
Financial innovation and climate change:
the case of renewable energy certificates
and the role of the GATS

PANAG IOT I S DEL IMATS I S*

Assistant Professor of Law, Tilburg University, Netherlands and Senior Research Fellow, World Trade Institute,

Switzerland

Abstract : Energy has come to the forefront of the public debate in the past
decade for two main reasons: the first relates to the lack of a secure, continuous,
and unconditional energy supply in the importing countries, mostly developed
and transition economies, which are still dependent on non-renewable
carbon-based fossil fuels. The second reason is that uncontrolled production,
distribution, and use of conventional energy may lead to environmental
degradation and global warming. Renewable energy certificates (RECs) are
instruments that allow countries to promote energy generation from renewables
and form part of domestic policies aimed at climate change mitigation and
adaptation. Since RECs can be traded in secondary markets, this paper discusses
issues raised by the nature of and the trade in RECs which can be of concern for
the General Agreement on Trade in Services (GATS) and the multilateral
regulation of trade in financial services, notably in the case where World Trade
Organisation (WTO) Members undertook sweeping commitments in financial
services which equally apply to trade in RECs.

Introductory remarks

Energy production and distribution constitute the biggest business in the world

economy, with a turnover of approximately US$ 1,7–2 trillion on an annual basis

(UNCTAD, 2001: 3) with energy demand mounting (IEA, 2007: 4). The quest for

sufficient and diversified energy supplies which will ensure economic sustainability

and energy security has become part and parcel of foreign policy. In most cases,

such energy security is achieved through the import of energy produced from

conventional energy sources. Nowadays, fossil fuels account for around 87% of

global energy consumption. Yet, several studies have unequivocally highlighted

the deleterious impact of fossil fuels on the environment and the urgent need

to introduce low-carbon emitting energy technologies and to develop renewable

energy sources (RES) (IPCC, 2007: 36–41).

* Email: p.delimatsis@uvt.nl

Many thanks go to the Members of the Tilburg Law and Economics Center (TILEC), Alan Winters, and

the two anonymous referees of the World Trade Review for thoughtful insights and stimulating discus-
sions. All remaining errors are of the author’s alone.

World Trade Review (2009), 8 : 3, 439–460 Printed in the United Kingdom
f Panagiotis Delimatsis doi:10.1017/S1474745609004406

439

at https:/www.cambridge.org/core/terms. https://doi.org/10.1017/S1474745609004406
Downloaded from https:/www.cambridge.org/core. University of Basel Library, on 11 Jul 2017 at 16:40:14, subject to the Cambridge Core terms of use, available

brought to you by COREView metadata, citation and similar papers at core.ac.uk

provided by RERO DOC Digital Library

https://core.ac.uk/display/85222141?utm_source=pdf&utm_medium=banner&utm_campaign=pdf-decoration-v1
https:/www.cambridge.org/core/terms
https://doi.org/10.1017/S1474745609004406
https:/www.cambridge.org/core


Recognizing that the negative externalities go beyond national borders (Stern,

2006: 27), several multilateral instruments have been adopted to achieve climate

change mitigation in the last two decades (Freestone, 2005: 3). The United

Nations Framework Convention on Climate Change (UNFCCC) in 19921 and the

ensuing adoption of the Kyoto Protocol in 19972 are the most prominent instru-

ments to date that have attempted to tackle the negative impact of anthropogenic

emissions of carbon dioxide and other gases on the atmosphere. Quite modestly,

the UNFCCC aims to stabilize greenhouse gas (GHG) emissions at a level that

prevents any anthropogenic interference with the climate system.3 The Kyoto

Protocol to the UNFCCC is however more ambitious in that it sets up the frame-

work for the first-ever global, market-based scheme aimed at reducing emissions

through trading of emission rights. In this respect, industrialized countries have

agreed on binding and enforceable obligations and emission reduction commit-

ments.4 More recently, in Bali, countries recognized that a new international

agreement which enables and supports long-term (i.e. post-2012) co-operative

action is warranted for a smooth transition to a low-carbon and sustainable

economy.5 Acknowledging the conflicts that the co-existence of the UNFCCC and

the multilateral trading system may bring about, the Convention provides in its

Article 3:5 that actions to tackle climate change, notably taken at the unilateral

level ‘should not constitute a means of arbitrary or unjustifiable discrimination or

a disguised restriction on international trade’. In addition, Article 2:3 of the Kyoto

Protocol requires that its parties ‘strive to implement policies and measures [that

reduce GHG emissions] _ in such a way as to minimize adverse effects, in-

cluding _ effects on international trade’.

Regarding climate change mitigation and adaptation, the recent erosion of State

involvement has led to the indispensable participation of the private sector in the

implementation of mechanisms and projects addressing energy and climate

change- or environment-related issues (Green, 2005: 149; UNEP 2007: 483). In

recent years, several innovative market-based schemes that allow trading of units,

rights, credits, allowances, or certificates have appeared. For our purposes, a dis-

tinction should be made between, on the one side, schemes allowing the trading of

emission rights or allowances such as the Kyoto Protocol or the EU Emission

Trading Directive (Directive 2003/87/EC; European Commission, 2008a), which

1 Reprinted in 31 International Legal Materials (1992), 851, entered into force on 21 March 1994.

According to the Convention, climate change refers to a change of climate that is ‘attributed directly or

indirectly to human activity that alters the composition of the global atmosphere and which is in addition
to natural climate variability observed over comparable time periods’. UNFCCC, Art. 1:2.

2 UNFCCC, ‘Kyoto Protocol to the United Nations Framework Convention on Climate Change’,

FCCC/CP/1997/L.7/Add.1, reprinted in 37 International Legal Materials (1998), 22. The Kyoto Protocol
was adopted in March 1998 by 186 countries (Decision 1/CP.3) and entered into force on 16 February

2005.

3 UNFCCC, Art. 2.

4 These countries are listed in Annex I of the UNFCCC.
5 UNFCCC, ‘Bali Action Plan’, Decision 1/CP.13.
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aim at the reduction of GHG emissions, and, on the other side, schemes that set up

the framework for the trade of renewable energy (or ‘green’) credits or certificates,

which aim at the promotion of energy production from RES.

