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Press Release : [EA ANALYSES EFFEC...EAN PROPOSALS ON EMISSIONS TRAhttp://www.iea.org/new/releases/1999/eurpro/eurpro.htm

-

To Press Releases List

IEA ANALYSES EFFECT OF EUROPEAN PROPOSALS ON EMISSIONS
TRADING

Paris, 8 June 1999
IEA/PRESS(99)8

The Secretariat of the International Energy Agency made public today a preliminary study
analysing the impact on worldwidc efforts to combat climate destabilisation of recent
proposals by the European Union. On 17 May, the EU voted to push for restrictions in the
1997 Kyoto Protocol on the amount of credits for reducing carbon emissions countries
could acquire through such "flexible mechanisms" as emissions trading.

The IEA’s key finding was that EU member states on average could acquire 42% of the
difference between what their emissions would have been in the year 2010, if they had taken
no measures to reduce them, and the emissions they will be allowed under the Protocol. For
non-EU members, including the United States, the amount would be 34%. The study also
found that countries with emissions credits to sell would be constrained under the EU
proposals. Russia, for example, could sell only 30% of its potential credits. The analysis
points out that countries wishing to buy or sell more carbon credits may only do so if they
demonstrate further domestic reductions.

Accompanying this press release is a short version of the IEA study, which seeks to make
the somewhat complex points of the original study more understandable. Copies of the full
analysis are available by clicking here, or can be had on request.

In releasing the new study, Robert Priddle, the IEA Executive Director, remarked: "This
paper is designed to clarify the climate change debate, a service which IEA Members have
asked the Secretariat to undertake. We acknowledge its limitations, but it is an objective
application of our expertise, without fear or favour. Negotiations, like markets, work better
when they are well informed."

Press contact: Scott Sullivan: Telephone (331) 40-57-65-54; e-mail: scott.sullivan@iea.org
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A Preliminary Analysis of the EU Proposals on the Kyoto Mechanisms

prepared by Richard Baron, Martina Bosi, Alessandro Lanza & Jonathan
Pershing
Energy and Environment Division, International Energy Agency

o
jye
TREERNTS

28 May 1999

June 8, 1999

I. Introduction

1. On May 17, 1999, the European Union Council of Ministers agreed on a Community strategy for
climate change. This strategy included recommendations on definitions for supplementarity;
specifically, it proposed limits on the share of emissions reductions a country might obtain
through use of the Kyoto Protocol’s flexibility mechanisms. Given the significant interest both in
the overall issue of the Kyoto mechanisms, and in proposals on this issue by Parties, the IEA has
undertaken a preliminary analysis of the implications of this proposal.

2. The EU proposal is divided into two sections — rules for "buyers" and rules for "sellers". In the

buyer case, two options are provided, and Annex B Parties’ purchases may not exceed the higher
of the two:

(1) 5% of (base year emissions multipled by 5 ) + (assigned amount)
2

or

(2) 50% of the difference between the actual annual emissions of any year between 1994 and
2002 multiplied by 5, and its assigned amount.

3. A simple example may serve to illustrate the operation of this rule. Under alternative (1), if a
country’s base year emissions were 100 tons, and it was required to undertake a 5% reduction
below the base year level in the commitment period (i.e. the assigned amount is 475 tons in this
case), it could purchase 24.375 tons (0.05 * ((500+475)/2)). Assuming national emissions rise
between the base year and 2004 by 10 percent, under alternative (2), the same country could
purchase 37.5 tons (0.5* (110*5-475)). If emissions, absent domestic actions, were to rise by 10%
over the commitment period, under case 1, the country could purchase only approximately 32% of
its "gap.” Under case 2, it could purchase 50% of its gap.

4. However, the EU proposal includes a provision that would allow an Annex B Party to purchase
more emissions than the amount defined by the ceiling. This would only be possible in the case of
an Annex B Party achieving emission reductions, through verifiable (according to the still to be
defined rules under Article 8) domestic policies and measures undertaken after 1993, greater than
the amount allowed under the ceiling. The additional amount that could be purchased would be
limited to the difference between the amount of reduction achieved domestically minus the total
amount allowed to purchase under the formulas. For example, a Party that has a ceiling (under the
formulas) of 25 tons and implements domestic policies and measures resulting in a reduction of 40
tons, it would be allowed to increase its purchasing ceiling by 15 tons (40-25). That Party would
thus be allowed to purchase a total of 40 tons (25+15).

5. A scparale rule is also applied to limit the tons that may be sold by an Annex B Party. Under this

constraint, a selling party may not transfer more than the amount allowed by the following
formula:

1 of§ 6/15/99 9:07 AM
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5% of (base year emissions multiplied by 5) + (assigned amount)
2

6. An example may also serve to illustrate this constraint: Assume a country with base year
emissions of 100 tons had an assigned amount of 500 tons (i.e. stabilization of base year emissions
during the five-year commitment period). If that country was expected to have emissions of only
80 tons per year in the commitment period, such a country could nonetheless only transfer 25 tons
of its expected 100-ton potential (500 — (80*5)). It should be noted that in the case of a selling
Annex B country, limits on transfers are applied only to the initial assigned amounts, and these

may be augmented by domestic action undertaken if they meet agreed (still undefined) rules under
Article 8 of the Protocol.

7. This paper applies these formulas to each of the Annex B Parties; the results are listed in table 1,
and described more fully below. Implications are discussed in Section II. Data on base year
emissions, and on projected emissions are those provided to the IEA and published in the "Energy
Policies of IEA Countries — 1998 Review", and "CO2 Emissions from Fuel Combustion — 1998

Edition". Section 111 of this paper provides some additional assessment of the price implications
from such constraints.

8. A number of shortcomings in this analysis must be recognized at the outset:

o IEA data (and thereforc this analysis) is limited to emissions of CO2 from the
energy sector; as this proposal would ultimately apply to all greenhouse gases,
and sinks, the evaluation can only serve as an approximation of the true costs or
€missions consequences.

o There is a wide array of models available to project both emissions reduction
costs and the number of tons of greenhouse gases that would be purchased by
Parties; this evaluation uses estimates as described in recent results from the
World Energy Outlook and the OECD GREEN model. Clearly, a more robust
analysis would require detailed information on national cost curves for both
selling and buying Parties (including Parties not included in Annex B).

o This analysis makes the assumption that all exchanges (through Article 6, 12 or
17) have no associated transaction costs; this assumption is most likely to affect
the price of CDM units, but may influence the overall amount traded and the
total price of permits.

o This analysis does not include estimates of the impact of domestic policies and
measures and may thus underestimate the total quantity of emission units that
can be purchased by Annex B Parties.

IL. Preliminary quantitative assessment of the EU concrete ceilings

9. The proposal sets clear rules on how to determine amounts that would be available for sale, and
amounts that could be acquired. Based on the IEA energy-related CO2 emissions, which represent
the majority of GHG emissions for most Annex I Parties, we have attempted to quantify the
implications of the ceiling on the market.

Effects on Buyers

10. Table 1 gives an idea of the total demand that would be allowed by the rules. We assume that
Parties would wish to use the highest of the two numbers (5% of the average of 1990 and assigned
amount, or 50% of the differcnce between the highest emission years between 1994-2002, and the
assigned amount). In order to find the highest year between 1994-2002, we used IEA country
projections on energy use expanding to 2000 or 2010. Based on these data, we find that the rule
would allow buyers to acquire a total of 1,091 Million tons of CO1. This number amounts to one
third (36%) of the total gap between expected 2010 emission levels under business as usual and
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the Kyoto Protocol target (3,005 million tons of CO2) — See table 2.

11. For most Annex II countries (potential buyers), the "50%" rule allows for a higher quantity of
acquisitions, except for those countries where current emissions are close to their annual assigned
amount (France, Portugal, for instancc). For some countries, the EU rules would allow purchases
of a significant amount of emission units, expressed as the percentage of the gap that can be
acquired through trading: Denmark (479%), Luxembourg (854%), and Switzerland (721%). There
are two explanations for these high figures: :

o Denmark has experienced very high emissions in 1996; 50% of the difference between such
a high year and its assigned amount is therefore relatively large;

o Projections submitted to the IEA by Luxembourg and Switzerland for 2010 are very close to
their assigned amount: their ‘gap’ between business-as-usual 2010 emissions and their
annual assigned amount is very small. As a result, the allowed quantity, under either rule,
appears relatively big. Clearly, an analysis such as this is very much dependent on the
quality of projections submitted by Member countries to the IEA: small changes in numbers
may have significant effects.

Effects on Sellers

12. Tt is difficult to estimate how much would be available for sale in Annex B Parties without any
additional mitigation efforts. In Table 3, we give an indication of how much "surplus" is available
today in countries with economies in transition. These countries’ energy-related CO2 emissions
remained lower than their assigned amount (on an annual basis) in 1996, by a total of 1,127
million tons of CO2. The IEA World Energy Outlook projects that under business-as-usual
conditions, 2010 emissions from countries in Central and Eastern Europe, the Russian Federation
and Ukraine would be lower than their 1990 level by about 574 million tons of CO2.

13. A unique formula is given for the ceiling applied to sellers: 5% of the average between the
assigned amount and the base year emissions. The total supply, based on this rule, would be
limited to 190 million tons of CO2. With this ceiling, these countries would only be able to sell
one third of their available rcductions in 2010: 190 million tons out of 574.

14. According to the proposal, Annex B Parties would need to demonstrate that they have undertaken
specific abatement measures, and quantify their impacts in order to be able to sell any tons over
the ceiling. This would add transaction costs to these tradable emission units, which would reduce
the efficiency of the international trading system. The OECD GREEN model projects that Ukraine
and Russia would sell 971 million tons of CO2, that is some 400 million tons additional to their
‘no-cost’ potential. Before they could sell this amount, they would need to ensure that it is
"verifiable" under the rules to be developed under Article 8.

15. Because demand would be limited to 1,091 million tons of CO2 and "supply” to 190 million tons,
an excess demand of 901 million tons of CO2 could be created. This excess demand could be met
by CDM projects, or policies and measures undertaken by sellers after 1993. Joint Implementation
projects undertaken after 1993 would seem to fit in that category. However, the ceiling on sellers
is expressed "for all three mechanisms", including JI. This issue would need clarification. By
creating a restriction on how much Annex I Parties can sell, the restriction on sellers could create
higher demand for CDM and possibly JI projects (see following section).

IIL Preliminary Analysis of the effects of the proposal on price

16. For the purpose of this analysis, it is assumed that emission units resulting from international
emissions trading (Art. 17), joint implementation (Art. 6), and the Clean Development Mechanism
(Art. 12) are all fungible for the purpose of meeting the Kyoto emissions targets.

17. In effect, the Council’s proposal puts restrictions on the total amount of emission units that can be

bought. However, the Council’s proposal does not put a restrictions on the total amount of
emission units that can be sold, as it only puts a restriction on the amount of emission units that

3of5 ' 6/15/99 9:07 AM
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25.

can be sold by Annex B Parties.

In theory, these restrictions would lead to a reduction of the potential gains of an unrestricted
market of emission units (including international emissions trading, JI and CDM): instead of
acquiring cheaper emission units from the market, Annex B Parties would incur higher mitigation
costs at home. Potential sellers are thus less encouraged to undertake mitigation activities that

could generate supply of emission units on the market than they would be with an unfettered
market.

The Demand for International Emission Units

The IEA has attempted to illustrate the impact of the Council’s proposal on overall Annex B
demand for international emission units (see graph 1). In essence, it takes the form of a vertical cut

in the demand curve for emission units limiting the total amount that can be acquired (1,091
million tons of CO2).

All other things being equal, a lower demand will drive the market price down compared to the
unrestricted case. The quantity of emission units produced and transferred would be reduced. All

this would lead diminished revenues for the sellers (from Annex B and non Annex B) of emission
units.

Assuming a competitive market, the effect on the acquiring Annex B parties could take 2 forms:

()Countries that are unaffected by the Council’s restrictions (i.e. the quantified limit
imposed on a Party is greater than the amount of emission units that it would acquire
even in an unrestricted market) would benefit from a lower price for emission units;
or '

(i)Countries that are affected by the Council’s restrictions (i.e. the limit imposed is
less than the amount that they would otherwise acquire in an unrestricted regime) also
benefit from the lower price of international emission units, but this is combined with
higher domestic cost than would otherwise be the casc.

It is interesting to note that this reduction in price, brought about by the restriction of quantilies
that can be acquired could create an incentive for sellers of emission units to operate in an
imperfect market, such as a cartel, in order to seck a higher price for their units. The efficiency
losses for acquiring Annex B Parties would be even greater. Of course the stability of a potential
cartel is reduced if there is a large number of potential sellers. It is also possible that such market
imperfections could occur even absent any caps.

The Supply of Intermational Emission Units

The overall efficiency gains of an unrestricted market for emission units are reduced by the EU
proposal because some of the lowest cost options are no longer available. However, the Council’s
restriction does not apply to the overall quantity of emission units that can be transferred. As the
restriction does not apply to emission units resulting from JI or CDM projects, this restriction may
encourage greater investment in JI and CDM. The Council proposal restricts only the amount of
emission units that do not result from verifiable domestic action undertaken after 1993 that can be
sold by Annex B Parties.

All other things being equal, the effect of the Council’s restriction on the sale of emission units
would trigger an increase in the market price (see graph 2): in order to satisfy the same level of
demand, more costly units would be put on the market.

IV. Preliminary conclusions on the overall effect of the EU Council’s proposed restrictions

The restriction in demand would normally lead to a lower price. However this restriction is

6/15/99 9:07 AM
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26.

27.

28.

combined with an imperfect restriction on supply (i.e. there is only a restriction on "hot air" and
NOT on the total amount of emission units that can be sold on the international market), which
alone would lead to an increase in price. More in-depth quantitative analysis would be required to
determine the final impact on price of the combination of those two types of restrictions. Any such
analysis would always hinge on the quality of the estimated GHG mitigation cost curves.

