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EXECUTIVE SUMMARY

PURPOSE

The Credit for Early Action Tableh-'lwas directed by the National Air Issues
Coordinating Committee - Climate Change to oversee work on voluntary GHG
emissions trading. The task was to complement and balance the work being
done under the National Climate Change Process by the Tradable Permits
Working Group on trading among sources subject to mandatory limits on their
emissions. This report summarizes the key issues and questions related to
voluntary emissions trading that were considered by the CEA Table, and
presents the Table’s recommendations and conclusions.

RECOMMENDATIONS

National Implementation Strategy

The CEA Table recommends that voluntary emissions trading (VET) should
be considered an important early action initiative under the National
Implementation Strategy on Climate Change. Government support for VET
should be cost-effective and commensurate with expected benefits - real GHG
emissions reductions, greater experience in trading, and other benefits.

Key Objectives for Voluntary Emissions Trading

The CEA Table recommends that the key objectives for voluntary emissions
trading should be:

(1) to provide additional experience with emissions trading;

(2) to contribute to achieving early reductions in greenhouse gases; and

(3) to begin to build the infrastructure required for greenhouse gas emissions
tracking, measurement, reporting, and trading.

Focal Points for Support of Voluntary Emissions Trading

The CEA Table recommends eight specific focal points for government support
of VET.

! The CEA Tableis one of the expert, multi-stakeholder groups established under the National Climate
Change Process and reporting to the National Air Issues Coordinating Committee - Climate Change.
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In order to support the market-driven development of domestic voluntary
emissions trading, the two senior governments should:

(1) invest in infrastructure that supports VET,;

(2) reconcile existing inventories of sources and sinks, increase the timeliness of
the updates, and adapt the infrastructure to support the new uses of these
inventories;

(3) in collaboration with non-government stakeholders, define
- emission baselines
- emission reductions
- emission measurement, reporting and verification protocols;

(4) further the work of the existing pilot(s) and other Canadian initiatives to
provide additional experience in VET and important information on costs and
benefits;

(5) support the development of VET systems that are compatible and
complementary in order to promote efficiency and reduce uncertainty;

(6) clarify the tax treatment of emission credits and trades to reduce a barrier to
trading, and consider exemptions from current existing government fees,
taxes or other charges to increase uptake of VET,;

(7) support the development of cost-effective measures to facilitate the
participation of small and medium enterprises (SMEs), municipalities and
local institutions in VET.

In order to support private sector participation in international VET markets, the
two senior governments should:

(8) offer information services aé1d political support for Canadian companies
operating in these markets.

CONCLUDING NOTES

(1) The extent of the greenhouse gas reductions that will be facilitated by a
voluntary trading system will be a function of the value/perceived value of the
tradable commodity. Some Table members view a credit for early action system
as a necessary condition for VET since it provides the value for the commodity
traded. Without credit for early action, there will be, at best, a continuation of
very speculative, low volume trading.

2 The representative of the Government of Quebec does not support this recommendation. See Section 4.1.
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(2) Table members emphasize that support for VET does not necessarily imply
support for a mandatory trading system in the future. In other words, VET is seen
by Table members as a building block that could provide a transition to any
outcome, but does not presume a future outcome.

(3) Table members recognize the need to identify specific measures for
government support to VET and to evaluate these measures against the
Secretariat’s criteria of GHG reductions, resource requirements, etc. The CEA
Table was unable to complete this phase of the work.

1.0 INTRODUCTION
1.1 PURPOSE OF THE REPORT

The Credit for Early Action Table was directed by the National Air Issues
Coordinating Committee - Climate Change to oversee work on voluntary GHG
emissions trading. A voluntary emissions trading (VET) system is one where
the commitment to reduce emissions is adopted voluntarily. The task was to
complement and balance the work being done under the National Climate
Change Process by the Tradable Permits Working Group on trading among
sources subject to mandatory limits on their emissions.

Two consultants studies were commissioned by the CEA Table to inform this
work. The first study is a ‘primer’- an introduction to voluntary emission
reduction trading and its possgle contribution to Canada’s objectives with
respect to greenhouse gases.* The second study is an examination of three
types of voluntary greenhouse gas trading initiatives that could be pursued
(individually or jointly) over the next few years — enhancing existing project-
based emission reduction crediting mechanisms, increasing participation in
voluntary commitment and trading systems, and encouraging further
development of a voluntary carbon commodity exchange. Possible steps in
the evolution of market rﬁechanisms, as events progress, were also
addressed in this paper.— These studies are available on the National Climate
Change Process (NCCP) public web site.

This report draws on this background work and on extensive discussions at
the CEA Table. The report briefly reviews the key issues/questions related to
voluntary emissions trading that were considered by the CEA Table and
presents the Table’s conclusions and recommendations. An alternative view
from the West Coast Environmental Law Association is included in Annex A.

8 “Voluntary Trading Primer — Using Tradable Emission Reductions to Contribute to Achieving Canada’'s
Greenhouse Gas Objectives’ , ARC Applied Research Consultants and Margaree Consultants, June 1999.

3 “\oluntary GHG Emissions Trading — Evolutionary Next Steps” , Environmental Financial Products LLC
and Winnipeg Commodity Exchange, July 1999.
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1.2 REPORT OUTLINE
There were four broad issues/questions considered by the CEA Table.

* Would the value gained from enhancing support for VET (in addition to
current support) be sufficient to recommend VET as a Phase 1 initiative in
the National Implementation Strategy for Climate Change?

* What would be the key operational elements of a VET system?

* What key objectives and focal points for government support of VET could
be recommended?

» What specific measures might governments adopt to enhance their support
for VET?

The remaining sections of this report relate directly to these issues/questions.
Section 2 addresses the value of voluntary emissions trading; Section 3
focuses on the key operational elements of a VET system; and, Section 4
includes the Table’s recommendations on key objectives and focal points for
government support of VET, including some examples of possible measures
to support the recommendations, and provides some concluding notes.

Attached to the report are four annexes: an alternative view from West Coast
Environmental Law Association (Annex A), the list of CEA Table members
who participated in this phase of the Table’s work (Annex B ), abbreviations
used in the report (Annex C), and a summary of the CEA Table’s contract
studies on voluntary emissions trading (Annex D).

The views expressed in this report are broadly representative of the views of
members of the Table. When necessary, however, alternative views have
been noted as recommended in the guidelines provided by the National
Climate Change Secretariat and agreed to by the Table.

2.0 VALUE OF VOLUNTARY EMISSIONS TRADING

Given the uncertainty of the implementation of the Kyoto protocol and the
GHG management regime/tools that could be adopted in Canada and
internationally, the CEA Table considered the potential value of VET for (1)
providing practical experience for policy makers and other stakeholders, (2)
achieving early GHG reductions, and (3) complementing/supplementing other



CEA TABLE REPORT - Voluntary Emissions Trading

possible domestic GHG management initiatives.

2.1 Experience with VET

A VET system could assist Canada to shape its future national strategy
through experience, not theory.

Key questions to be assessed would include:

Should Canada's implementation strategy provide for domestic emissions
trading?

How will emissions trading work in Canada?