Because RECs are tradable on the financial markets, a question that arises re-

lates to the applicability to such transactions of the WTO rules and notably those

set out in the GATS and the Financial Services Annex. While theWTOAgreements

do not have specific rules addressing environmental or climate change-related

issues, trade rules and State or State-induced actions to combat climate change

interact and may clash with one another. In addition, non-WTO multilateral rules

tackling climate change and increasing environmental awareness will inform

interpretations by the WTO judiciary.6 Furthermore, the WTO Members, already

during the Uruguay Round, appear to have been ‘fully aware of the importance

and legitimacy of environmental protection as a goal of national and international

policy’ and the significance of promoting sustainable development, as the

Preamble of the WTO agreement demonstrates.7 It bears mention that Article 3:4

of the UNFCCC refers to the right, which at the same time constitutes an obli-

gation, to promote sustainable development.

Section 1 provides a brief overview of the international regulation of trade in

financial services under the GATS. The mechanics of trading in ‘green’ certificates

and their relationship with emission trading under the Kyoto Protocol will be

analysed in Section 2. Section 3 deals with the alleged dichotomy between trading

in emission allowances and trading in RECs, while Section 4 examines REC

trading more closely. In Section 5, an attempt is made to classify certificates as

financial instruments which come under the definition of financial services in the

Financial Services Annex to the GATS. Section 6 concludes.

1. GATS and financial services

A growing body of empirical studies demonstrates a strong positive link between

the expansion of financial services and long-term economic growth, and positive

spillovers vis-à-vis other sectors of the economy (Eschenbach et al., 2000: 103).

Owing to the importance of the financial sector, governments interfere with

financial markets extensively to reduce systemic risk and enhance the safety and

soundness of the financial system (Gilligan, 1999: 37). Since the financial sector

is often considered sui generis due to its ‘public goods’ characteristics, it seems, in

principle, that governmental intervention is justifiable (WTO, 1998b: 9). Again,

economic research has demonstrated that further liberalization of financial

services can have important growth-generating effects (Mattoo et al., 2006).

Trade in financial services has experienced rapid growth in recent years.

Technological progress in communications, the spread of information technology

6 Appellate Body Report, US–Shrimp, WT/DS58/AB/R, DSR 1998: VII, 2755, para. 153.
7 Ibid, para. 129.
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and electronic data processing, the internet-based supply of financial services, and

the unprecedented levels of multilateral trade liberalization have given a fillip to its

expansion, particularly in a cross-border manner (Mode 1 in the GATS parlance)

(Claessens, 2003: 130–1, 135). Additionally, the boundaries between financial

and non-financial institutions are becoming increasingly blurred, as non-banks,

such as telecommunication companies, utilities, or retail chains, have entered

the retail financial markets and provide several types of financial services.

Technological advances also allowed remote trading. The supply of trading ser-

vices is no longer bound to occur in any physical exchange and thus the need for

local presence is diminishing. These changes, along with flexible regulation in

certain cases, have also led to innovative industry structures and products, notably

in those categories of financial services such as brokerage, trading systems or retail

banking that could be unbundled and commoditized easily, offering appealing

initial profit margins. All these factors have coalesced to increase the significance

of the financial sector for the economy overall and improve the conduct of business

in this sector in terms of costs and efficiency.

Financial services were at the heart of the GATS negotiations during the

Uruguay Round (Bhagwati, 1984: 140). Negotiations were ultimately concluded

in December 1997 through the adoption of the Fifth Protocol, thereby resulting in

the full integration of financial services into the GATS (WTO, 1997). The Protocol

entered into force in March 1999, four years after the establishment of the WTO

and only a few months before the beginning of the new Round of services nego-

tiations pursuant to Article XIX GATS. ForWTOMembers that accepted the Fifth

Protocol after March 1999, commitments entered into force upon acceptance.8 By

the conclusion of the negotiations, over 100 WTO Members had made legally

binding commitments in financial services, the second highest number after tour-

ism. All developed countries undertook commitments in all sub-sectors of financial

services, whereas developing economies opted for scheduling commitments relat-

ing to insurance and banking services rather than to capital market-related services

such as securities trading, underwriting, and asset management.

In scheduling commitments in the financial sector, several Members, mostly

OECD countries, used the Understanding on Commitments in Financial Services

(hereinafter the ‘Understanding’), an optional, auxiliary text containing a ‘for-

mula’ approach for scheduling commitments (Wilkinson, 1995: 415; WTO,

2002: 18; Key, 2005: 985). The Understanding provides an à la carte approach to

scheduling which deviates from the approach provided in Part III of the GATS.9

With its predetermined set of commitments, it has led to deeper commitments

in the sector and was incorporated into the Schedules of Commitments of around

8 Commitments may not yet have been implemented in the absence of formal ratification of the

Protocol according to the domestic legal order. This is, for instance, the case of Brazil.

9 From a legal viewpoint, the Understanding is a unique WTO document, as it was included in the
Final Act of the Uruguay Round but does not form an integral part of the GATS.
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30 Members (counting the EC 15 as one) on an MFN basis (Woodrow, 2000: 78).

The Understanding requires the binding of the status quo, adopts a negative-list

approach to scheduling commitments (albeit only regarding commitments on

commercial presence), and embodies a standstill commitment as well as broad

liberalization commitments relating to market access, national treatment,

government procurement, and the offer of new financial services.10 On the other

side, the Understanding does not prevent a Member from adding any limitations

on market access and/or national treatment even if it undertook commitments in

the financial sector based on the Understanding.

The commitments undertaken did nothing else than locking in the status quo in

most markets during that period (Roy et al., 2008: 87). Severe restrictions on the

number of suppliers, the legal form of commercial presence, or the participation of

foreign equity remained, whereas Members were even more reluctant to liberalize

cross-border supply.