With respect to JI and CDM, it is unclear what will be the combined effect of the EU Council’s
proposed restriction on buyers and sellers. The restriction on demand reduces the overall amount
of emission units purchased, including from JI and CDM. However, the restriction on supply
exempts units resulting form JI and CDM projects, thereby lessening the negative impact caused
by the restriction on Annex B demand.

The effect on the price and consequently on the loss of efficiency (for sellers and buyers)
compared to an unfettered global trading scheme will depend on various factors, in particular:

1) The quantity of emission units available from CDM projects;

2) The availability of low cost domestic abatement opportunities within countries;

3) The magnitude of the CDM fee (most models estimate CDM as being without
transaction costs and being similar to IET, but this is rather unlikely to be the case in
practice);

4) Whether the sellers want to collude and artificially restrict supply in order to obtain
a higher price for the emission units, thereby taking advantage of the restriction on
demand.

There is nonetheless a clear loss of overall efficiency due to the fact that some Annex B Parties
will spend more economic resources on domestic abatement than would be the case if they could
acquire units from an unrestricted market. Economies in transition having emission units to sell at
no marginal cost will see part of their potential revenue benefit reduced. It is also possible that
developing countries will have reduced CDM revenues as a result of the restriction on overall
demand.

Tables and GTaphs : click to view:
® Graph 1: Ceiling on demand only: an illustration

e Graph 2: Ceiling on supply only: an illustration

e Table 1 : Impact of EU concrete ceiling on trading - lilustration based on energy
related CO2 emissions

e Table 2 : Tradeable units for potential buyers {(Annex Il countries)

e Table 3 : Energy-related Co2 emissions and assiqned amount for countries in
transition

For further information, please contact Jonathan Pershing (tel. 331-4057-6720; e-mail jonathan.pershing @ iea.org) or
Richard Baron (tel. 331-4057-6724; e-mail richard.baron(@iea.org)
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Graph 1: Ceiling on demand only; an illustration
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The ceiling on demand for international units represents a vertical break in the demand curve.
Instead of buying Q* on the unrestricted market, buyers can only acquire Q.. Under perfect
competition on the sellers’ side, P**, the new price after the restriction on demand is applied, is
lower than P*, the price of emission units without the restriction.
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Graph 2: Ceiling on supply only: an illustration
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The ceiling on how much Annex B Parties can sell results in a shift of the supply curve to the
left. Annex B Parties, with already available reductions, would essentially supply reductions
at ‘no cost’, on the bottom left part of the curve. In this case, P**, the new price after the
restriction on supply, is higher than without the restriction.
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Table 1
impact of EU Concrete Ceiling on Trading - Hlustration based on energy-related CO2 emigsions
Base year Assigned  {Highest emissions 2010 emissions  [*5% rule* "§50% of Maximum
emisslons Amount (%) 1884-2002 minus annual AA |sellers in (...} | difference* of two rules
M CO2 M CO2 for buyers ML CO2 (buyers only) Mt CO2
Australia 262.99 108 334.99 103 13.68 25.48 25.48
Austria 59.36 87 64.80 14 278 €.58 6.58
Belgium 108.11 92.5 124.57 20 525 11.82 11.82
Bulgarla 73.48 92 - (3.81) - -
Canada 427.53 94 504.45 149 2074 51.29 5129
Crontla 18.61 95 - (0.81) - -
Czech Republic 141.83 92 - (6.81) - -
Denmark 52.83 79 72.32 3 237 15.25 15.25
HEstonln 2650 P2 - (1.22) . -
Finland 54.36 100 66.31 16 272 5.08 5.98
France 378.31 100 384.65 29 18.92 3.17 18.92
Germany 981.42 79 909.14 120 4392 68.91 66.91
Greece 72.28 125 98.30 45 4.07 3.97 4,07
Hungary 77 94 - (3.52) - -
Iceland 2.22 110 - - 012 |na. 0.12
Ireland 33.24 113 40.26 7 1.77 1.35 1.77
Italy 408.15 93.5 446.71 103 19.74 32.55 32.55
Japan 1,061.77 94 1,177.69 140 51.50 89.81 89.81
Latvia 15.63 92 - - {0.75) - -
Liachtenstain - 92 - - - - -
Lithuania 21.4 92 - - (1.03) - -
Luxembourg 10.86 72 10.96 0 0.47 1.57 157
Monaco - 92 . - - - -
Netherlands 161.27 94 188.72 44 7.82 18.56 18.56
New Zealand 25.35 100 34.92 13 1.27 4.79 479
Norway 29.76 101 34.34 - 1.50 2.14 2.14
Poland 449.06 94 - - (19.28) - -
Portugal 4147 127 £6.97 13 235 215 2.35
Romanla 195.48 92| - - (B.64) . -
Russlan Federation 2,181 100 - - (109.04) - -
Slovakia 5417 92 - - (2.60) - -
Slovenia 12.74 92 - - 0.61 - 0.61
Spain 215.02 115 284 83 - 11.58 18.78 18.78
Sweden 52.65 104 58.30 7 2.69 2.27 2.69
Switzerland 44.24 92 44.75 0 212 2.02 2.12
Ukralne 666 100 - - (33.28) - -
United Kingdom 586.28 87.5 578.86 108 27.44 33.42 33.42
United Stales 4,873.42 93 5,880.71 2,070 235.14 674.22 674.22
Total 13,872.58 - - 289.73 1,091.78
Demand from Annex il Countries 3005 480.51
Supply from Countrigs in transition 574°° {180.78))
Exceas demand (demand - supply) 801.00

Base year emissions come from the IEA CO2 emissions from tuel combuystion (1971-1996)

with appropriate changes In base years for Bulgaria (1988), Hungary (1985-1987), Poland (1988), and Romania (1 989)

Highest emission levels are based on countries snargy projeclions (Energy Policies of IEA Countiies, 1898, IEA),
applying growth rates to 2010 to the 1897-2002 period.

All countries in transition except Slovenia are assumed lo be sellers, all other Annex | Partles are assumed to be buyers

For Russlan Federation and Ukraine, 1990 emisslon levels whera derived from 1992 emission levels
and 1990-1992 emission stalistics for the Former Soviet Unlon

" The sum ol the gap between projected energy-related CO2 emissions ot Annex |l Countries and their assigned amount (annual)

** This figure comes fram the IEA World Energy Outlook, 1998 Edition and represents the gap between 1890 and 2010 levels

do1o
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Table 2
Tradeable units for potential buyers (Annex Il countries)
2010 - annual Maximum Share of gap that
assigned amount acquisitions can be acquired
“gap"” (in MICO2) (in Mt CO2) w. 3 mechanisms
Australia 103 25 25%
Austria 14 7 46%
Belgium 20 12 58%
Canada 149 51 34%
Denmark 3 15 479%
Finland 16 6 38%
France 29 19 66%
1Germany 120 67 56%
Greece 45 4 9%
Iceland - 0.12 n.a.
Ireland 7 2 24%
Italy 103 33 31%
Japan 140 90 64%
Luxembourg 0 2 854%
Netherlands 44 19 42%
New Zealand 13 5 8%
Norway - 2 n.a.
Portugal 13 2 18%
Spain - 19 n.a.
Sweden 7 3 37%
Switzerland 0 2 721%
United Kingdom 108 33 31%
United States 2,070 674 33%
Total 3,005 1,091 36%
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Energy-related CO2 emissions and assigned amount for countries In transition

—FAnnuaI-"Tssigned Emissions ‘GLap observed
Amount in 1996 in 1996
(Mt CO2) (Mt CO2) (Mt CO2)

Bulgaria 79 55 (24)
Croatia 16 15 (1)
Czech Republic 130 122 (8)
Estonia 23 20 (4)
Hungary 73 60 (12)
Latvia 14 9 (5)
Lithuania 20 15 (5)
Poland 422 365 (57)
Portugal 53 49 (4)
Romania 178 123 (55)
Russian Federation 2,181 1,517 (664)
Slovakia 50 39 (10)
Ukraine 666 388 (278)
Total 3,904 2,777 (1,127)
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U.S. DEPARTMENT OF STATE
Office of the Spokesman

For Immediate Release May 17, 1999

STATEMENT BY JAMES B. FOLEY, DEPUTY SPOKESMAN

U.S. Reaction to EU Move to Limit Emissions Trading

The United States Government is disappointed by today’s statement of the
European Union seeking to restrict the use of emissions trading under the Kyoto Protocol.
Nonetheless, our basic position on such limits remains unchanged: The United States has
consistently opposed such restrictions, and will strongly oppose them in future
negotiations.

Market mechanisms, such as emissions trading, are essential to dealing with the
global problem of climate change in the most cost-effective and environmentally
effective manner. In the United States, emissions trading has been used with great
success to control acid rain at a fraction of the anticipated cost.

The issue of whether emissions trading should be subjected to a quantitative limit
was explicitly and thoroughly debated at Kyoto. The European Union favored
quantitative limits at that time but, as part of the complex set of compromises that formed
the Protocol, the EU accepted a text that includes no quantitative limit. Thus, this new
action by the EU is an attempt to rewrite the Kyoto Protocol.

Moreover, under the terms of the Protocol, European nations have asserted an
unlimited capacity to trade emissions rights among themselves under their so-called
‘bubble’. In today’s statement, the EU proposes to restrict every flexibility mechanism
agreed to at Kyoto other than its own.

International emissions trading alone, of course, will not achieve our objectives.
The United States is taking vigorous domestic action to reduce greenhouse gas emissions
and will continue to do so. But restricting trading simply limits one of the most effective
-tools in the world’s arsenal for combating global warming.



' THE WALL STREET JOURN

Clinton AccusesEU

Of Trying to Rewrite
Global Warming Pact

By a WALL STREET JOURNAL Stdff Reporter
WASHINGTON—The Clinton adminis-
tration accused the European Union of an
““attemnpt to rewrite the Kyoto Protocol” on
global warming after EU members voted to
cap the use of emissions trading to cut dis-
charges of so-called greenhouse gases.

The 15-member EU announced it had

approved limits on emissions trading even
though it had agreed during 1997 negotia-
tions in Kyoto, Japan, not to include such
restrictions in the global treaty. '
The U.S., which has yet to ratify the
treaty, wants no limits on emissions trad-

ing, which would allow companies to meet ;

mandatory pollution cuts by buying emis-
sions certificates from others that have
made reductions beyond levels set by the
treaty. U.S. companies also could get cer-
tificates by selling technology or providing
financing: that helps developing countries
reduce their emissions.

- Such trading is a major part of U.S.
strategy to reduce the levels of carbon
dioxide and other gases that are thought to
be warming the planet by trapping more
solar radiation. Trading, according to U.S.
officials, also would ease the economic and

political shock of emissions cuts. Under the

treaty, the U.S must cut its current emis-
sions le\_'els by about 30% from 2008 to 2012,

]
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EUROPEAN UNION Brussels, 12 May 1999
THE COUNCIL

8226/99

LIMITE

ENV 166
ENER 57
FISC 116
ONU 6

"A" ITEM NOTE

from Permanent Representatives Committee
to : Council
Subject : Community strategy on climate change

- draft Council conclusions

At its meeting on 12 May 1999, the Permanent Representatives Committee agreed to invite the Council

- to adopt, as an "A" item on the Agenda for the Council meeting on 17 May 1999, the Council

conclusions on the Community strategy on climate change as reproduced in Annex 1;

- to enter into its minutes the statements contained in Annex 2.
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ANNEX 1

DRAFT
COUNCIL CONCLUSIONS ON A COMMUNITY STRATEGY
ON CLIMATE CHANGE

1.  The Council believes that the Buenos Aires Plan of Action is a satisfactory result of COP4. It
includes a programme of work on the further implementation of the Convention, inter alia on
further assistance to developing countries through the financial mechanism and the development
and transfer of technology, as well as on key issues of the Kyoto Protocol, in particular the Kyoto
mechanisms, compliance and policies and measures. The Council believes that urgent preparatory

work is needed in order to implement the Buenos Aires Plan of Action by COP6.

2. Inthis regard, the Council confirms, as a basis for further negotiations at the sessions of
SBSTA/SBI from 31 May to 11 June 1999 and thereafter, the additional proposals submitted
since COP 4 ! by the European Community and its Member States to the UNFCCC Secretariat. It
believes that EC positions on all elements of the Buenos Aires Plan of Action should be further
developed, including in particular on the following priorities, with a view to reaching decisions

on these matters by COP6:

° the further elaboration of concrete proposals for principles, rules, modalities and guidelines
for the Kyoto mechanisms, which shall include the definition of a concrete ceiling on the
use of the Kyoto mechanisms as contained in paragraph 3 below, and which shall be

undertaken with priority given to the clean development mechanism (CDM), and

Submissions were put forward on the clean development mechanism (Art. 12), on emission trading (Art.
17) and on joint implementation (Art. 6), on compliance, on activities implemented jointly, on land-use,
land-use change and forestry (Articles 3.3 and 3.4 of the Protocol), on the development and transfer of
technology, on the implementation of Art. 4.8 and 4.9 of the Convention, on the guidelines for the
preparation of national communications and of annual greenhouse gas inventories of Annex I Parties, on
methodological issues related to greenhouse gas inventories, on the review process of national
communications and greenhouse gas inventories for Annex I Parties, on the consideration of national
communications as well as the timing of second national communications of non-Annex I Parties, on
education, training and public awareness, and on impacts of single projects.
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. the further elaboration of a comprehensive, strong, efficient and effective compliance

system.

The Council recalls its conclusions of 23 March, 16/17 June and 6 October 1998 and reaffirms
that the provisions in Articles 6, 12 and 17 of the Protocol require that domestic action should
provide the main means of meeting the commitments under Article 3 of the Protocol and that a

concrete ceiling on the use of the Kyoto mechanisms should be defined.

In the view of the Council a properly defined ceiling will encourage Annex B Parties to develop
strong domestic policies and measures in order to modify long term emission trends, the
technological structure, especially long-lived infrastructure, and production and consumption
patterns. Thereby it will also contribute to preparing the path for more ambitious commitments
in the second and subsequent commitment periods. Such a ceiling should also contribute to

limiting the displacement of domestic action by "hot air".

