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1. Scope of the Symposium

1.1. Background and Objective

The Hague Conference (COP 6) held in November 2000 could not reach an agreement on 
the rule making in the Kyoto regime as the final stage of the process initiated in the Buenos 
Aires Plan of Action.

The Symposium intends to contribute to the process continuing the resumed session of the 
COP 6 in Bonn through thorough discussions on the Kyoto mechanisms, especially on 
emissions trading among stakeholders—negotiators, researchers, people in industry, and 
environmental NGOs. Market based instruments such as emissions trading are an innovative 
trial for us all. Those mechanisms are key to the realization of the Kyoto regime; however, 
we have not yet accumulated sufficient knowledge for making them workable and credible. 
The Symposium provides a forum on this aspect through the exchange of views with analyses 
of such rules, and introduction of forerunners utilizing the concepts.

The symposium was held on 12th and 13th of April, 2001 at the United Nations University 
in Tokyo, organized by Ministry of Foreign Affairs (MOFA), Ministry of Economy, Trade and 
Industry (METI), Ministry of the Environment (MoE), New Energy and Industrial Technology 
Development Organization (NEDO), Global Industrial and Social Progress Research Institute 
(GISPRI), and Institute for Global Environmental Strategies (IGES).
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2. Outline of Discussions

2.1. Current International Negotiations

The Symposium was held just after the release of the new proposal by the COP 6 President 
Pronk (April 9). H E. Yoriko Kawaguchi, the Minsiter of the Environment, Japan opened the 
Symposium to reemphasize the importance of the Kyoto Protocol and its rule making process.

Responding to the session the Chair Ambassador Kazuo Asakai (Ministry of Foreign 
Affairs, Japan), and Mr. Andrea Pinna of the UNFCCC Secretariat, announced the 34 Parties’ 
ratification of the Protocol. He identified three key rules—liability and overselling, 
eligibility and fungibility—and two provisions—supplementary and compliance. Some 
ideas proposed by the Parties were introduced regarding these issues. He emphasized the 
importance of balance and coordination between economic efficiency and environmental 
credibility.

While all negotiators admitted the importance of the Kyoto mechanisms, their views were 
slightly different. Mr. McDermott (Canada) addressed the issue of international competitive­
ness for convergence of abatement costs for each country with the importance of lower cost 
opportunities as well as environmental integrity. In this regard, Canada stressed the 
importance of full fungibility, no quantitative cap for supplementarity condition, and 
commitment period reserve to address overselling. Mr. Olle (Sweden) introduced the 
concession of the supplementarity issue in The Hague between the EU and the Umbrella 
Group. He agreed with the commitment period reserve idea with a conservative 98% for the 
appropriate reserve level in comparison to 70% suggested by Canada.

On the other hand, Mr. Sharma (India) expressed concerns regarding G77+China. He 
reiterated the spirit of the Berlin Mandate (common but differentiated responsibilities) and 
stressed the importance of environmental integrity through domestic actions in Annex I 
countries and real/verifiable reductions for project-based mechanisms. In particular, he 
iterated the importance of CDM, as a promising instrument for the sustainable development of 
the host country, to start promptly with keeping equitable geographical distribution, and 
sovereignty.

Every speaker agreed with Mr. Sharma’s conclusion that Kyoto must succeed at Bonn and 
impetus to Rio + 10. Some of the speakers commented that the eligibility {incl. sink) and 
additionality issues (incl. baseline) need to be further discussed, although fungibility and 
liability issues are less controversial.
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2.2. Toward a Credible and Workable Scheme

2.2.1 Issue mapping

The following sessions were assigned to discuss how the scheme can be credible and 
workable. The first part was bottom-up actions of the private sectors and the top-down 
actions of the European countries followed by CDM-related issues chaired by Mr. Yasuo 
Takahashi (Ministry of the Environment, Japan).

Issues related to emissions trading such as liability and supplementarity were analyzed by 
two distinguished researchers on the following day chaired by Mr. Soichiro Seki (Ministry of 
Economy, Trade and Industry, Japan).

To kick-off the presentation, Dr. Naoki Matsuo (IGES, Japan) outlined the whole sketch of 
the surrounding issues. For private sector firms, which are expected to play a key role in the 
mechanisms, four elements of a 2x2 matrix: [environment, business] x [regulatory framework, 
market] should be considered. The latter include domestic and international aspects as well. 
He stressed that market mechanism can be utilized for environmental integrity through the 
discovery and realization of low-cost emission reduction options, by differentiating 
cap-and-trade schemes from cap-without-trade schemes and pointed out the importance of 
pre-2008 transitional period.

Regulations and Market
External Factors^

Rules

International Framework

Domestic Regulations

Uncertain,
Dynamic

j

Risks, Costs 'Ajr Incentives
Business^} Firm ^ C^En vironmenU)

Risks/Opportunities Other options to comply

Liquidity
Domestic Emissions Market

International Emissions Market

Uncertain,
Dynamic

j
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2.2.2 Bottom-up actions by the private sector

Electric utility companies in Europe initiated interesting experiments of emissions trading 
and power trading. Mr. John Scowcroft (Eurelectric) introduced how the participants—26 
energy producers and 12 energy consumers—tried to be accustomed to such somewhat new 
mechanism and prepared for a new era. The experiment, called Gets 2, proved that the 
participating firms learned quickly as simulation went forward for the utilization of trading 
and investments, complied with their targets. The wall effect in investment was seen at the 
very end of the commitment period, so long-term horizon is needed in the real world 
target-setting. The energy mix shifted from coal to gas, but there were few incentives for 
renewable energies. The allocation methods need some equity considerations in order not to 
distort competition.

Reductions were achieved through 
investment in new plant
Investment in new plant

Improvement of industrial 
processes

Gets2.1: new capacity installed 
before the first commitment period 
(2005)

Gets2.2 & 2.3: installation of new 
capacity was smoothed over each 
CP.

Wall effect

The emissions trading concept has been developed in the US. Even the regulatory 
framework for GHGs does not exist in the US, many transactions of CO2 credit trading have 
been observed. Mr. Garth Edward (Natsource, US) presented the reason as to why and how 
the US companies have participated in the GHG emission reduction (credit) market from the 
aspect of risk management. The voluntary-based GHG reduction market is not liquid due to 
the high transaction costs caused by the lack of established regulatory frameworks. However, 
more than 100 transactions have been observed; most of them are optional trades of credits 
with vintage 2008-12 by US$ l-3/ton-C02. He emphasized the importance of the 
establishment of the “rules of the game” by the Government for development of the GHG 
reduction market.
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2.2.3 Emissions trading as the national framework

Recent trends for establishment of the regulatory framework indicate the positive 
participation of the private sectors in the scheme making process. Mr. Geir Hoibye (NHO: 
Confederation of Norwegian Business and Industry, Norway) introduced the process in 
Norway whose marginal abatement cost is one of the highest in the world. Norway 
recognizes that emissions trading linked to the international framework is essential to comply 
with Kyoto Protocol. The domestic emissions trading proposal released by the governmental 
committee is open to most sectors, to the markets of other countries, to all GHGs, and to be 
fungible with Kyoto mechanisms credits, which are consistent with NHO’s proposal in many 
points. The prominent aspect is its interaction between existing regulations, especially CO2 

tax. In the NHO’s proposal, normal tax rate companies are allocated permits on the 1990-98 
grandfathering basis, while high rate offshore companies must purchase the whole of their 
needs as relief for CO2 tax burden.

The UK is going to introduce its voluntary-based domestic emissions trading scheme for 
the business sector from 2002. Mr. Henry Derwent (DETR, UK) showed how the process 
was initiated and how the scheme is expected to work. Like Norway, the private sector has 
played an important role in the rule-making process associated with the negotiated agreements 
as the tax (climate change levy) relief measure. The scheme is open to international 
mechanisms under Kyoto Protocol and intended to be a kind of standard domestic framework. 
The characteristic feature of the scheme is direct participation without negotiated agreements

- 26 -



entering the scheme by auctioning the subsidies from the Government. The present UK 
scheme is recognized as a transitional phase, which will last until the First Commitment Period 
of the Kyoto Protocol. The on-going intensity-based target through negotiated agreements 
and some other points are planned to be replaced by a cap-and-trade type trading scheme. 
The UK scheme ingeniously detours the initial allocation issue by other regulation (CCL) or 
financial incentives (subsidies).

What companies need to do
DETR publishes 

rules for entry 
into scheme

Company enters 
nth compliance 4 

period (n = 1 to 5)
~^L

(pompany collects 
erified emissions- 

data

>mpany assess 
Datement optior

DETR runs 
bidding process 
and sets targets

Company submits 
“bid” to DETR

Company not 
part of volunt­
ary scheme

' Company undertak 
m issions abatement'

Company buys a 
sells allowances

ompany submit;, 
rified perform ano 
against target

ETR pays incerjt 
ive if company 
in compliance

The EU as a whole is going to choose the way forward towards the regional emissions 
trading scheme. Dr. Jos Delbeke (Environment DG, European Commission) presented how 
the European Commission intends to initiate the EU-wide scheme. Like the UK, some 
member states in the EU are expected to launch their domestic schemes. As linking these 
markets provides the participants with lower cost options, the European Commission plans to 
start the voluntary-based EU-wide scheme by 2005. The difficulties lie in how to harmonize 
the schemes of each member state. To date, the Commission categorized the design items 
into those required and desirable. The former includes currencies of transfer, methodology 
for monitoring and verification, compliance frameworks, etc. The allocation methods, 
stringency of the targets and sector coverage are categorized in the latter. Such 
harmonization should not distort the existing internal market.

2.2.4 Expectation for CDM and its Realization

The Kyoto Protocol provides a remarkable channel—CDM—for non-regulated countries 
to participate in the scheme. In addition to its role to contribute to the investing country’s 
compliance to the quantified commitment, CDM has another important aspect to assist host
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developing countries to develop in a sustainable manner. However, many problems need to 
be solved in order to produce a workable and credible framework for maintaining environ­
mental effectiveness and sustainability.

Mr. Xuedu Lu (Ministry of Science and Technology, China) expressed China’s wish for 
entry into force of the Protocol with the success of COP 6 bis negotiations. China expects the 
prompt start of the CDM followed by the establishment of the executive board at COP 7. 
The CDM projects should be consistent with the development plan of China and be financed 
in addition to existing ODA. Those include power generation, energy conservation, 
renewable energies, fuel substitution, and nuclear energy. He said the potential for CDM 
projects in China is much smaller than expected 0.15-0.3 Gt-C/yr, in reality. However, he 
mentioned two promising sectors—power generation and industrial boilers—with a potential 
of 70 Mt-C/yr and 40 Mt-C/yr or more by 2010, respectively.

In the case of Latin American countries, Dr. Thomas Black-Arbelaez (Andean Center for 
Economics in the Environment, Colombia) expressed his high expectations for CDM. The 
National Strategy Study collaborating with the World Bank shows that the potential of CDM is 
as large as 23 Mt-C02/yr for 2008-12 in Colombia. The study also shows the positive 
impact for employment and in-flow money in addition to local environmental conservation 
and technology transfer. However, as the design of the scheme has much influence on such 
positive impacts, inefficiencies derived from the ceiling such as supplementary, high 
transaction costs, restriction on financial structure, and the exclusion of sink projects should be 
avoided in the process of scheme design. He also stressed the importance of capacity 
building of government and the private sector.

Dr. John S. Kilani (Chamber of Mines of South Africa) emphasized the importance of 
equitable regional distribution of the CDM projects in order to realize the potentials of sectors 
such as energy, transport, and coal mining in Africa. In addition, He mentioned the important 
basic underlying concepts of efficiency of the system, capacity building, and North/South 
intergovernmental agreements. The private sector North/South partnership is essential for 
effective implementation of the projects, and those are influenced by the key design issues to 
be negotiated at COP 6 bis.

From the investors’ side, Dr. Mark Trexler (Trexler and Associates, Inc., USA) analyzed 
the reality of CDM from the aspect of the market. He pointed out that identification of good 
buyers is a major challenge for sellers in the real on-going market. As there is no uniform 
commodity based on the established regulatory framework, we must take into account the 
various risks, especially when seeking the cost-effective acquirement of “credible” projects. 
On the other hand, he also mentioned that the market provides various opportunities. From 
the aspect of scheme design, the “additionality issue” is the crucial for credible market 
development. Many concepts of additionality have been mentioned without clear definitions 
or guidelines. This makes it difficult for investors to assess the economic aspects of the 
CDM project. He stressed that the policy-makers should further negotiations with sufficient 
understanding of this working-level reality.

One striking framework to reduce risks for the project is the so-called “carbon fund”. Mr.
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Ken Newcomb (World Bank) introduced the Prototype Carbon Fund (PCF) launched by the 
World Bank, which is intended to be consistent with the forthcoming CDM and/or JI scheme. 
The fund finances the “emission reduction parts” (carbon finance; around 5-15% of total 
finance) among the portfolio of projects. He mentioned that the improvement of profitability 
through CERs is limited (around 0.5 to 3.0% improvement in IRR at CER price 
US$ 3-5/t-C02) and the transaction (procedural) costs are high around 200 to 400 thousands 
US dollars throughout the project cycle. This implies that the small-scale projects must 
reduce their transaction costs by making a portfolio with a standardized baseline through 
financial institutions such as the PCF. He also mentioned the importance of capacity building 
and reported the related PCFplus Program.

Project identification 
and preparation

“Ensuring
Environmental

Credibility”
Baseline Study as part of 3-4 weeks effort

Feasibility Study

Preparation of Monitoring 
*and Verification Protocol

Validation process 
—» and opinion

Cost: $20,000

4-5 weeks effort 
Cost: $40,000

4 weeks 
Cost: $30,000

Total Front-End of PCF Project 
Cycle Costs of ~ $150-200k being 
sum of “Baseline and Validation 

Process" plus unique CDM 
analysis and dialogue+negotiations

Negotiation of Carbon 
►Purchase Agreement

Project
approval

2.2.5 Issues for design of international emissions trading

Some of the issues related to the rule design are important for a credible and workable 
scheme for emissions trading and the Kyoto regime as a whole. Dr. Erik Haites (Margaree 
Consultants Inc., Canada) analyzed the so-called “liability issue” for prevention of overselling. 
Compliance enforcement is one of the most important in the regulatory framework, while no 
regulator exists for international emissions trading. Some penalty proposals are on the table, 
however, if penalty is too onerous, the Party can withdraw from the Protocol framework. 
Dealing with the non-compliance by overselling, he concluded that the “commitment period 
reserve” is the best approach, by assessing the compliance costs and so on. Under this 
framework, an Annex B Party must maintain some portion (over threshold) of its assigned 
amount in its registry, which is defined differently for buyers and sellers, although details are
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under negotiation. The merits of liability proposals are that they do not involve penalties, 
simply try to limit overselling. On the other hand, the compliance regime itself is still needed 
to provide incentives for Parties to meet their quantified commitments.

