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Linking the EU ETS with emerging emissions tradgotpemes

1. Introduction

A price for carbon is an important element in hgwine tools to combat climate change.
Moving to a global price, and a global GHG markegne of the fundamental IETA
goals. This was initially envisaged to happen throArticle 17 of the Kyoto Protocol,
which allows for international trading between Rt

IETA is hopeful that the UNFCCC process will coninto progress, but the world of ET
is moving rapidly to a situation where a numbebomestic Emission Trading Schemes
(DETS) at the corporate level are emerging, eath tleir own characteristics,
sometime reflective of national or regional appregcand circumstances. While the EU
ETS is the most advanced there has been interbsktihem, and contacts to explore on
how that can be accomplished have taken place. lE3s*explored conditions and
mechanisms for linking starting with an initial gaipn 2002, which it had commissioned
jointly with the IEA and EPRI.

The conclusion that was reached then, and isvalill now, is that linking of the EU

ETS with other DETS is a process that will requuoditical will, but is one that can be
accomplished with relatively limited number of MU&&ve components that will need to
be harmonized. The importance of achieving thisioabe minimized.

2. Rationale for Linking

Emissions trading delivers economic efficiency iscdvering and exploiting differential
costs of abatement. Linking to create a larggsaramarket improves the efficiency of
emissions trading for two fundamental reasonsstligjra larger market is inherently
more efficient, liquid, and competitive. Secondylarger market provides a broader
pool and greater variety of abatement costs in lwtoaiscover opportunities for low-
cost abatement.

Globally, linking allows more GHG abatement to acaith the same level of social
resources, or conversely the increased efficieaoyreduce the social costs of a given
carbon constraint. As we contemplate more amtsttatgets for 2020 reduction than
those that informed the Kyoto Protocol, it becomgsential to make lowest cost a key
concern.

Harmonization reduces competitive pressures -i¢e gquivalency enough? The
simplest and most effective mechanism to ensuce prarmonization is a single market
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Broader market linked across jurisdictions provigesater certainty by pooling
regulatory risk

Expanding the market around the EU ETS will exppoténtial for gains from trade,
reducing compliance costs for European emitterswéver, there are critical
possibilities that extend from the EU ETS as thgdat existing market. The EU ETS
has the opportunity to be the nucleus of a globgda@n market, providing the potential
for first mover advantage. This advantage may ipeeonsiderable for European
industry. While the EU might expect to see a floiveapital outward through linking to
economies with a lower initial cost for carbonsthiould be compensated by an
expanded market for European low emission goodsexihologies.

3. Conditions and Limitations

Linking requires a careful assessment of the tvebesys for structural compatibility
along three dimensions: technical, environmental, @mpetitive/economic. In
considering linking, it is important to remembeattthe more extensive the link, the
greater degree of inherent reciprocal acceptandesin elements. Some elements
therefore preclude or significantly complicate limdk

i Technical

This dimension is essentially one of institutiocampatibility, or the effects of
differences in the definition of units and standarth this context a ton is a ton is
a critical element and MRV standards are criticallihking.

Differing registry standards or points of regulatimay significantly complicate
linking, even where both alternatives are validrapphes. Party status in the
Kyoto Protocol is a critical technical distinctibetween domestic emissions
trading systems. Direct linking in the first comment period of the Kyoto
Protocol can in practical terms only occur betwPRarties to the Protocol.

ii. Environmental

Stringency and type of targets, penalties, offsetadards, and borrowing are all
elements which may produce incompatibilities tihatiurn complicate or limit
linking. Where linking two systems may result inet increase in overall
emissions, the policy objective of at least the ergiringent system is
undermined, and linking may be unacceptable. s iEnclearly the case for a
price cap/safety valve structure, and is a conferaystems using intensity
targets as well.
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iii. Competitive/Economic

Significantly, different sectoral coverage acrags systems is likely to
accentuate competitive issues for the sectorsastgqan. This will be the case
unless the other policy and measures applied raagoapproximate dynamic
carbon pricing, which in practical terms is difficto envision with a static

policy.

Iv. Possible linking partners

a. EU ETS — The EU ETS places an absolute cap ssems from
the majority of Europe’s industrial sector. Regiola is source-based
with a one-year compliance time frame. The EU El&am is the
flagship Kyoto compliance program of the EU, andmyPhase 2 the
primary determinant of the capacity to link mustessarily be the
implications under the Kyoto Protocol.

b. RGGI — The Regional Greenhouse Gas Initiatividaén
Northeastern part of the United States will plas®arce-based absolute
cap on emissions from the electrical power sectoine US states. The
compliance time frame is a 3-year period to pesmbothing of
compliance costs against random events such assadweather.

