduction 
schedule. The conclusion to draw might be that 
while in theory an expanded offset program is 
worth considering, in practice there could be 
more pressing issues for the program to focus on.

In general, the greatest supporters of exploring 
increased offset use and liquidity are the brokers 
(75%) and offset developers (66.7%), while 
significant portions of compliance voters (33.3%) 
and researchers (37.5%) in fact felt that an eight-
percent cap on usage was already excessive. This 
may reflect the current situation in which offsets 
are being under-utllized by some compliance 
users. There is a certain skepticism among the 
researchers in this sample towards offsets  – not a 
single respondent from that category was in favor 
of the notion that greater usage limits and 
liquidity was worth evaluating. Elsewhere, a 
significant portion of the offset support services 
group (40%) were in favor of the idea of 
increasing the cap as a ‘short-term fix’, suggesting 
a belief it may be possible to devise a regulatory 
solution that would help achieve this effect.
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Question eight – sector-limited programs

Q8. Would California be able to - or should it - 
participate in a sector-limited emissions 

trading market, such as an enlarged RGGI 
program, which may result from anticipated 

EPA regulations?

Yes

Only as an interim arrangement while a more 
comprehensive cap- and-trade scheme is worked out

No

Not sure/Can’t comment

This question produced the most even spread of 
responses in the survey, as well as the second-
largest contingent of respondents (20%) 
indicating that they were not sure of the answer. 
The prospect remains for a broad federal power-
sector emissions market to emerge from new EPA 
regulations, while the Steinberg bill adds a 
particular nuance to the topic of a broader but 
sectorally-limited program. There is a suggestion 
in some quarters of a regional power-sector 
emissions market, along the lines of a RGGI, in the 
Northwest, just as Washington and Oregon are 
seeing very stiff resistance to low-carbon policy 
on the part of oil sector companies. In theory, a 
market focused on the power sector could be a 
realistic regulatory prospect.

The largest group of respondents to this question 
(28%) indicated either that they would be against 
slimming down the California program to 
broaden out its geographical base, or that such a 
prospect would simply not materialize. Many in 
California  cap and trade have spoken of the pride 
with which it is the first multi-sector emissions 

20%

28%
26%

26%

trading scheme in the country. This 28% share is 
fractionally higher than the 26% of respondents 
who felt that a sector-limited but linked program 
would be worth considering and/or stand a 
chance of taking effect, and the 26% that felt a 
sectorally-defined collaboration could be a first 
step that should lead onto broader and fuller 
linkage.

Another way to interpret these results is that 54% - 
or 67.5% of those submitting substantive votes – 
would be against the long-term prospect of 

extricating California’s power generation sector 
for a regional market, a prospect supported by 
only 26% - or 32.5% of those submitting 
substantive votes. It would suggest that the 
majority of California market participants believe 
a broad emissions program within the state to be 
more important than fostering links within 
particular defined sectors, or minimizing leakage 
between jurisdictions in these sectors.

The distribution of responses at respondent 
category level produced generally similar profiles 
across the various stakeholder groupings. There 
are two  exceptions to this.  Firstly, a very small 
percentage of capital investors (8.3%, viz. average 
of 26%)  indicated they believed a narrower linked 
program would or should materialize, as 
compared to a very large percentage of the 
NGOs and associations group (66.7%) on the 
other hand. This split might support the 
suggestion that while geographically expanding 
the program would be a desirable policy 
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outcome, the uncertainty engendered by 
potentially changing or narrowing down the 
composition of the program might not be 
conducive to investor confidence or protect those 
who have already made investment in particular 
aspects of the program.

Question nine – the Pacific Coast collaborative

Q9. Will the recent agreement between the four 
Pacific jurisdictions lead eventually to a regional 

emissions trading market?

Yes

Partially, with one or two parties pursuing a different 
system of emission reduction management

An emissions trading market involving these 
jurisdictions will arise by other devices/frameworks

No, other state-based ETS' may emerge, but remain 
unlinked to California's

No, California will remain the only Pacific jurisdiction 
with an ETS for the foreseeable future

Not sure/Can't comment

The Pacific Coast Action Plan on Climate and 
Energy was signed in late October 2013 between 
the four jurisdictions of California, Oregon, 
Washington, and British Columbia (BC). While 
Oregon and Washington are still  in the more 
formative stages of designing state-level low-
carbon frameworks, California and BC have taken 
alternative routes to meeting their stipulated 
emission reduction targets. While California uses 
cap and trade, BC levies a flat CAD30 carbon tax 
on defined categories of polluters, and has 
repeatedly reiterated its commitment to the 

16%

22%

2%
6%

36%

18%

carbon tax as a policy instrument, declaring it not 
just the highest carbon price in the world, but also 
a highly effective one. It is  difficult to  argue when 
the province – just like California – has managed 
to combine economic recovery with sustained 
emission reductions.