Summary Results
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Prof. Michael Grubb (Imperial College, London, UK) also talked about the liability issue, 
focusing on the characteristics of “buyer liability” or “shared liability”, which play the role of 
a “traffic signal” for buyers. Several options are possible, e.g., proportionate or 
first-in-last-out and/or mixture with the commitment period reserve. Another important issue 
includes so-called “supplementarity” which tries to secure domestic reductions chiefly. The 
EU’s proposal to limit the tradeable amount quantitatively has the problems of raising 
compliance costs and making the system complex, while it maintains the leadership of 
developed countries, promotes domestic efforts, and may stimulate technology innovation. 
The balanced approach would be to mention the “spirit” qualitatively in the decision text. In 
addition, the “hot air trading issue”, which has some linkages with the liability issue and 
supplementarity issue, can be treated, for example, by setting the reviewing process on the 
excess amount or using such revenue for environmental use.

2.3. Discussions from Panelists

From the transitional economy countries, Mr. Valeri Sediakine (Institute of Global Climate 
and Ecology of Roshydromet, Russia) commented on the Symposium discussions and intro­
duced Russian activities to mitigate climate change. He emphasized the difference between 
emissions trading/JI among capped countries and CDM outside of them and importance of
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national system such as monitoring, verification and certification. He showed various 
Russian action and forecasts of its GHGs emissions toward the First Commitment Period. He 
stated that Russian GHGs emissions will recover to the 1990 level in 2012 in the most 
probable scenario (with a range of ±10% among scenarios), which shows that little hot air will 
be left. Regarding issues in the near future, he concluded that the international emissions 
trading should be simple and transparent starting from C02 only, and that it would be necessity 
to develop a national emissions reductions market.

Mr. Olle Bjork (Sweden) stressed the value of real participants in the market and G77 
views on CDM. He stated that Sweden would start a simple and operational system and 
develop it step by step with consideration to the importance of entry into force of the Protocol 
to develop an on-going voluntary emissions reduction market. On the other hand, credibility 
of the system, especially for CDM, is also needed in addition to overall framework such as 
compliance to the quantified targets. The scheme should be designed to strike a balance 
between the credibility of emission reductions and the economic efficiency that is related to 
the characteristics of the credits as the commodity.

Ms. Kimiko Hirata (Kiko network, Japan) expressed the view of environmental NGOs and 
introduced their actions for the prompt ratification of the Kyoto Protocol by Japan. She 
mentioned her great concern that Japan had not yet expressed its stance to ratify the Protocol 
in case that the US would leave the Protocol regime.
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3. Message of the Symposium

In line with the theme of the Symposium “Toward a Credible and Workable Scheme”, the 
participants expressed their views from various aspects. As the Kyoto mechanisms are 
market-based instruments, the role of the private sectors is crucial to make the scheme 
workable. Some participants stressed the importance of striking a balance between environ­
mental stringency and economic efficiency; they are sometimes consistent with each other 
concerning the effective regulatory framework.

The status quo of the emission reductions market shows that the negotiators should listen 
to the bottom-up opinions in the real world in the international scheme making process 
followed by COP 6 bis and that of domestic frameworks.

As Environment Minister HE Kawaguchi stated in the opening, the Kyoto mechanisms can 
reduce the compliance costs and adverse impacts on economy which the US expressed its big 
concern. In this respect, the Symposium provided an opportunity where not only negotiators 
but also private sector people shared their experiences regarding a workable and credible 
framework of the Kyoto mechanisms.

[Note] This was summarized by IGES and GISPRI and does not represent official views of the participants 

or those of the Government of Japan.
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The United Nations University

First Day (Thursday, April 12)

M.C.: Ladies and gentlemen, thank you very much for waiting. We would like to start the International
Symposium on the Kyoto Mechanisms, "Making the Emissions Trading Credible and Workable." Once again, 
regarding the simultaneous interpretation receivers, Channel 1 is for Japanese and Channel 2 is for English. Please 
tune to the appropriate channel for you. Please allow me to introduce my name. My name is Chigusa Hasatani. I 
will serve as the M.C. for today’s Symposium.

First of all, before the start of the Symposium, on behalf of the Organizers, from the Ministry of the 
Environment, the Minister of the Environment, Ms. Yoriko Kawaguchi, will say a few words at the onset. Ms. 
Kawaguchi, please.
KAWAGUCHI: Good morning, ladies and gentlemen. At the opening of the International Symposium on the
Kyoto Mechanisms I would like to say a few words on behalf of the Organizers.

First of all, I would like to share with you the reason behind the proposal to hold this Symposium. As you 
know, last November in the Hague of the Netherlands, COP6, the Sixth Session of the Conference of the Parties to the 
UNFCCC, was held. One of the key objectives was to lay out the details of the Kyoto Protocol agreed to at COPS in 
1997 so as to make the Protocol workable and executable. With the world’s great expectation that it would serve as 
an important step towards entry into force of the Kyoto Protocol, COP6 became a forum of active discussions. 
However, on various issues among the developed countries and between developing countries and developed 
countries the gaps were not able to be bridged and we were not able to reach an overall agreement, and it was 
adjourned. And the resumed session of COP6 is to be held in July this year in Bonn.

I participated in COP6 as a member of the Japanese delegation, and furthermore at the ministerial level 
discussion I served as a Facilitator for the Kyoto Mechanisms Group with Minister Sardenberg of Brazil. As you know, 
the Kyoto Mechanisms referred to “joint implementation," “clean development mechanism” and “emissions trading." 
So there are three mechanisms altogether. These market-based instruments enable developed countries to 
cooperate with each other to take cost-effective measures in fulfilling their quantified emissions reduction targets under 
the Kyoto Protocol. And therefore, they are extremely important mechanisms for the developed countries. As such 
schemes or mechanisms are unprecedented and epoch-making, that is not found in past environment-related 
conventions, negotiations to work out the specific rules are extremely complex with a large volume of text documents. 
In order to lead the discussion to an early agreement, I believe it is now time a political decision is needed.

As I served as the Facilitator for the Kyoto Mechanisms Group at the Hague, I felt that the rules of the 
mechanisms have to be transparent, credible as well as workable. To that end, I strongly felt that the practical 
viewpoints of those in the industry, markets, NGOs and researchers in addition to the views of the people in the 
government would be beneficial in analyzing negotiation issues and options in order to help each government make 
their political decision. That was my impression as I served as the Facilitator. That is the spirit and the reason we 
organized this Symposium today and tomorrow in hopes of contributing to the advancement of discussions at the 
Resumed Session of COP6. We were fortunate in getting the full support of the Ministry of Foreign Affairs, Ministry of 
Economy, Trade and Industry, and other relevant entities. We are also blessed with the kind participation of experts 
and officials who are engaged in negotiations from overseas despite their busy schedule. It is such a great pleasure 
to welcome you all.

Now, last month the U.S. Bush Administration announced that it did not support the Kyoto Protocol. The 
Japanese Government is deeply concerned about the impact on the future climate change negotiations. The Kyoto 
Protocol is the only workable framework that exists today, which is about to be finally implemented after ten years of 
international efforts since the conclusion of the Framework Convention. I believe it is essential that we take every 
opportunity to urge the U.S. Administration to understand the significance of the Protocol and to positively participate in 
the discussions at the COP6 Resumed Session in July, so as to together reach a common ground with Japan and 
other parties.

With such an intention, Prime Minister Mori of Japan sent a letter to President Bush on March 30th, while 
myself and other Ministers conveyed our views to our counterparts by letters or phones. Moreover, last week the 
representatives of the Japanese Government and the three Coalition Parties visited the United States to directly 
contact the U.S. senior officials.

The United States cites the significant economic impact of the Protocol as one of the reasons for not 
supporting the Protocol. It is true that reduction of GHG, or greenhouse gas emissions, accompany economic pains. 
However, it is worth noting that the agreed Kyoto Mechanisms aim to reduce the cost of compliance to the Protocol by 
capitalizing on market mechanisms. Therefore, they have a potential of greatly mitigating the negative economic

127



consequences. On this point we agreed with the EU Delegations including the Swedish Environment Ministers who 
visited Japan this week. The Government of Japan, therefore, intends to engage in further negotiations so that the 
concerns about such negative impacts of the implementation of the Protocol can be removed within the framework of 
the Protocol itself.

The road to the Resumed Session of COP6 in July will be a quite rough one. But Japan is determined to 
maintain its intention to have the Protocol come into force by 2002. We, therefore, would like to take a proactive 
stance at the international negotiation tables as to reach an agreement in Bonn, which would then enable Parties to 
conclude the Protocol. Meanwhile, in Japan we will develop national systems of Japan to conclude the Protocol 
taking into account the agreements that will come out of the Resumed Session of COP6.

Now, in the two days symposium today and tomorrow, we would like to reconfirm the significance of the 
introduction of the Kyoto Mechanisms with you as we hear examples of various measures already being taken on 
national or industry levels as well as analyses of negotiation options, and then engage in active discussions about the 
ways to make the Kyoto Mechanisms credible and workable. I would like to close by hoping for active and fruitful 
discussions that will help promote the international negotiations.

So, with this I would like to conclude my remarks on behalf of the Organizers. Thank you very much for 
your kind attention.

Session 1: Current Status of International Negotiations and 
Views from Parties

■ Moderator: Mr. Kazuo Asakai, Ambassador for Global Environment and International Economic Affairs, Ministry of 
Foreign Affairs, Japan

M.C.: Thank you very much, Ms. Kawaguchi, Minister of the Environment of Japan.
Now, without further due we would like to start Session 1. The theme of Session 1 is “Current Status of 

International Negotiations and Views from Parties.” We have four speakers to deliver their speeches. And after that 
there will be a question and answer session from the audience in the Hall.

We are trying to prepare the layout of the stage. Please wait for another moment, please.
I would like to introduce the Moderator and the Speakers. Will the Moderator and the Speakers get on 

stage? The first speaker is Mr. Andrea Pinna from UNFCCC Secretariat. The second speaker is Mr. Chris 
McDermott, Environment Canada of Canada. Next, from Employment and Communications of Sweden, Mr. Olle 
Bjork, Ministry of Industry, Employment and Communications, Sweden. And the fourth speaker is Mr. Vijai Sharma 
from the Ministry of Environment and Forest of India. The Moderator for Session 1 is Mr. Kazuo Asakai, Ambassador 
for Global Environment and International Economic Affairs of the Ministry of Foreign Affairs, Japan.

There will be a question and answer session after the four speakers have spoken. If you have any 
questions or comments, please raise your hand, push on the button for turning on the microphone and make sure that 
the microphone is on with the red light on. And when you finish, please turn it off by pushing the button again. And 
for those of you on the fourth floor, please wait for the microphone to arrive. In the interest of the simultaneous 
interpretation, please make sure to use the microphone.

So, please, Mr. Asakai, the floor is yours.
MODERATOR: Thank you for the introduction. My name is Asakai. Under the Kyoto Protocol there are
several core provisions. One of them that goes without saying is that the quantitative regulation or the quota of 
emissions. But such quotas are also related to today’s theme, on the so-called “Kyoto Mechanisms,” which is the 
subject of today’s Symposium. And therefore, I believe that what we will be discussing here is one of the core issues 
pertaining to the Protocol.

Now, I do believe that this is a very important subject, and in Session 1, together with all of you, we would 
like to think about several things. I personally think that I would like to think about three points, and if possible, I 
would like the speakers who will be delivering their speeches to the best means possible to try to respond to some of 
the areas of interest that I will be raising here.

Now, the first point I would like to raise here is the fact that the Kyoto Mechanism is a very critical part of the 
Kyoto Protocol, but despite that fact, over the past three years and a half, for some reason we still have not reached an 
international consensus agreement. Well, this might sound a bit philosophical, but still at the risk of sounding quite 
philosophical, we have spent three years and yet we have not reached an agreement because, perhaps in terms of 
economy, we have pursued a laissez-faire system where we let the market determine everything. This might be one 
reason why we have not reached an agreement. And some have market intervention concept; so there are 
differences in the ways of thinking. But still, this difference in thinking, these differences in approaches have had 
implications on the Kyoto Protocol discussions. That may be the fact. So I am asking you if you agree with me.

And secondly, when we try to reduce the emissions, and if we were to rely on market mechanism, costs will 
be of critical importance. Well, “critical importance” might not explain the whole story. It is of vital importance. But 
at the same time, when we think about these emission regulations, we should not think too much about cost, and 
putting aside cost we should try to pursue this ideal. So there are differences in where you emphasize, cost or the
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ideal of reducing emissions. But the reason why we are yet to reach an agreement must be something which reflects 
the philosophical difference between the countries. Or you may disagree with me, so I would like to ask of you, 
though this is a very naive question, I would like you to think about whether there are any philosophical differences 
resulting in the inability to reach an agreement.

The second point I would like to raise here is that, well, there are several things that are presently being 
negotiated, and in order to understand what is being negotiated today, we also have to understand the thinking behind 
these negotiations unless there is a case you will not be able to fully understand what is being discussed. So we first 
have to understand what issues are being negotiated very specifically, and based on those issues which are under 
negotiation, we have to look about the current situation: Are we heading towards the convergence or not? Well, at 
the COP6 Meeting there were group meetings, split-up meetings, and there were quite an intensive series of 
discussions that took place there, and we did see some progress, convergence in some areas. But at the same time, 
looking at the paper submitted by the President, it did not fully reflect such convergences.

So, I think we once again have to think about whether or not we are heading towards a convergence or 
whether it's the opposite direction. And in relation to that also, putting aside the specific individual issues, the Kyoto 
Mechanisms, the Kyoto Protocol, on the whole, can we say that we are coming close to an agreement, or are we still 
far far away from reaching an agreement? So, over all, what do we need to do? What remains? These are the 
things that I am presently contemplating. So, this is the second point I wanted to draw to your attention.

And the third point is related to the second issue, but the Kyoto Mechanisms is a first attempt for the 
international community. Technically speaking, it’s a very difficult challenge. And the basic concept might be 
different depending on the parties, causing some difficulties. But we are heading or aiming towards entering into 
effect in 2002. And so, at the next resumed COP6 meeting there are several issues that have to be settled. But 
there are others, and due to time constraints maybe that, though it's not necessarily desirable yet, we might have to 
assign them to be a pending issue instead of trying to reach a conclusion at the next COP6 Meeting.