2. RECs: definition, scope, context, mechanics

RECs are innovative instruments for the development of clean energy technologies

to combat climate change and facilitate the diversification of a country’s energy

supply. Eligible RES can be, inter alia, wind power, biomass, biodiesel, solar

power, wave power, and small-scale hydropower. Increasing the use of RES con-

stitutes a key priority for several countries, also in accordance with their internal

legislative acts which, in turn, aim to implement international obligations.11

Trade in environmental commodities such as RECs is conducive to achieving this

goal. A REC system is based on a government’s decision to promote the use of

renewable electricity through a renewable energy quota obligation (e.g. 15% of

the electricity portfolio of a producer or distributor). This quota obligation is

administered by a system of tradable RECs. A REC12 is typically issued when one

MWh of electricity is produced from a qualified RES. It takes the form of an

electronic record administered through software that allows the issuance, tracking,

and registration of RECs, which are deposited and withdrawn in a central

electronic registry of accounts of RES generators.13 Hence, RECs are intangible,

10 Paragraph B.7 and D.3 of the Understanding. The purpose of this provision, which was strongly

supported by the US financial services industry, is to allow innovative products introduced by financial

institutions in their home countries – and approved by the competent home-country authorities – also to

be introduced by their offices in the host countries, even if these services are not yet supplied in these
jurisdictions.

11 ECJ Case C-379/98, PreussenElektra [2001] ECR I-2099, para. 74.

12 Depending on the country at issue, RECs are also known as green tags, renewable energy credits,
renewables obligation certificates, tradable green certificates, or, in the US, as Renewable Portfolio

Standards. In the EU parlance, RECs are known as Guarantees of Origin.

13 A REC will more often than not include the following information: a unique ID number; infor-

mation about the producer; the date of issuance and the period of production that led to the issuance of
this REC; unit and amount; the location and capacity of the plant; the RES used; its expiration date, if
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tradable financial assets reflecting the value created by unbundling the environ-

mental attributes of one MWh of electricity from a RES (Gillenwater, 2008a:

2109). The possession of a specific number of RECs confirms that a supplier or

distribution company has complied with the minimum share obligation. Once a

year the RECs are redeemed and the competent authority verifies the compliance

of the producers and distributors with their obligations. In the case of non-

compliance, the responsible producer or distributor can be fined.

A REC scheme promotes clean energy investment in that a RES generator

benefits from two different sources of income: the first stems from vending the

physical electricity produced on the grid at the market price, while the second is

associated with the number of ‘green’ certificates that it sells and corresponds to

the renewable energy produced. The possession of a REC is a piece of evidence that

entitles its holder to receive financial support, which consists of the additional

income generated through the sale of the green certificate. This second source of

income can be seen as a reward for the environmental benefits that renewable

energy technologies generate vis-à-vis conventional energy sources (Morthorst,

2000: 1086).

Since RECs can be unbundled from the underlying physical electricity and

traded independently in their electronic form,14 electricity suppliers, distribution

companies, or even consumers, depending on the relevant legislation in force, have

the possibility to purchase only the environmental attributes of electricity that was

produced elsewhere. The ‘trading potential ’ of RECs allows financial service

suppliers to broker the finalization of the relevant trades. Thus, the ‘green’ at-

tributes of RECs can be sold anywhere provided that the countries involved

mutually recognize their tradable REC systems so that RECs issued abroad can be

used to comply with the domestic minimum share obligation (Söderholm, 2008:

2057; European Commission, 2008a: Art. 5:9). Ultimately, the renewable energy

is produced somewhere on the globe and therefore the positive impact on the

environment will occur.

For instance, pursuant to the EU Renewables Directive in force (Directive

2001/87/EC), aside from the overall EU target of 21% of electricity generation

stemming from RES by 2010, each EU Member State (MS) has committed to

meeting individual national targets to this end. Importation of RES-E produced in

another MS would be possible in order for the importing MS to meet its national

target. In this case, a guarantee of origin, that is a proof of the green nature of the

electricity, would ensure the avoidance of double counting of the energy produced.

applicable; the support or investment aid received for the production of renewable energy; and the en-

vironmental benefit, that is how much pollution has been avoided due to the use of renewables in the
production of electricity. Also European Commission (2008a), Art. 6:2 of the proposed Directive on

renewables promotion. This information allows double counting to be avoided and offers protection

against erroneous guarantees of origin.

14 RECs can exceptionally be sold bundled with the underlying physical electricity. Such a require-
ment may be imposed to promote local generation of RES. Holt and Wiser (2007: 3).
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In this respect, the directive calls for the establishment at the national level of the

necessary mechanisms for the issue and mutual recognition of guarantees of origin

regarding electricity generated in another MS.15

RECs can also be bought, for instance, by environmental groups or en-

vironmentally aware individuals, to support financially the development of RES.

Individual companies can also buy RECs in an attempt to strengthen their en-

vironmental-friendly profile. RECs can also be part of industry-driven, voluntary

environmental-friendly markets that aim to promote RES, e.g. in the context of

companies’ corporate social responsibility (CSR) programs.

REC prices may depend on the location of the facility producing the certificates,

the type of RES and the power created; the supply and demand situation; the level

of penalties for non-compliance, or even whether the certificate will be used by the

purchaser to comply with a renewables minimum share obligation.16 Research

shows that REC prices can fluctuate significantly, especially when the minimum

share (quota) is set too high (Meyer, 2003: 669). This insecurity may deter

potential investors from entering the market of renewables (Mitchell et al., 2006:

297). This, in turn, would lead to a small number of participants and an ensuing

lack of liquidity, that is thin trading. Price volatility can be neutralized through the

use of derivatives, e.g. futures with long-term contracts that would estimate the

profitability of the projects at issue, or by allowing intertemporal trading, that is

borrowing and banking. This would allow the transfer of certificates to the coming

years in case of excess supply or in the presence of speculations for higher prices in

the future for such certificates (banking) or the acquisition of more certificates than

a producer, distribution company, or consumer actually needs when the price is

low so that they are able to cover renewables obligations in the future (borrowing).

Another way of avoiding unpredictable fluctuations is the adoption by the

regulator of minimum and maximum prices for certificates (Menanteau et al.,

2003: 810). While maximum prices (ceilings) would be necessary to avoid abuses

in case of a shortage of RECs, minimum guaranteed prices (floors) are equally

important for the short-term viability of projects entailing renewables at this initial

stage of RES development. Demand of course is crucial and is typically created

through the imposition of a minimum purchase obligation on the consumers.