BC might be a large part of the reason why the 
most popular answer (36%) was that cap and 
trade may only partially take root in the region. 
There will be ways for BC to  participate in a 
northwest collaborative without converting to cap 
and trade. For example, BC firms may have the 
option to use offset credits to cover a portion of 
otherwise taxable emissions. These credits can 
then come from a common pool, which provides 
a price link between the various participating 
jurisdictions.

It is interesting to note that there were more 
respondents (22%) who felt that California would 
be the only Pacific ETS than there were (18%) who 
felt that all four jurisdictions would participate in 
cap and trade. California cap and trade has had to 
survive several challenges from the legislature to 
stand where it does today, and there is a sense 
that the same battleground could have to be 
navigated in other states like Washington and 
Oregon, where opposition has already made itself 
heard.

Of the 31 respondents that felt there will be at 
least one other ETS emerging in the region, only 1 
felt that this  ETS would not link with California’s. 
This is  a vote of confidence of sorts for the 
California  program, reflecting the view that this 
program has established itself in a position of 
leadership within the region, and is a model other 
programs would look up to and want to work 
with.
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This question was perhaps one instance when not 
much of a conclusion could be drawn from 
breaking down answers into respondent 
categories. The reasons why a particular 
respondent may have felt cap-and-trade linkage 
with other Pacific jurisdictions was more or less 
likely could be too oblique to be discerned from 
the categories into which survey respondents 
were distributed.

Correlation of answers to Q8 to answers of Q9

Yes Interim No Not,sure
Yes 2 2 4 1

Par2ally 5 5 4 4
By6other6
devices

0 1 1 1

Unlinked6
ETS

0 0 1 0

No6other6
ETS

3 1 3 4

Not6sure 3 4 1 0

Neither was it too  fruitful an attempt to correlate 
answers to  questions 8  and 9. The answer choices 
for question 8  are presented horizontally, and 
those for question 9  are presented vertically, in 
this matrix. No particular combination yielded 
more than 5 votes – or 10% of the respondents. 
The one correlation that might have been 
anticipated – that the ‘other devices’  alluded to in 
the third option to question 9 are in fact EPA 
regulations that conduce a regional power sector 
emissions market – did not bear out, as none of 
the three respondents who anticipated something 
other than PCAP  forging a regional market also 
backed a  geographically-expanded program for 
power. For a pair of questions from which few 
certainties emerged, it was perhaps ironic that not 
a single respondent indicated they were ‘not sure’ 
on both issues.

Comparing uncertainties 

Simply comparing the absolute percentage values 
of the option choices that garnered the largest 
number of votes for each question does paint a 
misleading picture of which topics the market 
perhaps felt most confident in expressing a clear 
opinion on. There is both a semantic and a 
statistical reason why this would be misleading. It 
is  possible that the nuance given to a question 
may invite more uncertainty than does the 
underlying topic, or that the way in which options 

are laid out may make some choices mutually 
‘closer’  in meaning and implication than others. 
Yet it is the statistical concern that is more easily 
dealt with ex post.

We propose two ways of trying to determine 
which questions (as opposed to topics) 
respondents answered with the greatest 
collective certainty. While the first of the upward 
bars  in the graph below represents the absolute 

percentage of votes recorded for the most 
popular choice on each question (and suggests 
question 4 with 66% was the most emphatically 
answered), the second bar tracks the difference 
between the vote percentage of the winning 
answer and the hypothetical vote percentage of 
an equal distribution across all answer choices. To 
take the example of question 4, where there were 
three answer choices including ‘not sure’, the 
percentage in an equal distribution scenario 
would be 33.3% on each choice, meaning a 
displacement of +32.7% was achieved by the 
winning answer. This is in fact a lower 
displacement than was achieved on question 3 at 
33.5%, a question on which the most popular 
choice only recorded 46% of the votes. A full list 
of these displacements is provided below, 
arranged from greatest to least, in a plausible 
pecking order of collective respondent certainty:

• Q3: Midterm targets would most strengthen the
market beyond 2014 (+33.5%)

• Q4: We need midterm targets earlier than 2017
(+32.7%)

• Q7: ARB should consider increasing the offset
cap to boost liquidity in the program (+29.3%)

• Q6: Modest CCA prices are the greatest
challenge the offset trade faces (+28.0%)

