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This article is the first of a two-part series. A forthcoming companion article will expand on the
discussion of voluntary carbon credit registries in the U.S., and will address the verification,
certification and registration of carbon credits under the leading voluntary carbon credit registries,
including a discussion of new credits available for agriculture, forestry and other land use projects
(AFOLU) under the Voluntary Carbon Standard (VCS) registry.

This article addresses the eight principal reasons why companies voluntarily buy carbon offset
credits in the U.S. when they are under no legal requirement to do so. It also addresses why the
voluntary carbon market will continue in place, and remain commercially important, even if
proposed federal cap-and-trade mandatory greenhouse gas (GHG) emission control legislation is
enacted in some form. In addition, the article addresses why many commercial agreements likely
will include provisions allocating carbon credit ownership and trading rights in the near future, and
how existing business models based on old assumptions will be revisited in light of the cost of
buying carbon credits.

Comparison of the Mandatory and Voluntary Carbon Markets

The carbon credit trading market consists of a mandatory market—also referred to as a
compulsory market—and a voluntary market. Compulsory markets are created by international,
national or regional legal regimes to limit GHG emissions. The European Union’'s Emission
Trading System (EU ETS) is one notable example." The Regional Greenhouse Gas Initiative
(RGGI)? in the U.S., while limited in scope, is another. RGGI was formed by a legal compact of
ten Northeastern and Mid-Atlantic states to reduce GHG emissions from electric power
generating plants.®

RGGI and the EU ETS utilize a market-based, cap-and-trade system of controlling GHG
emissions, which was first used to reduce acid rain under 1990 amendments to the Clean Air Act
in the U.S.* Under a cap-and-trade system, a regulated company must keep its emissions below
a maximum allowance level (the “cap”), and if unable to so, it must buy qualifying carbon credits
from qualifying entities (the purchase and sale of which is the “trade”) to "offset” its excess
emissions.

The mandatory market is presently limited in the U.S. However, the Obama Administration’s
proposed 2010 budget includes a cap-and-trade system to fund investments in clean energy.’ In
the meantime, the voluntary market continues to expand. An estimated $499 million in Voluntary
Emissions Credits (VERSs) were traded in the first three fiscal quarters of 2008, which represents
about an 88 percent increase over all of 2007, despite the economic downturn that has softened
the market prices of carbon credits.®

The mandatory and voluntary markets trade the anthropogenic GHGs covered under the United
Nations Framework Convention on Climate Change (UNFCCC). These include carbon dioxide
(CO2), methane (CH4), nitrous oxide (N20), sulfur hexafluoride (SF6), hydrofluorocarbons
(HFCs), and perfluorocarbons (PFCs). A metric ton of CO2 is used as the “common currency” of
GHGs, and for trading purposes the other GHGs are converted into their equivalent in CO2 and
referred to in terms of metric tons of CO2E, where “E” stands for "equivalent."”
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The U.S. voluntary carbon market is essentially divided into two segments. The first segment is
the market operated by the Chicago Climate Exchange (CCX).” The CCX is a voluntary, but
legally binding, cap-and-trade system pursuant to which its Members agree to reduce their direct
GHG emissions by 6 percent by 2010, or buy carbon credits to offset any shortfall.? CCX's
Associate Members generally do not produce GHG emissions as a result of industrial operations,
but agree to offset 100 percent of their so-called “indirect” emissions, which are associated with
such activities as business travel and electricity purchases.g Accordingly, Associate Members are
often categorized as “office-based” businesses.

The second segment of the U.S. voluntary market is the “over-the-counter,” or OTC, market. In
this segment, companies do not make binding commitments to a third party to reduce emissions,
but instead purchase credits to satisfy a variety of social or private economic goals. Credits in the
voluntary market are often referred to as Voluntary Emissions Credits, or “VERS,” in contrast to
Certified Emission Reduction certificates (CERs), which are credits traded in the mandatory
market. VER purchases are generally made in one of three ways: from brokers, directly from
project developers, or from a variety of expanding sources in the retail market. An illustrative
project developer is one who builds and operates a system to capture and destroy methane
emitted from a coal mine. The methane is “destroyed” by trapping it and then either flaring it or
sequestering it in geologic formations or holding tanks. It is prevented from entering the
atmosphere, thus constituting the “ER,” or “emissions reduction,” in “VER.”