What skills and infrastructure need to be put in place to trade discharge
limit allocations or emission reduction credits in Canada?

Which commodity/currency do we want to trade, if we have trading?

The experience with VET is expected to help:

develop source inventory, monitoring, emission verification and measurement
practices

contribute to the definition of the tradable instrument that is required for any
baseline-and-credit trading system (including CDM/JI)

encourage the smooth and early evolution of GHG markets

provide early signals on the market price of carbon (a critical element to
getting an effective market response to climate change)

assess the merits of any hybrid system with mandatory trading

prepare Canada to participate in trading activity with the United States, our
largest trading partner, as the U.S. already has experience in a wide range of
emissions trading environments and could adopt emissions trading as a
major policy instrument.

Domestic VET is conceptually similar to voluntary trading in international
markets.

CDM/JI investments are project-based, credit commodities backed by the
Kyoto Protocol; creation and trading of these international credits will be
voluntary.

The challenges in developing baseline and emission reduction measurement
and verification protocols for project-based credit trading in Canada will likely
be very similar to those for CDM/JI investments. In fact, Canada could start to
shape these protocols and international trading rules based on real project
experience.

Having a domestic credit trading mechanism that potentially extends to
international CDM/JI trading could give Canada an important understanding
of what other countries are doing in this arena. It would also enhance
opportunities for early participation of Canadian enterprises in these markets.
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Experience with emissions trading in Canada has been relatively limited.
Some early experience has been gained through the two pilots - the
Greenhouse Gas Emissions Tradin Pilot (GERT) and the Pilot Emissions
Reduction Trading (PERT) project. ~In addition there has been other trading
activity as evidenced by the recent announcements of GHG purchases by
Suncor, Ontario Power Generation and TransAlta. However, it cannot be
assumed that this level of activity will continue in the absence of some clear
signals of support from governments.

2.2 Early GHG Reductions

VET is an experiment that could also deliver low cost early emission reductions.
The key questions are: (1) what would be the likely extent of the GHG
reductions; and (2) how will the cost of compliance with the Kyoto commitment
be affected if we start reducing emissions earlier rather than later?

The Pilots and other GEG trading initiatives in Canada have already delivered
some GHG reductions.

A partial foundation for a voluntary trading system for greenhouse gas emissions
is already established in Canada (e.g., VCR Inc., trading pilots) and could be
expanded relatively quickly. Table members noted that even if international
agreement on key elements of the Kyoto Protocol were in place and a Canadian
consensus supporting implementation of the Kyoto Protocol existed, it would still
take a number of years to fully develop a legislated national mandatory
emissions reporting, verification, management and control strategy.

A VET system could be designed with the goal of “bending Canada's emissions
trajectory” towards a softer economic landing. It could spread the national

® Trading has occurred in a number of the PERT projects; in each case Ontario Power Generation
was the buyer/seller. Of the 12 applications before GERT, five have been trade-matched. All of
these trades are bilateral trades handled under private contracts. Many of them involve options to
purchase; largely because of confidentiality issues, information on prices and the conditions to
exercise these options has not been available for scrutiny by the pilots. Clearly, this is a
speculative markets -- the Letter of Understanding that supports the PERT project and the
Memorandum of Understanding in the GERT pilot do not guarantee future recognition of the
reduction credits. Some experience in Canada-US trading has been acquired under PERT - one
purchase and one sale have so far taken place.

® For example, as of October 25, 1999 PERT had registered 887,520 tonnes of CO,E reductions;
7,919,646 additional tonnes CO,E had been reviewed, but not yet registered. There are, in
addition, the ‘intent to create’ 11,231,700 tonnes in 1999 from three of these projects. As of
October 1, 1999, GERT had received 4,327,996 tonnes CO,E in offers to sell and 4,732,996
tonnes CO,E in trade-matched applications. It should be noted, however, that neither of the pilots
has applied an “additionality” test.
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obligation to reduce emissions implied in the Kyoto commitment over a longer
period which could enhance opportunities to manage and mitigate the economic
costs of compliance.

A VET system would likely encourage some capital investment to proceed that is
not occurring under present conditions. For example, a VET system that was
effective in removing some existing barriers to investment (e.g., untested
guantification protocols and procedures for establishing ownership of baselines)
would result in more companies taking action to reduce emissions. Depending
on the design of the system, VET could encourage companies that want to grow
and invest in Canada, but are concerned about future (unknown) GHG
obligations, to use VET as risk management tool.

Trading encourages proceeding with the most economically efficient reductions
first. A competitive international market for credits is emerging and major
multinational corporations are already actively securing control of low-cost
emission reduction options around the globe. A domestic trading regime could
facilitate our keeping up with international activities in this area and equip
corporations with Canadian operations to participate more effectively in the
emerging international market. Inaction could ultimately mean reduced access
for Canadian companies to low-cost opportunities.

The extent of the greenhouse gas reductions that will be facilitated by a voluntary
trading system will, however, be a function the value/perceived value of the
tradable commodity. The consensus of CEA Table members is:

(1) VET is not likely to generate significant and incremental GHG reductions (i.e.,
interest from stakeholders) unless there is strong support from governments
for this policy tool.

(2) If governments must backstop this commodity with cash or against a future
obligation, then what is being considered is a credit for early action system.

(3) If governments are interested in using VET to get significant GHG reductions,
then the credit for early action issue must be solved. The effectiveness of the
CEA system would depend on the details of the system design.

2.3 VET and Other GHG Management Initiatives

The CEA Table members explored the issue of a possible transition from a
voluntary to a mandatory system (regulations, taxes, cap and trade, or some
combination thereof) if/when Canada’s domestic GHG management strategy

is implemented.

The conclusions of the Table are as follows:
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(1) A significant portion of the infrastructure developed to support the
implementation of a Voluntary Emissions Trading system will be required for
the implementation of any mandatory GHG emissions management program
(even one that excludes provisions for emissions trading). These infrastructure
elements include:

* inventory of sources and of sequestration opportunities

» links between the inventory and source baselines

* measurement and verification protocols

* reporting mechanisms

* mechanisms for establishing title to baselines and emission reductions

* registry for listing and transferring titles

* mechanism for public review and input into the process

» focal points for the resolution of policy and technical issues

» mechanism for cost-sharing/cost-recovery

Some of the above elements may, however, be of limited relevance in some
future regulatory systems. For example, in a cap and downstream trading
program, measurement, verification and reporting would be considerably less
complex than in a VET system (e.g., involve monitoring emissions or fuel use
using accepted methodologies and comparing these emissions to allowances
held).

(2) Some members emphasize that, in the context of a Voluntary Emissions
Trading program, the development of this infrastructure will a) largely be paid
for by the private sector and b) produce environmental benefits at the same
time the development costs are incurred.

(3) There are voluntary mechanisms that, if necessary, would be compatible
with mandatory systems. For example, VET could be used in place of
mandatory obligation and trading (cap-and allocate trading) in some sectors,
or could compleﬁ1ent it (by providing access to low-cost reductions outside the
capped sector).