• Q2: Compliance obligations will most greatly
affect market behavior in 2014 (+26.7%)

• Q9: There will be cap and trade along the
Pacific coast, but not all 4 jurisdictions will join in
(+19.3%)

• Q5: Senator Steinberg’s bill will not pass, but
will adversely affect confidence in the meantime
(+16.0%)

• Q1: The auctions cleared at a slightly larger
spread than expected (+10.0%)

• Q8: California should not or would not attempt 
to participate in a sector-limited emissions 
trading program involving other jurisdictions 
(+5.0%)
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The downward bars represent another way to 
calculate the strength of the majority opinion on 
each question. They are the average percentage 
differential of each of the three subsequent 
choices to the choice that was most popular. To 
take question 8, which had a percentage 
distribution amongst the four choices of 
28%-26%-26%-20%, the average percentage 
differential of the run-down options is calculated 
as: 

Differential on first option: (26/28)  – 1 = -7.1% 
Differential on second option: (26/28) – 1 = -7.1% 
Differential on third option: (20/28) – 1= -28.6% 
Average differential = -14.3%

This reflects that, on average, the next three 
choices were only less popular than the winning 
choice by 14.3%. The greater the value (the 
smaller the absolute value), the less emphatic the 
winning answer. - 14.3% hence represents the 
least emphatic differential in this survey. The 
following arranges answers to the various 
questions based on the ‘certainty value’ 
established by this method, from ‘most certain’ to 
‘least certain’:

• Q4: We need midterm targets earlier than 2017
(-74.3%)

• Q3: Midterm targets would most strengthen the
market beyond 2014 (-73.9%)

• Q7: ARB should consider increasing the offset
cap to boost liquidity in the program (-69.6%)

• Q6: Modest CCA prices are the greatest
challenge the offset trade faces (-66.7%)

• Q2: Compliance obligations will most greatly
affect market behavior in 2014 (-55.0%)

• Q9: There will be cap and trade along the
Pacific coast, but not all 4 jurisdictions will join in
(- 48.2%)

• Q5: Senator Steinberg’s bill will not pass, but
will adversely affect confidence in the meantime
(- 42.6%)

• Q1: The auctions cleared at a slightly larger
spread than expected (-33.3%)

• Q8: California should not or would not attempt 
to participate in a sector-limited emissions 
trading program involving other jurisdictions 
(-14.3%)

With the order remaining largely the same 
between the two calculations, it could thus be 
suggested the market was arguably most certain 
that (i)  2017 is too  late for setting a midterm 
target, and that (ii) of the options provided, clear 
midterm plans and goals would have the greatest 
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beneficial effect on the market beyond 2014. On 
the other hand, there was least certainty (i) over 
quantifying one’s pre-auction price spread 
expectations, and (ii) on deciding whether or not 
California should or would participate in a 
sectorally-limited emissions trading scheme, on a 
permanent or interim basis.

Disclaimer

While this was a survey designed to help inform 
outlooks on the various aspects of the cap-and-
trade market and program, the influencing at any 
level of trade, policy, or any other action, is not 
among its objectives. The analysis and breakdown 
of findings is presented to help expand on the 
possible significance of the survey results, and not 
to advance any agenda or perspective that may 
be held by any participant in the market or 
program. CaliforniaCarbon.info hence disclaims 
any responsibility on behalf of its affiliates and all 
survey respondents for any action which any 
individual or organisation may undertake on 
account of the views and findings expressed 
herein, or of any extrapolation therefrom. It may, 
furthermore, not be taken to  mean that any of 
CaliforniaCarbon.info, its  affiliates, and survey 
respondents, in any way endorse any position of 
which these findings may be used in support. All 
views have been submitted in respondents’ 
personal capacities, and does not reflect upon the 
views of any other individual or entity, including 
the respondent’s organisation.

In addition to  this,  the usual CaliforniaCarbon.info 
disclaimers, copyrights, and stipulations on the 
use of personal information remain. Please visit 
http://californiacarbon.info/disclaimer/ for more 
information.

CaliforniaCarbon.info looks forward to  Vote for 
California III.
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5.2 Vote for California I 
(October 2013)

Vote for California I was an online survey 
targeted at members of the California carbon 
community and conducted in October 2013. The 
survey was open from Monday, Oct 7, to 
Wednesday, Oct 16, spanning eight business 
days. Although personal and contact details were 
obtained from respondents for the purposes of 
participant verification, the survey itself was 
conducted on an as-anonymous basis, with the 
identities of the respondents not used to analyze 
results, although two entries of the original fifty-
eight were excluded due to  concerns about the 
inability to verify respondent identities.