Competitive concerns are of particular importanca aub-sovereign
system, as electrical power imports are readilylabi® from neighboring
coal-intensive states.

RGGI will permit the use of UNFCCC offset creditsrh the CDM when
the price of RGGI allowances exceeds $10. Howehes will also be
accompanied by a one-year extension of the congadigeriod, which
may raise concerns regarding the stringency otépein comparison to
the EU ETS.

C. Canada (proposed April 2007)

The proposed Canadian system will employ intertaityets, capping
emissions intensity at 18% less than 2006 by 2840 ,reducing intensity
by 2% every year thereafter. The program will calklarge emitting
industrial sources. Unlike the EU ETS, the progrithemploy a
baseline and credit approach, with emitters neetdirigpld credits of some
form only for the difference between the target aotlial emissions. This
baseline will be measured on an annual basis. Gamydirms may
secure credits through firm-to-firm emissions tragidomestic offsets,



credits from the CDM (up to 10%), and units in ent@logy investment
fund (up to 70%, declining annually thereafter)

While structurally similar to the previous propodd¢E program, the
Conservative government has explicitly stated ithatll not make good
any Kyoto implications. Thus any linkage possibl®hase 2 is likely to
be through the shared though limited usage of Cbéddits.

d. Australia NETS (Proposed December 2006)

The model proposed by the Australian states wiitb&ith coverage of
the stationary power sector in 2010. Other seatdi$e added as
practical based on expected administration costseitiencies.

The most problematic element of the NETS for ligkis the penalty
structure that acts as a de facto price cap bndgib include any make-
good provision. In the event that the marketeiicthe EU ETS
exceeded the penalty price, firms would have aantee to sell NETS
allowances into the EU and pay the non-compliarselby, increasing
total emissions across the two systems.

The NETS proposal includes the most open architedar linking
through project-based credits of any ETS in existesr proposed,
through the innovative use of CER credits. Whaenfal linking to the
EU ETS would be difficult due to Kyoto implicatioasd the penalty
structure, the States recognize that any such mgmas the jurisdiction
of the Federal government. Informal linking througe CDM will allow
the global carbon market to function as a pricéraefor the proposed
Australian system.

e. California (conceptual, MAC report, June 2007)

The regulatory system in development in Califoiisiatill unclear, but the
recent report of the Market Advisory Committee pegposed a
multisector system regulating source emissionsthmee-year compliance
term, to come into force in 2012. Notably, thectieal sector would be
covered by a ‘first seller’ model, thus preventgenerators from outside
California from avoiding carbon pricing. This hitecture is unproven
and its implications for linking are uncertain.

Critically, the MAC report recommends both the dssion of linking to
the EU ETS and the acceptance of credits from (Bl @s part of an

emissions trading system in California. It is éxlicit intention of the
report to bring California into the global carboanket, seeking formal



linkages and utilizing any opportunities for infahtinkages to facilitate
that process.

f. Lieberman-McCain (Proposed US Federal)

It is difficult to forecast legislative developmenh the United States,
beyond the clear evidence that momentum towardlaraeGHG
emissions trading system is building rapidly. eading bill currently
before in the Senate is considered here, but destiier possibilities
exist, notably the structure proposed by Senatog&@nan of New
Mexico.

This bill proposes a multisector cap and tradeesysto cover sources of
emissions in a structure similar to the EU ETS, vaitit the possibility of
broader coverage of the US economy.

The proposal does not include any price cap otysaédve provision, but
the use of borrowing from future years may be seeproblematic for
linking to systems that do not permit borrowingowt¢ver, the bill would
permit the use of up to 30% allowances from otineissions trading
systems such as the EU ETS, and calls for thelestatent of an
international project-based reductions creditingtey, strongly
analogous to the CDM and likely able to accept CERs

4. Mechanisms

In a technical sense, the more design elementedhatween two systems, the easier it
is to link them formally through common acceptaotallowances. Certain design
elements preclude full formal linking without coroprising the environmental
objectives of one of the programs, most notablgepcaps.