(4) VET could complement/supplement other enhanced voluntary measures,
including:

- ‘credit for early action’ -- the commodity that is central to the VET system can
be a government-endorsed credit

- Kyoto Mechanisms (CDM/JI) -- project based, baseline and credit trading
systems similar to the GERT and PERT pilots

- voluntary commitment systems -- self-imposed reduction targets or caps

(5) Voluntary mechanisms could also seed the way or evolve into mandatory
systems. Most operating emissions trading systems, for example, include early

" See Annex B for an alternative view.
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action and also include voluntary opt-in provisions. Even when mandatory
allowances or allocations have been imposed, opt-in provisions could allow for
the conversion of voluntary participant-created "credits" to allowances or
allocation-equivalents.

(6) The "credit" could be the principal pre-mandatory or opt-in market currency
because it could be readily converted into another tradable carbon commodity.
(An international carbon credit is a commodity even if Canada establishes a
domestic allowance trading system for the future.)

(7) VET could also encourage

- technology uptake — allowing recovery of some development costs

- expansion of the pool of participants interested in financing sequestration
opportunities

- disclosure of early price signals for carbon in the economy that will be important
for identifying low cost reduction opportunities

(8) Credit for early action, voluntary trading, and offset investments are all part of
an entity’s risk mitigation strategy. If there are no mandatory reduction
obligations in the future (e.g., Kyoto is not ratified) the private sector will have
little recourse in recovering early GHG reduction investments, unless they were
economic in their own right, and would be unlikely to continue major
economically non-viable GHG reduction investments, except for perhaps
continued low-level participation in the VCR Inc. or ECOGESte.

In summary, the CEA Table found that a voluntary emissions trading system

could have value in

» providing additional experience with trading systems;

» providing some early GHG emission reductions

» positioning Canadian corporations to be globally competitive in a carbon
constrained future;

» developing infrastructure that will have value in any future GHG management
regime; and

» supplementing/complementing other GHG reduction measures/tools.

3.0 KEY OPERATIONAL ELEMENTS OF VET

The CEA Table also examined the key operational elements of a voluntary
emissions trading system, including (1) establishing the tradable commodity,
and (2) developing a market.

3.1 Establishing the Tradable Commodity

A tradable commodity must have value. In order to have value the commodity
must be recognized (or have a good probability of being recognized) for use
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against voluntary commitments and/or mandatory obligations (including
regulations, taxes, cap and allocate systems) now/in the future.

Recognition of a commodity could arise from two sources:

(1) a government commitment

* a general commitment by government(s) (e.g., under a Credit for Early
Action Program or a Memorandum of Understanding); or

» a specific agreement by government(s) to back a voluntary commitment
and trading (VCT) program; and

(2) an agreement among participants

* an agreement among participants in a VCT program (e.g., under an internal
trading system, an agreed upon GHG reduction unit can be traded and
used to meet business unit targets); or

* a contractual arrangement to transfer benefits (e.g., the value of reduced
liability for reductions) under specified conditions.

Thus there are different types of commodities that could be traded:

» a government backed commodity
Under a formal credit for early action system, for example, governments
could specify the use for credits or could commit to accept credits for
application against a possible (as yet unknown) future
commitment/requirement. The value of the credits would depend on the
perceived likelihood and timing of the future use and the perceived future
cost of emission reductions.

» a commodity based on contractual arrangements between buyer and seller
The commaodity represents the value of an early emission reduction that
would be transferred to the buyer in the event a specified policy future (or
range of policy futures) is put in place.

» a highly speculative commodity
The possibility that an early emission reduction might be recognized in a
future program could give value to the commodity. A small degree of
certainty may be added by a government promise to consider future
recognition (such as the assurance given for the Registered Emission
Reduction that is traded in the GERT Pilot, and the Emission Reduction
Credit that is traded in the PERT Project).

CEA Table members felt it important to emphasize that any tradable
instrument for GHGs established in advance of government certification would
have an inherently speculative character. Beyond the risks of price fluctuation
present in almost all markets, instruments created by voluntary agreement
have value only if the compact creates relative scarcity and remains in force.
In addition, instruments traded in a voluntary system may or may not
ultimately evolve into instruments having stronger underlying value with official
recognition by governments. This does not mean the instruments are
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worthless, but rather that they would be traded in a manner that reflects their
speculative character.

The first steps in establishing the commodity would be to determine:

» which gases will be covered,

* how baseline emissions will be calculated for each gas for classes of
sources;

* how a carbon-equivalent emission reduction from established baselines will
be created;

* how and where the stock and changes in total national carbon emissions
will be accounted for and reported;

» what information the certificate of carbon currency (the "credit") will include
and how and by whom it will be issued; and

» how currency fluctuations will be tracked and accounted for in the national
accounting of carbon stocks.

Just as multiple “grades” of product can be eligible for delivery under a
standardized commodity futures contract, specifications defining an
instrument can make any number of emission reduction or sequestration
activities eligible to receive units of the recognized tradable instrument. Efforts
to develop a standardized tradable instrument in the emerging market for
GHGs should be encouraged and widely disclosed.

In order to ensure the instrument represents real reductions, a process for
verifying and for publicly reporting that the product (reductions or
sequestration) conforms to specifications is needed. Early markets in GHG
reductions could value — through price differentiation — increasingly rigorous
verification efforts. Verification capabilities, involving measurement and third-
party reviews, could be important components in any future large-scale GHG
emission reduction program. Such a function could be facilitated by
government or may evolve in the market place if/as the threat of regulatory
emission limits looms closer.

Posting a standardized fungible instrument on a recognized account registry is
a final step in establishing a tradable instrument.
3.2 Developing a Market

The creation of the commodity (even under a credit for early action system) will
not necessarily stimulate trading.

The following factors will help facilitate a more robust market:
* participation of emitters with different reduction cost profiles



CEA TABLE REPORT - Voluntary Emissions Trading 12

. developmemaof standardized commercial contracting language and
mechanisms

* low transaction costs

» few restrictions on trading (across entities/jurisdictions)

* emergence of clear price signals

» acceptance of banking

* government recognition of the commodity

The extent of trading will also depend on the risk management strategies,
expectations and capacities of market participants. It is expected, for example,
that many firms will want to bank (not trade) their emission reductions. However,
other firms may be required to sell at least a portion of their reductions in order to
recover some of the project development costs. To the extent that firms have
different assessments of the future value of the commodity (related, for example,
to expectations of future recognition or the probability of future mandated
reductions), more trading is likely.

CEA Table members noted that the market in a cap-and-allocate system and in
a VET system could be significantly different. In a cap-and-allocate market, the
commodity (e.g., allowance) is certified by governments. Similarly it is expected
that a mature CDM market will also involve the exchange of standardized,
verified commodities. Only if the commodity created in the VET system is
fungible in domestic and international markets (i.e., the commaodity is verified,
graded, etc.), will the markets be similar.

4.0 RECOMMENDATIONS AND CONCLUDING NOTES
4.1 Recommendations

National Implementation Strategy

The CEA Table recommends that voluntary emissions trading (VET) should be
considered an important early action initiative under the National Implementation
Strategy on Climate Change. Government support for VET should be cost-
effective and commensurate with expected benefits - real GHGﬁmissions
reductions, additional experience in trading, and other benefits.