The Council recalls that a concrete ceiling on the use of the Kyoto mechanisms should be defined
in quantitative and qualitative terms based on equitable criteria. It recognises that there are
different ways of approaching the definition of supplementarity, taking into account inter alia the
uncertainty that still exists on the structure of the Kyoto mechanisms. In order to provide a basis
for further negotiations with other Parties whom we urge to join us in this endeavour, the Council

agrees on the following proposal for such a definition :

a)  Net acquisitions by an Annex B Party for all three Kyoto mechanisms together must not

exceed the higher of the two following alternatives:

5 % of: its base year emissions multiplied by 5 plus its assigned amount’
2

or

50 % of: the difference between its annual actual emissions in any year of the
period from 1994 to 2002, multiplied by 5, and its assigned amount

! As defined in Article 3 of the Kyoto Protocol
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However, this ceiling on net acquisitions can be increased to the extent that an Annex B
Party achieves emission reductions larger than this ceiling in the commitment period
through domestic action undertaken after 1993, if demonstrated by the Party in a
verifiable manner and subject to the expert review process to be developed under Article

8 of the Kyoto Protocol.

b) Net transfers by an Annex B Party for all three Kyoto mechanisms together must not

exceed:

5 % of: its base year emissions multiplied by 5 plus its assigned amount

2

However, this ceiling on net transfers can be increased to the extent that an Annex B
Party achieves emission reductions larger than this ceiling in the commitment period
through domestic action undertaken after 1993, if demonstrated by the Party in a
verifiable manner and subject to the expert review process to be developed under

Article 8 of the Kyoto Protocol.

5. Furthermore, the Council reaffirms the need for an early agreement of the COP on the
determination of the part of the emission limitation and reduction commitment under Article 3 that
can be met through certified emission reductions accruing from CDM projects in accordance with

Article 12.3 (b) of the Kyoto Protocol.

6. The Council believes that, in order to demonstrate progress in the implementation of the
commitments of Annex I Parties under the Protocol, in particular by 2005 in accordance with
Article 3.2 of the Protocol, Annex I Parties should report on their achievements in the fourth and

subsequent national communications using appropriate indicators and benchmarks.

7. The Council believes that such a set of indicators and benchmarks should be developed taking into

account national circumstances and respective capabilities and be included in the guidelines under
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Articles 7.2/7.4 of the Protocol to be adopted at COP6.

8. The Council recalls that the trading of so-called "hot air" should not lead to overall reductions
being lower than would otherwise be the case. This issue may be further addressed through the

rules on trading.

9. The Council believes that far greater global limitation and reduction efforts will be necessary in the
next decades. Therefore, the Council regrets that no decision concerning the second review of the
adequacy of commitments in Article 4.2 (a) and (b) of the Convention could be taken at COP4.

Consequently, this issue needs to be resolved at COPS.

In this context, the Council recalls that it is essential to reach agreement on a further refinement of a
definition of the ultimate objective of the Convention. The Council recalls its conclusion that global
average temperatures should not exceed 2 degrees Celsius above pre-industrial level and that
therefore concentration levels lower than 550 ppm CO, should guide global limitation and
reduction efforts. The question of what additional action is required to meet the ultimate objective

also needs to be addressed on the basis of the results of the IPCC Third Assessment Report.

Far greater global limitation and reduction efforts will require increasingly global participation to
meet the ultimate objective of the Convention. In this respect, the Council welcomes the steps by
developing countries already taken under the Convention to combat climate change and urges them
to publicise them further. The national communications of non-Annex I Parties should provide
valuable information in this regard. It recognises the wide range of conditions prevailing in
developing countries and encourages them to take further steps consistent with their own priorities
and needs for sustainable development, making full use of the support offered to them through the
financial mechanism of the Convention. The Council welcomes the new opportunities provided
through the Global Environment Facility as a result of CoP4, and reaffirms its intention to fully

support the Global Environment Facility in its role as the financial mechanism of the Convention.

10. The Council believes that further deepening and broadening of contacts and co-operation with other
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Parties, especially non-Annex I Parties, will be necessary for a successful implementation of the
Buenos Aires Plan of Action, especially on issues related to the Kyoto mechanisms and

compliance.

11. The Council believes that reversing emission trends in Annex I countries and the implementation of
their Convention commitments are important to further strengthen the role of developing countries
in the Convention process. In this regard, the Council believes that Annex I countries should
promote an exchange of information on national experiences with respect to the implementation of
the Convention commitments and to plans for the implementation of the Protocol. In this context,
the Council believes that inter alia the FCCC workshop on the assessment of "best practices” in
policies and measures is important. It should also contribute to cooperation between Annex |

~Parties. The Council also believes that activities in other fora such as ongoing work in the
Commission on Sustainable Development (CSD) on energy and sustainable development would

further assist the effective implementation of the commitments of all Parties.

12. The Council underlines the importance of an early ratification of the Kyoto Protocol in order to
implement as soon as possible the commitments under the Protocol. It is convinced that the early
implementation of sound national strategies by the Member States, the further elaboration and
implementation of common and co-ordinated policies and measures, as well as progress on the
implementation of the Buenos Aires Plan of Action are essential contributions to the ratification
process. It requests the Ad hoc Group to consider necessary elements in the preparation for

ratification by the Community and its Member States and to report back to the Council in October

1999.

13. The Council recalls the commitments of the European Council to integrate environment and
sustainable development into all Community policies in view of the Amsterdam Treaty. The
Council believes that the integration of climate change issues into other policies, especially energy,
transport, agriculture, development, internal market and industry, as well as early and substantial
progress on effective common and co-ordinated policies and measures is of great importance in

order to implement the commitments of the European Community and the Member States under the
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Protocol. In this regard the Council recalls its conclusions of 23 March (Environment), 11 May
(Energy), 16/17 June (Environment), 17 June (Joint Environment/Transport), 6 October
(Environment), 13 November (Energy), 24/25 November (Agriculture), and 30 November/1
December 1998 (Transport) as well as the Presidency conclusions of the European Council of 11/12
December 1998. It urges the Commission to finalise its report for the Cologne European Council as
soon as possible and requests the Commission to take these conclusions into account in preparing

its report.

14. The Council notes the work currently under way in the ECOFIN on the Commission's draft Energy
Products Directive. The Council is of the opinion that decisions in this context should aim to give
incentives to improve energy efficiency, to increase the share of renewable energy, and to reduce

carbon dioxide and other greenhouse gas emissions.

The Council further underlines that there can be no environmental justification for a tax
exemption for aircraft fuel. The Council requests the Commission to finalise its communication
on the impact of aircraft fuel taxation as a matter of urgency in order to allow the Council to
decide on this subject. In this context, the Council recalls its conclusions of 23 March and 16/17
June 1998 urging Annex I Parties to pursue work through ICAO to limit or reduce greenhouse

gas emissions.

15. The Council reiterates its belief that further common and co-ordinated policies and measures
(CCPMs) are essential for the European Community and its Member States to meet the
commitments of the Protocol. In this regard the Council reaffirms its conclusions of 16/17 June
1998 and in particular urges the Commission to submit without delay further proposals on common
measures in accordance with paragraph 11 of these conclusions. The Council also notes with
appreciation the outcome of the Council in its Energy formation on 11 May 1999 including the

areas identified for further work inter alia on the following climate-related issues:

o Strategy for giving effect to environmental integration and sustainable development within

the area of energy policy,
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. Programme for energy efficiency, taking into account the Commission communication on
energy efficiency and its intention to prepare an action plan,

o Reduction of "stand-by" losses,

. Programme for renewable energies taking into account the White Paper for Renewable
Energies, and

o Access of electricity from renewable energy sources to the internal market.

The Council looks forward to further action on climate-related CCPMs in all the appropriate

formations of the Council as requested by the Cardiff and Vienna European Councils.

16. The Council requests the ad hoc Group to continue and further strengthen its work on the above-

mentioned items.
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Assessment of EU Supplementarity Provisions'

The proposal calls for a restriction on both net acquisitions and net transfers by an Annex B Party
for all three of the Kyoto mechanisms (emissions trading, joint implementation, and the clean
development mechanism).

The Formula for Buying
The restriction on net acquisitions boils down to a combination of:
1) the higher of the two following alternatives:

a) Acquire no more than 5% of the average between base emissions and
target emissions’; or

b) Acquire no more than half of the required reductions as of 2002 °

2) in addition, the proposal allows the ceiling to be increased, based on verified domestic
reductions achieved during the commitment period based on measures taken since 1993,
for emissions reductions larger than the ceiling. In order to use this provision, such
domestic reductions must be demonstrated by the Party in a verifiable manner and subject
to the expert review process.

What the Buying Restriction Means

The first provision provides a choice of two alternative methods to calculate an amount that can
be acquired with “no strings attached”. That is, no demonstration of domestic reductions is
required; the ceiling is calculated using values of actual emissions and the assigned amount as
defined by Article 3.

For the U.S., (1b) provides the largest ceiling, estimated to be about 38% of the gap between
projected emissions and initial assigned amount, assuming current funding of domestic measures
under the climate change action plan (CCAP).

The second provision essentially allows a Party to increase the ceiling determined under the first
provision on a one-for-one basis with demonstrated domestic reductions. So, for a Party
demonstrating compliance with its Assigned Amount could acquire 50% of its gap using the
Kyoto mechanisms. For some Parties, the combination of provisions would allow acquisition of
greater than 50% of their gap, but in no cases would it allow less than 50%, assuming the Party
could demonstrate domestic reductions for the remaining 50%.

' Based on the May 12, 1999 proposal by the EU Permanent Representatives Committee
for adoption by the EU Council on May 17, 1999 as Council Conclusions on a Community
Strategy on Climate Change.

2=0.05 * [(base yr emissions * 5) + Assigned Amount]/2

3=0.50 *{ [(annual actual emissions in any year 1994-2002) * 5] - Assigned Amount }



For the U.S., assuming no reductions prior to 2008, it would essentially mean that we could
acquire up to 50% of our gap. (This assumes that we want to just meet our target; it would allow
us to acquire even more but only in excess of our gap so that it could be banked.) Using the 38%
ceiling calculated for 1b, the second provision could add up to an additional 10% to the ceiling if
we demonstrated 50% domestic reductions during the commitment period).

If we include the measures taken since 1993, assuming current funding levels for CCAP are
maintained through the commitment period*, then the ceiling on acquistions is increased to
approximately 59%.

The Formula for Selling

The restriction on net transfers essentially prevents a Party from transferring more than 5% of the
average between baseline and target emission levels. Similar to the acquisition restriction, the
proposal also allows the ceiling to be increased based on verified domestic reductions achieved
during the commitment period from actions take since 1993, for emission reductions larger than
the ceiling.

What the Selling Restriction Means

This would mean the Russian Federation and Ukraine each could transfer up to 50% of their
assigned amounts (5% with no strings attached and 45% if they demonstrate 50% reductions
through domestic action). Note, it would appear that Russia or Ukraine could engage in
forward/options transactions with other Parties in order to obtain the capital to invest in
“domestic” reductions to demonstrate they achieved domestic reductions on the order of 50% of
their assigned amount and thereby increase their ceiling on sales to 50% of their assigned
amount.

Disadvantages of Proposal

In addition to the overly complex formulation (including the need for a demonstration of
reductions resulting from domestic action and subject to expert review), this proposal has the
same disadvantages as other proposals to quantify “supplemental” with a quantitative ceiling on
the use of the Kyoto mechanisms.

In addition, although there is an incentive to secure early and verified reductions to ensure trade
immediately after the first compliance period has begun, it also provides the perverse incentive to
increase emissions up to 2002 in order to increase the ceiling allowed without verification of
domestic reductions. This is because the formula in 1b includes the difference between actual
emissions in any year up to 2002 and assigned amount. The higher the amount of emissions in
2002, the higher the difference between actual and assigned amount, and therefore, the higher the
ceiling.

* The 1997 Climate Action Report projects the effects of CCAP measures on emissions in
the year 2010 to be 131.7 mmtce (483.339 mmtCO,e) reduction in emissions.



Other Points of Interest

A.

The May 12, 1999 proposal appears to be stricter than the March 11, 1999 “last
compromise proposal” due to the addition of the language “larger than this ceiling” to the
provisions in both the selling and buying formulas which allow for raising the ceiling
based on domestic action.

Without the new phrase, a Party could increase their ceiling by half of the remaining gap
above the ceiling calculated under provision (1) above. For the U.S., this means that the
ceiling of 40% could be increased to 70% of the gap, even if no reductions occurred prior
to 2008. With early reductions, the ceiling could be even higher.

With the new phrase, “larger than this ceiling”, my interpretation is that the ceiling could
only be raised by domestic reductions over and above domestic reductions equal to the
ceiling amount. Therefore the 40% ceiling calculated from (1b) must be matched with
40% domestic reductions before any additional reductions can increase the ceiling. Of
the remaining 20%, 10% can be acquired if the other 10% is reduced domestically. This
equals a 50% cetling with the “larger than this ceiling” language.

Footnote 1 of the proposal indicates that the “assigned amount” used in the formulas is
“[a]s defined in Article 3 of the Kyoto Protocol.” Because there is no reference in Article
3 to the Article 4 reallocations, “assigned amount” could be interpreted to equal 92% of
base emissions for all EU countries (rather than their reallocated targets). However, the
data that accompany the March 11, 1999 “last compromise proposal” use the reallocated
targets for EU countries in calculating what ceiling would apply to them based on the
formula.



Mathematical Addendum
Equations

Provision la:
Ceiling, = 0.05 * [(Base_year emissions * 5) + Assigned_Amount] /2

Provision 1b:
Ceiling, = 0.5 * [(actual_emissions_in_any year_1994_to_2002)*5 — Assigned Amount]

Parties may choose their preferred method of calculating the ceiling, so the effective ceiling,
Ceiling,, is the larger of either Ceiling, or Ceilingy,.

