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What it does?

In cap-and-trade systems, uncapped or unregulated sectors 
can reduce greenhouse gas emissions or increase carbon 
sequestration. Voluntary greenhouse gas emission reduc-
tions or sequestered carbon by uncapped entities can then 
be translated into a commodity (i.e., a carbon offset) which 
capped entities can then purchase to satisfy their emission 
compliance requirements if making internal reductions is 
too difficult and/or cost-prohibitive 

Why is it necessary?

Generally speaking, the inclusion of offsets in a cap and 
trade system can allow greater emission reductions at the 
same cost. They provide mitigation in sectors outside the 
cap, reduce the overall cost of compliance, engage addi-
tional constituencies, and provide additional environmental 
co-benefits (e.g., habitat and water quality improvement). In 
the particular case of the Waxman-Markey discussion draft, 
EPA analysis suggests that including offsets, particularly 
international offsets, can cutting the allowance price by half.

Waxman-Markey Particulars

The existing draft sets high limits with the total contribution 
of offsets set at 2 billion metric tons, annually. This amount 
is split evenly between 1 billion for domestic offsets and 
1 billion for international with the limit on international 
offsets increasing up to 1.5 billion metric tons if the supply 
of domestic offsets is insufficient. Domestic offsets will be 
credited 1:1; international offsets will be credited 1:1 at first 
with this shifting to 4:5 (a 20% discount) after 5 years. The 
provision includes a range of international offsets options 
providing flexibility. These move from project based toward 
sectoral based approaches that help address integrity and 

engage developing countries in meaningful reductions. The 
bill includes a provision setting aside 5% of allowances to 
help support the development and integrity of international 
reduced deforestation programs.1

Key Strengths

•	 The offset provisions generate significant cost-contain-
ment. EPA analysis suggests that the 1 billion metric 
ton volume limits will not restrict the supply of domes-
tic offsets, but is potentially limiting for international 
which can generate a much larger supply;

•	 The domestic offsets program is set up to be stringent 
but efficient. It is more stringent than similar provisions 
in previous legislation. Undue political complexity is 
avoided by deferring decisions of project eligibility to 
the Administrator, an advisory board, and USDA;

•	 Program contains a fairly strong review provision to in-
sure updating and improvement of methods over time;

•	 The 1.25 compliance ratio on international offsets after 
5 years will generate 20% extra mitigation that could be 
considered a buffer against uncertainty.

•	 The international sectoral approach helps reduce leak-
age and address competitiveness concerns and the 
international reduced deforestation provision

1 Lydia Olander and Brian Murray have further notes on the reduced 
emissions from deforestation and supplemental section of the bill which 
we would be happy to share or discuss.
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in 2005 to help decision makers in government, the 
private sector, and the nonprofit community address 
critical environmental challenges. The Nichols Institute 
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