Key Objectives for Voluntary Emissions Trading
The CEA Table members recommend that the key objectives for a voluntary
emissions trading should be:

(1) to provide additional experience with emissions trading (guide

8 The IETA, with participation from the UN, is currently developing contracting language for presentation
at COP VI.
® See Annex A for an alternative view.
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development of domestic policy, enable Canadians to more effectively
contribute to the development of international trading rules and systems, give
Canadian companies a competitive edge in the market);

(2) to contribute to achieving early reductions in greenhouse gases (remove
barriers and introduce incentives to participation of Canadian entities in the
emerging market, both domestically and internationally); and

(3) to begin to build the infrastructure required for greenhouse gas emissions
tracking, measurement, reporting, and trading.

Focal Points for Support of Voluntary Emissions Trading

The CEA Table members recommend that governments enhance their
participation in voluntary emissions trading and focus their support of VET as
set out below.

In order to support the market-driven development of domestic voluntary
emissions trading, the two senior governments should:

(1) invest in infrastructure that supports VET,;

(2) reconcile existing inventories of sources and sinks, increase the timeliness of
the updates, and adapt the infrastructure to support the new uses of these
inventories (e.g., convert the National Greenhouse Gas Inventory data to
SIC(NAISC)/SCC codes and integrate more point source data into the inventory,
establish a mechanism for key players to review the quality of the industrial
activity data acquired, create a relational database to house the national
inventory to facilitate data management and the provision of outputs to a wide
range of clients, introduce mandatory reporting of GHG emissions);

(3) help define

- emission reductions that can be traded

- emission baselines

- emission measurement, reporting and verification protocol,

(4) further the work of the existing pilot(s) and other systems (voluntary
commitment and trading across companies) to provide additional experience in
VET and important information on costs and benefits (e.g., assist project
developers with legal, engineering, accounting costs and/or review fees,
encourage governments to submit projects for review, strengthen government
recognition of the tradable commodity via a policy statement or an agreement
with stakeholders, provide financial or increased in-kind support for
administration of the pilot(s) and financial support for third party reviews);
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(5) support the development of VET systems that are compatible and
complementary in order to promote efficiency and reduce uncertainty;

(6) clarify the tax treatment of emission credits and trades to reduce a barrier to
trading and consider exemptions from current existing government fees, taxes or
other charges to increase uptake of VET,;

(7) support the development of cost-effective measures to facilitate the
participation of small and medium enterprises (SMEs), municipalities and local
institutions in VET (e.g., minimize transactions costs, provide financial
assistance)

In order to support private sector participation in international VET markets, the
two senior governments should:

(8) offer information services and political support for Canadian companies
operating in these markets (e.g., ensure the support of Canadian governments is
clear and visible, establish rules quickly so Canadian companies can participate
actively now in this competitive market).

With respect to this last recommendation, the Government of Quebec's
representatives expressed the need 1) to develop a robust domestic trading
system before participating in international trading, and 2) to better understand
the impacts of exporting ‘credits’, first on the sharing of the burden between
Canadian provinces and sectors, and second on the capacity of Canada to
comply with any future international obligation.

4.2 Concluding Notes

(1) The extent of the greenhouse gas reductions that will be facilitated by a
voluntary trading system will be a function of the value/perceived value of the
tradable commodity. Some Table members view a credit for early action system
as a necessary condition for VET since it provides the value for the commodity
traded. Without credit for early action, there will be, at best, a continuation of
very speculative, low volume trading.

(2) Table members emphasize that support for VET does not necessarily imply
support for a mandatory trading system in the future. In other words, VET is seen
by Table members as a building block that could transition to any outcome, but
does not presume a future outcome.

(3) Table members recognize the need to identify specific measures for
government support to VET and to evaluate these measures against the
Secretariat’s criteria of GHG reductions, resource requirements, etc. The CEA
Table was unable to complete this phase of the work.
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Table members did, however, do some preliminary work to identify supporting
measures; a number of these measures are included as examples in the above
recommendations. Further work will be required (possibly by NAICC) to identify,
prioritize and assess the supporting measures. To the extent possible, a
guantitative assessment of specific measures, and of VET generally, should be
undertaken. Such an assessment would facilitate a comparison of VET with
mandatory trading (more specifically with the work of the Tradable Permits
Working Group) and would allow identification of the measures that would be
most cost-effective and compatible with other elements of the National
Implementation Strategy.

Table members also recognized the need for consultation with parties currently
involved in trading when further work is done on VET. The work of the
International Emission Trading Association, on behalf of the private sector, could
also be useful input to the process as the IETA will be integrating experience
from national processes around the globe and dealing with the issue of
international consistency.
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ANNEX A

An Alternate View — West Coast Environmental Law Association

WCELA supports voluntary private sector investments in emission reductions
both through internal emission reduction investments and investing in offsets.
However, we are concerned that CEA Table Report tends to overstate the
benefits of government support for VET, and believe that regulated limits are
essential to achieving significant environmental or learning benefits.

With regard to environmental benefits, there has been no attempt to determine
whether GERT or PERT have yielded any emission reductions that would not
have occurred in the absence of these VET systems. Moreover, it is not clear
that a combination of Credit for Early Action a VET would significantly accelerate
additional emission reductions. Firms are already able to hedge risks associated
with future climate policy through contracts to transfer the value of a reduction
under potential regulatory futures. While Credit for Early Action provides a better
hedge, the lack of interest in currently available mechanisms suggests a
combination of VET and early crediting may not yield a great deal more
investment in emission reductions. This is especially true in the absence of
pending regulatory limits on emissions.

Finally, the ‘learning potential’ from VET should not be overstated. As currently
structured, VET pilots are not providing information necessary to determine
environmental effectiveness or the information on the costs of additional
emission reductions. As noted, the challenges of a VET system have limited
significance with a cap and trade system, but many VET challenges would also
be absent in a full performance standard and credit trading program.
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Environment Canada K1A OH3 PHONE: 819-956-4736
(CO- CHAIR) Vice-President, Box 1900, Station M E-MAIL: bob_page@transalta.com
Mr. Bob Page Sustainable Development 110-12th Avenue S.W FAX: 403-267-7252

PHONE: 403-267-4774

Mr. Warren Bell

Manager, Climate Change

Air Resources Branch

Ministry of Environment, Lands and Parks
(B.C)

P.O Box 9341 Stn Prov Govt
3rd Floor 2975 Jutland Rd
Victoria, BC

V8BW 9M1

E-MAIL: warren.bell@gems8.gov.bc.ca
FAX: 250-356-7197
PHONE: 250-387-4773

Mr. Bob Cornelius

Senior Indutrial Specialist

Water Policy Branch
Ontario Ministry of Environment

135 St. Clair Ave. W., 11" floor
Toronto, Ontario.
M4V 1P5

E-MAIL: cornelbo@ene.gov.on.ca
FAX: 416-314-3924
PHONE: 416-314-4195

Mr. André Couture

Ministere de I'Environnement et de la
Faune,

Direction de la politiques du secteur
industriel,

Charge du developpement strategique,
Service de la qualite de I'atmosphere

675, Boul. Rene Levesque Est,
9ieme etage, Boite 71
Quebec, Quebec

G1R 5Vv7

E-MAIL: andre.couture@mef.gouv.qc.ca
FAX: 418-646-0001
PHONE: 418-521-3950 #4976

Mr. John Dillon

Vice President Environment and Legal
Council

Royal Bank Centre, 806 - 90 Sparks
Street

E-MAIL: jdillon@bcni.com
FAX: 613-236-8679

Vancouver, B.C.
V6J 1M8

Business Council on National Issues Ottawa, Ontario PHONE: 613-238-3727
(BCNI) K1P 5B4
Ms. Aldyen Donnelly GEMCo 1965 West, 4th Ave. E-MAIL: aldyen@mindlink.bc.ca
Suite 101 FAX: 604-731-4664

PHONE: 604-878-3658 (voice)

604-731-4666




CEA TABLE REPORT - Voluntary Emissions Trading

18

Mr. Jason Edworthy

Vision Quest Windelectric Inc.