Provision 2:
The ceiling applicable to Parties may be further expanded as follows:

Ceilingy = [(Projected uncontrolled emissions in 2010) - (inittal assigned amount) ] /2
Again, Parties may elect to use Ceiling. or use Ceiling, if it is in their interest to do so.

Gap equation
Gap = (Projected emissions in 2010) — (initial assigned amount)/5
% of Gap = (Ceiling,/5)/Gap

Assumptions:
Base year = 1344.1 mmtce
Actual emission for one year 1994 to 2002 = 1810mmtce (interpolated for 2002 from CAR ‘97
CO2 and Current OAR Non-CO2 inventory)
Initial Assigned Amount = 0.93*1344.1*5=6250.1
Projected 2010 Emissions = 1985.2 mmtce (Current projections for emissions with CCAP)
Uncontrolled 2010 Emissions = 2116 mmtce (Projections for 2010 without CCAP)
Gap = 1985.2-(1344.1*¥0.93) = 735.2

Results:

Ceiling, = 0.05 * [(1344.1lmmtce * 5) + 6250.1]/2 = 324 3mmtce
~8.8% of the projected annual gap.

Ceiling,= 0.5 * [(1810mmtce*5) — 6250.1] = 1400.0mmice or
~38.1% of the projected annual gap

Ceiling, = Ceiling,=1400.0mmtce
~38.1% of the projected annual gap

Ceilingg = (2116 - 1250) /2 = 433mmtce
~58.9 % of the projected annual gap
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Para 12

12.  The introduction and implementation of an EC-wide enetgy taxation could contribute to the

mtemahsanon of cxtemal effects and give incentives to gmprove energy efficiency, to
increase the share of renewable energy and w reduce CI; and other greenhouse gas
emissions. The Council notes the proposal of the Commuission for a Directive restructuring
the Commuuity framework for the taxation of energy preducts, which is under consideration

by the Council in is ECOFIN formation, and bchcvgs t a decision on an EC-wide energy

taxation is a matter of urgency. e

The Council furthet undeclines that there can be no env onmental justification for a"th
exemption for aircraft fuel. The Council requésts the Cdmmission to finalise its
communication on the impaét of aircraft fuel raxation as|a matter of urgency in order to
allow the Council to decide on this subject. In this contéxt, the Council recalls its
conclusions of 23 March and 16/17 June 1998 urging Annex I Parties to pursue work .

through ICAO to limit or reduce greenhouse gas emissigns.
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Explanation of the tablL

Contents of table

The table contains the implications of the Presidency proposaj for all Annex B countries based

on currently available data. It contains the following data:

« Column A: commitment according to Annex B of the Kyoto Protocol or the EU burden
sharing in percent.

¢ Column B: the assigned amount pursuant to the Kyoto Projocol for 2008-2012 in million
tonnes CO,-equivalents (mio t CO, -equi.). Tt

¢ Column C: base year emissions.

+ Column D: e¢missions for 1995 (for 1994 for some countries) as far as available.

* Columns E-G: projected emissions for 2000, 2005 and 201D. These were &stimated using
‘different methods and assumptions and as a rule contain thT measures taken up to 1997,

* Column J: ceiling in mio t CO,-equi.

* Column H; ceiling as a percentage of the difference between base year emissions

multiplied by five and the assigned amount.

* Column I ceiling as a percentage of the difference between) the projected emissions for
2010 multiplied by five and the assigned amount. There are) very high percentage values for
countries whose projected emissions for 2010 (column G) are slightly over a fifth of the
assigned amount (column B). If the projected emissions for|2010 would be slightly below*
the assigned amount, #NV would be given. -

« Column K: ceiling as a percentage of:

base year emissions, multiplied by five, plus the] assicned amount
2

The maximum annual actual emissions in the period 1997 to ZlOS in the Presidency proposal
was simulated by the maximum of the annual actual emissions {for 1995 (or 1994) and the
projected emissions for 2000 and 2005. For the final definitian|of the ceiling at the beginning
of the commitment period, actual emissions data will be available,

Sources :

The data was principally taken from secretariat document FCCC/CP/1998/1 1/Add.2 from
October 1998 (which is principally based on the second nation communications from the
couatries). Data was only used for the greenhouse gases CO,, dé-h and N,0, as only a few
countries have submitted data for the other greenhouse gasss HFC, PFC and SF,.

For Austria, Belgium and Greece, projected data for 2010 was dsed, which these countries
communicated within the frameswork of the negotiations on EU[burden sharing (no projected
data was contained within the secretariat dacument),

[taly communicated its latest data on 18 F ebruary and Ireland communicared its latest data on
2 March 1999, |

Denmark is of the opinion that its emissions should be temperatire adjusted and that the total
for 1990 should be 79,614 mio t CO,-equi. The assigned amounwt is then 79% of the emissions -
for 1990 multiplied by five, and thereby 62,895 mio t CO2-equilmultiplied by five. '

#NV appears
* incolumns B to G, if there is no data available for the country for the greenhouse gases
CO,, CH, and N0, - '
+ incolumn H, if the commitmuent of the country (columin A) equals or is greater than 100%.
* ia columa [, if the projected emissions for 2010 (column G) i? less than a fifth of the
assigned amount,
« in columns J and K, if the base year cruissions(column C) arefnot available.
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[Ukealne I 100,0 0541 905574 JNA 716910 Ti8I63| - 167,540
Usited Stares 3.0 $313,)x3 5,103,310

£.009,93s EAL4A12 6.73),431 7.134,006!

ANIA
134,54

FNJA 136,470 5.
40,54 3430111 1339

Foolnotes for the Table: Iniplications of the Presidency proposal, three gas basket

Sources: Column A: Kyatn Protocal, F.U luirdea shariog, calunins C, D, E, F.'G: Dacumenl FCCC/CP/1998/1 /A dY,2
* Ooly posilive zntounis of the dilference between calumas C and R fiave been 1aken info aecount in calculation the pereeatage
* Only pasttive amounts of the difTerence belween columns G and I have been takea into account in ealeulalloo the perceolage
* As decument FCCC/CP/1998/11/Add.2 does nol provide projection dala for 2010 for Austriz, Belgium and Creeee,

Y Data fur ltsly from communication from Maly [8.1ch-1999, data fur freland fran communicaton from Ireland frora 02-Mar-1999

EU burden sharing daia bas been used Io complete the dats sel for EU countrics.

" As document FCCC/CI/1998/1 1A A2 dges not prn\:id: projcclion data for all years for fapan, Paland and Lithuanls Interpolated dats has been wsed to complele the data sel,

(o camplele the dala sel.

Y10 A data sevnitahle In entammns D-F, duta for the ceiling aplion "$% of average of base year enission mulliplicd by five anyd the assigoed amount”
£ As decument FCCCICP/199R/1 /A2 dncs nol pravide 1995 invenlary data for Relgium, Porfugal, Spain, Poland and the Russlan Federalion 1994 dals

areshown in column 1l o K

bas been wsed




Effects of Trading Restrictions With Bubble Allocation

,(am‘l\'
Internal  Assigned BaseYear BAU §kU 5-Year Annual Ceiling/ Ceilingw/ Ceiling w/ "Allowable” Total “Sellable"
Allocation Amount Emissions ] 2010 Gap Ceiling Ceiling Gap 5% Rule 50% Rule Purchases Hot Air Hot Air
(a) (b)=(cXa) (c) (d) (e)=(d)-(b) N (=5 (h)=(g)/(e) 0 ) (k) Ui (m)
Austria 0.87 67693 77814 74986 7293 26170 5234 0.7176745 3637.675 5236.5 5236.5 0 0
Belgium 0.925 128522 138943 150297 21775 40322 8064.4 0.3703513 6686.625 8064.5 8064.5 0 0
Denmark 0.79 56610 71658 60941 4331 55455 11091 2.5608405 3206.7 11091 4331 0 0
Finland 1 64546 64546 82761 18215 31350 6270 0.3442218 3227.3 6270 6270 0 0
France 1 498067 498067 476805 -21262 124517 24903.4 -1.1712633 24903.35 393.5 0 21262 21262
Germany 0.79 950794 1203536.7 960609 9815 273388 54677.6 5.5708202 53858.268 54677 9815 0 0
Greece 1.25 124040 99232 126455 2415 27969 5593.8 2.3162733 5581.8 -9373 2415 0 o]
Ireland 1.13 64254.06 56862 72901 8646.94 15140 3028 0.3501817 3027.9015 2152.97 3027.9015 0 0
Italy 0.935 507696 542990 615035 107339 132723 265446 0.2472969 26267.15 26544.5 26544.5 0 0
Luxembe~ 0.72 9711 13488 6655 -3056 2900 580 -0.1897906 579.975 256 0 3056 579.975
Netheriaie 0.94 194206 206602 221942 27736 74115 14823 0.5344318 10020.2 14823 14823 0 0
Portugal 1.27 86921 68442 82091 -4830 19420 3884 -0.8041408 3884.075 -5398 0 4830 3884.075
Spain 1.15 346646 301431 361959 15313 81010 16202 1.0580552 16201.925 1397.5 15313 0 0
Sweden 1.04 67705 65101 73739 6034 16601 3320.2 0.5502486 3320.15 1825.5 3320.15 0 0
U.K 0.875 625355 714691 670640 45285 167506 33501.2 0.7397858 33501.15 251925 33501.15 Q
7 EU/ [ e 0.92 3793532 4123401 4037815 244283 989522 197904.4 0.810144 197923.33 92242.5 197923.33 . S-ek.
no EUCalc 0.92 3792766.1 4123403.7 4037816 245049.94 1088586 217717.2 0.8884605 197904.24 143153.47 132661.7 29 :
EUDeswad 9,92 3198067.1 3543406.7 3472265 274197.94 941749 188349.8 0.6869118 168536.84 147901.97 132661.7 0 0
EUSW ,0'95 594699 579997 565551 -29148 146837 29367.4 -1.007527 29367.4 -4748.5 0 29148 25726.05
EU Check 0.92 3792766.1 4123403.7 4037816 245049.94 1088586 217717.2 0.8884605 197904.24 143153.47 132661.7 29148 25726.05
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If the trading rules apply individually w/Bubble allocations:

u
Effective,Demand

verSupply
External(EE/EIT )
o e
TotalﬁDemand

Effectiver Supply
_--IrnteralEU )

)9 /’  Extemal(EE/EIT)
o’

us

/EU~
Totall Demand
Effective,Demand

(

oL

132661.7
82265.95
25726.05

56539.9

274197.94
82265.95
25726.05

56539.9

274197.94
132661.7

100.00%
62.01%
19.39%
42.62%

100.00% k
30.00% EX®™ e

9.38% W
20.62% U
100.00%
48.38%



Effects of Trading Restrictions Without Bubble Allocation

Austria
Belgium
Denmark
Finland
France
Germany
Greece
Ireland
Italy
Luxem bw,
Nether L dy
Portugal
Spain
Sweden
U.K.

EU  gurm
EU/CaIc
EUDewad

EUSwpply
EU Check

Internal
Allocation

(a)

0.92
0.92
0.92
0.92
0.92
0.92
0.92
0.92
0.92
0.92
0.92
0.92
0.92
0.92
0.92
0.92
0.92
0.92
0.92
0.92

Assigned

BaseYear

Amount Emissions ]

(b)=(c)(a)

71588.88
127827.56
65925.36
59382.32
458221.64
1107253.77
91293.44
52313.04
499550.8
12408.96
190073.84
62966.64
277316.52
59892.92
657515.72
3793532
3793531.4
2607943.3
1185588.1
3793531.4

(©

77814
138943
71658
64546
498067
1203536.71
99232
56862
542990
13488
206602
68442
301431
65101
714691
4123401
4123403.7
2834721
1288682.7
4123403.7

BAU
2010
(d)

74986
150297
60941
82761
476805
960609
126455
72901
615035
6655
221942
82091
361959
73739
670640
4037815
4037816
3009611
1028205
4037816

A o.f‘\e\'
BaU 5-Year
Gap Ceiling
(e)=(d)-(b) f

339712 18675.36
22469.44 42058.6
-4984.36 32166.6
23378.68 44259.2
18583.36 119536.08
-146644.77 288848.81
35161.56 35001.4
20587.96 40617.4
115484.2 153085.5
-5753.96 3237.12
31868.16 844454
19124.36 32895.9
84642.48 180311.2
13846.08 28657.7
13124.28 171525.84
244283 989522
244284.59 1275322.1
401667.68 951069.58
-157383.1 324252.53
244284.59 1275322.1

Annual
Ceiling
(@=(N/5

3735.072
8411.72
6433.32
8851.84

23907.216
57769.762
7000.28
8123.48
30617.1
647.424

16889.08
6579.18

36062.24
5731.54

34305.168

197904.4
255064.42
190213.92
64850.506
255064.42

Ceiling/
Gap
(h)=(g)/(e)

1.0994819
0.3743627
-1.2907013
0.3786287
1.2864851
-0.3939435
0.199089
0.3945743
0.2651194
-0.112518
0.5299672
0.3440209
0.4260537
0.4139468
2.6138705
0.810144
1.0441282
0.4735604
-0.412055
1.0441282

Ceiling w/
5% Rule
(i)

3735.072
6669.264
3439.584
3098.208
23907.216
§7769.762
4763.136
2729.376
26063.52
647.424
9916.896
3285.216
14468.688
3124.848
34305.168
197923.33
197923.38
136066.61
61856.77
197923.38

Ceiling w/ "Allowable"

50% Rule
()]

3288.56
8411.72
6433.32
8851.84
20316.18
-23552.886
7000.28
8123.48
30617.1
-1092.98
16889.08
6579.18
36062.24
§731.54
9112.14
92242.5
142770.79
160983.34
-18212.55
142770.79

Purchase$

(k)

3397.12
8411.72

0

8851.84
18583.36
0

7000.28
8123.48
30617.1

0
16889.08
6579.18
36062.24
5731.54
13124.28
197923.33
163371.22
163371.22
0
163371.22