Formal

The ideal case of linking is where formal agreemmdiatve been negotiated to
allow GHG emissions credits issued by any linked33btogram to be accepted
by all linking partners. Multilateral linking, veine GHG credits are fungible
among many GHG mitigation programs, most completedyizes the ideal of a
single shared carbon unit and delivers the maxirpassible benefit from a broad
carbon market.

An incremental step toward this ideal is bilatéirsting, where GHG credits are
fungible between two GHG mitigation programs.



A special case of formal linking is unilateral, w®ne GHG mitigation program
unilaterally allows GHG credits from another pragrto count for compliance
purposes, such as the proposed acceptance of CBRS Australian States’
NETS or the RGGI acceptance of CDM credits underesprice conditions.

il. Informal Linkage

Where formal linkage between systems is not possibe either to substantive
differences in design, or political constraintggeinains possible to have
substantive linkage through informal mechanisms.

The most robust form of informal linkage is therrmmon currency’ model, the
case where GHG mitigation programs mutually recogai third program. This
has not yet occurred between allowance marketghbwthared standards and
acceptance of project-based credits such as thes EfRluced by the Clean
Development Mechanism have the potential to progidennection between
systems through a single freely exchangeable unit.

An example of this is the proposed Canadian systénich will be complicated

to link to the EU ETS due to the use of intenstgets, but will allow for use of
CERs. Unfortunately, the 10% limit on usage witan that the linkage between
the Canadian system and the EU ETS will be ingefiiicto drive price
harmonization.

A proposed model of informal linkage would an ihgibns set up acting as a de
facto carbon reserve bank. This would be an amlstproject that will require a
strong balance sheet. Some coordination with palitborities would seem
inevitable.

The weakest form of informal linkage is financidbirage. Market makers can
provide an indirect linkage between different GH@ulatory programs on a cash
basis, much as occurs in international currencykatar However, under this
model, transactions costs will be relatively highg efficiency will require large
volumes. Critically, this model is least likely deliver the carbon price
harmonization necessary to ameliorate competitoreerns.

The mechanism most universally practicable atttiis is the ‘common
currency’ model described above, the constructidmkages through the shared
use of CDM/JI credits. While IETA is optimistieat over time the political
barriers to formal linkage will be negotiated dowlms process itself may be
facilitated by the growth of the carbon market tigl informal linkage.



As the largest and most liquid carbon market invtbeld, the EU ETS currently
drives demand for CERs. In 2006 at least 69%I|dEBRs bought have been
purchased by EU member states (Point Carbon, M200R). However, an
increasing number of the nascent carbon markebatjjoare proposing to
connect to the global carbon market through the CDMs noted, the Australian
NETS will accept CER credits and be indirectly Bakto the EU ETS through the
CDM. The recent report of the Market Advisory Coittee in California has
advocated similar linkage. Both the Canadianesysind the RGGI program in
the Northeast of the United States have restriategss to CDM credits thus
limiting the effectiveness of the link in creatipgce harmonization. In this
regard, supplementarity restrictions are equabyrieting the potential of the EU
ETS as the nucleus of a global carbon market.

5. Linking EU ETS to CDM and JI — Opportunities and Pitfalls

The CDM has shown tremendous growth over the éastykars, CER transactions
increased over 420% between the years 2004 and #666107 to 450 Mt Ce (World
Bank & IETA, State and Trends of the Carbon Ma@2@@6; State and Trends of the
Carbon Market 2007).

With this grew all the benefits that accrue foringwarbon finance flows, technology
transfer and engagement of developing countrieslé/gbvereign compliance has played
an important role in the growth of this market, thain driver has been the EU ETS,
which has had access to CERs and ERUs.

When discussing pitfalls and opportunities for imkCDM and JI to the EU ETS we
must differentiate between what is in the jurisdictof the EU and what is in
UNFCCC/COP/CDM EB - some of the issues that we fvghlight can be addressed
through EU processes, while others are of the ctenpe of the UN process.

Market Perspectives

For the period 2008 —2012 the demand/supply balsn@aighly in equilibrium, if one
does not consider Canadian demand, especiallg &avereign level, which is not likely
to materialize. The market has responded to thectudemand driven by ambitions from
the Kyoto Protocol and the domestic instrumentsithaas generated, such as the EU
ETS.
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Figure 1: Global supply/demand balance scenaribAIE
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However, post-2012 demand for offset projects ardits can be expected to increase
substantially, driven by deeper cuts, such as 20/802020 or the 50% discussed in the
G8. In addition an increase demand can be expéetgahd the current typical KP
demand, from sources such as the voluntary maskssible US, Australian and
Canadian demand and maybe other new sectors canetesl future.