So, what are the issues that must be settled at the next meeting, and without which we cannot have an 
entry into force next year? So, which are the top priority, pending issues, and which are those other issues of lesser 
priority which do not necessarily have to be resolved at the next COP6 resumption meeting? So I would like to ask 
you to try to clarify these differences, and are we getting a clear vision as to which are the top priority pending issues 
and which are not? So I would like to have your observation on this as well.

Well, it's very easy to define issues, but coming up with solutions, answers, is much more difficult. But I 
am taking advantage of the fact that I am the Moderator and just raising these questions and asking the speakers to 
respond, giving them the hard work.

Now with no further due, I would like to call upon the first speaker, Mr. Pinna, from the UNFCCC Secretariat.
Please.
PINNA: Well, perhaps I can start. Distinguished participants, first of all I would like to thank the Government of 
Japan for inviting the Climate Change Secretariat to this International Symposium on Emissions Trading under the 
Kyoto Protocol.

There are three topics that I would like to address. Next steps and entry into force: Some of the latest 
proposals by Parties and the President of the Conference, Minister Prank, that may represent viable rules and 
provisions for emissions trading, and which I trust will show to come to the third topic that the emerging emissions 
trading regime combines economic efficiency with environmental credibility.

Following the suspension of the negotiations at the Hague, Parties have agreed to resume COP6 in the 
period 16 to 27 July in Bonn. Minister Prank, President of the Conference, continues consultations to foster an 
agreement in July. Beyond the resumption of COP6 lies COPY to be held in October-November of this year in 
Marrakech, Morocco, and beyond that, the political process leading to the World Summit on Sustainable Development, 
"Rio +10,” in South Africa in mid-2002.

Many countries, including those of the European Union and Japan, have been working for the entry into 
force of the Kyoto Protocol next year in connection with Rio + 10. Recently, the new U.S. Administration has 
indicated its unwillingness to proceed along this path, which has raised concerns not only about the prospects for an 
agreement in July but also about the future of the Kyoto Protocol itself.

Entry into force of the Kyoto Protocol is subject to a double trigger provision, requiring ratification by 55 
Parties representing 55 percent of the emissions of C02 in 1990. Various combinations for entry into force are 
possible depending on the different shares of the trigger that Parties have. I am pleased to confirm that 34 Parties 
have ratified the Kyoto Protocol until recently, including Romania, the first Annex I Party to do so, and very recently, 
Yugoslavia.

The emerging Annex I emissions trading regime is shaped by three key rules: liability and the risk of over­
selling; the requirements for eligibility to participate in the system; and fungibility, that is the question of the 
interchangeability, transferability and banking of the credits and allowances exchanged in the system.

Other important provisions are the principle that the use of the mechanisms must be supplemental to 
domestic action as well as the penalties to be applied in case of noncompliance with the rules of the game, in other 
words, the compliance regime.
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Transferring party or seller liability gives Parties certainty over their right to use acquired units of assigned 
amount, also known as AAUs, to meet their quantified commitments independent of the default of a transferring party. 
Certainty over the value of AAUs maximizes system liquidity. It prevents situations where the default of a party may 
lead to the default of other parties. It eliminates the need for costly rating services and other risk insurance 
instruments, thus keeping transaction costs at a minimum.

The provision called “commitment period reserve” is intended as a safeguard to the risk that a party 
included in Annex I might fail to achieve, intentionally or by mistake, its commitments due to an excessive transfer of 
AAUs to another Annex I party. This rule represents a balanced approach between the need to prevent 
noncompliance due to an excessive transfer of AAUs, the desire to optimize system volumes, and the need to avoid 
constraints to tradable permit systems that governments might choose to implement in their own territories.

In accordance with the latest proposals endorsed by the President of the Conference, Minister Pronk, a 
party would be required to retain at all times a number of AAUs equivalent to either five times its most recently 
reviewed inventory or 90 percent of its initial assigned amount, whichever is the lowest case. No transfer would be 
allowed that caused the reserve to go below the lowest of these two options. Two examples may be useful to 
illustrate this provision.

This slide shows the case of a party whose projected emissions are below its initial assigned amount; in 
this example, 65 percent. In this case, the Party’s reserve is allowed to shrink in proportion to projections, as drawn 
on the basis of the latest reviewed inventory. Excess emission reductions may thus be transferred to third parties for 
use towards their emissions targets.

This second slide illustrates the case of a party whose emissions trajectory indicates a net balance of 
acquisitions of AAUs. It shows how the provision allows this party to transfer on a temporary basis up to 10 percent 
of its initial assigned amount. Allowing AAUs from net acquiring parties to enter the system grants these parties 
flexibility to devolve an adequate portion of AAUs to their domestic legal entities for international transfer. It also 
increases overall system liquidity. And in case you wonder by how much system liquidity would be increased, well, 
10 percent of the assigned amount of Annex II parties, generally acknowledged to be net buyers, is about 6.4 billion 
AAUs. By comparison, excess emissions reductions from economies in transition, in particular, Russia and Ukraine, 
the so-called "hot air,” are projected to be between 3 and 5/6 billion AAUs.

Another proposed rule that attempts to reconcile economic efficiency and environmental credibility concerns 
the eligibility of Annex I parties to participate in emissions trading. Some convergence exists on a system that would 
allow a party to transfer and acquire AAUs 16 months after it has transmitted a report documenting that it is in 
compliance with its inventory and reporting requirements as well as provisions concerning national registries, unless 
within this 16 months the enforcement branch of the Compliance Committee finds otherwise.

This slide shows a hypothetical eligibility scenario. Let us assume that in December 2002 the Kyoto 
Protocol enters into force. In November 2003 we would have the first COP/MOP that approves the reporting and 
review guidelines with the inventories of the Annex I Parties. In January 2004 a Party might submit the report that I 
just mentioned. Sixteen months later, in May 2005, the Compliance Committee might pronounce this Party eligible to 
participate in emissions trading. Therefore, in this example, in May 2005 AAUs issued by a party against its assigned 
amount for the period 2008-2012 might enter the system for the first time.

A derivative market, futures and options, may be expected to be fully formed after the Kyoto Protocol enters 
into force, that is even earlier than 2005.

Depending on Parties’ decisions, AAUs may not be the only units exchanged in the emerging emissions 
trading system. Credits from CDM project activities, so-called “certified emission reductions” or CERs, and from joint 
implementation projects, so-called “emissions reduction units” or ERUs, might also be exchanged.

Labeled as the “fungibility” question, this issue has several facets: whether AAUs, CERs and ERUs may 
be transferred multiple times; whether they are interchangeable; and perhaps more importantly, whether CERs 
may be banked for use in subsequent commitment periods. A large number of Parties and the President of the 
Conference give affirmative answers to all these questions, particularly as this approach would allow to capture full 
economic value of CERs. They also emphasize the important principle that transfers and acquisitions of these units 
do not alter the commitments of Annex I parties to reduce or limit emissions in accordance with the targets that were 
negotiated in Kyoto.

In accordance with the Kyoto Protocol, the use of the mechanisms by a Party must be supplemental to 
domestic action for the purpose of achieving its targets. As with previous rules and provisions, addressing 
supplementary requires a balanced approach where economic efficiency and environmental credibility are both 
ensured and preserved. Accordingly, the formulation proposed by the President notes that AAUs, CERs and ERUs 
may be acquired for meeting the Kyoto commitments. Further, it is emphasized that Annex I parties must meet their 
emission commitments chiefly through domestic action since 1990.

Third, relevant information, both qualitative and quantitative, is to be provided by Annex I parties for the 
review by independent experts in accordance with the provision of Article 8 of the Kyoto Protocol.

Turning to compliance, a number of automatic consequences would be triggered upon final determination 
by the Compliance Committee that a party’s emissions have exceeded its assigned amount, taking into account

130 -



transfers and acquisitions of AAUs, CERs and ERUs. In case of default, the budget of a Party in the subsequent 
commitment period would be reduced of a number of tons at progressive rates in proportion to the amount of excess 
emissions. Rates of deduction would begin at a fairly low level for minor cases of excess emissions, to increase 
progressively to a fairly high level for serious cases of noncompliance.

A Party would also have its right to transfer units suspended until it has demonstrated to the satisfaction of 
the Compliance Committee where the surplus exists. It would also be required to submit a compliance action plan 
with emphasis and priority on domestic action for review and assessment by the Compliance Committee.

To conclude, the Kyoto Protocol traces the architecture of an international response to emission limitation, 
pointing the way to successive phases of emission reduction by developed countries. In accordance with the 
principle of economic efficiency, one of the cornerstones of the Convention and the Kyoto Protocol, the quantitative 
targets may be achieved with the use of mechanisms that engage economic forces to lower the overall costs of 
compliance.

The emerging rules and provisions for emissions trading configure a system where I believe economic 
efficiency is combined with an adequate comfort level about the environmental value of the units exchanged by 
participants and other stakeholders.

Thank you for your attention.
MODERATOR: Thank you very much, Mr. Pinna. By abusing the prerogative of a Moderator, may I say a few
words?

As you have well understood by his presentation, the Kyoto Mechanisms negotiations, in fact, are highly 
complicated. Of course, as this is my profession, I have somewhat of an understanding to the matters that pertain to 
the negotiations, and I was fairly convinced by the presentation to an extent given by Mr. Pinna. However, really I do 
bring back work to home as to discuss these matters with my family. I wonder what the typical response of part of my 
family members would be, and this crosses my mind from time to time. Matters of this complication, if the 
administration should come from the Secretariat of the UNFCCC, a large amount of efforts should go into on part of the 
Secretariat as well as the national parties to have bureaucratic systems to support this effort. However, the more 
complicated the systems become, it may impair the workability, and in fact, supplementary as well as additionality, 
fungibility and eligibility, of course, are all important issues on part of negotiators. However, I would like to raise the 
following point as I have had at the very beginning.

These matters and how it relates to making the Kyoto Mechanisms workable, and to coming to this most 
fundamental rounds on which we can build upon, in fact, if any further complications of negotiations and organizations 
in fact would, in fact, extend the early effect of the mechanisms to take place, in fact it would be to be bogged down 
into the details without seeing the whole framework, as it should rightly be dealt with. I do believe that the speakers, 
of course, would give us more intuition and suggestions as for how we can go around this issue as to have it neatly 
worked out.

Now, let us call upon Mr. Chris McDermott from Environment Canada.
MCDERMOTT: Thank you very much. Ladies and gentlemen, it is indeed an honor to be here today, and I
would like to express my thanks to the Government of Japan for making this possible.

Before I begin, I would like to pass on to you the messages from the Canadian Minister of the Environment, 
David Anderson, as well as the Canadian Prime Minister, Mr. Jean Cretien, in response to the recent United States’ 
announcement regarding their intentions on the future of the Kyoto Protocol. Canada is disappointed by the recent
U.S. decision not to implement the Protocol. The United States produces 25 percent of the world’s greenhouse gas 
emissions, and therefore, must be part of the solution.

The implementation of the Kyoto Protocol is Canada’s goal. We respect the Protocol and we intend to 
meet the reduction commitment we made in Kyoto. For this reason, Canada has been working very hard since Kyoto 
on further elaborating modalities, rules and guidelines for the Kyoto Mechanisms. Prior to COP4 we hosted a 
Ministerial Meeting in Ottawa on the Clean Development Mechanism. Prior to COPS we hosted a meeting on all 
three Kyoto Mechanisms, again in Ottawa, and a COP6 we chaired the Umbrella Group, Mechanisms Group.

There are several reasons we attach so much importance to the Kyoto Mechanisms. First of all, we 
believe that they are a credible instrument for addressing climate change, this being because the positive impact on 
the global atmosphere is not affected by the location of GHG reductions. Quite simply it does not matter to the 
atmosphere whether a reduction is made in Montreal, Moscow or Manila.

Secondly, the Kyoto Mechanisms provide an opportunity to access lower abatement cost opportunities 
internationally, especially in economies in transition as well as in developing countries, the result of this being overall 
reduced compliance costs in meeting the Kyoto target. Working Group Ill’s contribution to the IPCC's third 
assessment report recently concluded in Ghana indicated that the use of the Kyoto Mechanisms can reduce overall 
compliance costs by as much as half. What we think is very important in that is that the cost savings allows more 
aggressive abatement action than would be possible under domestic action alone. And the opportunity for those cost 
savings was one of the reasons Canada agreed to a target of minus 6 percent below 1990’s levels in Kyoto.

Thirdly, we think that the Kyoto Mechanisms provide an avenue for long-term engagement by economies in 
transition and developing countries in climate change mitigation efforts; so, window to put these economies on a
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clearer growth path. It also involves the transfer of climate friendly practices, technology and capacity building.
Finally, and this is something that is quite important to our domestic industry and our provinces, it addresses 

competitiveness issues. Because all countries have different abatement costs, the fact that through the Kyoto 
Mechanisms there will be a convergence of these abatement costs towards one global price of carbon tends to reduce 
the competitiveness impacts of implementation.

I would also like to turn to domestically why the Kyoto Mechanisms are very important to Canada. We 
have achieved a great deal of buying and support amongst our industry and the provinces through extensive 
consultations which we have undertaken with them since Kyoto. We have members of our provinces and from 
industry on our delegations to all UNFCCC meetings, and they provide us input to our negotiating positions. 
Additionally we have several Canadian companies which have been leaders in experimenting with international market 
base mechanisms. These include Trans-Alta, Sun-Core Energy, and Ontario Power Generation.

Finally, particularly with respect to international emissions trading, there is a great deal of compatibility with 
international emissions trading and the domestic trading regime we intend to utilize to meet our Kyoto commitments. 
We see very much there being a seamless link between the domestic trading regime in Canada and the international 
trading regime.

In thinking about the overall design framework for the Kyoto Mechanisms, we have focused on two 
elements principally. First of all is environmental integrity, and this being the accurate estimation of emissions by 
sources and removals by sinks within the national inventory as well as at the project level, as well the accurate tracking 
of assigned amounts in national registries. We believe that these underpin the environmental integrity of the Kyoto 
Mechanisms.

Secondly, in terms of economic efficiency, there is two things. The reason we attach so much priority to 
economic efficiency is that only cost effective mechanisms will work with the private sector. We need to minimize the 
transaction costs and the overall bureaucracy of the mechanisms. We also need to ensure that cost effective 
reduction opportunities are available.