Increasing environmental awareness of consumers is also expected to create

additional demand for electricity generated from RES. In addition, the fact that

the certificates issued can be traded either bilaterally or through the already

established financial markets may lead to cost-efficient production of renewable

energy by the generators that use renewables technology. Finally, the size of a

market is decisive. Bigger markets can counterbalance the shortage of liquidity,

narrow spreads and allow for a more cost-efficient development of renewable

15 Article 5 of the Directive. Also C-379/98, PreussenElektra, above note 11, para. 80.
16 Indeed, compliance markets offer better options for REC trading than voluntary markets. UNEP

Finance Initiative (2002), 25.
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energy plants with optimal allocation of available resources for the highest

possible production of energy (Verhaegen et al., 2005: 459). Therefore, several

countries, notably in Europe, are looking at the possibility of linking their REC

system with similar systems in other countries. For such linkage to be successful,

careful monitoring is needed to avoid double counting and to ensure the issuance

of reliable guarantees of origin. In the medium or long run, regional markets or

even an international market for RECs could emerge.

Setting the conditions for a well-functioning exchange of RECs can imply high

administrative costs. It would involve the creation of a mechanism that certifies

that the producers generate energy from RES and issue certificates, and thereafter

monitor and control these processes ; the establishment of a registry where certifi-

cates would be stored electronically and attributed a unique ID number; careful

accounting and auditing to avoid, inter alia, double counting; and a surveillance

mechanism that would lead to the imposition of penalties whenever the obli-

gations of the RES producers vis-à-vis minimum energy generation from RES were

not met. Other drawbacks of REC systems may include the absence of fair com-

petition when different technologies (for instance, wind and solar energy), which

entail lower setup and operational costs than other RES, enjoy the same level of

governmental support. Finally, the inherent complexity and the high transaction

costs of REC systems may discourage small-scale producers of renewables and

ultimately allow oligopolistic behaviour to flourish (Agnolucci, 2007: 3348).

3. The dichotomy between emission trading and trading in RECs

Article 17 of the Kyoto Protocol provides the framework for the first global scheme

of trading of emission rights for use in the fight against the global warming

potential of GHG emissions (de Witt Wijnen, 2005: 403). For the countries that

ratified the Kyoto Protocol, there is a set of legally binding emission limits and

commitments to reduce GHG emissions. Several countries that ratified the

Protocol adopted market-based mechanisms that would allow buying and selling

of emissions allowances (Kyoto Units), the so-called emission trading scheme

(ETS) (Wemaere and Streck, 2005: 44). The Protocol allows the reduction of

emissions abroad and hence Parties can meet their commitments through the

transfer or acquisition of Kyoto Units worldwide.17 Each Kyoto Unit, that is each

entitlement to emit, represents one metric tonne of CO2 equivalent.
18

17 Trading is also allowed in the other two GHG reduction systems of the Kyoto Protocol, that is the

Joint Implementation (JI) and the Clean Development Mechanism (CDM). In 2007, almost two-thirds of
the transacted volume in the CDM market stemmed from carbon contracts from clean energy (i.e. energy

efficiency and renewable energy) projects. Capoor and Ambrosi (2008), 29.

18 CO2 equivalent is the universal unit of measurement used to indicate the global warming potential

of each of the six GHGs, which are: carbon dioxide (1); methane (21); nitrous oxide (310); halocarbons
(HFC) (140 to 11,700); and sulphur hexafluoride (23,900).
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When compared to command-and-control instruments, emission trading is re-

garded as a cost-effective mechanism for reducing emissions. In this sense, an ETS

complies with the overall objective of the UNFCCC of using cost-effective policies

and measures to tackle climate change ‘so as to ensure global benefits at the lowest

possible cost ’.19 The total size of the EU emission trading market alone is estimated

at E5–10 billion per year (Dornau, 2005: 417). Hence, services related to emission

trading, such as brokerage, accounting, or verification is a new but very promising

services sector. Again, at present, it appears that only large consulting firms and

financial institutions from developed countries have the financial savvy to supply

such services and frame deals among entities wishing to buy and sell emission

rights. Thus, business opportunities are not yet evenly distributed between devel-

oped and developing countries. This lack of expertise on emission trading markets

inevitably hampers developing countries’ goal to achieve sustainable development

notably through the CDM (UNCTAD, 2001: 18).

Whether trading in RECs squares nicely with an emission trading scheme is

controversial (NERA Economic Consulting, 2005: 19). Interaction between the

two systems could take two forms: First, it could mean merely that the two

schemes co-exist, but second it could entail that companies could use the CO2

reductions that are implicit in a REC in order to comply with the obligations

relating to emission reductions. While the first type of interaction would not pose

any problems and in fact occurs in several jurisdictions, the second type of inter-

action is quite controversial and, in theory at least, may lead to double counting

absent a sophisticated monitoring and accounting mechanism.

In the emission trading schemes, the tradable item is an entitlement to release a

certain quantity of GHG emissions into the atmosphere. In a ‘green’ certificate

market where RECs are traded, governments impose on the producers or distri-

bution companies and retail suppliers the obligation that a minimum share of the

electricity generated or supplied to the retail consumer stems from deployment of

RES. Depending on the amount of electricity produced by such sources, producers

receive a number of certificates which they can sell to potential buyers who cannot

meet their aforementioned obligation.

The trading of RECs appears to be relatively open and there are several entities

or individuals that can participate, from network and distribution companies to

individuals and NGOs. Nevertheless, the ETS established by the Kyoto Protocol

sets mandatory targets and thus international obligations for the States that are

parties of the UNFCCC. Hence, even if entities are authorized to participate in

transfers and acquisitions of emission rights under Article 17 of the Kyoto

Protocol, it is the Parties to the Protocol that are responsible for fulfilling their

obligations under international law and ensuring that the participation of private

entities in the trading of emission rights is in line with the Parties’ commitments

and consistent with the applicable rules.

19 UNFCCC, Art. 3:3.
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For instance, the EU emission trading Directive (Directive 2003/87/EC) provides

that transfer of emission allowances can take place: (i) between natural or legal

persons within the EU, and (ii) between persons established in the EU and persons

in countries listed in Annex B to the Kyoto Protocol and which have ratified the

Protocol.20 For this, a previous agreement is required between the Community and

the country listed regarding the mutual recognition of their respective emission

trading schemes. However, the Directive and the emission trading it introduces are

the means for the Community to achieve its emission limitation and reduction

commitments stemming from the Kyoto Protocol.