Suite 100 - 3553 - 31¥ Street N.W.
Calgary, Alberta

E-MAIL: edworthy@greenenergy.com
FAX: 403-686-0087

T2L 2K7 PHONE: 403-686-1385
Mr. Bob Flemington President 170 Laurier Ave. West E-MAIL: rflemington@vcr-mvr.ca
Voluntary Challenge and Registry Suite 600 FAX: 613-565-5743
Inc. Ottawa, Ontario PHONE: 613-565-5151
K1P 5V5

Mr. Luc Gagnon

Environmental Management Unit
Hydro Quebec

75 René Lévesque West, 19th Floor
Montreal, Quebec
H2Z 1A4

E-MAIL: gagnon.luc@hydro.gc.ca
FAX: 514-289-4977
PHONE: 514-289-2211 ext. 4948

Mr. Robert Hornung

Climate Change Program Director
The Pembina Institute

124 O’'Connor St. Suite 505
Ottawa, Ontario.
K1P 5M9

E-MAIL: roberth@pembina.org
FAX: 613-235-8118
PHONE: 613-235-6288

Ms. Sue Kirby

Director General
Energy Policy Branch

19 Floor, 580 Booth Street
Ottawa, Ontario

E-MAIL: skirby@nrcan.gc.ca
FAX: 613-996-5943

Energy Sector K1A OE4 PHONE: 613-996-7669
Natural Resources Canada
Mr. Gordon Lambert Suncor Energy Inc. PO Box 38 E-MAIL: glambert@suncor.com

112-4th Ave. SW
Calgary, Alberta
T2P 2V5

FAX: 403-269-6271
PHONE: 403-269-8720

Ms. Leah Lawrence

TransCanada Pipelines

111 - 5" Avenue S.W.
Calgary, Alberta
T2P 3Y6

E-MAIL: leah.lawrence@pipe.nova.ca
FAX: 403-267-3278

Mr. Jean-Francois
Lefebvre

President
Groupe de Recherche appliquée en
macroecologie (GRAME)

C.P. 716, Suc. “C”
Montreal, Quebec
H2L 4L5

Mr. Marc Lemieux

Conseiller Principal,
Environment Affaires réglementaires
Gaz Metropolitain

1717, rue du Havre
Montréal,Québec
H2K 2X3

PHONE: 403-267-8934

E-MAIL: jflefebvre@grame.qc.ca

FAX: 514-634-7204

PHONE: 514-639-4132 or 634-7205
E-MAIL: MaLemieux@GazMet.com

FAX: 514-598-3714

PHONE: 514-521-8168
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Mr. Michel Lesueur

MRN-Que

5700 - 4e Avenue Ouest
Local A-405
Charlesbourg, Quebec
G1H 6R1

E-MAIL: michel.lesueur@mrn.gouv.qc.ca
FAX: 418-643-8337
PHONE: 418-627-8380

Mr. Don MacDonald

Alberta Department of Energy

9945 - 108 Street, 5 Floor

E-MAIL: don.macdonald@gov.ab.ca

North Petroleum Plaza FAX: 780-427-2278
Edmonton, Alberta PHONE: 780-422-7872
T5K 2G6
Mr. Rob Milne Enbridge Consumers Gas P.O Box 650 E-MAIL: robert.milne@cgc.enbridge.com
Scarborough Ontario FAX: 416-495-5523
M1K 5E3 PHONE: 416-495-5514 (Bev McKay)

416-495-5517

Mr. Ron Nielsen

Alcan Aluminium

1188, Sherbrooke St. West
Montreal, Quebec
H3A 2G2

E-MAIL: ronald.nielsen@alcan.com
FAX: 514-848-1502
PHONE: 514-848-8353

Mr. Steve Pomper

Alcan Aluminum

1188, Sherbrooke St. W.

E-MAIL: steven_pomper@alcan.com

Montreal, Quebec FAX: 514-848-1502

H3A 2G2 PHONE: 514-848-8200

Mr. Andy Pool Coordinator, Environmental Affairs | PO Box 2850 E-MAIL: andrew_pool@pcp.ca
PanCanadian Petroleum Ltd. Calgary, Alberta FAX: 403-290-2440

T2P 2S5 PHONE: 403-290-2083

Mr. Mark W. Potter

Senior Economist
Economic Development and
Corporate Finance
Department of Finance

L'esplanade Laurier, 12th floor, East Tower
140 O'Connor Street

Ottawa, Ontario

K1A 0G5

E-MAIL: potter.mark@fin.gc.ca
FAX: 613-992-3648
PHONE: 613-992-6516

Ms. Faye Roberts

Manager Government Relations
Corporate Affairs General Motors of
Canada Limited

1908 Colonel Sam Drive
Oshawa, Ontario
L1H 8P7

E-MAIL: LNCAHUB.vz4cnb@gmeds.com
FAX: 905-644-3830
PHONE: 905-644-7442

Mr. John Roberts

Vice-President, Environment
Noranda Forest Inc.

Suite 4500, PO Box 7, Royal Trust Tower,
Toronto Dominion Center

Toronto, Ontario

M5K 1A1

E-MAIL: robertsj@norandaforest.com
FAX: 416-982-7396
PHONE: 416-982-7225

Mr. Chris Rolfe

West Coast Environmental Law
Assoc.

1001 - 207 West Hastings St.
Vancouver, B.C.
V6B 1H7

E-MAIL: crolfe@wcel.org
FAX: 604-684-1312
PHONE: 604-684-7378
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Mr. Pierre Vezina

Director, Energy
Quebec Forest Industries
Association

1200 St-Germain-Des-Pres, Suite 102
Sainte-Foy, Quebec
G1V 3M7

E-MAIL: p_vezina@rig.gc.ca
FAX: 418-651-4622
PHONE: 418-651-9352

Mr. George Walczak

Nova Chemicals Ltd.