Moving to the key cross cutting issues, first of all is eligibility, and that is, what criteria should a Party fulfill in 
order to participate in the Kyoto Mechanisms. Again, we believe that this should be exclusively limited to a Party's 
ability to accurately monitor emissions and track assigned amounts. I think that there has been a great deal of 
progress so far in the negotiations and a great deal of consensus on improving, or rather negotiating guidelines for 
emissions inventories. I think the next step down the road will be doing guidelines for baselines and additionality as 
well as further elaborating guidelines for national registries.

Secondly is fungibility, and the previous speaker outlined several of the issues around fungibility. We 
believe that units should be fully interchangeable and subject to trades on the secondary markets. The reason for 
this is we foresee there being no environmental argument for restricting fungibility. In our minds there does not seem 
to be any climate change benefit from doing so. We are also concerned that any restrictions on fungibility would 
restrict investments in the clean development mechanism as well as Jl. Our industry has told us that they are quite 
concerned if there were restrictions on fungibility, then they would take a cautious approach to investing only making 
investments for what they need to fulfill their domestic requirements, because they would know that any surplus they 
could not transfer on the international markets.

Finally is the issue of supplementary. Canada intends, and has always intended, to meet the majority of 
its target through domestic action. And to that end we have already invested 1.1 billion dollars principally in domestic 
measures, which we foresee as getting us one/third of the way to our Kyoto target. We believe that there should be 
no elaboration of the term "supplemental" or part of. We believe that this was addressed in Kyoto as part of the Kyoto 
package, particularly the targets. Environmentally we see no climate change benefit to restricting where you 
undertake your emissions reductions for the reason that I outlined earlier, or else we are concerned that it would raise 
costs as well as limit investments in the clean development mechanism.

Moving to issues for international emissions trading, clearly over today and tomorrow there will be quite a lot 
of discussion of liability and the commitment period reserve. Our view is that the commitment period reserve should 
be limited to 70 percent of a Party’s initial assigned amount or 70 percent of five times the latest reviewed inventory. I 
think as a starting point what Parties need to decide is what is the purpose of the commitment period reserve. In 
Canada’s view it is strictly to address what we would call growth overselling. Marginal overselling we would see as 
being addressed by the compliance regime. In terms of some of the restrictive reserve percentages that have been 
proposed by other parties as well as which are currently in the President’s text of 90 percent we are quite concerned 
that this would tend to limit investments in project activities under Joint Implementation. We are also concerned that 
a restrictive reserve is supplementary in another cloak, particularly a restriction on supply rather than demand.

And finally, turning to the issue of legal entities, there is a question of: should legal entities be allowed to 
participate in emissions trading? We believe that they should be, first of all for consistency, with the fact that under 
the clean development mechanism and joint implementation the explicit legal entities can participate. Secondly, I 
think we need to recognize that the majority of the global emissions do come from the private sector and from legal 
entities, and what better way to engage them effectively in climate change mitigation action than actually allowing them 
to participate in emissions trading. We also believe that by doing so, by engaging them directly in the solution, we
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can unleash the creative and innovative talents of the private sector to meet the climate change challenge.
In terms of where we stand on the road to C0P6, I think it's difficult to say what progress will be made on 

the Mechanisms. Clearly there are some question-marks. The United States is still undergoing its policy review. 
It’s indicated that its position will be forthcoming by COP6. I think on a positive note, we should keep in mind that 
they have expressed an interest in working under international processes, particularly on market incentives. I think 
another thing that we need to keep in mind, and this is a message which Canadian Environment Minister David 
Anderson has passed on is: where we will resume on, July 16th will not be where we left off, in late November, in 
order to make progress all Parties will have to modify their positions in pursuit of that progress.

Thank you very much.
MODERATOR: Thank you very much. Now we would like to turn to the next speaker. Mr. Bjork, please, Mr.
Olle Bjork.
BJORK: Good morning, and thank you, Mr. Ambassador, Ladies and gentlemen, and thanks to the Government of 
Japan for organizing this meeting, giving us the opportunity to present our views on the current status of negotiations. 
It’s a pleasure to be back in Japan which I left right after the Kyoto Protocol was reached after a lengthy, cumbersome 
and sometimes joyful negotiations. Since then, an immense amount of work, analysis, meetings and negotiations 
have followed to make the Protocol ratifiable. This process climaxed, as you have already heard, in the Hague, and 
after that it went into a deadlock for a while, and is now accelerating again.

As you also may have heard, President Pronk of the COP is now presenting a new document on how to 
maintain the political focus and proposing a balanced state of solutions to selected crunch issues. I won’t get into 
detail as regarding these issues, but I will get back to them under my presentation. But before that I would like to give 
you an overview of the recent developments and consultations as seen from the EU perspective.

Less than a month ago, just before the EU Stockholm Summit, European Commission President Prodi and 
the Swedish Prime Minister Goran Persson wrote a letter to President Bush to express the deep concern of the 
European Union for the risks concerned with climate change and underlining the commitment to urgent action to 
reduce emissions of greenhouse gases. They stressed that since a reduction in our dependency of fossil fuels goes 
straight to the heart or the function of our own industrial societies, there is no doubt that this transformation will be 
difficult to achieve. The letter emphasized that to the Union an agreement at the resumed COPS on the basis of the 
Kyoto Protocol and leading to real reductions in greenhouse gas emissions is of utmost importance. The global and 
long-term importance of climate change and the need for a joint effort by all industrial countries in this field makes it an 
integral and important part of relations between the U.S.A. and the EU. A dialogue between the U.S.A and the EU on 
how to facilitate a successful outcome of the resumed COP6 was, and is, therefore, urgently needed.

Then, at the Stockholm EU Summit where the Heads of the EU States met less than three weeks ago, the 
Council recalled the necessity of efficient international action to reduce emissions. It reaffirmed its strong 
commitment to the Kyoto Protocol as the basis for such action. The European Council urged all its negotiation 
partners to engage constructively in negotiations to facilitate a successful outcome of the resumed COP6, which will 
create conditions for ratification and entry into force of the Kyoto Protocol by 2002. On the 1st of April, Mr. Larsson, 
Minister of Environment of Sweden, made a statement on climate change in conjunction with the informal ministerial 
meeting that was held in Tirana at the 1st of April, and I will show these conclusions. This is the slide I have got. I 
hope you can—

So this is the message: The Kyoto Protocol is alive. No individual country has the right to decline 
multilateral agreement as dead; all government has a special responsibility in seeking agreements on the basis of 
the Kyoto Protocol, not least those countries with a high level of per capita emissions of C02 such as the U.S.A. EU 
is actively participating in the negotiations leading to the resumed session of COP6 in Bonn in July 2001, and the EU 
TROIKA, the Swedish Presidency, the Commission, and the Belgian as an incoming presidency, has indeed by now 
made the trip mentioned on this slide. They have visited the U.S., Canada, Russia, Iran, Japan and China, and I will 
go through this trip with some highlights. But before that I want to stress that it is now a common agreement that the 
Kyoto Protocol is still alive, and not still Bonn. But it remains to universally accept that all governments within the 
context of common but differentiated responsibilities as agreed in the Convention have a special responsibility in 
seeking agreement on the basis of the Protocol, which, in our view, in the EU view, is the only play in town.

As for the results of the TROIKA, the Troika trip, the U.S. explained to the Delegation that they did not want 
to proclaim the Kyoto Process dead, but on substance they maintained that they oppose to Kyoto Protocol and were 
looking for other solutions. They understand the strong feelings of the European Union but confirm that the Kyoto 
Protocol in its present form is not acceptable. But they are serious about the EC and they are assessing policy 
options.

Canada has already given their view here today, and I have nothing to add to that, of course.
The Russians, in the meeting with the TROIKA, expressed a strong negative view on the U.S. withdrawal 

from the Process, which was termed "irresponsible.” They gave EU position full support and wanted a close 
cooperation between the EU and Russia in the coming process. The Russian willingness to come to an agreement 
and ratification is also dependent on the possible economic consequences related to emissions trading. If the largest 
potential trader of permits might leave the Process, it is of course a cause for concern. Russia and EU also touched
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upon the proposal of a so-called “Green Fund” to which revenues from selling permits would flow. That is Russian 
revenues.

Iran declared in general terms that they support the Kyoto Process which must continue. There is at the 
moment no joint G-77 view on a U.S. withdrawal from the process, they told the TROIKA, and they underlined that the 
negotiations proved that it ought to be possible to reach an agreement, but that there are differences in positions that 
will be difficult to overcome.

China told the TROIKA that they are concerned about the U.S. withdrawal from the process. They highly 
appreciate the EU stance and agree that no single country has the right to veto the Process. They claim that it’s 
important to maintain present course of action, and developing countries should join the EU in that effort. The Kyoto 
Process must continue within the context of common but differentiated responsibilities as the Convention says.

We have already heard the views of Japan through the Excellency, and I can only say that we do share the 
concerns of the Japanese Government. EU cannot see any solution to the climate problem outside the Kyoto 
Protocol. We recognize and stress the importance of having the U.S. participating in the process. If we are to judge 
from the evidence and the discussions from the TROIKA trip and other signals, I think it’s fair to say on balance the 
prospects that the Kyoto Protocol will enter into force are still considerable, though hard work negotiations and brave 
decisions will be required from the parties involved.

And one of these brave people is of course John Pronk of COP President, and he is now presenting a paper 
to be discussed in New York next week. Any evaluation at this stage would therefore be premature and the EU 
Heads of Delegations have only had a preliminary discussion of the paper a couple of days ago. Therefore, I would 
not go into any detail as regards the content of the proposals; only mention some important aspects that are related 
to the Mechanisms.

One of them is of course the supplementary, the principle that domestic actions may mean to fulfill 
commitment is important to EU as well as to other parties. In the end game in the Hague EU made quite some 
concessions on this issue in order to try to reach an overall agreement. A major theme here has been whether 
supplementary should be quantitatively or qualitatively defined, or whether it should be defined at all.

Another important aspect is that of fungibility, that is, how permits for trade, joint implementation and clean 
development mechanisms can be used interchangeably. EU has recognized that the mechanisms do not bestow a 
light on Annex I parties to emit nor will future commitment be based on the assigned amounts. It is important to sort 
out, however, how the different units can be used for compliance purposes, whether they could be banked or whether 
they could be resold.

A third major item on the list of outstanding questions would be overselling, as mentioned here earlier, how 
to treat the risk that a party sells more emission permits than it is in accordance with fulfillment of commitments. If 
some big buyers are not ratifying the Protocol, overselling might become less of a problem, of course, and underselling 
a more relevant concern for those who expected that they should be able to export some of these permits.

Concerns have been met with a proposal to compel parties to hold reserves to so-called Commitment 
Period Reserves, CPR, and different opinions exist between parties on the percentage in terms of assigned amounts 
on the level of such a reserve. And the EU would have 98 percent to secure environmental integrity and avoid 
overselling. The need and the level for CPR is closely coupled to liability, and seller liability is most often assumed. 
Deterrence to overselling might be dependent on the level of penalty and the option to avoid such penalties. The 
need that both parties acquiring and transferring permits involved in trade would be bound by a compliance regime. 
To be eligible to use mechanisms, it’s also vital that the party has fulfilled reporting requirement and has a registry in 
place.

These are main remaining items to be discussed. There are also a lot on smaller items, one might say, or 
at least less crucial, and also a lot of common ground on issues such as the need for prompt start on small-scale 
projects.

I would finally underline that the Mechanisms have an important role in the Kyoto Protocol. EU regards 
Mechanisms as important means to reach the aims of the Protocol in a cost efficient way, supplemental, I stress 
supplemental, to domestic action. All mechanisms should be introduced in parallel. A good compliance regime is 
necessary and conducive for the development and credibility of the mechanisms. We are just now at a crossroad 
when it comes to the prospect of address, climate change mitigation in an effective way. Any global effort to mitigate 
climate change will imply economic consequences, costs and gains. Mechanisms have a very important role to play 
here to reduce costs and equalize burdens. The use of Mechanisms could alleviate the economic burden adjustment 
and transitions to more climate-friendly global economy will bring. It’s therefore important that these mechanisms, 
which hopefully will be applied in the real world some day, are regulated by a framework, rules and guidelines and 
constraints that secure their credibility and environmental integrity. The build-up and development of the systems for 
Jl, clean development mechanisms and emissions trading must be thoughtful and cautious. A lot of progress has 
been made and technical solutions to remaining problems, those that we are aware of, that is, seem to be in sight. 
So, let’s work on that, and thank you for the floor.
MODERATOR: Thank you very much, indeed. Today as well as tomorrow in this Symposium we will be talking
about the workable and credible emission transactions trading, and so this is the subtitle which we are carrying out in
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different discussions; emissions trading, credible and workable. And so, in order to realize this objective, we have 
to take a very practical view towards the Kyoto Mechanisms, And this indeed is the major theme underlying this 
international symposium. But as we have heard from the Swedish representative, and this issue again is not 
irrelevant to politics, and so there is a political facet to this discussion as well. And Mr. Bjork at the outset has talked 
about the Swedish political statement, and I do think that this is something behind the various practical issues that we 
are discussing. So, that was my interpretation.

And now with no further due, we would like to proceed to our Indian representative, Mr. Vijai Sharma,
please.
SHARMA: Thank you, Mr. Ambassador, distinguished participants. At the outset I must thank the Government of 
Japan and Minister Kawaguchi for making possible this conference, for having conceived the idea, having taken the 
initiative, and for the outstanding arrangements.

Friends: Kyoto was the occasion, a momentous occasion, in December 1997, when many of us from 
abroad who are present here today also were in that city, and there was relief and optimism at the outcome. And in 
the global partnership which we generated, we had set out to design the mechanisms for implementing the new legal 
instrument. The mechanisms bear the name of a great city, a city of culture and creativity, and we very much hope 
that the discussion on the Mechanisms turns out to be a key turning point. Yes, friends: There can be nothing like 
the Kyoto Mechanisms. These devices they incorporate in themselves, entrepreneurship, innovativeness, and so 
much of brave new thinking has already gone into it. They are multidisciplinary, and most definitely inter-sectoral.

The first point, or rather was it the second, which our distinguished Moderator had indicated, namely, the 
question of any philosophical aspect in terms of the private sector business, I would like to indicate that the centrality of 
the private sector and the economic instruments which these mechanisms represent, we have got used to the idea. 
But these are only instruments, but an instrument is the main weapon. But they are the instruments of the states, the 
state parties for performing the obligations of those state parties under public international law.

Moving on, Mr. Ambassador, how much time would you have? I will accordingly abridge my submission. 
But do give me a tap on the shoulder, I implore you.