In addition, purchasers in the OTC voluntary carbon market can and do purchase CERs from
compulsory market projects, even though these purchasers are not regulated entities under the
governing compulsory legal regimes. This usually involves purchasing CERs from Clean
Development Mechanism (CDM) projects. CDM is a Kyoto Protocol-based scheme under which
projects built in developing countries that generate CERs are used by companies in industrial
countries that have implemented Kyoto-based legal regimes to offset their own emissions, or
make the credits available for trading.’® The rationale for generating tradable CERs from CDM
projects is that such projects will generate fewer emissions than the projects that would otherwise
be built 1lfsing a lower level of technology in the ordinary course of business in the developing
country.

Why Do Companies Buy Credits on the Voluntary Market?

U.S. companies voluntarily buy carbon credits for one or more, and quite often a strategic
combination, of eight principal reasons.

To Enhance Their Brands by Emphasizing Sustainability Practices and Environmental Citizenship

Companies that purchase credits for this reason do so to enhance their brand credibility with a
customer base that wants to purchase goods and services from environmentally-sensitive
companies. These companies generally take steps to reduce their carbon footprints, such as
changing to renewable raw materials, reducing the environmental impact of packaging, and
obtaining electricity from solar or wind power instead of fossil fuel sources. These companies
then typically purchase VERs to offset the remaining part of their carbon footprints so that they
are—or come very close to being—carbon neutral.

Companies in this category typically include health and beauty companies, fithess equipment and
clothing companies, as well as financial institutions and other “office-based” businesses. They
usually are not direct emitters of large amounts of GHGs; instead, their carbon footprints result
mostly from indirect emissions—that is, emissions generated by their suppliers.

A notable example of this type of company is Fiji Water Co. After receiving unfavorable publicity

about its sustainability practices, Fiji Water implemented a "Sustainable Growth Initiative,” and
claims that it will go beyond carbon neutrality to become “carbon negative,” that is, it aims to
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reduce the CO2 emissions associated with its operations and then “purchase permanent and
verifiable carbon offsets to cover 120% of the emissions that cannot be reduced directly.”*?

To Meet Internal Voluntary Corporate GHG Reduction Targets and Offset Programs

Companies in this category do not necessarily buy VERS to prove to their customer base that
they (the companies) have offset their carbon footprints. Companies in this category set internal
goals to reduce their direct and indirect GHG emissions for various reasons, and then purchase
VERSs to offset GHG emissions associated with their operations that are not reduced directly. A
company may establish internal offset programs to accumulate data and to develop models that
establish prices the company will pay for VERSs in different situations.

A prediction: Corporations will begin charging each of their internal business units for the cost of
VERSs purchased to impose a penalty (or allocate a cost) for a business unit's failure to meet
corporate GHG emissions reduction targets.

To Attract Investors

A company that is meaningfully reducing its carbon footprint can be more attractive to investors
for all or some of the following three purposes: First, the company may have reduced its exposure
to increased costs of VERs in the future, including under a future compulsory scheme to which
the company may become subject. Second, the company may have increased sales by becoming
more appealing to a customer base to which sustainability is important. Third, the company may
have avoided the need to include adverse disclosures in regulatory filings, financial statements or
the like regarding potential liability for carbon costs and GHG emissions matters.

To Build an Inventory of Credits at Favorable Prices to Use Under Future Regulation

Some companies are buying VERs in the current voluntary market with the expectation that they
will eventually need them for regulatory compliance. There is some risk in this strategy because it
assumes, first, that a mandatory regulatory scheme will be adopted, and second, that the credits
purchased now will be grandfathered into a mandatory scheme if and when it is enacted. Most
companies following this strategy have concluded that credits needed in the future can be
acquired at an effective discount now.

To Speculate in Carbon Credits

In a similar fashion, but for a slightly different purpose, other entities are buying carbon credits for
speculation—that is, to bet that the credits they buy now can be resold at a profit later, including
when other companies need them for regulatory compliance.