Since most high volume projects, such HFCs and N&d@issoon be cleared, under the
current architecture and mindset of the CDM asogept-by-project instrument, we will
require large number of projects that produce énatea of 100,000 /year.

Given this increase in demand, even if coupled withore efficient and well resourced
regulator (CDM EB and UNFCCC Sec), can the numbejepts required be processed
in a timely and appropriate way? The current trestinof other factors, such as
additionality, will also pose additional questiorissuch high demand is to be addresses.

Improvements and efficiencies can be had from atimeechanisms, but like in any other
field a certain basic design and approach can alhdnily take you so far. It is clear that
the current offset mechanisms where designed td Kieéype targets and we may need
different approaches for to satisfy deeper cuts.



In addition, it is likely that there will be incread demand for a geographical and sectoral
project balance that is currently not well addrdsse
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Finally, the role of JI and AAUs in the post-210&ipd is also something that needs to
be reviewed thoroughly. Many of the JI countriegehmined the EU ETS and the
amount of AAUs that may be available post-2102 etheling on negotiations, amount
used in Phase 1 and economic growth, may be Idvaéthe current situation. This must
be seen in conjunction with the demand/supply egudbr CDM.



All these issues need to be addressed throughgaksteps and recommendations on
items that the EU/EC can
o implement directly, or
o develop positions and recommendations to induceggsathat are under the
jurisdictions of the UN

Recommendations: Practical Seps

UNFCCC

The EU should strive to ensure that leading to 2082CDM can move from the curre
project-by-project approach, which given the volsm#at are envisaged may

unworkable.

Another option will be for the UNFCCC to developwnenechanisms that would k

nt
be

e

designed under different premises. First and fostm@ must model the programmatic

CDM in such a way that it will make a differencadaallow large number of projects th
be recognized and executed in a simple mannerciitrent debates in the CDM EB ¢
help, but are unlikely to meet the test that gnsisaged.

Benchmark baselines and sectoral approaches caulchdye appealing and hold t

promise to process and deliver large number ofeptayith greater ease. Combined V\ﬁth
n

this, looking at additionality based on a benchnmaykapproach, such as curre
examined by some sectors, could also ensure a iigger uptake of offset projec
especially by those in the multinational corporseetor.

EU/EC
The Linking Directive remains a critical elementanust continue to be emphasized

the EU and the EC. Some for post 2012 EU ETS coityinwhich nhow seems to ha
been finally accepted as a fact. Continued acceptah post-2012 CERs will also |

important as well the provision of support for klinlg and maintaining the infrastructure

and the regulatory machinery, even if the CDM igmsed to become self funding.

The EU needs to start a process of thinking ofam®unt of offset credits that it may

need post-2012 and see if current mechanism cgnrhekt that demand. It needs
think through these matters and put forward pas#tibased on those conclusions.
the current mechanisms sufficient ?

The inclusion of LULUCF in CDM must be seriouslypéored and should go ahegd
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while ensuring that scientific uncertainty has baddressed. This may help address
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geographical imbalance with Africa, where many @ct§ in this category projects can be
done.

The EU should also ensure the inclusion of CCS IDMC once all technical and
scientific issues have been addressed. This w&g, @ valuable technology, will be
available to developing countries, which will conte, or increase, the use of fossil fuels.

6. Quantitative limits: pros and cons of caps andupplementarity requirements

Following the general consensus, both Annex | drmbuintries will have to undertake

their own share of action in order to tackle climahange. Within the Kyoto Protocol all
Annex | countries are encouraged to take domegtiioraas part of their efforts to

comply with the Kyoto targets. Politically, supplentarity policies will provide both an

incentive for domestic industries to take actionwasdl as signal to those outside the
scheme that real action is occurring domestically.

IETA and its members recognize the need to deternd@vels for supplementary.
However, at the same time we would argue that sallties do weaken efforts of
linking different ETS schemes and project basedhaeisms, and restrict lower cost
abatement activities that may occur outside ofrdquaar ETS’s jurisdiction.