Parkwest II, Suite 200

E-MAIL: walczaga@novachem.com

2000 Cliffmine Road FAX: 412-490-4002
Pittsburgh, PA PHONE: 412-490-4062
15275
Mr. Richard Williams Westcoast 1333 West Georgia E-MAIL: rwiliams@wei.org
Vancouver, BC FAX: 604-691-5166
V6E 3K9 PHONE: 604-488-8000
Environment Canada Credit for Early Action Secretariat
Ms. Judith Hull Senior Economist 10 Wellington E-MAIL: judith.hull@ec.gc.ca
Economic and Regulatory Affairs Hull, Quebec FAX: 819-997-2769
Environment Canada K1A OH3 PHONE: 819-953-4282
Mr. Steve Blight Project Leader, CEA 10 Wellington E-MAIL: steve.blight@egc.gc.ca
Economic and Regulatory Affairs Hull, Quebec FAX: 819-997-2769
Environment Canada K1A OH3 PHONE: 819-994-7010
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ANNEX C

Abbreviations Used in the Report

abbreviation

CDM

Clean Development Mechanism

CEA credit for early action

GHG greenhouse gases

GERT Greenhouse Gas Emission Reduction Trading Pilot
IETA The International Emissions Trading Association

Jl Joint Implementation

NIS National Implementation Strategy

NAICC-CC National Air Issues Coordinating Committee - Climate Change
NCCP National Climate Change Process

PERT Pilot Emission Reduction Trading Project

TPWG Tradable Permits Working Group

SMEs small and medium enterprises

VET voluntary emissions trading

VCT voluntary commitment and trading

WCELA

West Coast Environmental Law Association

21
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ANNEX D

Summaries of VET Contract Studies

Voluntary Trading Primer — Using Tradable Emission Reductions to
Contribute to Achieving Canada’s Greenhouse Gas Objectives, ARC
Applied Research Consultants and Margaree Consultants, June 1999.

Executive Summary

This paper provides an introduction to voluntary emission reduction trading and
its possible contribution to Canada’s greenhouse gases (GHGs) objectives. At
this point, there are a number of options, including voluntary trading, for
achieving the emission reduction commitments of the Kyoto Protocol.

This report is a companion to the earlier report titled Using Tradable Permits to
Help Achieve Domestic Greenhouse Gas Objectives-which deals with trading
among sources subject to mandatory limits on their emissions.

Voluntary trading involves sources that have made a voluntary commitment to
limit their emissions. Sources may adopt a voluntary commitment for any of a
number of reasons, such as the anticipated public relations benefits or to defer
government regulation. Voluntary agreements to address environmental issues
are common in Japan and some European countries. Use of voluntary
agreements is limited in Canada.

The vast majority of voluntary agreements do not incorporate trading. But
participants can agree with the government to allow trading as an option for
meeting their commitments. If trading is allowed, a source that reduces its
emissions below its commitment can create "credits" which it can sell to a source
whose emissions exceed its commitment. Credits can only be created through
emission reduction actions that meet specified criteria.

Voluntary trading allows credits to be used to meet the voluntary commitment at
lower cost. A trade requires a buyer and a seller. They will not trade unless both
benefit -- the seller gets a price that exceeds the cost of the emissions reduction
actions that created the credits and the buyer pays a price that is less than the
cost of reducing its own emissions. In principle, trading continues until the set of
emission reduction measures able to meet the emissions target at the lowest
cost have been implemented.

! Tradable Permits Working Group, Using Tradable Permits to Help Achieve Domestic Greenhouse Gas
Objectives: Introduction to Concepts, Options and Issues, National Climate Change Secretariat, Ottawa,
December 1998.
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The foundation for voluntary trading for greenhouse gas emissions is already
established in Canada. In principle, voluntary trading could be expanded
relatively quickly. In practice, significant expansion of voluntary trading is likely to
require incentives from the government or a credible threat of regulatory action.
Either of those options would take some time to implement, but less time than
would be needed to implement mandatory policies to limit emissions.

Enhanced voluntary trading enables sources to begin to reduce their emissions
sooner. This benefits the environment and the participating sources. Voluntary
trading also generates information on emissions by participating sources and on
the costs of emission reduction measures. Voluntary trading does not restrict the
choice of future policies to limit emissions if needed.

The key difference between voluntary trading and mandatory trading is that the
commitment to limit emissions is adopted voluntary, although possibly motivated
by incentives or the threat of regulation.. In practice this difference may be only
a matter of degree or timing. The threat of mandatory policies may be perceived
to be so compelling that a source feels it has little option but to adopt a voluntary
commitment to demonstrate that regulation is unnecessary. The decision to
trade is voluntary regardless of whether the commitment is adopted voluntarily or
imposed by the government.

A "purely” voluntary system is one driven solely by anticipated internal rewards,
such as cost savings due to energy savings or public relations benefits. Most
voluntary commitments are initiated in response to some level of incentive or
threat of regulatory action. This creates a spectrum of voluntary trading systems
ranging from purely voluntary programs to those that stop just short of requiring
sources to participate.

In a purely voluntary trading program, the participants can define the criteria. If
the commitments are negotiated with the government or are undertaken in
response to government incentives, the government will be involved in
establishing the criteria and reviewing the credits created. Typically, credits must
represent a real, measurable reduction from what emissions otherwise would
have been. For greenhouse gas emissions the credit creation criteria should be
consistent with those negotiated for implementation of the Kyoto Protocol.

Voluntary trading provides participants more flexibility in meeting their emissions
commitments. This greater flexibility lowers the overall cost of achieving a given
emission reduction target if emitters have different emissions control costs. The
more diverse the range of sources and sinks participating in the trading program,
the wider the range of emission control costs (the marginal cost per unit of
emissions reduced). The wider the range of emission control costs the larger the
potential cost savings due to trading.
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Canada’s experience with voluntary programs to limit greenhouse gas emissions
is limited to:

» Canada’s Climate Change Voluntary Challenge and Registry Inc. (VCR Inc.),
which registers and monitors progress toward achievement of voluntary
commitments incorporates trading when an individual registrant chooses to
report it.

* The PERT pilot trading program for various air pollutants, including
greenhouse gases, in Ontario.

* The GERT pilot trading program for greenhouse gas emission reductions that
is supported by B.C., Alberta, Saskatchewan, Manitoba, Quebec, Nova
Scotia and the federal government. Ultimately, the trade is registered at VCR
Inc.

A key element of these pilots is government assurances that actions
implemented under the program will be recognized toward potential future
obligations. Such assurances may become a significant driver for further
emission reductions.

The United States has a Voluntary Reporting Program for greenhouse gas
emission reduction actions and a voluntary demonstration program for trading of
greenhouse gas emission reductions in the New England states.

Hundreds of voluntary agreements to limit or reduce emissions of pollutants have
been announced, mainly in Europe and Japan. Very few of these agreements
involve trading of emissions reductions. The limited theoretical literature
suggests that voluntary agreements are not appropriate in all circumstances and
that they are unlikely to achieve the optimum environmental outcome. The
environmental performance improves if the threat of regulatory action is high and
the government is able to veto proposed agreements.

The empirical literature highlights the importance of clearly-specified,
measurable objectives, well-specified reporting requirements, and penalties for
non-performance. Many past voluntary agreements did not meet these
conditions and the environmental performance was lower than expected.
Pembina Institute for Appropriate Development reviewed the Voluntary
Challenge & Registry program based on 1997 registration data before the
significant enhancements introduced to the program by VCR Inc. in 1998 and
1999. They concluded that it was neither credible nor effective and fell far short
of its potential. Pembina also concluded that few companies had taken actions
to reduce greenhouse gas emissions that went beyond “business as usual.”