At a policy level, a distinction is drawn between emission trading and REC

schemes. Whereas REC schemes are both climate change mitigation and adap-

tation instruments, reduction of emissions is the main climate change mitigation

tool. Again, this division may not be sustained so easily in practice. Furthermore, it

holds true that both emission trading and ‘green’ certificate schemes essentially

aim at the betterment of the environment by avoiding harmful emissions from

fossil fuels; directly through setting emission caps in an ETS and indirectly through

a REC scheme that promotes energy generation from RES. Another common fea-

ture of these two types of trading markets is that their potential is enormous, if

developed properly. The future GHG credit trading market, for instance, is ex-

pected to grow from US$64 billion in 2007 to over US$3 trillion per year by 2020

(Point Carbon, 2008). Regarding the green certificate market, in the US alone the

value of the market is expected to be over US$700 million in 2010 (Holt and Bird,

2005: 2).

Arguably, then, ‘green’ certificates systems, when designed properly, are com-

patible and can co-exist with or be integrated into other schemes aiming at climate

change mitigation, such as emission trading (Morthorst, 2001: 345; Gillenwater,

2008b: 2120). A REC system should be considered as a complement to an ETS.21

The latter can lead to the reduction of GHG emissions, but not necessarily to the

expansion of the use of energy generated by renewables. A REC system, when

carefully designed and implemented, can stimulate the generation of energy from

RES and boost innovation. Viewed from this angle, then, an emission trading

scheme and a system with RECs (or any other support scheme relating to RES) do

not appear to be in conflict with one another.

4. Trade in RECs and the supply of financial services

As noted earlier, in a REC system, the electricity produced and its environmental

attributes in the form of a ‘green’ certificate, that is its ‘greenness ’, are detached at

20 Thus, US companies are in principle excluded from participating in this scheme. Nevertheless, US

parent companies can effectively participate in emissions trading and supply related services, such as

brokerage and verification services, through their subsidiaries established in the EU market through the

‘single passport’ rule. Art. V:6 GATS also corroborates this viewpoint. Also Wilder (2005: 257).
21 In 2007, 12 EU MS had in place a system based on RECs. REN21 (2007), 23.
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the point of energy generation from RES and traded individually. In REC trading,

there are several actors that can participate : producers, distribution companies,

NGOs, or, more broadly, entities that have to meet the minimum share obligation

and thus need to submit a given number of certificates at the end of a pre-specified

period. This latter category can also involve consumers, depending on the regu-

latory regime at issue. Brokers can also be allowed to participate in REC trading

and directly buy or sell RECs on behalf of their clients. As REC trading typically

occurs electronically, the existence of a registry where all participating entities

maintain an account is essential. Because of the high level of expertise needed in

the trading with transferable assets, brokers and traders play a central role in the

final shape of any deal, notably when the number of certificates and, a fortiori, the

amounts of money at stake are significant. They act as intermediaries to close deals

between companies that have to fulfill a minimum quota obligation regarding

energy produced from renewables. As the number of participants in trading grows,

the monitoring and control of the actual trading becomes more difficult. On the

other hand, a bigger market for RECs can ensure higher levels of liquidity, more

reasonable and transparent prices with predictable fluctuations, and low prob-

ability of market manipulation (Agnolucci, 2007: 3348).

Simple rules for trading and the standardization of contracts also make the

market attractive for many stakeholders. This, along with the creation of common

standards regarding the information that a REC should include, could eventually

lead to the mutual recognition of different REC systems or the harmonization

and standardization of rules on the issuance, registration, verification, auditing,

and redemption of RECs, with a view to creating a global REC system. Simplicity,

non-discrimination, transparency, and objectivity are also elements that, if present

in a REC scheme, would allow small- and medium-sized enterprises (SMEs)

to participate as intermediaries in REC trading. Possibilities for the successful

participation of SMEs should be expected to increase as the volumes of trade

relating to renewables grow, since only considerable volumes will attract the in-

terest of financial institutions so that they offer funding opportunities and suitable

risk management products for small-scale sustainable energy companies.

REC trading can take place on a bilateral, ad hoc basis (over the counter-OTC).

In this case, the amount of RECs traded can be significant. In bilateral trading, the

RECs are sometimes sold together with the electricity produced. The transfer

should be subsequently reported to the REC registry. This is not necessary when

trading occurs through an electronic trading platform or an exchange in real time,

e.g. in an electricity trading exchange, as the registry would be connected with the

platform and would be notified of the transaction directly. Such a platform leads to

higher levels of transparency and competition (Allen et al., 2001: 44). These two

ways of REC trading are in competition with one another and are expected to

reduce transaction costs.

Trading can involve direct purchases of certificates in primary markets, but it

can also entail trading with derivatives which have underlying RECs in secondary
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markets. In the former case, there is a list of intermediary services involved such as

brokerage or banking and insurance services. In the latter case, buyers and sellers

exchange derivative products for investment purposes. For instance, transactions

can include financial derivatives such as call options, according to which a com-

pany buys the right, but not the obligation to buy a specific quantity of certificates

at a fixed price at a specified future date; or they can involve futures contracts.

Both trading options can be attractive for financial service suppliers, as trading

takes the form of standard commodity trading where the supply of the related

financial services can also occur in a remote, including cross-border, manner.

For the producers, such options are also very appealing, since they allow for pre-

dictability and better risk management.

As to the entities that will be authorized to be active in the trading with RECs, it

is for the government, when designing the trading scheme, to establish clear eligi-

bility criteria for the participating entities. For financial institutions and brokers,

such criteria may include prior acquisition of a licence by the competent authority

or prudential requirements such as capital adequacy and disclosure requirements

or sufficient assets. They may also require the establishment of such entities in the

territory of the country where the trading platform is set. It bears mention that,

under the EU Directive on Financial Instruments (MiFID), MS are required to

allow in their regulated markets, e.g. their power exchange, the participation

of ‘remote members ’, that is entities established in another MS. The Directive

requires that MS make all the necessary arrangements to facilitate access to and

use of their systems by such entities (Directive 2004/39/EC, Articles 31, 33, 42). As

the MiFID establishes several requirements relating to brokerage/intermediation

services and pre- as well as post-trading and RECs are tradable instruments of a

financial nature, it is applicable to REC trading.