Demographics

A total of 56 responses were considered in the 
analysis of results from this survey. The 
respondents were categorized, based on their 
own descriptions of their roles in the market or 
program, into the following:

• Brokers or Capital (10)

• Compliance Entities (7)

• Consultants (10)

• Offset Industry (12)

• NGOs and Associations (6)

• Researchers and Media (11)

Survey questions and outcomes

Question 1: What do you expect to  see as the 
ARBOC Spot Delivery price in December 2014? 
[Question supported by Evolution Markets LLC]

• Below $10 (14%)

• $10 to $13 (52%)
• $13 to $16 (11%)

• Above $16 (5%)

• Not sure/Can’t comment (18%)

Question 2: What do you expect to  see as the 
Vintage 2013 CCA clearing price in the 
November auction? [Question supported by 
Alpha Inception LLC] 

• Higher than current secondary market price
range (of $12.00-$12.20) (13%)

• At or around current secondary market price
range (39%)

• Below current secondary market price range
(7%)

• At or close to the $10.71 floor price (20%)

• Not sure/Can't comment (21%)

Question 3: What other offset protocols would 
you like or expect to see added to the list of 
approved protocols? (You may choose more than 
one option.)  [Question supported by the 
American Carbon Registry] 

“Given that offset prices have been 
relatively stable in the last twelve 
months, it seems the majority of 
the market agrees that this will 
continue in the next twelve 

months. This is reflective of the fact that this 
market is still only slowly ramping up. This is 
also reflective of the fact that 2014 is still 
compliance period number 1, and that 
retirements are not really needed till November 
2015.” 

– Lenny Hochschild, Evolution Markets

“39% of respondents have 
chosen current secondary 
market prices, which are only 
$0.50-0.60 above the implied 
2 0 1 4 fl o o r. Th e b e a r i s h 
sentiment could be due to the 

fact that 16.6 million allowances have been 
allotted for the auction in November, which is 
largest cohort seen this year. Note also the 
strong preference for this answer by the 
compliance entity group, who are ultimately the 
main participants at auction. The secondary 
market shows over 5 million tons of V13  Put 
option contracts with strike prices at $12 or less. 
This set-price insurance for the holder reflects 
further bearish market view that prices could dip 
under $12.” 

– Mark Struk, Alpha Inception LLC
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• Nitric Acid Production (6)

• Nitrogen Management (26)
• Organic Waste Composting (21)

• Soil Carbon (13)

• Wetlands (16)

• Grazing Lands (16)

• Avoided Conversion of Grasslands (15)

• Livestock Management (Enteric Methane
Reduction) (20)

• None of the above (4)

• Not sure/Can't comment (8)

Question 4: From which of the following sectors 
do you see the greatest demand for carbon 
instruments up to 2015?  [Question supported by 
Amerex Energy LLC]

• Oil and Gas (41%)
• Electricity (39%)

• Large Industry (9%)

• Carbon Dioxide Suppliers (2%)

• Not sure/Can't comment (9%)

“Nitrogen management came out 
as the most popular, possibly as 
ARB in June 2012 cited it as a 
possible extra protocol. There are 
good opportunities here if we can 

get the science right. Livestock management, 
which came close to the top (though it was all 
fairly close), is also an interesting one, especially 
across borders. It is interesting to see the offsets 
industry get behind grazing lands and avoided 
conversion, where, again, there is some science 
to overcome but distinct opportunity moving 
forward. While nitric acid can provide the 
volume, the results probably indicate some 
concern.” 

– Belinda Morris, then American Carbon Registry

“The survey results are reflective 
of the fundamentals of AB32’s 
design. As oil & gas entities must 
begin covering emissions from 
fuel deliveries in 2015, their 
expected shortfalls will begin to 

rise. As a sector, they represent the largest 
demand g rowth go ing in to Phase I I . 
Furthermore, the market faces a challenge 
because emissions from this sector are more 
challenging to reduce.” 

– Mithun Rathore, Amerex Energy LLC

Question 5: Would REDD offsets play an 
important role in California's cap-and-trade 
program? [Question supported by the Climate 
Action Reserve]

• Yes, they'll play an important role and
California should accept them (29%)

• Yes, although the impact will be minimal (23%)

• No, they won't play a role (23%)

• Not sure/Can't comment (25%)

Question 6: Do AB32 targets need to  be 
modified if California's carbon market is not to 
suffer the recession-induced fate of the EU ETS? 
[Question supported by Climate Connect Ltd] 

• Yes (34%)

• No (43%)
• Not sure/Can’t comment (23%)

“The potential for significant 
supply addition is key here. 
There are two countervailing 
tendencies at play: the recent 
political opposition towards 
REDD, and California’s desire 

to show leadership in fighting climate change. 
There is concern over domestic shortfall with full 
8% demand, versus skepticism towards 
international offsets. It could be said 50% of 
respondents don’t think REDD credits will 
matter hugely, and this may link to low price 
expectations – new credits have little effect on 
trade at the price floor, though cheap offsets 
may attract compliance entities. Another reading 
of the question is that over 50% are positive that 
REDD ‘will’ be accepted in California. Let’s wait 
for the expected ARB document on possible 
REDD entry.” 