Friends: The first slide, it gives an outline of the process which we have already covered. This is a very 
important backdrop whereby we give shape to the mechanisms, the Berlin mandate, and then we had that very 
important decision at Kyoto which accompanied the adoption of the Kyoto Protocol, that decision set the tone at Kyoto 
and subsequently for the negotiations. And then when we met at Buenos Aires we took this very important decision 
that there would be conclusions on all the three mechanisms by COP6. We have already agreed to do that. And 
we must keep this on track and we must also ensure that nothing extraneous gets added to the agenda we already 
have decided the agenda for the conclusion of the COP6 at Bonn.

This slide gives out the framework where we are all coming from. There was a provision which triggered 
off the debate at Berlin, the question of the adequacy of the developed country commitments, and we decided that 
there should be a protocol or any other legal instrument which would step up, strengthen the commitments of the 
developed countries, and towards that end we arrived at targets and timetables which are incorporated in the Kyoto 
Protocol. And as we get set to negotiate the mechanisms, the instruments which would implement the Kyoto Protocol, 
when we met at Buenos Aires, in the Buenos Aires Plan of Action we were able to bring together a host of issues both 
concerning the North, that is the developed countries, and the South, the developing countries, and at the same time, 
we also acknowledged that there were many issues in the Convention and many issues in the Protocol which need to 
be tied up together.

And moving on, these COP decisions, when we read them together, the listing of them, we will observe that 
there is a very good element of bridging, of coupling together of the entire process year by year, and as we stand today 
we stand on the shoulders of these COP decisions, the Conference of the Parties Decisions. The process which set 
up the Joint Contact Groups, because the decision at Kyoto had requested the subsidiary bodies to set up a system 
whereby the texts could be created, and when we went home from the Hague, even though the Hague Conference 
could not agree but we took back with us very important texts on the three mechanisms at a very advanced stage of 
synthesis and consolidation.

My next slide, ladies and gentlemen, this looks at the implementation of the COP decisions on the 
Mechanisms. And I have titled it with “G-77 and China” because the G-77 approach is very well documented, and it 
helps us to proceed with the discussion in a more predictable definitive way. We did identify the issues some three 
years earlier, in 1998. We proposed a work program, and we also suggested a structure of the debate, which was 
agreed to by our colleagues from the industrialized countries. And the three major areas of work were the nature and 
scope, which looked into some basic, fundamental issues, the character of emissions trading, the character of joint 
implementation of projects, whether between the developed countries or between the developed and the developing 
countries, and the methodological issues, how to calculate the gases reduced, how to arrive at a conclusion whether 
the technology is of an advanced stage, then the operational and the institutional issues. And our group, the G-77 
and China, has regularly been making formal submissions to the Conference of the Parties, and our last submission 
which we made was on 21st November. Yes, this was at the Hague. These are all parts of the miscellaneous 
documents of the UNFCCC Secretariat.
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Now, what has been our approach on the Mechanisms? Our approach has been extremely constructive, 
though before the Kyoto Protocol we did have some reservations about emissions trading and joint implementation of 
projects, which came from certain arguments of equity. The argument stemmed from suggestions that developing 
countries also participate in emissions trading which would have implied impositions of ceilings because emissions 
trading, it comes from certain allowances and allocations, but when it became clear that emissions trading would be 
confined to the developed countries, those earlier concerns and doubts, they were eradicated, but at the same time 
there were various considerations of climate change effectiveness and environmental integrity. But at the same time, 
while we were concerned with environmental integrity, the equity issues did continue to propel our thinking, in what 
manner, even when we discussed the supplementary issue, because our group has stated that developed country 
parties shall continue to limit and reduce their emissions with the aim of attaining lower levels of emissions through 
domestic policies and measures with a view to reducing the per capita inequities between the developed and the 
developing country parties’ domestic reductions we have underlined.

Then, I am also bunching together, in the interest of time, a number of the issues which have been listed 
here, the issue which we have emphasized, the distinctiveness of the three mechanisms vis-a-vis each other. The 
distinctiveness comes from the basis, the participants; developing country participants are there only in the CDM, 
and the purpose of the CDM, the clean development mechanism, also has sustainable development as a priority. 
And in this slide we have also said that there should be three separate decisions for the three mechanisms.

Now, the question relating to assigned amount. In the morning I was asked by a friend, one of the
distinguished guests here, what I mean by “assigned amount.” “Assigned amount” is the description given in the 
Protocol which according to some would refer to a kind of allocation but according to the G-77 and China, the assigned 
amount is a commitment, we perceive it as a commitment. And it is not an entitlement or a right or a title. And the 
commitment is that the assigned amount should not be exceeded. The idea, of course, is that developed country 
parties individually or jointly shall attain that assigned amount, attain that commitment. But it also has that requisite 
element of fixedness, the assigned amount. It must be distinguished from arguments which advocate the assigned 
amount to be a floating concept. It is not a floating concept. It has the necessary element of fixedness.

Now I think I should move on, although I will keep looking at our Moderator for a hint, but I should take
another five or seven minutes, possibly. The next slide, again, the approach on the CDM of our group. 
Unambiguously, very clearly, at the Hague we said that there should be a prompt start to the CDM, learning by doing. 
It is a formal submission which we have made at Buenos Aires. We already had a decision which gave priority to the 
clean development mechanism. We have also brought out the reasons why the CDM is distinctive. And issues of 
capacity building, our group has discussed at great length, and also equitable geographical distribution of projects so 
that projects do not get restricted to only certain areas of the world. The special needs, vulnerabilities and situations 
angle has been brought out in our submission, which covers four different kinds of situation. It covers the small 
islands, it covers the LDCs, it covers those who are particularly vulnerable, and it also covers the perceptions which 
relate to the future of oil exports. The additionality issue, why we have used the word here “over and above business 
as usual projects” is because this is what our statement says. So I have tried to be faithful to our G-77 and China 
situation. The acquisition of CER, that is the certificate, the GHG is the greenhouse gases which will be reduced, 
they will be certified, and that certification which will be acquired by the developed countries that will contribute to 
compliance but without altering the assigned amount. This is what we believe how it should be constructed.

And moving on, ladies and gentlemen, to the G-77 approach on emissions trading, the first two paragraphs, 
and Friends, all have copies of it, this I have just pulled out straight from our submission of 5th November, 1999. Of 
course, later on, the same idea has been made more elegant as we have discussed it, and it is one of the options also 
in the paper, in the text which we have negotiated thus far at the Hague. This idea of the first two paragraphs, it 
covers two ideas. One: Who can participate? And a compliance. Now, in the who can participate question 
there are three options which are there in the consolidated text, and this is one of those three options. On the 
question of compliance, there are some five options, and this is one of the five options which is reflected in this manner. 
Assigned amount, as stipulated in Article 3, that is an article which deals with the subject. And 5 and 7 commitments, 
that is because our paper says, but actually we would like to have 5, 7 and 8, and we also know at the same time how 
very complex the issues are in relation to the interface between the mechanisms and the compliance, and also these 
issues at Articles 5, 7 and 8, which refer to reporting and review; it’s a huge task, but not insurmountable.

The next slide, I have also taken this opportunity to bring out India’s view, particularly one or two aspects 
which we are still discussing in our group. I should bring that out very clearly. And one of the issues is: we feel 
that in each CDM project there should be both developed and developing country participants. We also feel that the 
positive list would restrict very significantly the paramountcy of the host developing country party to decide its 
sustainable development priorities. And in our perception, also, the CDM we feel should be really technology 
oriented, it should be source-based CDM. And this argument we are discussing, we are at great length in our own 
group on the issue of sinks in CDM. But here I am bringing out India’s point of view. And we have already started 
work in our country through various industrially apex institutions, and we have huge volumes now of the possible 
projects; we are waiting for the CDM learning phase.

My next slide, Friends, this talks about the issues for Bonn. Now the interlocutors and negotiators, they
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have been handling things, and while I feel that they can still handle most of these questions, because we are almost 
there, maybe not quite there but almost there, I think even the supplementary issue can be handled through the text 
with some political guidelines. But some issues there will be, whether each COM project should have, developed and 
developing country participants, this is an issue which Ministers would have to address. Then further work on issues 
relating to the assigned amount and the certificates which we are given, that is also something where we are 
converging but work needs to be done, but it is all within the realm of possibility in the run-up to Bonn. But “Sinks” in 
the COM, it does remain a big question which needs to be discussed at the political level.

Now, we do know that more mature as we graduate further in our discussion, that would help countries 
make up their minds for ratification. Now, refining the text, I think, the text which we took back with us from the 
Hague, that would be a good way of advancing. We all have a familiarity with it, a very high degree of comfort level, 
and we do need to keep working on the text. But at the same time, the political issues we are also aware of. And of 
course the question would then come that in this scenario where we already have so many texts, where would the 
paper, which is going to be circulated by the COP President, that paper which has been referred to, where does that fit 
in, in terms of the process which we have been following and which I had listed out also in one of the slides, and also in 
terms of the substance, because the text which we have brought back from the Hague, those maybe somewhat bulky, 
they do contain all the issues and definitely in terms of the ownership, because the text which we all have, we are all 
being the authors of it, all countries.

And I think I have now reached my last slide, the overall situation. Yes, they are complex issues, quite 
possibly because of the matrix of the technical issues. Now we will have to address this point, and it may come up at 
the April 21st meeting in New York. As to whether the political guidance should come to the negotiators in the initial 
days of the fortnight of Bonn or should it be somewhere midstream, and what are the items where the political 
guidance has to come out in specific terms: this would be one. But at this point of time, what is the prevailing 
mood? The difference between the Hague and Bonn in July is that the Hague was widely expected to deliver. The 
fact that it did not reach outcomes, this came as a surprise, I think, to almost everybody. And now we are meeting at 
Bonn. Bonn is important. I should think it will also pave the road to Rio +10.

Now, how should the New York meeting be used? Well, one: It should be used to disperse the clouds 
which have come to be overshadowed the process. And to a large extent this has to be fought in the mind also. 
This is not a technical mitigatory matter. We are all very clear that action cannot be delayed to combat climate 
change. Second: I think the management, management of the conference, recognizing the significance of 
management; it's an organizational aspect. It is a physical dimension to augment, to increase, work efficiency, I 
mean, how to occupy the hours more productively. And thirdly, I think, to also ensure that the agenda which we have 
already decided on the Sixth COP, it runs smoothly the parameters of the agenda, it must be maintained.

And I think I should conclude now, Mr. Ambassador, but I do recognize Prof. Thomas Black from Colombia 
here and my friend, John Kilani, from South Africa, and Mr. Lu from China, and I think they will bear me out; they 
have been very very active participants in our G-77 and China Process, they will bear me out that as far as our group is 
concerned, we are very very positive, very enthusiastic about the coming into a play of the clean development 
mechanism, and which implies the other two mechanisms also. Kyoto must succeed at Bonn, and there are very 
good reasons for it. Rio + 10 is waiting in the wings, and I think that also appears to be a very important motivating 
factor.

My last two points, sir, you have mentioned three points. One I have already addressed, that is the 
question which you have raised, the question of convergence, are we heading? Yes, we are. The options have 
been narrowed down. What are the issues that need to be settled? That I have listed already, and hard copies are 
available.

Thank you very much for your patience.
MODERATOR: Thank you very much. I take special note to the conclusion or the concluding power point
slides from Mr. Sharma as for our determined intention. Of course, that I completely concur with as to be successful 
in delivering an outcome in Bonn COP6 BIS. In fact, there are ten proposals that are left open, still to be concluded. 
However, at the same time, Mr. Sharma has mentioned that a majority of the issues have seen subsequent satisfactory 
progress. And in fact, this positive appraisal, in fact, is noteworthy for me.

So within the given time, let us in fact have the Q and A session. Before going into that, if I may make a 
suggested point here, as you have mentioned, Mr. Sharma has mentioned and highlighted ten proposals, ten 
proposals that are pending issues for further advancing the negotiation. I do believe of course this would be 
somewhat of embarrassment to an extent on part of the speakers. However, amongst the ten matters that were 
raised, not necessarily would it be in fact related to your country, but from a third party aspect, in fact, amongst the ten 
issues that were mentioned, in fact, to see successful outcome for the resumed session of COP6, in fact, can you give 
us some feeling of whether the ten matters are the critical points, setting aside the U.S. not supporting the Kyoto 
Protocol, which should be a separate issue here. Do you agree, among the speakers, that the ten points laid in front 
of us were in fact critical points to be settled to see a successful outcome?

Now, first, may I ask Mr. Pinna from an impartial point of view from the Secretariat of the UNFCCC to make 
a clear start? What would your response be to these ten pending issues? And if these ten issues, as they stand
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pending, if it is to be cleared, in fact, the Annex I countries, or in fact representing 55 percent of the total emissions that 
are required, in fact, to take effect of the Kyoto Protocol, are the ten pending issues the most critical issues? Do you 
agree to this? First, from Mr. Pinna.
PINNA: Thank you. It’s a good question. I was looking at the colorful presentation by Mr. Sharma, and I think I 
have identified the color coding, and black is issues that are really really difficult. So I take heart in noting that 
supplementary, as he said, is not an insurmountable obstacle, whereas there is clearly if we want to see what the real 
crunch lies, at least from the perspective of the G-77 and China, certainly Sinks in COM appears to be a much 
political hurdle. COM model, bilateral versus unilateral, it’s also a political crunch issue.

I seem to understand indications, I think in my mind at least, that fungibility is not an insurmountable 
obstacle. Liability and risks, I don’t think it’s insurmountable.

So we are left with what? Model for COM, Sinks in COM, perhaps eligibility of projects.
MODERATOR: Thank you very much for your input on part of the Secretariat of the UNFCCC. Of course, this
is not a negotiation table, so I am not trying to commit you to anything; no intention whatsoever of that kind. But 
from Mr. Bjork as well as Mr. McDermott, what are the pending issues that relate to the awaited Bonn Conference? 
Are there any additional comments to be made by the other two speakers? We may start from the Canadian 
delegate, Mr. McDermott.
MCDERMOTT: Thank you. I think the list as it stands is fairly comprehensive. On the Sinks issue we would
certainly see the discussion amongst Ministers whilst not relevant to the mechanisms other than the issue of Sinks and 
the CDM. But the Sinks issue in terms of how land use or forestry activities contribute to reaching a target. We 
believe that that political decision needs to be made in Bonn in July.

On supplementary based on the outcome on the Saturday morning in the Hague, at that time we did not 
believe that the issue was insurmountable. Some of you may be aware of that. Canada hosted a meeting in 
Ottawa about three weeks after the Hague to try to reach some consensus. On the issue of supplementary at that 
point, there seemed to be some differing positions taken by the EU at that meeting, and we would certainly hope that 
the position that was brought to Ottawa is not the position that is brought to Bonn.