REC trading can raise several issues in need of clarification. For instance, the

delimitation of competences between the supervising authorities of the two (or

more) countries involved or the question of judicial review in the case of cross-

border transfers. Both issues call for regulatory co-operation to protect investors

and consumers. In situations like the ones just described, a regulatory approach

that favours efficient and operational disclosure and investor protection rules

appears to be a fairly rapid and adequate response. Again, the fact that much of

this trade takes place through intermediaries established in a few global financial

centres which have the savvy to finalize such transactions may facilitate the task of

the regulators.

Another important issue is the taxability of transfers. Especially in OTC trading,

the amounts of money involved can be significant and therefore tax authorities in

both countries may be tempted to charge the tax for the transaction in their jur-

isdiction. Arguably, the price that the seller will get for the REC will be regarded

as income and will be taxed accordingly. Because this could be considered as

a disincentive to sell and thus could create problems to the proper functioning of

a REC market, governments could set a lower tax for such transactions in the
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context of their strategy to promote renewables. However, if the taxation system

does not treat such transactions differently, then the REC price will most likely

reflect these charges.

5. Issues of sectoral classification and the applicability of the GATS

Until recently, energy-related services were supplied by state-owned vertically

integrated monopolies either domestically or cross-border (WTO, 1998a). Hence,

there was no scope for any trade whatsoever. However, as a result of intensive

liberalization attempts, core energy services (e.g. transport, transmission, and

distribution) were unbundled and are now provided by private entities (sometimes

former public monopolies which have been privatized) under conditions of com-

petition in many countries. This trend resulted in a great deal of confusion as to

whether specific economic activities related to energy raise questions that should

be dealt with under the GATT, the GATS, or both.22 It has also revealed possible

imbalances that may appear due to this ‘sorting out’ of previously fused activities.

REC trading can raise several issues of relevance to the GATS and the regulation

of trade in financial services. Energy or energy-related services is not a separate

comprehensive category in the W/120, the Services Sectoral Classification List

(GATT, 1991). The same is true for the United Nations Central Product

Classification on which the W/120 is based. Instead, energy-related services,

e.g. transport, distribution, construction, engineering, energy-related financial

services, research and development, and consultancy are dispersed across several

existing sectoral classifications within the W/120. Only three subsectors in the

W/120 are energy-specific: pipeline transportation of fuels (under ‘transport

services’), services incidental to energy distribution, and services incidental to

mining (under ‘business services ’) (WTO, 1998a: 3). Of course, Members could

deviate from the W/120 nomenclature and undertake commitments on a cluster of

energy-related services. The 1993 Scheduling Guidelines clearly point to this

possibility on condition that the scope of the commitment and of the classification

used is sufficiently detailed to avoid any ambiguities.23 However, commitments

on energy services were not a priority for most Members and thus negotiations

focused on other areas. Overall, Members’ commitments in energy-related services

were limited at the closure of the Uruguay Round negotiations (Evans, 2003: 174).

Nevertheless, the privatization and deregulation of companies that are active in

the energy industry, along with the current international focus on energy security

and global warming, invigorate the discussion as to ways to go beyond the W/120

nomenclature to encapsulate contemporary market realities. Because the final

22 Consistent WTO case-law confirms that the two Agreements are not mutually exclusive. Appellate

Body Report, EC–Bananas III, WT/DS27/AB/R, DSR 1997: II, 591, para. 221; also Appellate Body

Report, Canada–Autos, WT/DS142/AB/R, DSR 2000: VI, 2985, paras. 159–166.

23 Also Appellate Body Report,US–Gambling, WT/DS285/AB/R, DSR 2005: XII, 5663 (Corr.1, DSR
2006: XII, 5475), paras. 202–203.
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consumption of energy is the outcome of a series of associated activities, market

access may be a prerequisite in a considerable number of services sectors for energy

service suppliers to provide their services adequately. This argument would call for

the creation of a new entry in the Services Classification List that would allow

Members to consider energy-related services as a cluster and undertake commit-

ments that would facilitate the supply of such services by supplying effective

market access on interrelated activities. As it stands, the current Classification List

allows for inconsistencies and possible contradictions among sectors which can be

considered as energy related. A cluster approach would allow a Member to clarify

its level of openness with regard to energy services and undertake energy-specific

commitments.

An approach confronting energy-related services as a cluster would also allow

Members to undertake more ambitious commitments in energy-related financial

services such as RES project financing or facilitated market access for SMEs

providing exclusively trading services in the emission or REC markets. Such an

approach would not render the Financial Services Annex irrelevant, but would

merely allow Members to differentiate among supplied services and offer advan-

tageous access to suppliers active in niche markets if they wish so.

For the time being, absent an entry that lists energy-related services separately,

REC trading falls under the provisions of the Financial Services Annex to the

GATS. According to the Financial Services Annex, financial services include any

service of a financial nature provided by a financial service supplier, including

all insurance and insurance-related services (e.g., direct insurance, insurance

intermediation), as well as all banking and other financial services (e.g., deposit

taking, lending, asset management and trading).24 The list of financial services is

extensive but non-exhaustive. The classification used in paragraph 5 of the Annex

is fairly broad and flexible. It should come as no surprise that Members consider

this list to be relevant to the current services negotiations and they are encouraged

to use this list rather than the W/120 (WTO, 2005).

Rationae personae, the Annex has a broad scope, as it applies to all natural or

juridical persons who supply financial services, but it equally captures potential

and prospective suppliers.25 Those juridical or natural persons who are not yet

providing financial services in the territory of the prospective host country or even

in the territory of the Member where they reside are also considered as financial

service suppliers, and thus benefit from the rights that flow from the GATS. It

stems that the GATS drafters intended to consider as financial service suppliers

also those suppliers that are at the exploratory stage of a prospective commercial

presence (Dobson and Jacquet, 1998: 100).

According to the Annex, only private entities can be considered as ‘financial

service suppliers ’. Credit institutions, financial conglomerates, brokerage firms,

24 Financial Services Annex, para. 5(a).
25 Ibid, para. 5(b).

452 PANAG IOT I S DEL IMAT S I S

at https:/www.cambridge.org/core/terms. https://doi.org/10.1017/S1474745609004406
Downloaded from https:/www.cambridge.org/core. University of Basel Library, on 11 Jul 2017 at 16:40:14, subject to the Cambridge Core terms of use, available

https:/www.cambridge.org/core/terms
https://doi.org/10.1017/S1474745609004406
https:/www.cambridge.org/core


insurance firms, and non-bank financial intermediaries provide financial services,

covering a wide range of different activities and thus are ‘financial service sup-

pliers ’ falling under the GATS. Nevertheless, private entities that perform functions

usually carried out by central banks or monetary authorities are considered as

public authorities when exercising those functions, and thus fall outside the scope

of the Financial Services Annex.26 Provided that the private entities in question

fulfill these criteria, they would most adequately be regarded as supplying a service

‘ in the exercise of governmental authority’, that is neither on a commercial

basis nor in competition with one or more service suppliers (Leroux, 2006: 345).