Total
Hot Air
(0

0

0

4984.36

0

0
146644.77
0

0

0

5753.96

[olelNeNolNe

157383.09
-3.82E-11
157383.09
157383.09

"Sellable"
Hot Air
(m)

0

0
3439.584
0

0
57769.762
0

0

0

647.424

OO 0O O0oOOo

61856.77
-9.09E-13
61856.77
61856.77



If the trading rules apply individually w/o Bubble allocations:

Effective Demand
Effective Supply
Internal(EU )
External(EE/E/T)

Total Demand
Effective Supply
InternalEU)
External(EE/EIT)

Total Demand
Effective Demand

163371.22
118396.67
61856.77
56539.9

401667.68
118396.67
61856.77
56539.9

401667.68
163371.22

100.00%
72.47%
37.86%
34.61%

100.00%
29.48%
15.40%
14.08%

100.00%
40.67%



Effects of Trading Restrictions With Bubble Allocation

5-Year Annual Annual Annual Annual Annual Annual "Sellable"

%BY AA BY 2010 Gap Ceiling Ceiling  Ceil/Gap 5% Rule 50% Rule Purchase Hot Air Hot Air

Austria 0.87 67693 77814 74986 7293 26170 5234 0.7176745 3637.675 5236.5 5236.5 0 0
Belgium 0.925 128522 138943 150297 21775 40322 8064.4 0.3703513 6686.625 8064.5 8064.5 0 0
Denmark 0.79 56610 71658 60941 4331 55455 11091 2.5608405 3206.7 11091 4331 0 0
Finland 1 64546 64546 82761 18215 31350 6270 0.3442218 3227.3 6270 6270 0 0
France 1 498067 498067 476805 -21262 124517 24903.4 -1.1712633 24903.35 393.5 0 21262 21262
Germany 0.79 950794 1203536.7 960609 9815 273388 54677.6 5.5708202 53858.268 54677 9815 0 0
Greece 1.25 124040 99232 126455 2415 27969 5593.8 2.3162733 5581.8 -9373 2415 0 0
Ireland 1.13 64254.06 56862 72901 8646.94 15140 3028 0.3501817 3027.9015 2152.97 3027.9015 0 0
Italy 0.935 507696 542990 615035 107339 132723 26544.6 0.2472969 26267.15 26544.5 265445 0 0
Luxem 0.72 9711 13488 6655 -3056 2900 580 -0.1897906 5§79.975 256 0 3056 579.975
Nether 0.94 194206 206602 221942 27736 74115 14823@ 10020.2 14823 14823 0 0
Portugal 1.27 86921 68442 82091 -4830 19420 3884 -0.8041408 3884.075 -5398 0 4830 3884.075
Spain 1.15 346646 301431 361959 15313 81010 16202 1.0580552 16201.925 1397.5 15313 0 0
Sweden 1.04 67705 65101 73739 6034 16601 3320.2 0.5502486 3320.15 1825.5 3320.15 0 0
U.K. 0.875 625355 714691 670640 45285 167506 33501.2 0.7397858 33501.15 251925 33501.15 0 0
EU 0.92 3793532 4123401 4037815 244283 989522 197904.4 0.810144 197923.33 92242.5 197923.33 NA NA
EU Calc 0.92 3792766.1 4123403.7 4037816 245049.94 1088586 217717.2 0.8884605 197904.24 143153.47 132661.7 29148 25726.05
EUD 0.92 3198067.1 3543406.7 3472265 274197.94 941749 188349.8 0.6869118 168536.84 147901.97 132661.7 0 0
EUS 0.92 594699 579997 565551 -29148 146837 29367.4 -1.007527 29367.4 -4748.5 0 29148 25726.05
EU Check 0.92 3792766.1 4123403.7 4037816 245049.94 1088586 217717.2 (0.8884605 197904.24 143153.47 132661.7 29148 25726.05
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Effects of Trading Restrictions Without Bubble Aliocation 4 -yeaf I3 b\

BAU 5-Year | Anrrtal Anpual Anrual Arfhual Annual "Sellable”
%BY AA BY 2010 Gap A Ceiling Ceiling @ga? 5% Rule 50% Rule Purchase Hot Air Hot Air
Zoto -A
Austria 092 71588.88 77814 74986 3397.12 18675.36  3735.072 1.0994819 3735.072 3288.56 3397.12 0 0
Belgium 0.92 127827.56 138943 150297 22469.44 42058.6 8411.72 0.3743627 6669.264 8411.72 8411.72 0 0
Denmark 0.92 65925.36 71658 60941  -4984.36 32166.6 6433.32 -1.2907013  3439.584 6433.32 0 4984.36 3439.584
Finland 092 59382.32 64546 82761 23378.68 44259.2 8851.84 0.3786287 3098.208 8851.84 8851.84 0 0
France 0.92 458221.64 498067 476805 18583.36 119536.08 23907.216 1.2864851 23907.216 20316.18 18583.36 0 0
Germany 0.92 1107253.77 1203536.71 960609 -146644.77 288848.81 57769.762 -0.3939435 57769.762 -23552.886 0 146644.77 57769.762
Greece 092 91293.44 99232 126455 35161.56 35001.4 7000.28 0.199089 4763.136 7000.28 7000.28 0 0
Ireland 0.92 52313.04 56862 72901 20587.96 40617.4 8123.48 0.3945743 2729.376 8123.48 8123.48 0 0
Italy 0.92 499550.8 542990 615035 115484.2 153085.5 30617.1 0.2651194 26063.52 30617.1 30617.1 0 0
Luxem 092  12408.96 13488 6655 -5753.96 3237.12 647.424 -0.112518 647.424  -1092.98 0 5753.96 647.424
Nether 0.92 190073.84 206602 221942 31868.16 844454 16889.08 05299672 9916.896 16889.08 16889.08 0 0
Portugal 0.92 62966.64 68442 82091 19124.36 32895.9 6579.18 0.3440209 3285.216 6579.18 6579.18 0 0
Spain 092 277316.52 301431 361959 84642.48 180311.2 36062.24 0.4260537 14468.688 36062.24 36062.24 0 0
Sweden 0.92 5989292 65101 73739 13846.08 28657.7 5731.54 0.4139468 3124.848 5731.54 5731.54 0 0
U.K. 0.92 657515.72 714691 670640 13124.28 171525.84 34305.168 2.6138705 34305.168 9112.14 1312428 0 0
EU 0.92 3793532 4123401 4037815 244283 989522 197904.4 0.810144 197923.33 922425 197923.33 NA NA
EU Calc 0.92 3793531.4 4123403.7 4037816 244284.59 1275322.1 255064.42 1.0441282 197923.38 142770.79 163371.22 157383.09 61856.77
EUD 0.92 2607943.3 2834721 3009611 401667.68 951069.58 190213.92 0.4735604 136066.61 160983.34 163371.22 -3.82E-11 -9.09E-13
EUS 0.92 1185588.1 1288682.7 1028205 -157383.1 324252.53 64850.506 -0.412055 61856.77 -18212.55 0 157383.09 61856.77
EU Check 0.92 3793531.4 41234037 4037816 244284.59 1275322.1 255064.42 1.0441282 197923.38 142770.79 163371.22 157383.09 61856.77
dase fgap =
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Brussels, 11 March 1999
Meeting document CONS/ENV/1
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MEETING DOCUMER

Subject: Draft Council conclusions on climate change - (dtlc. 6494/99)

- New comgromise proposal by the Presidency Olll paragraphs 3, 6 and 12

Para 3

wl
N

reaffirms that the provisions in Articles 6, 12 and 17

The Council recalls its conclusions of 23 March, 16/]

7 June and 6 October 1998 and

bf the Protocol require that domestic

action should provide the main means of meeting the commitments under Article 3 of the

Protocol and that a concrete céiling on the use of the }(yoto mechanisms should be defined, . ..

In the view of the Council a properly defined ceiling wi

develop strong domestic policies and measures in order to modify long term emission trends,

the technological structure, especially long-lived infr

consumption patterns. Thereby it will also contribute

ambitious commitments in the second and subsequent

should also contribute to limiting the displacement of

SN/2/99

MM/ab
DG1 :

Ttructure, and production and

' to preparing the path for more
commitment periods.- Sucii a ceiling

Homestic action by "hot air".
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The Council recalls that a conc
defined in quantitative and qualitative ter

ave different ways of approaching the definition o

certainty that still exists on the structure of the §

alia the un

provide a basis for
endeavour, the Council agrees on the following proposal

rete ceiling on the use of the Kyoto mechanisms sho

(s based on equijable criteria. It recognises that there

further negotiations with other Parties whom we ur
for such a definition:

NO.575  P.25/33

uld be

f supplementarity, taking into account inter

yoto mechanisms. [n order to

ge to join us in this

» Kyoto mechanisms together ‘must

S ) m by an Annex B Party for all thr
not exceed the higher of the two, following alter

0. g
L

~

year emissions multipljed by S plus its assigned amount!

A L 5 % of: its base
Wﬂ M}‘Lr&\ [akie 2
S QF¢XD L or
(o]
U o®
900t 50 % of: the difference between its a

3~
N / However, this ceiling on net acquisitions can befi

action undertaken after 1993, if demonstrated b
subject to rthe expert review process to be devel

Protocol.

b) by an Annex B Party for all three Kyoto mechanisms together must not

exceea:

B Party achieves emission reductions in the comm
/ the Party in a verifiable manner and

pped under Article 8 of the Kyoto

nrual actual emissions in any year of the
period from 1994 to 2002, multiplied by 5, and its assigned amount

ncreased 1o the extent that an Annex

itment period through domestic

P
A /
5 % of: its base year emissions multiblicd by 5 plus 1ts assigm;d amount

2

However, this ceiling on net transfers can be i

Party achieves emission reductions in the co
undertaken after 1993, if demonstrated by tt::}"

subject to the expert review process to be dev
Protocol.

: -

Para 6

6. The Council recalls that the trading of so-cailed "hot
reductions being lower than would otherwi

addressed through the rules on trading.

! As defined in Article 3 of the Kyato Protocol

SN/2/99 MM/ab

NG

}air “ ¢hould not lead to overall

se be the ctase. This issue may be further

creased to the extent that an Annex B
itment period through domestic action
arty in a verifiable manner and
loped under Article 8 of the Kyoto
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Para 12

l_
|
|
12.  The introduction and implementation of an EC-wide enekgy taxation could contribute to the
internalisation of external effects and give incentives to j-'mprove energy efficiency, to
increase the sﬁare of renewable energy and to reduce C(l%Z and other greenhouse gas
emissions. The Council notes the proposal of the Commission for a Directive restructuring
the Community framework for the taxation of -energy products, which is under consideration
by the Council in its ECOFIN formation, and believes tl{at a decision on an EC-wide energy

taxation is a matter of urgency. ’ -

The Council further underlines that there can be no env‘lronmental justification for a "ta'x
exemption for aircraft fuel. The Council requests the ijmission 1o finalise its
communication on the impacf of aircraft fuel raxation as|a matter of urgency in order to
allow the Council to decide on this subject, In this context, the Council recalls its
conclusions of 23 March and 16/17 June 1998 urging Annex I Parties to pursue work |

through ICAO to limit or reduce greenhouse gas emissigns.

SN/2/99 MM/ab | EN
DG I _ 3
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Explanation of the tabl‘E

Contents of table

The table contains the implications of the Presidency propos

on currently available data, It contains the following data:

¢ Column A: commitment according to Annex B of the Kyoto Protocol or the EU burden
sharing in percent. '

¢ Column B: the assigned amount pursuant to the Kyoto Protocol for 2008-2012 in million
tonnes CO,-equivalents (mio t CO, -equi.). .

* Column C: base year emissions.

* Column D: emissions for 1995 (for 1994 for some countri ) as far as available.

* Columns E-G: projected emissions for 2000, 2005 and 201D, These were astimated using
different methods and assumptions and as a rule contain the measures taken up to 1997.

* Column J: ceiling in mio t CO,-equi. T .

* Column H: ceiling as a percentage of the difference between base year emissions

multiplied by five and the assigned amount.

* Column I: ceiling as a percentage of the difference between)| the projected emissions for
2010 multiplied by five and the assigned amount, There ar very high percentage values for
countries whose projected emissions for 2010 (column G) are slightly over a fifth of the
assigned amount (column B). If the projected emissions for{2010 would be slightly below*
the assigned amount, #NV would be given. -

* Column K: ceiling as a percentage of:

base year emissions, multiplied by five, plus th
2

{ for all Annex B countries based

assigned amount

The maximum annual actual emissions in the period 1997 to ZLOS in the Presidency proposal
was simulated by the maximum of the annual actual emissions ffor 1995 (or 1994) and the
projected emissions for 2000 and 2005. For the final definitianjof the ceiling at the beginning
of the commitment period, actual emissions data will be available.

Sources . -

The data was principally taken from secretariat document FCC( /CP/1998/11/Add.2 from
October 1998 (which is principally based on the second nationd] communications from the
countries). Data was only used for the greenhouse gases CO,, dé-h and N,0, as only a few
countries have submitted data for the other greenhouse gases HFC, PFC and SF,.

For Austria, Belgium and Greece, projected data for 2010 was ysed, which these countries
communicated within the framework of the negotiations on EUburden sharing (no projected
data was contained within the secretariat document),

[taly communicated its latest data on 18 F ebruary and Ireland cgmmunicated its latest data on
2 March 1999, ]
Denmark is of the opinion that its emissions should be temperatiire adjusted and that the total
for 1990 should be 79,614 mio ¢ CO,-equi. The assigned amoun} is then 79% of the emissions
for 1990 multiplied by five, and thereby 62,895 mio t CO2-equilmultiplied by five.

