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Thoughts on Structuring GHG Trading That Is 

Economically Sustainable & Environmentally Meaningful
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As the world draws nearer agreement on GHG emission reduction levels and the mechanisms to accomplish these reductions, it is time to ask: “What will it take to make this happen – and make it effective?”

The principals of the Automated Credit Exchange( – ACE – strongly  support the goal of economically internalizing environmental “externalities.” Making the environment part of the bottom line means measurably reflecting the costs of environmental degradation and thereby creating incentives for environmental improvement.  In this context, we believe that properly designed GHG trading is a vital tool that will provide the economic framework to help speed – and reduce the cost of – GHG reductions.  Such a trading system must be built on the principles of environmental improvement and economic sustainability.

This is no small task.  A viable CO2/GHG trading system must accommodate the complexities not only of the Kyoto Protocols but also of the real climate change issue itself.  There will likely be no single commodity but several commodities, each carrying with them an array of “attributes.” 
Here are some issues that a  GHG trading system must consider:
· CO2 is just one of six major gases considered responsible for climate change, each with different levels of reactivity and effects.  

· There will be several processes under which GHG can be reduced: CDM and JI projects, direct reductions, emissions caps, etc.  Projects can range from sequestration of carbon in soil and forest to green power generation.  Reduction “credits” will be national, continental and worldwide in scope. 

· A mechanism to include industrializing nations – particularly China and others – must be included in the structure or actions could prove meaningless.  Rate-based instruments that set performance standards can accommodate growth and encourage new technologies and may be attractive.  A trading system must be able to trade across cap-and-trade and rate-based instruments. 

· It is likely that different levels of security, insurance and certification will be required to accommodate trader risk management needs, and different levels of monitoring and verification mechanisms will be required to provide environmental accountability.  

· And of course, any viable system requires a proven clearance and settlement mechanism complete with financial intermediaries.

Therefore, any trading system must accommodate tremendous complexities – including uncertainties in potential regulations and treaties – and provide trading security and trust, particularly in the early years.  It must focus the initially “thin” liquidity – caused in part by relatively few trades and multiple trading commodities – and  “thicken” the market by allowing traders to specify different desired attributes for the commodities, for instance, level of insurance, or type of verification . This is more than “customization”: this enhances the economic value and vitality of the CO2 marketplace.  

A viable trading system also should be neutral to both buyer and seller, and  provide accurate and unbiased pricing information to all participants to encourage acceptance. It must be able to quickly identify, aggregate and execute global trades of multiple commodities with varying attributes, in different quantities, across multiple years.

Given these economic, environmental and institutional requirements, what is needed is the development of a price-transparent, unbiased, global trading platform with the capacity and design for “attribute-based trading,” to effectively trade in the complex, multi-variable environment of climate change. Such a trading exchange must be based upon three initial premises: 




#1: Market participants must have the customized ability to buy and sell every type of CO2 “currency” according to key attributes such as credit verification, insurance classification, and sustainability.

This trading market design must allow for sophisticated “trading by attribute”, a distinct advantage in complex environments.  Market participants pick exactly which attributes they desire – and which they don’t – and can set market prices on the attributes, and the combination of attributes, most valuable to them.  This pricing information also provides a feedback loop  on the value of different projects and guarantees.  Participants will need varying ranges of certainty to qualify for or obtain GHG financing and insurance from the world’s leading institutions. Furthermore, the structure will need to remain flexible to accommodate the requirements of Kyoto, or other derivations. 

#2: The trading structure must promote equilibrium in early markets characterized by steady supply and fluctuating demand. 

An effective CO2 market must operate on economically-based market rules to produce verifiable “clearing” prices at which all trades change hands. This will help to promote and generate robust spot market pricing – optimized for all traders – that can be gradually extended to involve long-term liquidity on a forward basis. Without question, stable short and long-term markets will be mandatory if risk management tools are to be accurately priced and sold by leading international finance institutions. Stable benchmark pricing is required to index deals and provide a solid price basis for GHG investment financiers.

#3:  A trading structure must be able to fuse trading activities between the various trading “clubs” developing around the world. 

Currently, there are trading concepts being developed at the corporate, regional, national, and continental level. Such segmentation poses the inherent risk that no central platform will be able to accommodate all these trading schemes, or be able to provide the benefits. An effective CO2 market must be able to fuse all of the different marketplaces at some point to obtain interactivity and foster increased liquidity and global participation. 

Given the multi-variable and multi-dimensional GHG trading paradigm that is currently in motion, an accommodating “smart” platform should be adopted by market participants if a true global market is to ever exist. Today’s intermediaries are already pressed to provide high enough levels of customer service to properly “package” these sorts of attribute-enhanced bid-types for prospective clients.  

What are the steps forward?  Addressing Climate Change is arguably the largest cooperative task ever faced by humankind.  Creating a marketplace structure to encourage and speed that process will require a high-level interdisciplinary team approach, with representatives from insurance, banking, industry, environmental and governmental institutions: each partner being experts within their domain.   However, we believe the framework for this market already exists.  The core technology and economic design has been proven; the market rules are in formation; and the timing is now.  

*
*
*

The Automated Credit Exchange( (“ACE”) is widely recognized as the world’s oldest and most experienced company specializing in designing, licensing and operating electronic environmental emission exchanges.  Since 1995, this Pasadena-based technology group has been operating an Internet-enabled emission market for Southern California’s RECLAIM program.  ACE’s uniqueness is in the advanced economic design and sophisticated functionality of its electronic markets.  As a testament to ACE’s expertise, the government of the Netherlands’ Ministry of the Environment has contracted with the company to help design the country’s NOx emissions market –using a novel rate-based system.  

ACE welcomes comments and desires dialogue on these ideas.  Please contact us at info@acemarket.com.

For more information on ACE markets please visit our website at www.acemarket.com.
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