With respect to additionality, I think that whilst the framework for additionality can be achieved, actually 
developing methodologies for baselines and additionality are going to take a lot of time, and thus cannot be achieved in 
July.

And I will limit my comments to that. Thank you.
MODERATOR: Thank you very much for your input, Mr. McDermott.
BJORK: Thank you. I will be very brief and general, of course, since the political content of these issues is quite 
high. But I think, as my Canadian neighbor said, that supplementary can and has to be resolved in Bonn. And as 
you are well aware, regarding the eligibility of CDM projects the EU stance is that we don't see a place for Sinks in the 
CDM unless some problems regarding scale uncertainty and risk can be resolved. And then I think, again as my 
Canadian colleague, that the additionality details will have to be settled after Bonn, the baselines, and so forth. And 
also that technical work on Sinks will have to go on, but basically, the general Sinks, political part of the Sinks 
discussion in general, of course has to be concluded. I couldn’t really tell whether it will or not, of course, but.

And then, well, again, the liability, as I mentioned in my presentation, will have to be solved, and I think also 
that fungibility can be solved, and then there are some other questions such as unilateral projects and multilateral 
projects, for that matter. And, well, I shouldn’t really— but I think that they can be solved. Thank you.
MODERATOR: Thank you very much. In my opinion, towards the Bonn Conference with regard to
mechanisms there were a number of pending issues that need to be cleared out, of course. Some of them are of 
surmounting empirical issues that need to be cleared away well ahead. In the case and the position of Japan as well 
as the Parties, they recognize issues that are pending and outstanding as to we have shared strong determination as 
to come to a conclusion, as far as I understand, of the negotiation to be settled in Bonn. Of course, the conference, 
its prior concern and interest is not only in negotiation process alone, or in fact this would be an excellent opportunity to 
call for some questions from the floor with regard to the intergovernmental negotiations with regard to the Kyoto 
Protocol. You may ask questions that may provide some highlights and updates from the speakers as well as your 
opinions as for how we should in fact make way for a possible solution.

So, please push the microphone in front of you, and on the fourth floor we will have people attending you 
with microphones. So, if you have any questions from the floor, please feel free to ask them as you please.
________ : May I ask a question to Mr. Sharma?

On Page 8 of your presentation, on the fourth item of Page 8, with regard to or relate to the CDM priorities, 
in fact, the cost should be determined on part of the developing countries of the CDM, which is most naturally the host 
countries. In fact, most naturally it should be respected in their opinion, and to some extent some impartial 
international organization should give a monitoring or checking as to the content, which would be a necessary 
procedure, in my opinion. So, what would your opinion be to this in response?
SHARMA: Thank you, sir. As I understood the question, the question would relate to the identification of the projects.
I see that you are concurring with me.

The issue of host developing country to decide its priority, while it may appear to be obvious but when we
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incorporated this element, then there was a certain debate which went on. But here, this has also found a place in 
this list in the context of the discussion on the positive list. We feel that the positive list would be a very restrictive in 
its approach. All countries including India have their sustainable development priorities quantified also. For 
instance, the Power Ministry in India has listed out the percentage by which it seeks to reduce its transmission and 
distribution losses. Similarly, the Ministry of Non-conventional Energy Sources also has a priority, and this is the 
Government of India priority that all capacity additions in the electricity sector and percent of those additions will come 
from the renewables sector. So there is a paradigm shift in any case from the carbon to the non-carbon sector. And 
it is in this light we also feel that a positive list would really be redundant. Because the positive list can be just, 
through the carbon items, totally out of the discussion, and that would create an imbalance also in terms of national 
priorities.

Thank you, sir.
MODERATOR: Thank you very much. Any other questions from the floor? Yes, please.
YAMANAKA: From Kansai Electric Power Company, my name is Yamanaka. An overall question, a general
question.

During this Seminar or Symposium, the title is "workable." To be workable is a very important point, I 
understand. On this point, although I am in my position not for a long time, why do Kyoto Mechanisms not function or 
not workable at this point? If I think about that, I think that is due to the scientists’ tendencies to look for too much 
reliability or accuracy, and I think that is one of the reasons maybe that the mechanisms are not workable. Also the 
evil of international negotiations or the political negotiations might be. Well, maybe "evil” is not the right word, but the 
national interests of the Parties are at stake. So, the targets that are, or the assigned amounts that are assigned first 
of all, the percentages like 6 percent, 7 percent, and so forth, and this is translated into the issue of national interests 
and how to safeguard that, and the substantial or the true emissions reduction may not be realized as a result.

Well, I am not opposing Kyoto Protocol at all. I am in support of the Protocol, in fact. But for instance, 
this 6 percent target, taking that target as an example, and this is a very sublime long-term perspective target, I 
understand that. But in a realistic sense, we have to make the Kyoto Mechanisms in a workable way, in a practical 
sense. So, the targets of 6 or 7 percent or so forth, I am not disregarding those percentages, but we have to be 
realistic and practical. So maybe something like a sub-protocol to the protocol could be considered using market 
mechanisms to head-start this type of mechanism, isn’t there such an option, or is it not possible? I mean, I am a 
total layman in this field. So I would like to ask for any comments about this proposal or suggestion about the sub­
protocol to get a practical start to the Mechanisms.
MODERATOR: Thank you. Who should be the appropriate person to answer that question among the
speakers? Anyone? If nobody can volunteer, maybe Mr. Sharma, please.
SHARMA: Thank you, sir; very brief. And all my friends here, I have learned so much from the trading experience 
which already has been enforced in so many of the industrialized countries. And I am sure all friends here, Mr. 
McDermott and Mr. Bjork, and Andrea, of course, are the experts. But the mechanisms, the ideas are already under 
implementation. So, you have in the field of the emissions trading major multinationals, is it Amoco and Shell, Andrea, 
which has its system already working? Amoco- Shell, they had a pilot phase of ten subsidiaries in 1999, after merger 
and after larger global picture, they are now 127, and from what I have read it’s very much under way. And a lot of 
emissions trading between Canadian and the U.S. companies, I can name them, Southern California, Addison 
Mohoch(phone.), they are all under way. And in respect of the clean development mechanism, G-77 and China, we 
are very keen about learning by doing phase, and while we have been stating it, it is also part of a system, submission, 
which we have presented. And I hope very much that at Bonn certain conclusions will be reached on this score.

Thank you, sir.
MODERATOR: Thank you very much. Mr. Pinna, and then Mr. Bjork. So, first, Mr. Pinna, please.
PINNA: On your side or on your part of the question concerning the practical start of the Mechanisms, indeed as 
Vijai Sharma was saying, they are already starting. I think that what is happening is that you will have a number of 
national emissions trading systems which will eventually be linked together and become an international system. The 
question is, can you effectively do it, and how much would it cost without the Kyoto Protocol? Because the Kyoto 
Protocol provides certain essential building blocks to any international emissions trading system. If you want to 
harmonize to a certain extent, or to the necessary extent, then link up the national systems that exist or are emerging, 
then you have to have a certain, what, you have to have discussions about harmonization, you have to have similar 
systems for the monitoring, reporting and verification of the emissions, you have to have compatible registries, you 
have to have compatible or comparable compliance systems or penalties. So you will have, in the absence of the 
Kyoto Protocol, you will have to do these negotiations bilaterally, one by one.

With the Kyoto Protocol, these building blocks are off the shelf, so to speak, and the negotiations are on­
going.

So, to answer your question, a more practical approach; I am not sure that an approach without the 
Kyoto Protocol is more practical. In fact, I would argue that an approach without the Kyoto Protocol is more 
expensive, and that Kyoto is the least cost option that is available now to have a truly international emissions trading 
system in place.
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MODERATOR: Thank you.
BJORK: Thank you. First of all, I would like to agree with the question that the workability of this is dependent on 
striking a balance between credibility, accuracy, and also efficiency of these mechanisms, and that what has happened 
in the last few years would be, as I see it, that accuracy has lost in the debate, so to speak, but that credibility remains 
very important if we are going to ever use these mechanisms at full scale.

And then, as to sub-protocol or projects already happening, I would like to list a few initiatives on the project 
mechanism side, and first of all, that is the prototype carbon fund. The World Bank, that you will hear more of later on 
in this Symposium, and where Sweden, Finland, Netherlands, and Japan, and Canada also are participating from the 
government side. Second, there is in the Baltic Sea region a project to develop that area to a testing ground for the 
mechanisms. And that will be decided upon; I think it's something like next year, and then we will try out in practice 
how those mechanisms can work. And then we will get some experiences. I mean, what we are doing right now is 
to try to build a worldwide trade without very much practical experience. So, any contribution in practical terms to that 
construction effort is very important.

There are also, I should like to add that as well, a work going on within the EU Commission and Jos 
Delbeke will tell you later about the trading themes that are discussed within the Union. Thank you.
MODERATOR: Thank you very much. We are actually going over the given time but we would like to entertain
maybe one or two more questions. Anyone, please.
KAWASAKA: Kawasaka from Global Warming Center.

The Prank paper, the new document, what are your impressions of the new document? I know that it has 
been only a few days since it was announced. Maybe you haven’t had a thorough look at the document yet. But 
can you just share with us your preliminary thoughts on the new document or the proposals by Mr. Prank? 
MODERATOR: Any volunteers? No volunteers.

Mr. Sharma, I am sure that you have many opinions. But actually I myself have not read the document yet. 
President Prank and I once met before the submission of this proposal, so I can guess what the contents. I believe 
that the prior consultations and sharing of views will be reflected in that assumption that new proposal by Mr. Prank is 
intended as a sign of the enthusiasm of Mr. Prank to advance the negotiations. We have to evaluate his efforts. But 
there are, of course, individual aspects that may not be acceptable. I don’t know; G-77 plus other parties, maybe 
there are points that may not be acceptable, and that goes for other parties as well. So, the ten points of issues that 
were mentioned by Mr. Sharma, there are some outstanding issues still needing to be worked out. I am only a 
Moderator, so maybe Mr. Sharma or other speakers are better placed to answer the question. Anyone among the 
speakers wishes to share their views?

Would you wish to comment?
SFIARMA: I will be very brief, and it would be safer also to be brief. But the evaluation would have to be done in the 
context of the utility considering the questions of process which would be very important. Also, whether the paper 
has incorporated the outstanding, all the outstanding issues of substance or process, second, substance. And thirdly, 
the issue of ownership, the comfort level, which though it has a certain equation with the first point, that is process, but 
nevertheless, the issue of ownership stands out in the context of the fact that we have been working on certain papers 
since Decision I, CP3. Sorry to bring in the numbers, but this decision was simultaneous to the Kyoto Protocol when 
we adopted it in the early morning of 11th December, 1997.

And fourthly, I think vis-a-vis the text, where does the Prank paper really stand? The fourth element is the 
question of relativity, also, that is, you have another option, and that is also important.

These are the four items. Thank you, sir.
MCDERMOTT: Thank you. I have not had the opportunity to review the latest version of the document, which I
understand was coming out this week. However, I had seen earlier versions. And if we can think about what we 
want from the Mechanisms, and I think that the title of this Symposium making the mechanisms credible and workable, 
is a departure point for that. The credibility side, we very much see as being within the environment integrity, and I 
think that the way the Prank discussions are going that the credibility side has been addressed.

What Canada has been much more concerned about is the workability side, and making these mechanisms 
attractive to the private sector and those entities that will ultimately be using them. The way that some of the Prank 
text in earlier versions was looking, we were concerned that it was becoming a bit too transaction cost, intensive and 
again it may have limited certain cost effective reduction opportunities. I think that we need to step back and really 
focus on workability and remember that perfection is the enemy of the good. Thanks.
MODERATOR: In the interest of time then, the next question will be the last question.

Oh, is it an answer to what we have been discussing?
________ : Thank you, Chairman. I will be very short, and indeed we are studying the document as it
stands now, which is very early to make any comment. But I just wanted to build further on one of the elements that 
Mr. Bjork was raising, and then he was introducing or making some of the comments generally on the new paper 
concerning Sinks, in particular. Sinks and the other issues that were raised by Mr. Sharma and others remain very 
important, and in order to avoid any confusion, I would like to stress very much that we are studying carefully the Sinks 
Chapter, and in particular also the issue of CDM and Sinks. I think it is an issue that may come up later in the
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conference and on which we are studying all possible options on the basis also of an interesting document that 
President Pronk was adding to his document. But I just wanted to avoid any confusion in saying that one of the 
critical issues for us is supplementary is mechanisms, etc., things which have been in compliance mentioned. But 
on the question of Sinks, I think that our positions have been only partly incorporated in particular when it comes to 
Sinks and the CDM. Thank you very much.

So this was not a question; it was rather a comment. Thank you, Mr. Chairman.
MODERATOR: Thank you very much, indeed, and this was the representative from the EC, European
Commission, and this was a comment in regard to the previous question.

Then, the next question will be the very last question to which we would like to respond. The person in the
back.
MARUOKA: Maruoka from Sumitomo Corporation. I have a question to Mr. Sharma.

Well, in relatively long-term perspective, I would like to ask you this question, but the United States 
Government has expressed its intention to withdraw from the Kyoto Protocol, and one of the reasons that was raised 
was because the developing nations are not participating. Meanwhile, in the near future, around 2020, the non- 
Annex B nations’ C02 emissions are expected to exceed the level of the Annex B nations. At present, the 
developing nations’ participation in the Kyoto Protocol means the participation in CDM and capacity building, technical 
transfer, and it’s mainly these areas in which we see participation from the developing nations. But if you look at the 
Convention, the concept of the Convention, common but differentiated responsibility is one of the main philosophies of 
this convention, and I personally think that I have come to understand the meaning. So if you look at this in the long 
term view, unless the developing nations have a substantial participation, in other words, unless some of the conditions 
are met so that such participation is possible, we might have a problem.

So, do you have any ideas as to what conditions need to be met for the developing nations to participate? 
SHARMA: May I say thank you very much, sir. The subject, of course, of the day is the current status of the 
negotiation. So we are looking at the negotiations as they are going on in the context of a clearly laid out agenda, 
one, two, three, four, five, six. And in that really laid out agenda, we are examining issues of providing a facility to the 
developed countries for attaining their targets and timetables more cost effectively. But still I would like to be a little 
somewhat assisting my colleague, my friend, who asked this question.

In this comment we have very clearly underlined India that the existing balance of commitments that should 
be maintained, the existing balance of commitments based on the principles of equity, common but differentiated 
responsibilities, and respective capabilities. This equilibrium should not be disturbed. And it is very important also 
to see where the issue really lies. The issue also lies in the very low, extremely low per capita emissions of India, for 
instance, which is hardly between one/fifth to one/sixth of the global average.