To Acquire Experience and Develop Internal Practices for Future Regulatory Compliance

Companies buying carbon credits for this purpose are creating and experimenting with internal
systems for evaluating, buying and selling credits, and to gain experience with the voluntary
market. The latter includes learning how to evaluate different credit sources, how to build a
balanced portfolio of credit suppliers from different parts of the voluntary market, and comparing
VER purchases from brokers with direct acquisition from project developers.

To Learn How to Integrate a Company’s Internal Practices with its Supply Chain
Because it is likely that many GHG-emitting activities from a company’s supply chain will be
deemed part of the company’s own carbon footprint, and therefore may need to be offset by

carbon credit purchases, some companies have begun to develop carbon compliance policies to
impose on their suppliers. These companies are gaining experience in how to enforce these
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policies, how to design effective contractual remedies, and how to teach their suppliers to comply
with the company’s internal corporate policies as well as with the regulations to which the
company is, or will become, subject.

To Gain Experience to Influence Future Legislation

Some companies want to gain experience with how carbon market forces impact their operations
so they can credibly influence governmental policy and future GHG regulation.

For example, a corporation may be planning to replace its diesel delivery trucks with battery or
hybrid vehicles. However, certain power utilities, from which the corporation will obtain over-night
plug-in power, may anticipate that they will exceed their GHG caps when they produce extra
electricity from fossil fuels during a low-demand period, and, as a result, will need to buy offset
credits for these “new” emissions. The utilities may seek to pass their cost of those carbon credits
to their electric vehicle customers, even though it is arguably in the national interest to replace
hydrocarbon truck fuel with electricity. Thus, in this example, the company, which is the customer
of the power utility, may wish to influence future regulation so that the savings it plans to achieve
by avoiding the need to buy offset credits for diesel emissions are not lost due to surcharges
imposed by utility companies for the provision of “clean” electrical power.

As an additional example, companies looking far down the road may plan to use their truck fleets
as “rolling energy storage units,” or "RESUs." RESUs will both serve as delivery vehicles and use
their batteries to add electrical power to the company’s energy system. Presumably the RESU
trucks will be charged when the cost of utility-provided electricity is low, and deliver power back to
the company when its cost to acquire electricity would be high. For this and other repurposed
uses of equipment, or for the use of new energy-efficient technologies, companies will need to
consider the net impact on their direct and indirect exposure to the costs of carbon credits under
potentially overlapping regulatory schemes, whether existing or contemplated, and then consider
how to proactively protect their interests before both industry associations and government
regulators.

Potential Criticism of Carbon Offset Purchases

Companies that buy carbon credits to offset that portion of their carbon footprint which has not
been reduced through adopting sustainable business practices should be prepared for criticism
from some quarters. That criticism is this: companies that buy offset credits rather than reduce
their own direct emissions are attempting to buy their way out of a problem rather than actually
solving it by decreasing the environmental damage they cause.

Preparing a response to this criticism is especially important to companies that buy credits to
enhance brand value.

Deciding on the Desired Attributes of Carbon Credits in the Voluntary Market
Once a company determines which of the objectives it wishes to achieve, it can then develop a
framework for deciding the specific attributes of the carbon credits it requires to meet those
objectives. In other words, the types of VERs a company will buy depends on the purposes for
which the company is purchasing credits.

As a general proposition, most companies will want to purchase credits that have the following
minimum attributes:

e the credits are genuine—that is, they result from projects which can be
demonstrated to actually reduce GHG emissions;

Copyright © 2009 by Kaye Scholer LLP. All Rights Reserved. Originally published by Bloomberg Finance L.P.



Bloomberg Law Reports’ Sustainable Energy

e the credits are measurable—that is, they can be quantified and verified using
reasonable and acceptable methodologies, and that any calculation of credits is
made pursuant to a system having acceptable standards for determining margins
of error;

e the GHG emissions reductions giving rise to the credit are permanent, as defined
by accepted scientific principles; and

e there is protection against double-counting—that is, there are protections against
the same GHG reduction generating more than the appropriate number of
credits, as well as protections against the same credit being sold to more than
one purchaser.