However, the services of public or private entities that relate to activities being part

of a statutory system of social security or public retirement plans that are supplied

in competition with other financial service suppliers would come under the

purview of the GATS. This would also apply to activities carried out for the

account or with the guarantee or using the financial resources of the national

government, as long as other financial service suppliers are also allowed to perform

such activities in the marketplace. Because competition would occur between these

suppliers offering similar types of financial services, it is understood that public

and private entities active in this market carry out for-profit activities and supply

services on commercial terms (Leroux, 2006: 354).

While RECs are neither ‘goods’ nor ‘services’, RECs trading will involve a

series of financial services that financial institutions may supply until a deal

for transfer of RECs is concluded, such as brokerage, trust, clearing, and settle-

ment. Consultancies and financial institutions can also offer services relating

to derivative product trading, such as price hedging instruments that would

allow the seller to secure a future income and the buyer to determine his costs

(PriceWaterhouseCoopers, 1999: 73). Such risk management services are usually

supplied through forwards, swaps, or options in secondary markets. Certificates

can also be offered by their owners as collateral against short-term lending.

A question that arises is whether services related to REC trading would come

within the ambit of the category ‘new financial services’ as defined in the

Understanding. This would be a rather broad interpretation that disregards the

current structure of the GATS and the depth of the services sectors it already

covers. Under entry number 7 of W/120, and in the Financial Services Annex in a

more detailed manner, there are several types of financial services that would allow

for trading of RECs to be concluded. In the W/120, all financial services that

would be involved in trades with RECs are listed under number 7.B f) (Trading).

The Financial Services Annex itemizes the relevant financial services in a more

comprehensive manner. In paragraph 5(a) of the Annex, as noted earlier, financial

services are defined broadly to include ‘any service of a financial nature’. An

illustrative list of the activities falling under this definition follows. Nevertheless, it

is worth noting that the list is so detailed and the financial services at issue so

26 Ibid, para. 5(c)(ii).

Financial innovation and climate change 453

at https:/www.cambridge.org/core/terms. https://doi.org/10.1017/S1474745609004406
Downloaded from https:/www.cambridge.org/core. University of Basel Library, on 11 Jul 2017 at 16:40:14, subject to the Cambridge Core terms of use, available

https:/www.cambridge.org/core/terms
https://doi.org/10.1017/S1474745609004406
https:/www.cambridge.org/core


broadly described that is hard to visualize an activity that is not already included in

the list, notably as far as ‘banking and other financial services’ are concerned.27

The trading-related financial services are listed under para. 5(a)(x). For our

purposes, RECs would most probably fall under (F). Indeed, the nature of this

type of certificate, as described earlier, leads to the conclusion that they can be

categorized as ‘financial assets ’, or at least, fall under the ‘catch-all ’ category of

‘other negotiable instruments’. Para. 5(a)(xiii)–(xvi) also encompasses REC-

trading-related services, that is services that will be supplied until a deal is finalized.

These include asset management and trust services, settlement and clearing for

financial assets, financial information and data processing services, as well as

intermediation and other auxiliary services. On the other hand, issuance of

certificates would most likely escape the purview of the GATS, as it is typically a

task entrusted to public entities within the meaning of paras. 1(b)(iii) and 5(c) of

the Financial Services Annex.

The main general obligation that Members have to abide by when it comes to

REC trading-related activities is the Most-Favoured-Nation (MFN) principle.

Transparency in the form of notifications to the WTO or publication of relevant

measures is also a general obligation under certain circumstances described in

Article III GATS. For the obligations of market access and national treatment to

apply to the transactions relating to trading, Members should have undertaken

commitments in the categories of financial services mentioned above. Under

GATS, the level of liberalization for each Member is reflected in the number of

services sectors that are listed in its Schedule of Commitments in conjunction with

the number of restrictions that are embodied therein. Thus, the GATS has a vari-

able scope of application, depending on the Member in question. Nevertheless,

notably those Members that adopted the Understanding made comprehensive

commitments in most categories of financial services that may relate to the trading

of RECs and several of them even allow the cross-border supply of such services.

Therefore, respecting market access and national treatment will in most cases be

required when financial service suppliers seek to supply such services, notably in

the case that these suppliers are established in the WTO Member at issue. Hence

quantitative restrictions relating for instance to the total value of service trans-

actions, the number of service operations, or the quantity of output (including

total prohibitions amounting to zero quotas) will be inconsistent with the GATS

unless otherwise scheduled (Delimatsis andMolinuevo, 2008: 367). As to national

treatment, controversy may arise time and again from any differentiation made

among foreign and domestic suppliers based on their expertise and the specialized

trading services they may provide. Clear-cut criteria for establishing likeness in

services remain to be established by the WTO judiciary.

However, most of the measures regulating (or hampering) REC trading will be a

subset of domestic financial services regulation. This means that such measures

27 Ibid, para. 5(v)–(xvi).
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will often be non-discriminatory, aiming to ensure the stability, safety, and

soundness of the system and thus will fall under the broader category of justified

prudential regulation, according to paragraph 2(a) of the Financial Services

Annex. This would mean that several financial service suppliers may be excluded

from providing such services due to fairly demanding (and costly to comply with)

requirements relating to available capital, assets, liquidity, or disclosure and re-

porting. An issue that arises from this conclusion is whether it would be worth

envisaging less stringent prudential standards, e.g. lower capital or simplified dis-

closure and reporting requirements, for those companies that deal exclusively with

the supply of financial services in these new areas of trading in certificates or

emission rights, as in this case the risks for the financial system are not high.