#NV appears :
* incolumns B to G, if there is no data availabls for the countr
CO,, CH, and N,0, '
* incolumn H, if the commitment of tha country (columin A) eguals or is greater than 100%.
* incolumnl, if the projected emissions for 2010 (column G) ii less than a fifth of the
assigned amoun, :
* incolumns J and K, if the base year emissions(column C) arejnot avaijlable.

for the greenhouse gases
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tomniiliacal assigned hase year 1998 ‘wilb measures' | ‘with measures® | ‘with mesures’ esilivg aprien
soiounl, divided by emiission venission projecied emission] projecied rmisslon| projecied embision{ 5% of averaze of bue year exisslon multiplird by five and ssigned smonat or-
m Gve (J gases) (I gases) (3 gaoes) 2000 (3 gases) 1005 10l0 0% of the difTerence detween mavimyum snunal actwl emiudons fur 19972008
(’{) (3 zases) (3 gauta) sultiplied by five snd sulmmed snoaal
% ceiling sa celliogay
. to simwate 1997 | to simuwate 2000 | (o simwlate 2005 Yeoldilference Yo of dilTereace Yeofsrerage
o sctusl emissi sctual emissions | aciwsl embysioas between calumn C | bedween celumn C ceiting’ eleshime Cend B,
\ sod colums B, snd columin B, multiplied by five '
o reulliplisd by five *!| mulriplied by five ™
h
! Y [ C D 3 ¥ G H 1 ] K
9_ “% of batc year &lia, t CO;-rqol /e Mo, 1 CQ requi [2
emusion
Austriz© &10 4 67,691 T804 78,166 ’ #NIA /A 74384 51,724 71,82 26,170 119
Helgium 1 918 QX521 13X94) 144,688 [{,TAY VA 150,197 738 37,04 403 £03
Demmark 0 $46,610 71,653 18,702 71,551, 87,144 £0,541 73,78 158,01 45,458 - 17198
Fetod 90,0 1,536 43,596 66,691 1,411 77,088 52,761 TNA na 31350 9,71
France 1000 493,067 498067 493,854 | 452318 475,808 INIA YNIA 124517 5,80
Cerpuany 79,0 950,794 201,57 1.060,3458 1,015,952, $79.374 960,602 21,6 15703 I8¢ 503
Greece 1250 124,049 99,031 105,20 wosl o aevAll. 184S WINIK 131,09 17,969 5,00
Tretunt * B N T Y| SNSRI 1 e 'ﬂﬂr“’"—m 75T 6,560 71,901 ANA 3801 15,148 5,00
. e g
- Tole ? 2J.5 507,626 51,990 552,448 560,745 544,600 £15,015 23,11 U7 13,73 5,05
Taareinbnurg 10 9,71} 1340y 10,113 8% 6,431 §,65) 1536 FNJA 1,900 5,00
Nethertinds 240 194,204 106,602, 2882 110,260 4T 111,94 119,83 $3,44 MHITS 7.9
Porwugal f 1270 85,921 61442 72,519 6,608 76,125 12,091 INA aUA 19,410 5.0
SFi"‘ 1150 46,64 Jot 411 306,876 336863 3 dti 61989 A TOSM sLore 5,00
AY) Sweden 104,0 47,708 €5,101 67,178 €9,519 nAsE 13,7 ANIA 55,01 16,601 3,00
a United Kiogdom K75 825283, 4.6 65148 615017 18,740 670,640 3750 3.3 167304 5,00
od o CTED 373,551 441340 J.97H,017 MNIA INJA 407,818 53,99 81,01 933,221 5,00
ot Srotials 1039 37997 105,553 00,085 163,800 495,305 518,810 INA 31,88 144,769 33
N Welgeria 91,8 125,105/ 136,093 87,541 110,033 130,035 133,619 60,00 4,7 33,661 4,00
o Carada .0 1388 5572601 61118 578,006 §21 401 643,140 14644 33,06 248,031 9,06
o Croatia 59 BNIA I INA HUA NNIA TUA P27 7y 0,000 UK
™ Caerh Republic 91,6 176,760 17,130 150,912 161,402 178,504 194030 80,00 $340 i 3,09
- Tarnie 910 374601 319 22.45) WA NA INIA 60,08 A [%e) 5,00
o angary Yy 95,536 101,64 77,198 A ¥NIA ANJA 50,0 NI 4,608 3,00
2 tecand 10,0 1,78 151 14691 3,034 3217 3340 ANIA 91 101 751
(&) Japan' 90 1118035 1,190,150 1,284,988 13385 1.374,199 AU B0 181,59 421 648,418 13,23
U Tanis T 31R1S 3,60 19,196 18,919 17,017 10,139 60,00 TNA 8,51 5,00
3 Vieshirnstein 9,0 ANIA VA NNIA YNIA ANA RUA FVA NIA £,000 NA
Litanis © n1,0 4740 stsu8) A 3498 3534 42108 40,00 VA 110 3.9
Meare 9.0 [N Al nus ANIA A A VA #NIA 9,000 $NUA
Srv Zeatand 100,0) 76,04 TR0 76,184 77781 00,133 81,510 ANIA 5088 ° 19,609 500
o Norvesy e 9,157 49286 51,063 $7,654 £0,002 60,211 KA 0,4 15,60 16,37
n Poland ¢ 2,0 530,419 584,286/ 418,395 YNIA AN/A aNIA 2043 INIA 136,109 5,00
m Remanin 97,0 261,512 285484 _HNIA ANIA A ¥NIA 60,00] ** INIA 847 ¥.
— Naesdirn Frduatlon® 100,0 1.993,767 1.733,761 1,111,366 1.231,100 1571100 1911,8% ANIA NA 749,632 5,00
n NMarahiz 9n 66,690 TLA% 7,510 51,189 56,158 60,213 60,00 INIA 1797 5,50
o N 92,0 17478 v NNIA INIA nuA A 60,00 A 4611 300
n Smiteedaned 22,0 99,449 53,749 52,763 2,16 §1,717 8,08 0,80 3,18 12,900 5,00
o
a
=
N .
-

Table: huplications of the Presidency proposal, (hree gas basket
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Ukralne 100,0 ws.m[ $05 874 SMNA 7|s,m] ] 78369 - 161,540
United Stares 9,0 5313258 5313320 £.000,938 SA44A12 6783432 1.134,006

AN/A TNA 126,470

5,00
1339

Footnotes for the Table: Iniplications of the Presidency proposa), three gas basket

Sources: Columa A: Kyotn Protocel, FU hurdva shariog, ealunins C, B, E, F, G: Dacyment FCCC/CIMI998/1 /Add.2

* Ooly posilive amounls of the dilference between calumas C and & have been 1aken inlo account in calculation the pereectage

* Only positive amonals of the difference belween calumns G and B have been 1akea info acconnt in ealenlalioo the pereeniage

“ As dacument FCCC/CPN1998/11/Add.2 does nol provide prajection data for 2010 for Austria, Belgium and Creeee,

Y Data fur ltaly from communication from Haly 18.8¢li-1999, data for Ircland from communicagon from Ireland from 02-Mar-1999

" As document FCCC/CI/1998/1 1A Q.2 dges not prns:idc projcelion data far all years for fapan, Poland and Lithuanla Inlerpolated data
(o complcle the dala scl. '

YU ao et availabile in columns D-F data Tor the ceiling uplion "3% of average of base yeor enission mulliplied by live and Ihe assigoed smount”

134,84 40,54 340,111)

EU burden sharing daix bas been used lo complete the data sel for EU countries.
has been used to cohplete the dafa sel,

are shown in column 1l to K
t As docrment FCCC/CP/199841 1/A .2 daes nol pravide 1993 invenlary ddata lor Belgium, Portugal, Spain, Poland and the Russian Federstion 1994 dals

bas been used
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EMISSIONS TRADING

African

By Mark Turier in Natrobl

More than 20: African
countries have expressed
deep concern at an interha-
tionally agreed environmen-
tal measure which they fear
could reduce official aid
flows and divert attention
from debt relief,

The Kyoto environmental
conference last December
established a Clean Develop-
ment Mechanism (CDM) to
give industrial countries
incentives to,irtroduce emis-
slon-reducing 'technologies
to the south. A conference in
Buenos Alres starting next
Monday will examine ways
to meet the Kyoto targets.

Bur 28 African environ-
ment ministers meeting in
Nairobi warned that the
mechanism ¢ould increase
south-north dependenca.

“The Clean Development '

Mechanism aims to promote
gustainable development,
but the large externmal debt
and depleted resource base
of Africa remain the main

obstacles to the achievement

of .that goal,” the ministeis
said. “The CDM should nat
be used as a substitute for

.| other mechanisms such as

official development- assis-
tance.”
Their comments, which

Qe pronemd ot Fron

FEARS THAT SCHEME WILL UNDERMINE OFFICIAL AID

states express concern

Sydney plans pollution market

The Sydney futures
.axchange and the New
South Wiles government
met yestetday. o discuss the
development of a sulphur
and carbon emissions
trading market, writes
Stephen Wyatt In Sydney.
Sydney aims to “take its
place with Chicago and
London as an emissions
trading centra”, said Michael
Egan, NSW treasurer,
*Properly managed, early
action could provide
valuable experience for both
Industry and government
playars .and could well give
Australia a strategic '
commercial advantage in an
emerging global emissions

market,” sald Sydney futures
exchange chief exacutive,
Les Hesking. )

Emissions trading involves
tha buying and selling of the
right to poliute. Pellution
permits are allocated to
Industry and then traded.
The least efficient producers
will have to own moere ot
these than environmentally
efficient producers. And with
increased efficiency a
producer would be able to
soll pammits.

The NSW government has
already legislated to
recognise carbon rights in
order to underwrite
transferability and the
tradeablifty of these rights.

represented the first com-
mon African position on the
issue, add to doubts sur-
rounding an i{nstrument
whose practical implementa-
tion remains vague 10
months after its creation.
The basic aim of the msach-
anism §s to ease industria-
lised countries’ greanhouse
reduction targets in return
for spreading ¢lean technol-
ogy. But there is o modal
stating how credits should

\/ ’.CPV\L-U\Q’\IJL( N
- S -Weiekwing =ro)

be caleulated, and no mecha-
nism for monitoring the ben-
efits achieved.

“The rules are npot yet

established; we are open to

proposals,” explained Hus-
geln Ahaza a senlor egcono-
mist for the United Nation's
environmental arm, Unep.
“We need to make sure the
CDM contributeg, to poverty
alleviation and employment,
and not only greenhouse gas
reductions.”

”‘%r\au\c,l‘a\& 4",' oS

max,r |t§.
T

Western trade experts are
doubtful that the mechanism
will achleve anything In
practice, as the multination-
als which would Introduce
the technolegies are primar-
ily driven by market oppor-
tunities rather than govern-
ment schemes.

“Companies are praving'

less and less reactive to
incentives, compared to
potential profits,” said Pas-
cal Macclonl, French trade
commissioner for East
Africa.

The main impstus to intro-
duce clean technologies to
the south, argued Mr Mac-
cloni, was ironically, the
high cost of redesigning
industrial plants to account
for lower standards in devel-
oplng countries compared to
using existing models
designed for western regula-
tions.

But Klaus T8pfer, the Ger-
man head of Unep, ingisted

that such top~-down" policles

were needed to gncolrage

the south to reduce emis-.

sions, where pollution per

caplta is low but populations.

are large. "We cannot stabi-
lise greenhouse guses if the
advantages gained In the
industrialised world are
over-compensated for in

-developing countries.”

Fl
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global climate change

Decegmber will gather to pur-
In the blanks to that kistoric

over how to implement
critical market-based provi-
slons negotiated last year '
threatens -to : dlsrupt ‘the .,
steady progress that should,.
be everyone's goal. .

The Kyoto protocol sets
ambitious targets for devel-
opad countries to- reduce.

.} their greenbouse gas emis-
|, #lons, which ;most sclentists -
believe are causing higher .. -

temperatures and dizsrupting

| the world’s climate patterns. .
:| . Pregerying, and hos:,,),
‘pitable clima i reqiiiem

sustained. commitment: to.
reduce amissions over.time."

.| That it why it is so impor- .

tant, right from the start, to
focus 6n how countries can
meet their targets at the low-

This link between..ambi:
tious environmental targets
and low<ost implementation ..
was cantral to the success of

| the Kyoto negotiations. In
:| the protocol, partles agreed
“1 that countries may meet.;

their targets through a com-
bination of domestic and ;

.| international actions, includ-.

ing “emissians trading”.