There are a number of registries for VERs that operate in the U.S., and the number is increasing.
Each registry has its own standards for verifying and certifying credits.*®> Generally, the more
rigorous the standards are, the more exPensive the credits will be to acquire, and similarly, the
greater value they will have when resold.™*

Accordingly, a few general principles become evident. First, companies buying carbon credits for
self-education and to gain experience building and operating internal trading systems will
probably not purchase VERs with the highest market price because market value is secondary to
building internal experience. Second, companies planning to use specific registries must be
certain that the credits meet the requirements of the registries involved. Third, companies
planning to use the credits to meet future regulatory obligations should buy credits which are
most likely to be accepted in a future mandatory regime.

Furthermore, companies planning to resell the credits back to the voluntary markets should be
sure that the credits are traded using legal instruments that solve, rather than introduce, trading
problems. In this regard, attention must be paid to the registries that will be used by the buyer and
seller. For example, the Climate Registry takes the position that credits it authenticates will satisfy
the requirements of the VCS registry, but that not all VCS credits will meet the Climate Registry’s
standards.*®

Finally, companies purchasing credits to enhance brand value should focus on the types of
projects which generate the credits. For instance, these companies’ customers are probably more
attracted to “earth-enhancing” projects like forestation rather than projects which have an
industrial connotation.

How Will Contracts Change to Reflect the Importance of Carbon Trading?

In the past, many commercial contracts did not include intellectual property (IP) provisions. As IP
rights become more valuable and infringement claims more threatening, commercial contracts
began including IP provisions.

This leads to a second prediction: Many commercial contracts will be revised to include
provisions expressly allocating the carbon ownership and trading rights between the parties. Just
as the increased significance of IP rights introduced new risks and rewards into transactions, the
ownership of carbon rights will be increasingly important in both the voluntary and mandatory
markets, and contracts will need to be revised to make clear which party owns and has the right
to sell carbon credits.

How Will the Cost of Carbon Credits Change the Existing Ways of Doing Business?

It is likely that existing business models based on old assumptions will need to be revisited in light
of the cost of buying carbon credits to offset direct and indirect GHG emissions. A primary
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example is "just-in-time" inventory systems. Just-in-time systems were adopted to reduce the
capital tied up in inventory used to manufacture goods or stock products for retail sale. Just-in-
time systems assumed that fuel costs were negligible and that truck GHG emissions were
irrelevant. Now, however, fuel is expensive and GHG emissions must be offset.

This leads to a third prediction: The rising cost of fuel and the increasing need to offset GHG
emissions will likely cause a reconsideration of just-in-time models because, from both an
environmental impact and a fuel-cost perspective, fewer truck deliveries with larger shipments, in
place of more frequent but smaller deliveries, will result in lower fuel costs and a net reduction in
GHG emissions.

Why Will the Voluntary Market Coexist with a Mandatory Cap-and-Trade Market?

Under the EU ETS, different business sectors became subject to regulation in successive
phases; the same thing is likely to happen in a U.S. cap-and-trade system. In such a system,
heavy emitters will be regulated first, while less heavy emitters will be regulated later. And “office-
based” businesses without significant direct emissions will be regulated even later, if at all.

This means that the voluntary market will continue and will co-exist with a mandatory U.S.
market. It also means that many companies that have reason to trade in a voluntary market in the
absence of mandatory requirements will continue to have reasons to trade on a voluntary basis
before their business sector becomes regulated. For example, companies that seek to enhance
brand value by using carbon offsets to reduce their carbon footprints will continue to voluntarily
buy credits even if they are not part of the regulated market because enhancing their credibility
with their customer base will increase sales. In addition, companies that are not now participating
in the voluntary market will probably enter it to gain experience as a phase-in period as the
regulation of their business sector approaches. Thus, the U.S. carbon trading market will be
characterized by the co-existence of voluntary and compulsory markets, and the increasing
interaction between them.

Conclusion

There are substantive reasons why companies participate in the voluntary carbon market in the
U.S. now, and will continue to do so if and when a mandatory market is established. Companies
will pay more or less for VERs depending upon the purposes for participating in the voluntary
market. Contracts will likely evolve to address ownership of credits because express provisions
addressing trading rights are necessary for the operation of the market and the protection of the
participating companies’ interests. Finally, the cost of carbon credits and the need to reduce GHG
emissions to avoid incurring the cost of buying credits will cause existing business models to be
re-evaluated and revised to meet the new demands of green business practices.
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