– Derik Broekhoff, Climate Action Reserve
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Question 7: How important is certainty of 
post-2020 targets from the ARB to your current 
outlook for near-term CCA prices? [Question 
supported by Climate Wedge LLC]

• Extremely important -- the primary price driver
beyond the auction floor price (30%)

• Somewhat important --  one of numerous
price drivers that are all important (41%)

• Minor importance -- market already prices in a
continuation of the program (11%)

• Not relevant today -- only relevant towards the
end of the decade/current program (11%)

• Not at all -- does not impact current phase CCA
prices (0%)

• Not sure/Can't comment (7%)

“There is a quite even split in 
opinion. Firstly, it’s important to 
remember that the EU’s program 
started during a boom – nobody 
forecasted recession. California’s is 

already a recovering economy. Secondly, the 
recent proposed Update to the Scoping Plan 
suggests to people that this is a market here to 
stay. In any case, no clear trend between 
economic growth and emissions can be 
discerned: 2011 saw a 2% year-on-year GDP 
rise and a 0.3% drop in capped emissions. 
Brokers, traders, and consultants, being more 
exposed to developments in both markets, were 
generally more positive than compliance entities 
or researchers for instance, who make educated 
inductive guesses regarding the EU experience 
from the ‘outside’.” 

– Nitin Tanwar, Climate Connect Ltd

Question 8: How will the recently-proposed EPA 
regulation of stationary source emissions affect 
the California Carbon Market?  [Question 
supported by the International Emissions 
Trading Association] 

• Positively (32%)

• No significant impact (41%)
• Negatively (4%)

• Not sure/Can’t comment (23%)

”That near ly one in th ree 
respondents thinks post-2020 
certainties are the primary driver 
might reflect the sense that the 
market is close to being or already 
long through 2020. While the 
11% that voted for a minor 

importance may face surprise downside risks to 
their outlook, they suggest confidence that 
California’s supportive policy environment will 
bring a smooth extension for the program. The 
11% voting for end-decade impact suggest 
balanced supply and demand at present, so that 
continuation is a short-term price driver. It's 
reassuring that no respondents believe the post- 
2020 question has no impact on current prices. 
It's cap-and-trade 101 that banking and program 
continuation have a material impact on carbon 
prices.” 

– Alexander Rau, Climate Wedge LLC

“That few of the respondents 
surveyed expect a negative 
impact means an at least 
implicit expectation that EPA 
will accept California’s policies 
for compliance with 111(d) 

standards. Most of the positivity we hear comes 
from the idea that states’ preference for a 
market-based model will lead many to follow 
California’s lead, and such further linkage would 
boost liquidity. Yet the large numbers for ‘not 
sure’ equally reflect that this alone might not 
mean a California-style cap and trade is the ideal 
choice. A power-focused RGGI model might 
make more sense.” 

– Robin Fraser, the International Emissions
Trading Association 
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Disclaimer

While this was a survey designed to help inform 
outlooks on the various aspects of the cap-and-
trade market and program, the influencing at any 
level of trade, policy, or any other action, is not 
among its 

objectives. The analysis and breakdown of 
findings is presented to help expand on the 
possible significance of the survey results, and not 
to advance any agenda or perspective that may 
be held by any participant in the market or 
program. CaliforniaCarbon.info hence disclaims 
any responsibility on behalf of its affiliates and all 
survey respondents for any action which any 
individual or organisation may undertake on 
account of the views and findings expressed 
herein, or of any extrapolation therefrom. It may, 
furthermore, not be taken to  mean that any of 
CaliforniaCarbon.info, its  affiliates, and survey 
respondents, in any way endorse any position of 
which these findings may be used in support. All 
views have been submitted in respondents’ 
personal capacities, and does not reflect upon the 
views of any other individual or entity, including 
the respondent’s organisation.

In addition to  this,  the usual CaliforniaCarbon.info 
disclaimers, copyrights, and stipulations on the 
use of personal information remain. Please visit 
http://californiacarbon.info/disclaimer/ for more 
information.
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