:| ‘This. is & market mechanism .

that .promotss costeffective

1 reductidns by allowing.coui-,

tries ‘or; companles to trade

| emiznione allowances. With-
| out this flexibility, i¢ simply

would: not ‘haye been possi-
ble to take .on targets as
ambidnu.s as we agreed tu m
Kyvto. -

triea and organisations most
passionately committed.to..
solving the :problem -of cll-
mata  change. are, in our
view, mistakenly opposed to
-emissions trading or ‘dater-
mined - to: place counter-
*productive restrictions on it
If this view succeeds, it will-
.dramatically,. increase the
costs. of ‘protecting our envi-
! rontpent and Amparl]l many
.coum.duaa'bﬂlly o go for-’

oto. e

th Kyc
Etnl‘sslonh trading is the

key.Tita":.atrong itargets’ ing is not 2 mbnﬂmte for an  institutions o Teaspre omis.  Stunry, Eizenstal is [
nbecause ftizhakes ‘poasible .. agErsaive, nati
grecnhousa - gas . ment: o4

tha ; latgedt \@reenh:
- reductions for each available

Buenos Aires, the |
parties to the | |
agreement. ron: k'
reached in- Kyoto laat:;
sue the hard work of filling -

accord. But a controversy ‘{:

., Unfoﬁunahly mnny epun_

reii ot QOBLLLL it I

hmmatlmal I:rndms syitem
. of the highest integrity, with
-.strong {ncentives for compli-
_ance, .In fact, the.U§ is
. :already, Wm‘ldnz with a num-
.- ber of developed and; dava]-
oping ‘ countries tp help
: thelr- capacity to

measure emissions and par-
ﬁdpata in an nm!.ul,un.s trad-

Others _have ugucd lor
,limits on how much of a
. nation’s ,Kyoto tnxget can be
-mel through interpational
emisaions trading. This iz a
deeplv flawed ldea. Limits
- an, trachng ‘wou)d.: greatly
increage ; adminiptrative
b - . .COBLS,. ba -exceedingly diffi-

-_| ey w cu.'lt to implement, -and gen-
00 .an-,ymg out . erally, make it much mpre

‘Up vuml cor

dolla: .-mark ‘Pound mnc, dust one

\OT ye'xi ‘In . Amerlca [ ac!d such a eom:ﬂunem.,’l‘bg US en:ennive to sddress climate.
gralmme, every emitter musi programmﬁ?b % s—F ""l.n' 2™ HVIEV,I"E"S‘& mpart

‘bave.-an. allowance’ for each alqnauand 4mprove.. energy would be even g:enter in
ton-of sulphur- dioxide (t, . etficlency: slnce;-1993, - the : Byrepe ithan in; ,the' Us:
. emits.; For: some . emitters, year after it rauﬁgd theorig-  rest ctions’ mu-ren:ly pro-
the cost of cutting & ton.af..,ial, climate,shange, treaty. posed by some governments
+emiggions:is . many times In Octobar last year, Presi- could well, doubla .cnrbon
greater thad rfof. others. dent Bill Clinfol! proposed a  allowance pnoes‘m 'the' US

-1,'Those who find the cheapast significantly gtepped-up and triple thése allowancd

.ways;to cut emisgions are effort, including $84bn over prices In the EU - without
tangibly rewardzd because five years in tax dcentives providing. any Teductions- o
.they.can_sal) any allowance .and R&D tp.cut carbon diox- worldwide greenhouse gas
they do not need to others .ide: through .ingcreased eraissigns beyond the targets
that faca higher costs. _ - ‘enétgy etfidency and renew- establiahad In Kyofo. Limit-
. The results,.speak for . -able. energy, -and: to reduce ing trading will make any
fhemaelyes, US, acld rain- the other. greenboise gases. given amount of emissions
‘causing. nminloua -are béing In’the: recently: completed reductiops; tgst:’ more. It
- cut abead’of -schedule at 50,..budgat., Jnegotiations,. the makes little sense to waste
..Jper cent of the expected cost, president ngcu,u'ed a 25 per resources at a time of uncer-
,bringing tleaner air to mil- cent incfehge”dn i climate tain growth’ prospects in tha.
.Hons . of Amedm; Econo- change investments., over global econamy, nop to Limit
mists of every atnpe agree last year's total,qg.on - the potentirl <f- emjaslpus
.«that.the .costs..of reducing ° The US plan alsp- lncludes trading ‘to spur investment

greenhousa gas emissions . restructuringithe. .electriclty .and iongvation and. to.

for all muntrlns (- not just . industry to provide market expand job opportunifies
tha US ;= will;be dramatic- - incentives ifor.renewables  We owe it to future gener-
ally lower with an efficlent... and increnaed ‘efflclency; ations to prote Lhem"?rnnm
trading eysteta . Within the. . consultations. with industry .-the damaglng focts- of cli-
: European Union -alone, mea-~to develop. sector. by-eector .inate change. That is.why it
‘Bures to. control-greenhouse  plans- to. reduce -emisslons; is .vital-that Buengs, Alires
. gasen: are ns -much as,siz..A0..2880As5 1A P1AR, to, bulld on the momentym gen-
times . more., gxpensive in fmprove the faderal guvem— .grated_at Kyata, The hest.
60mS, countries hah in oth- ment's own'use and Procure- way to protect the eqviron:
ers, acgording to Buropean ment of energy;.and ultl- ment i8 to provide the.right
private ector apalysts. The mately, after, US. ratification  economic incentives and, by
cost. dlfferences:are even of the Kyoto pratocol, a so doing, get .the. (a:!est
greatér. when logking ‘at all. .- greenhouse,, ‘jux emisaions deepest reductions at. t.ha
 industrialised .countries, and. - Jtrading programmea bagsed on  lowest ppasible. am..,lat e
, greater atill -between davel- . our mcid-rain experience.  -...wurk fogethar, do. this right,
+ oped, 'and" diveloping coun-: - 'We recognise;that many . and taka.good care of Doth
trien. Trading gets the incen: ., peopls -have dusstions about . the world's environment nnd
otives: tighd .by; gqcauraglng how amisglons, trading' can  its economy. . .., ...
cuts wherp they cin be be made to work internaton. ’ )
achlevedugt. the lowest ally. Some -are seomeprned Chmleﬂmmer is the, adnln
Voo abputy:, wepkneseps . in .ksfrator. of the. USMm
enflaslons trad- . nitiopal: and jufernational menial  Protection ,
under

tpnat commits: aionaxnndmnﬁm(zmpll- ,um!an: of -skate for eco~
llinz Ereel-.. ance, That {a,why.the:US is ~ nomia pusiness. and dovicd-
. Rather, it Is committed to buimmg an  tural qffatrs

5 urOf:course

house gase

-, Ing system with high ,stan :
dards.,

U
e:;:j) .
) | S
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: Brussels, 11 May 1990 </
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- Siatcment 1o be enrered in the Council's mimyes
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" The Cauncil stateq thas under paragraph 3 a last suhpanmi. Parties would be abl2 %o achieve
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serious distortions and ultimately zesult in the —_
disappearance of some of the %‘7

industry's significant sectors," Burometaux said in a -?E;}\?S
statement.

By Joe Kirwin
5/20/18588 IED d4
END OF DOCUMENT

BNA International Environment Daily
News

CLIMATE CHANGE: EUROPEAN NATIONS TO PUSH FOR LIMITS ON
FLEXIBLE MECHANISMS FOR
KYOTO GOALS

BRUSSELS (BNA} =-- European Union member states agreed May
17 to push for =a
limit on the use of emission trading and other "flexible
mechanisms" to meet
Kyoteo Protoceol greenhouse gas reduction commitments.
The move may lead to a confrontation with the United
States, which oppeses
limits on such flexible mechanisms, in the next round of
climate change
negotiatiens.
The agreement, approved formally at a Council of Ministers
meeting May 17,
will serve as the EU'g negotiating position at talks to
prepare for the next :
meeting of the parties to the United Nations Framework
Climate Change '
Convention. The talks, scheduled for May 31-June 11 in Bonn,
are preparations
for the Oct. 25-Nov. 5 conference, also in Bonn, of the
parties to the 1992
U.N. Framework Convention on Climate Change.
The heart of the EU pzoposal outlines a complex formula on
how much of a
Country's Kyoto Protocol commitment can be met through
emission trading, the
clean development mechanism, and joint implementation.
The Clean Development Mechanism is designed to be a
clearinghouse for
emission offset programs in developing countries that would
be sponsored by
governments or private entities in industrialized nations.
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Joint implementation

refers to industrialized countries meeting treaty commitments
to curbk

greenhouse gas releases by financing emission offset projects
in other

industrialized natiens.

Concessions te Twoe Countries.

For months Sweden and the Netherlands have objected to the
formula because
they believed it would severely constrain their respective
economies. In the
case of beth countries, the formula would limit their use of
the flexible
mechanisms to less than 30 percent of their greenhouse gas
reductions.
However, an agreement was reached when EU member states
agreed toc a special
declaration, which was not published as part of the formal
agreement, stating .
that countries could use flexible mechanisms to "secure up to
S0 percent" of a
country's greenhouse gas reduection target.
As a result cf the last-minute concession To the
Netherlands and Sweden,
questions were raised among EU officials about hew the EU can
geffectively argue
its position in Benn during the climate change talks.
"The agreement is, quite frankly, rather ridieulous," said
2 German
official, who spoke on the cendition of anonymity. "I dea't
think anybody now
seriously believes this EU position and the formula will be
accepted at the
climate change negotiations."
A U.S. embasasy official, alse speaking on the condition of
anonymity, told
BNA that American negetiators would oppose the EU formula for
restricting the
use of flexible mechanisms.

Action by Developing Countries.

On another climate change issue, the EU negotiating
position called for
developing countries to "take further steps" to reduce
greenhouse gases, but

doo2/003
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does net call for any mandatory cuts.
The EU negoetiating positien also states that
industrialized countrles
will eventually have to agree to further greenhouse gas
emission cuts, and this
should be done at the meeting of the parties to the climate
change convention
to be held in 2000.
The Kyoto pact requires reductiens of carben dioxide and
other greenhouse
gases. The BU negotiating pesition will be followed by a
Huropean Commission '
communication to be published May 19 outlining how the EU
will meet its Kyote
commitment of reducing 1990 greenhouse gas emissions by 8
percent by 2012. ' '
"It is ne secret that the EU member states have beern
dragging their feet on _
implementing the Kyotc Protoecol," said Commission Spokesman
Peter Jorgensen.

U.5. Reactien.

The United States government, which supperts unlimited
emission trading,
indicated that the Bonn talks would be contentiocuys because of
the EU position.
"The United States has consistently opposed [emission
trading] restrictions
and will strongly oppose them in future negotiations," James
B. Foley, U.S.
State Department spokesman, said May 17.
The EU accepted the text of the Kyoto Protocel, which
includes ne
gquantitative limit on emission trading, Foley said in a
statement. "This new
action by the BU is an attempt to rewrite the Kyoto
Protecol,™ he said.
The Global Climate Coalition, an industry-sponsored group
that opposes the
Kyeto Protocel, applauded the Clinton administration for its
respense to the EU
position.
"While knowing Kyotoc is [the) wrong path to follow, we
support their gozl to
achieve maximum flexlbility on emissions trading," GCC
Executive Directer Glenn
Kelly said in a statement May 18.
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EXECUTIVE OFFICE OF THE PRESIDENT
COUNCIL OF ECONOMIC ADVISERS
WASHINGTON, D.C. 20500

MEMBER

August 25, 1998

MEMORANDUM FOR TODD STERN
FROM: JEFF FRANKEL /) F

SUBJECT: (Un)workability and (In)efficiency of Limits on Trading

The Administration has been united and consistent in emphasizing the critical importance
of international trading to bring down the costs of meeting the Kyoto targets. We have argued
strongly against European proposals to put a limit on trading -- pointing out the loss in efficiency
that would result -- and we must continue to do so. But one should not get carried away. Limits
on trading are not literally unworkable.

Two memos are attached. The first explains how limits on trading could be implemented

if necessary, albeit with an extra layer of complexity -- just so that we understand the issue in our
own minds.

The second memo explains, in terms suitable for use with other countries, why limits on
trading would be highly distortionary (even if we no longer feel able to assert that they would be
literally unworkable).

Attachments

cc: Dave Sandalow, CEQ
Dave Wilcox, Treas
Victoria Greenfield, State
Bob Cumby, Treas



-- Predecisional Draft, To Be Used in International Negotiations -- August 25, 1998 --

1. Limits to Trade Can be Workable, Even Though Undesirable

Some proposals on international trading would limit the use of flexible mechanisms
(particularly international trading of Annex B ‘assigned amount units,” but also Joint
Implementation, and the Clean Development Mechanism) in meeting obligations under the
convention. Such restrictions would add an additional layer of complexity, but are.not
necessarily fatal to the market.

Regardless of limits to trade, an institutional framework is required for trading.

We have consistently emphasized the central role of the private sector in doing the
work of Kyoto. Nevertheless, to ensure the proper functioning of the permit market and
that we meet our emissions commitments, we recognize the need for monitoring, record
keeping, and enforcement by governments, at least at the domestic level.

At the international level, it is not realistic to have the private market undertake
trades freely across national boarders without government oversight. Nations will need to
demonstrate their compliance at the end of the budget period and will be concerned about
counterfeiting, balance of payment statistics, and so on. Therefore, at a minimum, there
will need to be a national registry of all international permit trades.

The added burden of implementing limits to trade would not be insurmountable.

Essentially, domestic permits would need to be traded for foreign permits at an
“exchange rate” which reflected the added constraint of only being able to import or
export a set quantity of permits. There are a number of ways to implement a limit, but the
simplest might be for the government to issue “right-to-import” or “right-to-export”
certificates up to the limit. If, for example, international purchases were recorded at the
national trading registry, then the buyer would have to present one right-to-import
certificate along with a foreign permit for it to be officially accepted. (They would be “net
import” certificates: An American who sold a permit net-import certificate, which he
would be free either to use or sell.) Similarly, anyone wanting to sell a permit
internationally would have to acquire one right-to-export certificate and combine it with
one domestic permit in order to export. Arbitrage would equate the price of domestic
permits to the international price of permits plus the certificate price. The price of the
certificates would fluctuate on the market, depending on how binding the limit is. Their
price would be zero -- i.e., the domestic price and foreign price would be the same -- if the
constraint were not binding. Similar mechanisms are currently used to implement import
and export quotas throughout the world.



-- Predecisional Draft, To Be Used in International Negotiations -- August 25, 1998 --

2. Limits to Trade are Highly Distortionary

Restrictions on the use of flexible instruments would be highly distortionary,
raising the global costs of addressing climate change while not providing any additional
environmental protection.

Difficulty in Determining a Baseline

Certain proposals would limit the reductions achieved abroad to a given
percentage of total reductions, which requires defining total reductions from some
business-as-usual (BAU) baseline. However, there is no internationally agreed
methodology for forecasting emissions, and therefore international negotiations to
determine such baselines are likely to be quite complicated. Of course, trading restrictions
based on tons, instead of a percentage of BAU, would avoid this problem. In this case,
the tonnage restriction for each country would have to be set, creating its own challenge
for international negotiations.

Interference with the Clean Development Mechanism

According to the Kyoto Protocol, credits from CDM projects undertaken between
2000 and 2008 can be applied during the commitment period -- providing strong incentive
for such investment. Restrictions on the share of reductions from flexible mechanisms
could easily interfere with this incentive. Without knowing how reductions in 2008-2012
will be achieved, firms receiving credits now will not know whether those credits will
ultimately be applicable to Annex I commitments or not. In other words, they will not
know the potential value of their credits, increasing the uncertainty of their investments.

Increased Administrative Complexity

Restrictions will lead to requirements that both sellers and buyers have to report
transactions, and to the development of mechanisms to ensure that parties stay within their
limits. This will add an additional layer of transaction costs and administrative burden on
the system. This creates an artificial market barrier that the new market will have to
overcome, decreasing its efficiency.