Despite their non-compulsory nature, voluntary agreements can have significant
legal implications in contract or tort law. It is possible to devise voluntary
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agreements that serve both the public and private interests concerned, but
failure to properly consider the legal implications and act accordingly could
potentially result in problems for all concerned.

A voluntary trading program for greenhouse gases will need large scale
participation if it is to achieve emission reductions on a scale sufficient to defer
regulatory measures. To secure participation on such a scale will require strong
incentives from government or a credible threat that strong regulatory measures
will be implemented in the near future. Governments are likely to limit the total
incentives available. This implies that a credible threat of strong regulatory
measures may be needed to make the voluntary trading program successful.

A voluntary trading program would likely be established, managed and financed
by the participants. The program would probably include representatives of the
various stakeholders including, sources of greenhouse gas emissions,
governments as a source, environmental groups, consumer groups and labour
organizations. The role of government in negotiating the design of the trading
program is likely to vary with the level of incentive provided.

In a voluntary trading program the possible uses for credits are to:
» Bank credits for possible future use.

» Sell credits to other participants to meet their current commitments or for
possible future use.

* Exchange credits for incentives offered by government.

If the main objective of the voluntary trading program is to defer regulatory
measures, it probably needs to demonstrate a substantial net reduction in
emissions. That implies the quantity of credits created will be much larger than
the quantity used and most credits will be banked.

Under the Kyoto Protocol, Canada will be expected to reduce its aggregate
emissions of six greenhouse gases to 6% below its 1990 emission level during
the period 2008-2012. The Kyoto Protocol includes three mechanisms that
Canada can use to help meet its commitment at lower cost. These mechanisms
are:

* Emissions trading between Annex | Parties (Article 17).

» Joint implementation between Annex | Parties (Article 6)

* The Clean Development Mechanism (Article 12).

The rules for all three of the Kyoto Protocol mechanisms remain to be
developed.
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Participants in a voluntary trading program could use the Kyoto Protocol
mechanisms to meet their voluntary commitments. For example, if the cost of a
CDM credit is less than the cost of an internal reduction or a domestically traded
credit it could be used to meet this commitment. The CDM would be the main
source of credits prior to 2008. All of the mechanisms should be available by
2008 at the latest. However, participants may be inclined to use the Kyoto
Protocol mechanisms only if the penalties for failure to meet their commitments
exceed the cost of buying the necessary credits. This is more likely to be the
case after 2008 than before.

Canada is expected to be a net importer of credits. Participants in a voluntary
trading program could, in principle, export credits for emission reductions
implemented in Canada. This would require the emission reduction action to be
structured as a JI project or the government to agree to exchange assigned
amount for the credits created.

Obviously, if the voluntary trading program is successful in reducing emissions
substantially prior to 2008, it could continue to operate during the 2008-2012
period. Some changes, such as revised emission reduction commitments and
the penalties for non-performance, might be required, but the basic program
could continue. The main issue would be the adequacy of the incentives and the
government's continued ability to offer incentives on the scale necessary.

» If the government concludes that the emission reductions achieved by the
voluntary trading program prior to 2008 are inadequate, it may be necessary
to adopt mandatory policies to meet the commitment for the 2008-2012
period.

If this becomes the case and the incentive offered by government for voluntary
reductions prior to 2008 takes the form of permits that can be used for
compliance with 2008-2012 obligations, those permits could also be used by
sources subject to a mandatory trading program, an emissions tax, or regulations
that allow the use of credits for compliance.

The emissions trading program could be a hybrid design that allows credits
created by eligible sources and sinks to be used by participants in the program
for compliance purposes. Emissions taxes and regulations might also allow the
use of credits created by specified sources and sinks for compliance purposes.
These arrangements would have the effect of creating a voluntary trading
program to complement the mandatory policy. Participants in the program
purchase credits created by eligible sources and sinks not subject to the policy.
Unlike the situation where voluntary trading is the main initiative, incentives
would not be offered to participants by the government.
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Voluntary GHG Emissions Trading — Evolutionary Next Steps,
Environmental Financial Products LLC and Winnipeg Commodity
Exchange, July 1999

Executive Summary

This report examines three types of voluntary greenhouse gas (GHG) trading
initiatives -- enhancement of existing project-based emission reduction crediting
mechanisms (such as GERT and PERT)", voluntary commitment and trading
systems, and a voluntary carbon commodity exchange -- which may be
individually or jointly pursued during the next few years. Steps for evolving the
market mechanisms, as events progress, are also addressed.

As has been well established in earlier proceedings of the Credit for Early Action
Table, throughout the report it is noted that government action to provide
baseline protection and credit for early action would be likely to:

* increase use of the project-based credit systems;

* increase willingness to participate in voluntary commitment and trading
programs and;

* by helping establish a defined trading instrument, allow a commodity
exchange to offer services that can yield efficient trading and public prices.

However, a purely voluntary trading program could emerge without government
action. The first requirement is a will to take real action. The core operational
requirements would be a group of entities who: adopt a commitment to reduce
emissions from an emissions baseline reference, define a tradeable instrument,
and designate the various possible sources of credits eligible from outside the
participant group. The market could develop any needed verification and audit
procedures as needs are revealed (as it does in all other commodity or financial
instrument markets). The participant group would also be free to set its own
rules for other needed market components, which may or may not include
prescriptions for future regulatory oversight of the market.

Canada has been a pioneer in establishing two systems for evaluating project-
base emission reduction credits. Canada’s growing experience with project-
based crediting for GHG reductions makes it unique in the world. There is now
an opportunity to maximize the benefits that can accrue to those holding first-
mover advantage. Project-based crediting systems are likely to be employed in
any future scenario involving concerted action to manage GHG emissions

! GERT, the Greenhouse Gas Emission Reduction Trading pilot is a multi-stakeholder initiative
that was launched in 1998. It is supported by a Memorandum of Understanding signed by
representative of six provinces (British Columbia, Alberta, Saskatchewan, Manitoba, Quebec and
Nova Scotia) and two federal government departments (Environment Canada and Natural
Resources Canada). PERT, the Pilot Emission Reduction Trading project began operations in
1995. Though it was initially focused on ground level ozone precursors it was subsequently
expanded to include greenhouse gases. It is a multi-stakeholder pilot supported by a Letter of
Understanding signed by major industry participants and the province of Ontario.
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through trading. On the international front, both the Clean Development
Mechanism and Joint Implementation systems established in the Kyoto Protocol
involve project-based credits. Canada's experience presents an opportunity to be
a leader in the international design effort for CDM and JI.

This report takes the position that the activities fostered in both the GERT and
PERT processes represent a sound approach to managing the risk that broad
efforts to manage GHG emissions may be forthcoming. These programs are
already helping address the challenging questions associated with quantifying
GHG emission reductions. They represent some of the very few programs
worldwide that foster real action to foster GHG cuts and the trading process.