And insofar as the question of meaningful participation is concerned, the clean development mechanism 
would be a very important instrument where we will participate very meaningfully in a very active way. I have just 
picked up the word "meaningfully” because we use that word.

And last, just to give the context right, mitigation and the industrialized countries, their targets, timetables, is 
just one aspect, Sir, Mr. Ambassador, of this entire canvas. Adaptation, impacts, there are many issues which we 
would need to discuss, of course, but today’s topic is the Kyoto Mechanisms, the current status of the international 
negotiations. Thank you, sir.
MODERATOR: Thank you very much, indeed. And I think it’s time for us to conclude. There are many many
things, I am sure, that everyone would like to discuss, and maybe in the afternoon we might have some time and to 
continue on with the discussion here. But in any case, with this we would like to conclude Session 1, which we have 
been discussing the current status of international negotiations and views from parties. And lastly, if I may abuse my 
right as Moderator once again, allow me to just say a few more words.

The United States, the fact that they do not support the Kyoto Protocol, and this statement will have many 
many implications on the Protocol itself. This is without doubt. The case, that was very regrettable. So this is a 
fact that we must live up to. And Minister Kawaguchi has already touched upon this issue as to the Government’s 
view on this situation, and also we have heard from Mr. Bjork about the European or EU position. So I don’t think I 
need to reiterate what has already been stated.

But to make the Kyoto Mechanisms workable and credible, what do we really need to do? From such a 
practical perspective, if we step back and look at this from a practical perspective, I think there is one thing that we 
have to take note of. As Mr. Pinna mentioned earlier, whether it be the emission tradings, in several countries they 
are already coming up with provisional mechanisms, and harmonizing under the Kyoto Protocol will be necessary. I 
believe that was the gist of what Mr. Pinna mentioned. But one of the big emitting countries, namely, the United 
States, if it does not participate, this harmonization will become very difficult. So there is this practical issue that we 
cannot forget.

And also, the representative from Sweden has mentioned that the Swedish Minister, Environmental Minister, 
is thinking that they would be fare to seek for solution without the United States’ participation. But, well, if we just look 
at the harmonization of emission trading, and if we think of the statement from that perspective, I think that if we were 
to think of harmonization without the U.S., this will raise a number of practical issues that will need to be overcome.
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So this is something that I wanted to draw your attention to.
I am sorry to have abused my power as Moderator, but I think that even in these practical matters, the 

withdrawal of the United States will have many many implications. This is my personal impression. And I just 
wanted to share my thoughts with you. But even having said so, the Kyoto Protocol needs to be entered into effect 
as early as possible, and therefore, the international community must join hands and continue on with the work. This 
is something that is understood by all; it goes without saying.

But I do apologize for having run over time and made it even longer because I have talked so much. But 
with this I would like to conclude the morning session. Thank you very much, indeed.
M.C.: Thank you very much to all the speakers as well as Ambassador Asakai. We would like to express our
thanks once again to the speakers and Moderator with another round of applause. Thank you very much, indeed. 
So, please do step down from the stage and return to your seats now.

Now we would like to break for lunch. The afternoon session will start from 1:30. When leaving your 
seats, please be sure to take your valuables with you. And so I would like to repeat. When leaving your seats, 
please do take your valuables with you. And Participants, we would like to ask you to take your seats five minutes 
prior to the starting time. Also, please do not take the simultaneous interpretation receivers outside of this room. 
Thank you.

(LUNCH BREAK)

Session 2: Toward Credible and Workable Scheme of the Mechanisms (Part I)
■ Moderator: Mr. Yasuo Takahashi, Director, Office of International Strategy on Climate Change, Global Environment 

Bureau, Ministry of the Environment, Japan

M.C.: Thank you very much for your kind waiting. We would like to open the afternoon session. As I have
asked the audience kindly for your cooperation as to switch off your cellular phones, please switch off your cellular 
phones as to avoid any air interference.

For this Session 2, we have entitled this as to be poised in structuring a system that is workable. We will 
discuss this afternoon as well as into tomorrow morning. I would first like to introduce the Director of the Office of 
International Strategy on Climate Change from the Ministry of the Environment, Japan, of the Global Environment 
Bureau, Mr. Takahashi, to ascend to the stage. I would like to now yield to Mr. Takahashi as we proceed further. 
MODERATOR: Thank you very much. I am the Director of the Office of International Strategy on Climate
Change from the Global Environment Bureau. I have a very long title that is attached to my position. I am on the 
negotiating table at the Ministry of the Environment for global warming issues. Today as well as tomorrow morning I 
will be the Moderator for Session 2. We have entitled this Session 2 as how to structure a workable system. As this 
morning, we are trying to shore closer to the Kyoto Protocol taking effects. We will further dwell into details as for 
how to structure a system of emissions trading as well as the systems and the regimes that should accompany the 
systems. These are the issues that we have invited for the speakers to address in more specific terms and updated 
content. And also from a practitioner’s viewpoint, we would like to endorse how to ensure the credibility of emissions 
trading, which is the focal point of current undergoing negotiations, that would be most appreciated if you can allude to 
those matters.

The first sub-session of 2 would be to invite three speakers from advanced countries, the three speakers 
from Japan as well as the European countries and the United Kingdom, to be followed by speakers after the coffee 
break by the United Kingdom and the European Union. We would like to ask for you to strictly stay within the time 
constraint of 25 minutes to be followed by 5 minutes questions.

Now we would like to introduce the first speaker, who is from IGES; Dr. Matsuo is from the Institute of 
Global Environmental Studies. He will talk about the market mechanisms as of mitigating as well as reducing 
emissions to lay a general framework. Thank you.
MATSUO: Thank you for the introduction. I am from the Institute of Global Environmental Strategies, or IGES. In 
fact, it’s amongst the Organizers to this Conference.

When viewing the market as a market in itself, how can we in fact create emissions market, and how should 
it function properly, and in addressing this we have to relate to a number of issues that need to be further defined. I 
would like to give you in a nutshell as to lay the framework of market functions. Of course, how are we going to 
reduce the emissions which start from the Kyoto Mechanisms, in fact, which are also business issues as they try to 
utilize markets. So, as a starting point I would like to present issues mapping of the regulations and the markets.

In the center you can see the firms. This is because the governments are not in a position to directly 
reduce emissions. In fact, we place crucial import on the firm’s point of view, as you can see that it is enshrined in the 
center. You can see that business is to the left as well as to the right environment is mentioned. These are the two 
perspectives that will be taken. We will also be addressing international frameworks as well as domestic frameworks 
and measures. The Kyoto Protocol gives that international framework and a system under which respective firms 
must work to the targets. In fact, regulations are imposed on the countries and the parties. In fact, the parties are in
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a position as to regulate, in a sense, or to a much looser effect as to have firms and business entities reduce emissions. 
Therefore, the international framework has an indirect effect on business and firms. At the same time, together with 
the regulations framework we also have the market viewpoint which is both international and domestic. From a 
market perspective, I believe in the future, at least, issue would be more linked. Though it may start from the 
domestic emissions market, it is expected in the future to unfold further to international emissions markets.

In terms of regulations, there are only a small number of countries who have affirmed their regulatory 
framework which represents risk as well as the costing issue that relates to this matter. Of course, the market itself 
represents a risk, however, it also represents business opportunities, or a huge potential that I may have to add here.

With regard to environmental issues, in fact, corporate incentives as to conserve the environment is to be 
taken by firms, and it also provides not only in-house options but outside options as well. So in examining the current 
regulatory framework, of course, there were uncertain elements that still need to be shaped out, and it is also a 
dynamic environment; a more in the case of markets above regulations.

The international as well as domestic framework in the sense that I have mentioned through market 
mechanisms will have an indirect effect. I believe the market itself as to ensure liquidity is somewhat to an extent 
affected by the regulational framework. Therefore, I would like to relate both regulations and markets in setting a 
big picture. We also have other issues that pertain to taxation as well as to liberalization of the energy markets in 
various ways that would have an effect on these issues.

So, having laid in issues map, to start with, there are a number of reduction options. First is an in-house 
options, whether there should be a market or not, it would be relevant to businesses, for instance, energy conservation 
related laws as well as voluntary actions and voluntary agreements as well as taxations that are related to energy. Of 
course we need to address these matters further if emissions trading is to further materialize outside options, such as 
in the case of purchasing permits would be feasible as well as to implement mitigation or climate change mitigation 
projects to acquire credits, which provide outside options or external options as a matter of choice. Others that I have 
listed here, other than how much individual corporations need to reduce emissions, in fact, to see this as a business 
opportunity, therefore, it is to expand and support the expansion to a larger scale and scope of businesses, ESCOs, as 
well as combined heat and power, CHIP, are some examples, as well as consulting, accounting, certification, insurance 
or project brokering, and manufacturers have a number of ways related themselves to these business opportunities, 
which is one thing I would like to mention here.

In terms of the environment, I would like to provide an overview as to address environmental aspects with 
regard to regulations and markets. From this environmental viewpoint, in fact, the first to list is the cap-and-trade 
emissions trading. We also have the baseline, the baseline and credit, in fact, which is another form of emissions 
trading. However, it does not provide a cap, so to speak of, as in the case of cap-and-trading, or cap-and-trade, 
which is a form of emissions trading. “Cap” is to provide a ceiling to the total emissions. For instance, the Kyoto 
Protocol provides a cap to Annex I parties. And in fact the emissions are stipulated in the domestic systems to cover 
partially industrial sectors.

From economic viewpoint, low cost or low costing, if we are willing to pay the same amount of cost, if the 
cost should be ceiled, if in fact this is addressed properly to reduce the costing, it would more effectively bring stringent 
targets. I believe that in fact this was the thinking that some parties in Europe have committed themselves in the 
case of the umbrella group at the Kyoto Conference to stringent targets on the premise that it would be achieved and 
complied to. In fact, cap-and-trade and how it would differ from other market mechanisms is another question. In 
fact, within a certain emissions limit, you may have a thinking that cap-and-trade would not be much different. 
However, I would like to enlighten you that that is not quite the case. With the market you will be provided by low cost 
options. This is not on part of the government neither is it specified by the government, but the discovery process is 
done through the market mechanism.

So this is the true, essential function of how the markets would work to our benefit. And how would it differ 
from a cap only scheme? In fact, with the market functioning, if emissions are to increase, most naturally the 
emission permits would increase in their market price. And in fact, at a certain price point, there would be actors who 
would provide the permits at a certain market price level, which is to say, with the increase of market price, in fact that 
should work to reduce or curb emissions. In fact, in the case to turn this the other side around, the California power 
crunch that we have just seen was a sufficient case of market mechanisms, or market mechanisms only to incomplete 
functioning where in fact it has resulted into a power crunch.

So how does this relate to business viewpoints? I believe that in fact regulations on markets represent a 
potential large risk, or in other words, an opportunity. It really becomes a question of how we will deal and in fact try 
to address the situation. We have both internationally and domestically a number of regulations, and of course this is 
in fact the very basis on which the emissions trading will materialize. I do believe that in fact the movements that we 
see in the markets today are in fact preempting the regulationary framework that is not needed to be developed.

In fact, the frameworks, if they should come at an earlier point of time, it should facilitate corporate activity to 
move further in advance. And at least we would appreciate an explicit announcement to come as a researcher as to 
dispel any fragile elements of speculation. And for emissions reductions, in fact the heightened credibility to 
emissions reductions mechanisms is a point of crucial interest. Certification and verification needs to be firmly
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established, which is one of the aspects that relate to this, as well as the grading function is required, which already 
exists in the market, in fact. We need to establish these procedures.

As well as for the market the future evolution of the market itself represents a risk in its own. Of course we 
will see market fluctuations that represent risks of uncertainty. And as for measures to address this, both in the 
UNFCCC as well as the Kyoto Protocol, the CDM would be amongst the first to address these issues. I believe the 
CDM will become a trigger in a sense as to expand activity in this field. We also have the U.K. as well as Norwegian 
systems which are likely to be the precursors. So from a bottom-up approach we would like to in fact globalize these 
systems. For permits trading as well as for credits trading, as for the credits that are given to reduction of emissions, 
we need to provide fungibility, as well as activity that directly relates to trading, we have normally two parties, bilateral 
trading or OTC or over-the-counter trading. In fact, that is usually the case where any trade starts, and in fact it takes 
further prevailing forces through the exchange in linking a number of actors and in expanding the scope and the 
number of the transactions. In fact, the U.K. power trade, as you notice already, had some limitations to that 
expansion, which in fact de-filled the process to be less successful. We also have derivatives, forwards, such as 
options, and futures that are traded on the exchange. These are measures to which we can manage risk more 
effectively by providing these instruments. We also have carbon funds not only organized by the World Bank but a 
number of funds that already exist, that carry project portfolios to better and more effectively manage risk. We also 
have financial mechanisms as they come down to the pipeline.

So, in fact as matters relate to these various aspects, how can we build a system from scratch? I believe 
this was supported by Mr. Sharma this morning. It would be a learning by doing process or step by step process 
given this context of creating something from scratch. Eurelectric, I understand, Mr. Scowcroft has experimented on 
the electricity industry, which was fairly successful. We also had a pilot phase. In fact within the framework of the 
convention we have AIJ. We also have voluntary participation. Of course that is voluntary, so you may or may not 
join this framework. We also have kickoff projects or supporting systems using public funding, for instance, to give an 
idea as for how we can fill in the gap as of the lack of any experience or any precedence.

Now, let us come to the regulational framework in the international context, regulations pertained to in the 
international arena, the Kyoto Protocol. Of course it is too early to predict how the U.S. position has changed in its 
alternative proposal to the Kyoto Protocol. I do believe that though it may not be a complete alternative, it would have 
some similarities as I see a high possibility of a proposal of that kind in nature coming into place. We will also see 
monitoring to emissions as well as certification to emissions and analyses as well as how we can keep to the targets as 
a matter of compliance. Kyoto Protocol Article 5 and Articles 7 and 8, which pertain to 7 in the case of 
communication and 8 provides expert review, and Article 18 which refers to non-compliance. I believe Michael 
Grubbs and Erik Haites, as the following speakers, I believe, as researchers, will be providing their experts’ appraisal 
on these matters.