-- Predecisional Draft, To Be Used in International Negotiations -- August 25, 1998 --

Increased Costs of Meeting Commitments

Limits are distortionary. They would create differences in permit prices across
countries (a foreign permit would trade at a premium to domestic permits), leading to a
situation where countries pay a needlessly high price to achieve the same level of global
emissions. Modelers have estimated the efficiency cost of placing limits on global trading:

Permit Prices for a Competitive Market of Annex I and Key Developing Countries

Country/Region Domestic Permit Price Domestic Permit Price

When There Is No Trading | When 50% of Reductions

Constraint Must Occur at Home
United States $23/ton $59/ton!
European Union $23/ton $79/ton
Australia $23/ton $44/ton
Japan $23/ton $158/ton
Canada $23/ton $132/ton

Source: SGM

! We suppose that this price is higher than the domestic political process is likely to accept.

Impaired Compliance

In a world without effective international trading, a country that is substantially
over its target in 2007 might figure that compliance is hopeless, because it is physically
impossible to reduce emissions in so short a span of time. But in a world with effective
international trading, a country has no defense against the charge that it can always buy its
way out of a shortfall. Because compliance is physically possible in such a world,
countries will take the agreement more seriously, and will take correspondingly serious
actions.
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Evaluation of EU Trading Constraint Proposal

The European Union has proposed quantitative restrictions on both Annex B buyers and sellers of
emissions allowances in international emissions trading, joint implementation, and the Clean
Development Mechanism. We analyze the effects of the restriction on Annex B trading and joint

- implementation. This proposal would significantly increase the costs of compliance without providing
any additional climate benefits. For the United States, permit prices would double to quadruple.
Moreover, this proposal would create a complicated emissions trading bureaucracy that would likely
raise costs further.

Our analysis illustrates three key points:

. The EU claims that so-called “qualitative” language provides significant additional flexibility.
This analysis shows that this language does not do this.

. Restrictions on sellers prove more onerous than restrictions on buyers. Even if restrictions on
buyers were relaxed, there would be little economic impact on buying countries’ compliance
costs.

. If trading rules required sellers to choose between selling “hot air” and “real verified

reductions”, costs for all buying countries would remain high.

Below we discuss the following:

[. Description of Trading Constraints'

I1. Annex I Costs with Trading Constraints

I1I. Transaction Costs with Trading Constraints

IV. No Additional Climate Benefits with Trading Constraints

' While we use the term “trading constraint” throughout this paper, we imply a constraint on
international emissions trading, joint implementation, and the Clean Development Mechanism.

1
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I. Description of Trading Constraints

Purchase Constraint

The EU proposal provides a formula for net purchases, where the constraint is the higher of:
1) 5% of the average of base year emissions and emissions target?, or

2) 50% of the difference between highest year’s emissions during 1994-2002 period and
emissions target.

. Preliminary analysis for the United States indicates that option 1 would allow us to purchase
13% of the reductions necessary to comply with our target. Option 2 would allow us to
purchase close to 40%. Some may be concerned that the second option would create the
perverse incentive to increase emissions through 2002 or delay early action to increase the level
of the ceiling.

. In addition to the formula, the text provides that the ceiling on purchases can increase subject to
an evaluation of domestic abatement efforts. If an expert review team can verify total domestic
reductions in excess of the purchase ceiling, then the ceiling would be adjusted up to the level of
domestic abatement. For the United States the ceiling is “flexible” within a range, but hard at
50%. For some countries, however, the ceiling could be greater than 50%.

. Evaluating ceilings as a function of emissions reductions is very sensitive to emissions forecasts.
The EU’s forecasts for its member countries reflect much slower emissions growth than most
independent assessments. These forecasts could affect estimates of demand in the international
emissions markets, and subsequent permit prices. For example, the EU estimates that its
emissions of all 6 greenhouse gases will be 6% above its Kyoto target in 2010 under business
as usual, while projections by the Energy Information Administration and the International

Energy Agency would imply business as usual carbon dioxide emissions 19 to 26% above the
EU target in 2010.

Selling Constraint
The EU proposal provides a constraint on net sales set equal to:

5% of the average of base year emissions and emissions target.

2 All constraints are normalized to a common period of time.

2
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. Most economic analyses find that only former Soviet bloc countries will likely be net sellers
during the first commitment period (without developing country participation). This constraint
would allow the Former Soviet Union to sell only approximately 20% of its so-called hot air.
This formula alone would also provide no incentive for domestic abatement.

. However, like the purchase constraint, a country can raise its ceiling up to the level of its
verified domestic abatement. In this case, if a country wanted to sell allowances in excess of
its ceiling as specified by this formula, it would not be able to sell any of its so-called hot air.
Every sale would have to be backed by a verified reduction.

I1. Annex I Costs with Trading Constraints

Some preliminary analysis of the trading proposals indicates that the costs of all Annex I countries could
increase significantly. For the United States, permit prices would double to quadruple, depending on
the ability of former Soviet bloc countries to prove and verify actual reductions. Since it is unclear how
the trading constraint formulas could apply to as yet unspecified non-Annex I country targets, we have
focused these illustrations on Annex I trading only. In addition, given the difficulties in modeling a
project-based approach, we have not incorporated the CDM in these analyses. We provide below

three scenarios that vary based on the extent that countries can raise their purchase and selling ceilings
through “verified emissions reductions.”

. Scenario 1: Assuming that neither buyers nor sellers can meet the burden of proof established
for increasing their ceilings above the formulas provided in the EU proposal, all buying

countries see their resource costs increase by 80 to 170%.

Scenario 1: Annex I Trading, with and without EU Proposal

Country Permit Price, Resource Cost, | Permit Price, Resource Cost,
Unconstrained | Unconstrained | Constrained Constrained
United States | $51/ton $22.7 billion | $174/ton $41.3 billion
Japan $51/ton $5.1 billion $227/ton $14.0 billion
Canada $51/ton $2.7 billion $208/ton $7.2 billion
EU $51/ton $11.6 billion $174/ton $23.9 billion
Australia $51/ton $0.7 billion $154/ton $0.8 billion

International Emissions Permit Price with EU Proposal: $174/ton
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In addition to the much higher resource costs for buying countries, selling countries (Former
Soviet Union and Eastern European countries) would see their transfers fall by 35 to 55%. The
international price for an emissions permit would be so high that Australia would find it
economic to become a net seller.

The high international permit price makes it economic for both the United States and the EU to
undertake a vast majority of their emissions reductions at home. The United States only
purchases 2% of its reductions abroad, while the EU only purchases 10% of its reductions
abroad.

Scenario 2: Assuming that the buying countries can adjust their purchase ceilings to reflect all
their real reductions, but that selling countries cannot meet the burden of proof established for
increasing their selling ceilings (the 5% formula on sales is binding), the international permit
price would be almost equivalent to the U.S. permit price under no trading.

Scenario 2: Annex I Trading, with and without EU Proposal

Country Permit Price, Resource Cost, | Permit Price, Resource Cost,
Unconstrained | Unconstrained | Constrained Constrained
United States | $51/ton $22.7 billion | $178/ton $41.3 billion
Japan $51/ton $5.1 billion $178/ton $13.8 billion
Canada $51/ton $2.7 billion $178/ton $7.2 billion
EU $51/ton $11.6 billion $178/ton $24.0 billion
Australia $51/ton $0.7 billion $178/ton $0.7 billion

International Emissions Permit Price with EU Proposal: $178/ton

Note that in this case, the selling constraint is so stringent, that the United States effectively does
not participate in international trading (the United States is estimated to purchase 1.5 MMTCE
per year, on net, in this scenario).

Like scenario 1, some of Australia’s resource costs are offset because the permit price is high
enough for it to switch from being a net buyer to a net seller.

Since buyers can increase their buying constraint through “verified emissions reductions”, Japan
and Canada are not constrained like they were in scenario 1. (In scenario 1, the buying
constraint prevented these countries from bidding on lower priced emissions permits, so their
domestic permit price was higher than the international emissions permit price.) Their additional

4
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demand for international emissions permits increases the international emissions permit price
from $174/ton in scenario 1 to $178/ton in this scenario.

. Scenario 3: Assuming that the buying countries can adjust their purchase ceilings to reflect all
their real reductions, and that selling countries can do so as well, i.e., selling countries cannot
sell any hot air and all reductions can be verified, the international permit price would be more
than $100/ton, and more than double the unconstrained price.

Scenario 3: Annex I Trading, with and without EU Proposal

Country Permit Price, Resource Cost, | Permit Price, Resource Cost,
Unconstrained | Unconstrained | Constrained Constrained
United States | $51/ton $22.7 billion $106/ton $35.7 billion
Japan $51/ton $5.1 billion $152/ton $9.9 billion
Canada $51/ton $2.7 billion $137/ton $5.1 billion
EU $51/ton $11.6 billion $106/ton $19.5 billion
Australia $51/ton $0.7 billion $106/ton $1.0 billion

International Emissions Permit Price with EU Proposal: $106/ton

III. Transaction Costs with Trading Constraints
Difficulty in Identifying Real Reductions

The EU proposal provides an opportunity to revise upward ceilings (to a limit) based on an evaluation
of domestic action taken to reduce emissions through an expert review process. While some may

argue that this could make the proposed constraints less stringent, our analysis shows that the costs
would still be considerably higher than in an unconstrained system. However, it would be very difficult
to operationalize such a procedure.

. Evaluating whether a specific reduction, or set of reductions, resulted from direct domestic
actions (as opposed to simply an economic downturn), requires knowing the counterfactual.
However, business as usual can never be known with certainty, so estimating “domestic effort”
with sufficient precision to adjust a trading constraint could be very problematic.

. The process of attempting to identify and verify emissions reductions from domestic activities
can be costly, especially for fiscally-constrained countries, like some of the potential Annex I

5
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sellers. Some are already concerned that Russia will not have a sufficient monitoring and
inventorying system for trading. Adding another layer of requirements for trading may
negatively impact their participation.

Instead of undertaking real reductions and selling both the real reductions and the so-called hot
air as predicted by most economic models, this proposal requires that countries choose

between selling hot air and real reductions. Contrary to its stated intent, the EU’s proposal

could raise the costs of undertaking real reductions enough that Russia and other countries
simply sell the fraction of their hot air they are allowed to with the selling formula and then avoid
any further actions.

Problems with Devolution to Private Sector

By constraining both the purchase and sale of permits, the EU proposal would complicate the
interaction between domestic trading program involving private firms and international emissions
markets. Just as importantly, the limit would create an allocation problem domestically, i.e., how to
allocate the “right” to import or export emissions permits. If allocated by some method other than open
bidding, the process could create a domestic lobby for perpetuating the limit. Firms could view their
allocation as an “entitlement.”

There are a number of ways to implement a limit, but the simplest might be for the government
to issue “right-to-import” or “right-to-export” certificates up to the limit through a process of
open bidding. If, for example, international purchases were recorded at the national trading
registry, then the buyer would have to present one right-to-import certificate along with a
foreign permit for it to be officially accepted. Similarly, anyone wanting to sell a permit
internationally would have to acquire one right-to-export certificate and combine it with one
domestic permit in order to export.

Arbitrage would equate the price of domestic permits to the international price of permits plus
the certificate price. The price of the certificates would fluctuate on the market, depending on
whether the limit is binding. Their price would be zero -- i.e., the domestic price and foreign
price would be the same -- if the constraint were not binding.

The additional administrative burden of implementing a dual permit program or some other
quota allocation system would raise the costs of trading beyond those reflected in the illustrative
quantitative assessment presented here.
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IV. No Additional Climate Benefits with Trading Constraints

Regardless of where a greenhouse gas emission reduction occurs, it has the same effect on total
greenhouse gas emissions and the same effect on the climate.

. In proposing trading constraints, the EU has focused on countries such as Russia, that will have
emissions below their Kyoto targets during the commitment period because of the decline in
their economic output associated with the transition to market economies. If trading constraints
are established that restrict the ability of Russia to sell permits, then emissions during the first
commitment period would be lower than in the absence of such constraints.

. However, Russia would simply bank its allowances and use these allowances in a subsequent
commitment period when its emissions exceed its target. While a trading constraint might lower
emissions during the first commitment period, the cumulative emissions over several
commitment periods from Annex I countries would be the same with and without the trading
constraint. Given the long residence times of greenhouse gases (on the order of a 100 or more
years), the cumulative effect is what is most relevant in terms of changes in the global climate.



EMF-16: Modeling Exercises of Kyoto Protocol: Permit Prices

Model No Annex I Percent Global Percent

Trading Trading Change from | Trading Change from

(U.S) No Trading No Trading
FUND n/a $17/ton n/a $11/ton n/a
G-Cubed $90/ton $64/ton 30% $23/ton 74%
RICE $157/ton $73/ton 53% $22/ton 86%
SGM $224/ton $101/ton 55% $27/ton 88%
MIT $230/ton $91/ton 61% n/a n/a
AIM $182/ton $77/ton 58% $45/ton 75%
MRT $282/ton $92/ton 67% $32/ton 89%
CETA $200/ton $55/ton 73% $31/ton 84%
MERGE3 $315/ton $161/ton 49% $103/ton 67%
Oxford $489/ton $267/ton 45% $147/ton 70%
ABARE $384/ton $127/ton 67% $28/ton 93%
WORLDSCAN $101/ton $24/ton 77% n/a n/a
Average $241/ton $96/ton 60% $47/ton 81%
(SD) (120) (67) (43)

All permit prices are in 19978.
Sinks are assumed to be zero.

Non-carbon dioxide greenhouse gases are assumed to have no offsetting impact on the magnitude of

carbon dioxide emissions reductions necessary to comply with Kyoto targets.
In global trading, non-Annex B countries are assumed to have targets set at 2010 BAU.

Results are based on modeling runs reported in March 1999 and reflect results that will be published in

forthcoming special issue of the Energy Journal.