Although both the GERT and PERT systems are relatively new and continue to
be refined, they have both succeeded in raising awareness, addressing difficult
methodological questions and undertaking detailed project reviews. While both
pilots set modest early goals, with a focus on learning, it is recognized that some
sort of system may ultimately be needed for verifying large volumes of credits.
Participants have recognized that both pilots would benefit from more
streamlined review processes and increased predictability. However, as the
environmental and commercial stakes involved can be significant, efficiency
must not come at the expense of environmental integrity.

The pilots can undoubtedly work better, but the main factor that would increase
their usage -- demand for verified GHG emission offsets — is an external factor
that cannot be directly influenced by the pilots themselves. Currently demand for
offsets is driven by anticipation of future regulations and by the handful of entities
that have taken on formal or informal voluntary emission limits. Demand can be
stimulated by establishing officially recognized credits in a credit-for-early action
program, by having such a program be two-sided (crediting for reductions as well
as requiring participants to offset when emissions rise above a specified level),
by further refinement of voluntary commitment trading programs and by direct
government purchases. These rule systems and refinements would directly
generate a definition of the tradeable instrument. Experience with other markets
suggests that if any of the voluntary market systems become more active, the
participation of environmental groups, auditors, brokers and exchanges would be
likely to emerge on their own in ways that reflect program design (e.g. rules
requiring audits) or the natural roles these entities play.

Voluntary Commitment and Trading (VCT) Programs

Participants in a VCT program would voluntarily commit to generate GHG
emissions reductions from an agreed emissions reference case, or baseline and
would be free to use trading as a vehicle for meeting their commitment. VCT
programs can proceed in the absence of government policy providing official
recognition of the emission reductions made by program participants, such as
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credit for early action. For example, entities that could not sufficiently cut their
own emissions could purchase offsets to meet their limit. Two models of this
approach are now operating. Ontario Power Generation is planning to meet part
of its self-imposed emission target through the use of credijts. This is consistent
with the spirit of the proposed Canadian CEERP program.= Activating CEERP
would require an affirmative government commitment to recognize actions taken
by participants and to exempt them from other regulations. The internal
tradeable permit programs underway at BP Amoco’s (involving twelve business
units cutting emissions to 3% below 1995 by 2003) and planned by Shell offer
another model. While nothing currently prevents further adoption of such
programs, a policy providing baseline protection would remove a disincentive for
pursuing such a program while credit for early action would provide positive
encouragement to entities to take early action to reduce emissions. Because the
GERT and PERT systems could be integrated into a VCT program, it is critical
that they be able to handle larger volumes.

Voluntary Commodity Exchange

Several commodity exchanges around the world plan to host trading and offer
management services for GHG emissions markets. Such exchanges, which, by
their nature involve voluntary participation, can offer the benefits of low-cost
trading, public prices and reduced default risk. The lack of public price
information has been cited as a significant impediment to trading in some of the
early credit-based emissions trading programs. An organized exchange can
sponsor trading as long as it or others can establish a standardized instrument to
trade. The existence of a government-authorized trading instrument or,
alternatively, an instrument that is formally recognized by a group of market
participants, would allow exchange-based trading to proceed. Use of an
exchange can arise through participants agreeing to trade though the exchange,
or their attraction to it based on its inherent benefits. Usage would increase as
the number and activity of participants in a market increase.

Verification Issues

Verification capabilities, involving credit definition, measurement, standardized
and regular reporting and third-party reviews, would be vital components in any
future large-scale GHG emission reduction program. Because continued efforts
to enhance these capabilities could provide widespread future benefits for all
Canadian entities, further public funding to build verification capabilities may be
warranted.

2 Canadian Early Emission Reduction Program.
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Timing

The report recommends that in the immediate term, both the GERT and PERT
systems should continue operating and continue their ongoing improvement
efforts. Further experience during the next year could arise if external actions to
stimulate demand emerge. Annual reviews can be used to assess the
desirability of keeping the programs going, in either their current form or as
redesigned processes. Further efforts to design voluntary commitment and
trading programs can continue immediately, and alternative versions of the
CEERP and other programs, such as BP and Shell’s, should be encouraged.
Corporate internal trading programs can proceed immediately. One Canadian
multi-firm program, the Greenhouse Emissions Management Consortium, exists
and others could be encourage to develop. Exchanges can be expected to offer
services soon after a recognized trading instrument is established by government
action or by mutual agreement among participants in voluntary commitment
programs.

Impacts

Absent further incentive to cut GHG emissions, the existing pilots are unlikely to
directly cause a significant change in Canada’s emissions trajectory or to lead to
widespread increases in trading experience. However, the skills gained in
designing the pilots and applying their processes appear to have already given
the participants valuable practical experience. This can be leveraged in the
international effort to design and implement the Kyoto Mechanisms. Depending
on their design, voluntary commitment and trading programs could provide larger
emission reductions, but the overall impact depends on the extent of
participation and the stringency of the commitments. Over the medium and long-
terms a commodity exchange can improve the credibility of a trading system and
stimulate action by making trading efficient and prices public.

Table 1 presents one possible evolutionary scenario for emission trading
systems that would call for actions to be both anticipatory and responsive to
events.

Table 1
One Evolutionary Path for GHG Emission Reduction Trading Activities

Time Frame Actions
Continue refining/enhancing crediting pilots.
1999 - Encourage voluntary commitment and trading systems and carbon
exchanges.

Further clarify nature of optimum supportive actions by governments.
Develop strategy for increasing utilization of monitoring/measurement
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methods needed to participate in trading.
Refine credit for early action/baseline protection concepts.
Define tradable instrument

(Decisions made by Energy and Environment Ministers may offer strong

2000 guidance as to the optimum actions to take in 2000)
Implement policies for crediting early action/baseline protection (which
may require promulgation of statutes or regulations).
Continue analysis of the effectiveness of existing pilots, continue
refinements.
Refine VCR Registry to support trading programs
Refine national GHG inventory and forecast to support trading
programs.
Refine parameters of voluntary commitment and trading pilots along
the lines of CEERP and/or other entity-wide trading programs.
Identify/work with potential participants for voluntary
commitment/trading programs.
Launch initial-phase voluntary commitment/trading programs
Design carbon exchange systems that can work with both credits-
based and voluntary commitment/trading programs.
Address international integration issue.

2001 Launch initial-phase voluntary commitment/trading programs.
Launch carbon exchange.

2002-2003 (Ac'uons will be driven largely by status of the Kyoto Protocol or domestic
GHG policy directives that may call for mandatory participation in emission
reduction programs that may or may not be driven by the status of
international commitments).

Assess progress and effectiveness of existing programs.

Continue to refine and expand credit-based and voluntary

commitment/trading programs.
- IF regulations requiring emission reductions appear likely in 2005-2010
time window, assess feasibility of expanding existing pilots as a leading
policy vehicle. Assess other needed market mechanisms

2004-2005 (This may be the time window during which any government
regulatlons mandating GHG cuts for 2008-2012 would be formalized)

Refine existing programs and/or establish new programs needed to
foster a broader market.

2006-2007 Regulations, if any, would be implemented in this time period.

Existing voluntary initiatives might be integrated into the programs
established by regulation.