IETA supports its members to undertake direct measithat reduce emissions
reductions, whenever possible, within their owniemment. However, IETA also sees
that further restrictions on the use of emissioduotions from outside a system will
severely limit the system’s ability to mobilise igréficant amount of capital investment
earmarked with this intent. That amount of capi@imed at achieving emission
reductions, could be equal to or more than thel tihiat has been invested to date.
Capital investments under any future scenario Wk#lly require far greater investment
than what has been seen thus far.

Present supplementarity rules have resulted iningrgompliance restrictions under the
EU ETS. Supplementarity levels found in NAP ligreatly vary from 0% to around
22% of the total amount of allowances surrendesedrbinstallation to the member state.
Such a variety in rules and limits will have a negaeffect on the emissions market by
limiting the potential of the supplying market tampide solutions to climate change.

With the increased need to take action and a ggpwumber of activities elsewhere in
developing ETSs and/or project based mechanisrassutbrent supplementarity policies
may also have to be expanded to these new programReasoning for mirroring
supplementarity principles in developing ETSs mighteither due to the overall scope of
these programmes or due to political consideratismilar to those behind the
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supplementarity rules of the KP. In both case3AkEs of the opinion that such rules
should not lead to prohibitive high abatement cdstsindustry or to a high level of
complexity in order to implement supplementarityligges. Clear guidance and policy
setting at EU level is thereby essential.

Recommendation:

Although IETA recognizes the need for certain seppntarity rules to demonstrate that
member states put emphasis on achieving emissidactiens domestically, 1ETA
recommends that any such limits are set at Europeael and with the intent and
objective to lead to an overall abatement cospnaiibitive to the domestic industry.

==

7. Qualitative restrictions (gasses, sectors and @ect types) on the use of
offsets

The CDM has to date demonstrated the ability tovipiecredible emission reductions in
volumes that have been in line with the reductiammitments under the Kyoto

Protocol. However, the CDM has also demonstratetl ¢urrent operations are clearly
leaving some sectors behind due to a perceived lexp of the mechanism and/or

varying interpretations of additionality.

In order to achieve a necessary future amountaateons, both the CDM and JI must

become mechanisms that are able to capture alirsedfloreover, new tools for testing

environmental additionality will be required. Tedhat are more suited to the sectors
that are not significantly represented in the tdximechanisms might be developed.
IETA puts emphasis on: a) clear methods of settiagelines, b) programmatic CDM,

and c) sectoral approaches.

With the approval of the first LULUCF project and ancreasing number of LULUCF
methodologies, the CDM has demonstrated that Adtateon & Reforestation can be a
viable option to achieve emission reductions, wishbuld play a role in the European
EU ETS market. Both the transportation and consbuectors are far from living up to
their expectations as CDM activities, as only or@qzt with transportation activities has
been registered till now and the construction selots not seen any project approvals
yet. Although projects involving renewable energurses make up 60% of all projects
in the CDM pipeline, certain types or renewablesoaat only for a minimal fraction. In
particular projects with solar, tidal and geothdrancivities so far form less than 1% of
all projects that entered the project cycle (UNESOR, June 2007).
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Apart from methodological issues related to theistegtion of projects, significant

experience has been gained in the administratioeegses of project registration.
Companies that currently have EU ETS compliancegatibns in more than one

Member State and want to use CERs for compliancpoges are required to obtain a
Letter of Authorisation from each corresponding MemState. This is required only if
they want to receive CERs directly into a respeciember State registry.

At the same time, within JI track Il, companies éa® respond to a multitude of project
application conditions that depend on the individdamber State’s agreement with the
JI host country. Not only does this increase thelén on industrial participants in a Jl
project, but also on the administrative body of lember State. Some countries
wanting to participate in the flexible mechanisnishe KP may not be able to handle a
CDM and/or JI project based on the administrataguirements to do so.

Harmonization of the approval process within thenier States around CDM & JI
projects will lower the overall participation regements for European actors to
undertake a CDM or JI project.

Recommendation:

IETA recommends that the EU ETS should:

1. Ensure that projects categories currently eleduby the CDM, especially LULUCF
are included in the CDM. Similarly, CCS should als® part of CDM post 2012. |
principle, there is no reason why not all CDM paobgein the KP should not be accepted
in the CDM.
2. Explore and encourage the CDM & JlI to adopt aremdiverse approaches to
demonstrating environmental additionality with timent to increase participation of
industries currently not significantly participagim the CDM & JI;
2. Further enhance the harmonisation of projecta@ among all the different Member
States for both the CDM & JI.

>
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