Furthermore, granting of licenses may be warranted before any entity is allowed

to get involved in REC trading. Such licenses could be REC trading-specific, but

they can also involve any form of trading services that could exclusively relate to

this emerging generation of environment-related products and services. In such

cases, the licensing requirements and procedures at issue are typically set by an

independent supervisory body, e.g. the national financial services authority. These

requirements and procedures would most probably be non-discriminatory and aim

to ensure the quality of the service supplied. In this case, Article VI GATS would

come into play, which entails certain transparency and due process requirements

(Delimatsis, 2007).

The multilateral regulation of trade in financial services is, of course, a peculiar

case here because there are sector-specific provisions as set out in the Financial

Services Annex to the GATS. Thus, the obligations laid down in Article VI and the

relevant disciplines that will be adopted at the end of the Doha Round may be in

conflict with the prudential ‘carve-out’ under the Financial Services Annex.

Arguably, licensing requirements aiming to ensure the solvency and the sustainable

operation of the entities in question would come under the purview of the pru-

dential ‘carve-out’, as they are in place to protect investors/consumers, but also to

ensure the operability of the system as a whole. Such requirements, however,

would also fall under Article VI and the future disciplines with respect to licensing.

Additionally, if a necessity test is adopted at the end of the negotiations on dom-

estic regulation under GATS in line with Article VI:4, then governments imposing

such requirements may be called upon to defend the necessity of these require-

ments (Delimatsis, 2008).

The wording of paragraph 2(a) suggests that its function is similar to Article

XIV GATS, the general exception provision, and hence it allows for a considerable

margin for maneuver to the national regulatory authority when it comes to the

adoption and enforcement of such measures. Nonetheless, the second sentence of

paragraph 2(a) provides that prudential measures covered under this provision and

which are otherwise GATS-inconsistent should not be used as a means of avoiding

GATS obligations, that is also those obligations deriving from Article VI such as

the obligation to establish review mechanisms for adverse administrative decisions
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laid down in paragraph 2 of Article VI. The test that the WTO judiciary will apply

in this case will probably have many similarities to the test of the chapeau of

Article XIV in terms of substance, notably this part of the latter test that relates to

the decision whether the application of a given measure constitutes a disguised

restriction to trade (Cottier et al., 2008).

6. Conclusion

Despite the ongoing financial crisis, the international community identifies the need

for co-ordinated global action to combat climate change.28 The EU, for instance,

pledges a 30% reduction of its GHG emissions by 2020 when compared to the

1990 emissions levels, provided that comparable commitments will be undertaken

by other developed and developing countries which significantly contribute to

global warming in accordance with the principle of common but differentiated

responsibilities and respective capabilities. The new energy plan of the Obama

administration nowmatches or even exceeds the level of ambition of the EU energy

security and solidarity action plan. International bodies confirm that it is necessary

to set more ambitious emission limits, deeper reductions, and implement measures

and policies covering a higher share of global GHG emissions (UNEP Finance

Initiative, 2007).

An important component of the Bali Action Plan was the reference to ‘enhanced

action’ to ensure that financial resources and investment to support action on

mitigation and adaptation and technology cooperation are provided. The Action

Plan calls for improved access to ‘adequate, predictable, and sustainable’ financial

resources and financial innovation that would lead to streamlined funding.29 It

further underlines the need for mobilizing public- and private-sector funding and

investment in clean energy. Only in 2007, new investment in clean energy sur-

passed US$148 billion, a 60% rise when compared to 2006 (UNEP, 2008). This

amount accounts for 9.4% of global energy infrastructure investment and 1%

of global fixed asset investment. With an increase of US$115 billion in annual

investment of RES in the period 2004–2007, it can be plausibly argued that a

mobilization of the necessary capital (notably by the private sector)30 in order to

combat global warming is feasible, as long as the policies chosen favour such a

development.

As one can infer, there is a lot of learning-by-doing when it comes to the

production of renewable energy and the best scheme to promote it. Governments

28 The G-20 leaders underlined the need to address climate change and energy security despite the

ongoing financial crisis. Washington Declaration – Summit on Financial Markets and the World
Economy, 15 November 2008.

29 Ibid, para. 1(e).

30 It is worth noting that only 8% of a total of US$250–300 billion of energy subsidies worldwide goes

to RES subsidisation. Fossil fuels continue to have the lion’s share in these subsidies with a total of approx.
US$180–200 billion. UNFCCC Secretariat (2007).
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experiment with several schemes or combinations thereof to find out what may

fit best with their domestic conditions. Of course, RECs are only one form of

environmental commodity aimed at providing an incentive for the production of

electricity from RES. The current state of development in the area of RES can only

be regarded as unsatisfactory, as renewable energy accounts for a mere 4.6% of

global power generation (UNEP, 2008: 19).

This article aimed to highlight that, under certain conditions, market-based

mechanisms can assist in dealing with climate change, arguably the ‘market failure

on the greatest scale the world has seen’ (Stern, 2006: 27). Innovative market-

based mechanisms such as REC or emission trading come as a recognition

that private sector-driven solutions can contribute to the reduction of harmful

anthropogenic emissions and the promotion of energy generation by RES. There

are important issues to discuss in the near future. One of them is how it would be

possible to link such mechanisms to achieve more environment-friendly and cost-

effective results. Another important issue is how to structure markets dealing with

cross-border trade in renewables. There is a strong case for international REC

trading and such initiatives have been already launched, albeit on a voluntary

basis for the time being. However, the biggest challenge for sustainable energy

enterprises seems to be ensuring streamlined financing. Financial innovation be-

comes even more pressing, as upfront costs for the use of renewables still remain

prohibitive. Solar energy, both in developed and developing countries, seems to be

the exception to this rule. Market conditions, including entry barriers and the

current financial turmoil, have induced consolidation of the industry. Successful

raising of capital for small-scale companies and the creation of effective competi-

tive conditions will remain a challenge in this market for the years to come.

Trade rules apply to measures and initiatives that aim to promote renewables

and combat climate change. Regarding the GATS, the interest for liberalization in

energy services is mounting, as liberalization efforts loom large in the energy sector

worldwide and public awareness rises. In this context, Members may be interested

to consider in the medium term whether a unified approach regarding energy-

related services and trading of related financial instruments (such as RECs or

emission rights) makes sense. A significant argument in favour of this approach

would be that, as things now stand with the current classification system,Members

may ultimately realize that they have already undertaken commitments in energy-

related sectors, e.g. in financial services, that they had not intended to bind.
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