Another issue with regard to international framework says how we can assure market liquidity. I believe 
two previous speakers or the two speakers that I have mentioned will address this later in terms of supplementary as 
well as transaction costs and fungibility and liability rules, and so forth. These are a matrix of intertwined issues 
altogether. And in fact, the international framework would be supplementary to domestic activities to yield proposal, 
in fact, to constrain trading amounts. It is not straight on; of course it is amongst the alternative proposals as to 
give a solution. But that is not only the way in which we can proceed. In fact, if this is not to provide a direct 
solution, non-compliance as well as overselling arises issues, and also an issue of who bears the costs of non- 
compliance with regard to liability rules, and how can we reduce transaction costs which reach a certain extent and 
level as for CDM and Jl, joint implementation, without the sacrifice of lowering credibility. Fungibility, I think, 
personally is not a major impediments. However, I need to contemplate further as for how this would relate in more 
depth.

And if in fact emissions trading is allowed to a further extent, cap-and-trading or baseline-and-credit are the 
two major categories of emissions trading. Of course, the demarcation is not as simple as I have mentioned. Of 
course, there are systems that go in between. In fact, the “ex-ante” trading, which is a trading that trading is only 
made possible if you over-achieve the allocation, that is not the case. Ex-ante is in fact as soon as you are allocated, 
you are eligible to trade. And “ex-post” is only in extent that you exceed the targets that you will be eligible of trading. 
And of course, most obviously, the market will get a smooth start in the case of ex-ante trading as soon as the 
allocation is provided to initiate the trading. And I do believe intensity targets in their achievements in a most natural 
course of matters would be related to ex-ante trading.

Solutions, for instance, there are some concerns that ex-post trading would be less flexible in providing 
grounds for trading. For instance, solutions to this would be creating derivatives, which is in fact not the underlying 
asset but the contract- based derivatives trading, so to speak of. I think in the case of the U.K. this would be most 
likely; as follows, then, Norway and the EU, which I am sure my colleague speakers would address later.

As for the intensity target, even if that exists, of course, certain prediction as the basis upon the allocation is 
made, and on the following years adjustments may come. And in that case, ex-ante trading is also possible.

As a matter of allocation, I believe this is one of the most challenging issues, or distribution, in other words, 
which is distributing and allocating the permits. I do believe fundamentally this is not an issue of economic efficiency

— 144



but of a critical distribution. I do believe economic efficiency is assured by the emissions trading schemes and 
systems, and allocation issues will try to assure equity. I believe, as my fellow speaker will address later onwards, the 
U.K. had a very hard time in firming out its systems.

So how can this be made possible is the question. Feasibility, I believe the process in itself in the 
discussion is most essential, and I think the process needs to be worked out as it is an important element to further 
evolution.

I believe there are factors of energy market liberalization as well as power trade, I believe, will be addressed 
by Mr. Scowcroft later. We will also have to relate the issues to the U.K. and Norway in the case of carbon tax as well 
as to fiscal matters and policies.

So, by examining existing regulational systems, I believe the regulationary systems are fairly to a much 
higher extent interact with voluntary agreements as well as fiscal policies and market liberalization issues. So, 
interaction with regard to taxes, energy conservation and voluntary agreements is most natural.

Now, in concluding I would like to raise a few points. Of course, post-2008 is a major issue. However, 
importance also should be attached to pre-2008 in the transitional period, which is a critical question. And in fact, 
premised on the taking effect of the Kyoto Protocol, of course I believe beyond 2008 would be more foreseeable, 
however, I do believe that we face the challenges of the import that should be attached to the pre-2008 transitional 
period. I believe one way in addressing this is the voluntary participation as well as phased approaches. We also 
have a number of emissions as well as from various countries and permits and credits should be integrated and 
provided in fungible form internationally.

From an environmental viewpoint, by utilizing the market, as I have mentioned upfront, in fact it is of great 
importance that utilization of markets means that we are trading to a certain emissions limit that not is to be further 
increased in its levels. I believe the workability should come with the integration of business criteria and the 
environment.

Now, let us examine the relationship between emissions trading and project-based mechanisms. The 
world economist Dorse(phone.) says that in fact joint implementation is not necessarily required. However, that is 
not an idea that I would readily support. I believe complementarity or supplementary is to be stated as to, in fact, 
supplement the imperfect markets or to in fact complement for any market shortfalls. In an imperfect market 
environment, I also believe that effective tools, in the case of the U.S., that credits will be acquired and acknowledged 
in the case of domestic systems. So effective tools that link both international and domestic are required. Of course, 
there are much room other than these instruments that I have mentioned where in fact it would be valuable to ponder 
upon an effective design for efficiency. Of course, domestic frameworks can be reinforced in a much stricter manner. 
However, in an international framework of treaties, in fact, I believe, to a certain sense I would state as others have 
mentioned that the compliance would be rather weak upon the international treaties that it has no governing or 
monitoring international entity. Therefore, the reinforcing of this weakness should come from the domestic 
framework.

And also, of course, the portfolio and its creation not only with regard to global warming and emissions 
trading alone would be devised to provide effective and workable solutions as to devise them carefully. Thank you. 
MODERATOR: Thank you very much, Dr. Matsuo. You have mentioned about business as well as
environmental aspects with regard to emissions trading, as well as the design of systems as well as options. You 
have covered a broad set of issues in a more organized and systematic manner.

Are there any questions as we have some time to entertain questions? Please go ahead with your
question.
KUDO: I am Kudo from the Institute of Energy Economics. Well, you talked about us in various manners the
issues that relate to us. Of course, "us" would mean businesses. Of course the businesses are variant, and the 
risks and opportunities, the viewpoints of each participant or entity may take would differ greatly. I have mentioned 
this morning that we have heightened uncertainty as for the international systems and instruments as well as for the 
national systems which are yet to be seen. If we are going to create rational as well as nondiscriminatory or 
nonexclusive markets, I believe to some extent Japan may follow the case or lessons that have been earned abroad as 
to bandwagon, some of the precursor systems. I believe that what are the risks and opportunities from this 
perspective, how should we go further in addressing these issues with regard to overseas activities, and how should 
we frame this issue is my question.
MATSUO: I do believe of course this primarily rests upon the businesses and firms. Of course, this symposium is to 
enlighten firms on the precedents and the lessons that are earned later to be presented by Norway and the U.K. In 
both countries, firms have been highly intrigued by the idea of emissions trading, which gave a whole start to the 
process, as follows the U.S.; in fact, the market participants are fairly aggressive in moving forward. However, in 
the case of Japan, given this national system, in fact with the regulatory environment domestically, it is still to be seen 
as for how it will unfold. Therefore, there is a comparatively higher possibility that if we take action now on part of 
firms today, it would be fairly reflected in the regulatory framework here in Japan.

By taking this viewpoint, within the given business regulatory environment, there are a number of options 
that would put a constraint on emissions trading, and we need to make a choice and screen from the number of
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options that are presented from overseas experiences as to in fact highlight some of the proposals on part of the 
KEIDANREN, Association of Economic Organizations, to make a proactive, forward-looking strategy, rather than a wait 
and see attitude. This is my personal opinion.
MODERATOR: With the interest of time, we will not go further and we would like to call upon following speakers.
Thank you very much, Dr. Matsuo.

Next from Eurelectric, the Union of the Electricity Industry, I would like to invite the next speaker, Mr. John 
Scowcroft. He is serving as the Head of the Environmental and Sustainable Development Unit. And he would 
share with us the various efforts being made in Eurelectric especially with regard to the greenhouse gas and energy 
trading simulations. Mr. Scowcroft, please.
SCOWCROFT: Thank you very much, indeed, Mr. Chairman, and I would like to start by thanking the
Government of Japan for putting on this symposium and for inviting me to participate and present the outcome of our 
energy trading simulations. And particularly, I think, as a first representative industry to speak here, how grateful we 
are as industry to be invited, because, after all, at the end of the day I think we are going to be called on to make a 
great part of the efforts that will be required to make this thing work.

So, what I want to do very briefly is to present you our emissions trading and energy trading simulations, to 
give you a very brief overview of what happened, and I am talking about two simulations because the first one took 
place in 1999, which we ran with the International Energy Agency, and with ParisBourse, and fundamentally we started 
from the situation where we recognized that European Electricity Utilities have already been exchanging electricity 
within the European Union, and indeed beyond, and it is recognized that these exchanges themselves have led to 
lower C02 emissions levels. There has been some very good work by the IEA on this which I recommend to you. 
It was therefore logical for us to extend that and see how we could integrate that with the emissions trading.

So, our objectives were to explore the advantages of energy and C02 emissions trading, to learn by doing, 
to see how trading, emissions trading could be integrated into companies activities, and hopefully to contribute the 
design of emissions trading within the Kyoto Protocol. That first simulation took place over three months. Sixteen 
electricity companies took part. And the conclusion at the end was this was a very good exercise, however it would 
be very important if we could continue the exercise and extend it to bring in energy using companies.

So, what we had in "GETS 2” as we now call it, was virtual companies, in other words, we did not use real 
companies, the participating companies created a virtual simulation of themselves. This was for two reasons. One 
is the sheer size of the undertaking, and we couldn’t have handled the vast amount of plant involved. And secondly, 
it gave companies the chance to experiment with different strategies in a way that may not have been possible if they 
were participating as a full company. So, we had 26 energy producers, 12 energy consuming companies from 16 
countries participating in the second simulation. And as you can see, the sectors involved were pulp and paper, 
cement, glass, steel, chemicals, oil and gas, and the vast bulk were electricity producers.

This is a general outline of how the simulation worked. So on the left-hand side of the graphic you will see 
the electricity companies and they had the role of producing and selling electricity. They could do this by trading on 
the electricity market, and they could also buy and sell C02 on a parallel C02 market. The energy consumers, again 
they had their production targets and they could buy and sell electricity because they could also be auto producers on 
the market, and clearly they could buy and sell C02 on the C02 market. There were a number of background 
parameters which were run by the simulation organizer, if you will, in this case it was Price Waterhouse Coopers, and 
they’ve fed in to the simulation fuel prices, raw material prices, revenues from CDM and DSM projects, we tested out 
the credit based mechanisms mainly as financial instruments. The companies were given their production objectives. 
They were told what industrial growth was going to be, and they receive various markets analyses.

So, if we look at the differences between the two simulations, first of all, in the first GETS 1 we only had one 
simulation which ran over a three months period. In fact, for one hour a week, the companies traded electricity and 
C02 on the markets simulating one year a week. In the second simulation we ran the simulation three times, which 
meant that they ran the simulation which ran from the notion of 2000 to 2015, basically three hours on a Wednesday 
afternoon, they simulated activity for three years. As I have said, we had energy consumers in the second simulation. 
In both of them we were using cap and trade, and we issued tradable emission permits. In both simulations banking 
between the commitment periods was committed. In the second simulation we tested a unit sector and we tested the 
gateway between the unit and the cap and trade sector in a similar way to that in the U.K. system. We tested other 
allocation methods than grandfathering. We had financial penalties as well as environmental penalties for 
noncompliance. We had, as you can see, twice the number of participants, and we increased the number of 
commitment periods from two to three, and I will come back to the reason for that as I go through.

So, we tested a number of allocation methods. In the first of the simulations in GETS 2, we grandfathered 
the emissions. In the second simulation we had a mixture of grandfathering and benchmarking, 50 percent 
grandfathering and 50 percent benchmarking. The benchmarking we use was a fairly rough and ready method, and 
we didn’t have time to be terribly sophisticated. For the electricity sector, what we did was we took the number of 
plant in the simulation, we totted up the emissions for that plant, divided it by the number of plant in the simulation, and 
came out with an average emission, and that became the benchmark for the allocation method.

In the final simulation, we tested auctioning, 50 percent grandfathering and then auctioning for the rest, and
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also in that simulation some 25 percent of the participants decided that they would simulate a unit sector and took on 
the efficiency targets. The commitments, that were the same for all three simulations, were for the first commitment 
period everybody had a -2 percent reduction target, in the second -5, and then finally a -8 percent target. In essence, 
as I say, everybody had the same target; there was no differentiation between either the companies.

So let’s look at the basic results. In all three simulations, emissions were lower in 2012 than they were at 
the beginning of the simulation. In 2.1 and 2.2, despite some significant economic growth, we are talking about some 
20 to 30 percent growth, the participants managed to reduce and then stabilize their emissions. In 2.3 we put in 
extremely strong growth somewhere out 40 percent, and you can see there on the chart that whereas emissions did 
reduce, they were tending to cleave up towards the end of the simulation. But in fact, because of the use of the other 
mechanisms, over all the simulation showed the targets were met.

If I can look at another way for the electricity sector, and this is the question of the evolution of carbon 
efficiency, in other words, the number of emissions over energy consumption, and you can see there that there were 
some 20 to 25 percent reduction or improvement in the efficiency of the system. When you come to analyze the 
results, and you can get the full report; it’s free and downloadable from our website, www.gets2.org., you will see that 
the reductions were achieved through investment in new plant and for improvement in industrial processes. And the 
charts on the right show you the investment pattern throughout the simulation for both the two simulations, first two 
simulations. I haven’t put the third out there because the investment patterns were very similar in GETS 2.2 and 
GETS 2.3. Now if you come to analyze that investment more closely, what you see is a learning process. It’s 
people learned how to operate on the carbon market; they learned that they could actually spread out their 
investments in a much more economically efficient way. So you see GETS 2.1 which was very much a learning 
process. You see everybody made that to a large extent, installed their new capacity before the first commitment 
period. In the second two simulations, they installed, they smoothed that capacity over each commitment periods, so 
you see a much more smooth pattern of investment over the simulation.

Now, what you see here is what we call the "wall effect” and that is quite simply that as a simulation ended, 
there was no incentive for anyone to invest for reductions beyond the last commitment period, and therefore the 
investment tails off, and also, although you won’t see it on the chart, you find some very strange fluctuations in the 
price of carbon. The people seek to balance their books as the simulation work, and I dare say that’s the game came 
to its end.

Looking at energy utilization as far as the electricity sector is concerned, you will see there was, which will 
not be a great surprise, there was a considerable switch from coal to gas over the simulations, all three simulations, 
this is GETS 2.2, and a marginal rise in the use of renewables. I think one of the conclusions we would draw from the 
simulation is that emissions trading of itself will not give the necessary breakthrough that renewables will be looking for

a caroon rnaiKei. oo io a large extent, i Know we talked, one or two of the participants have said, why did you
invest so heavily in renewables, and they say: well, it wasn’t because of the price signal carbon was giving but we 
wanted to simulate what would happen if our governments were to set us targets for renewables. So in fact, there 
was also a slightly perverse effect as well.

Now, turning to the allocation methods, there is a significant financial impact of allocation methods. And I 
think here we are talking about initial allocation methods. And this case study of one of the participants who are 99 
percent coal based, you will see what the impact of the allocation methods have on them. If you look at the blue 
columns, that is based on grandfathering. In other words, their 99 emissions were translated into targets, so they 
have a -2, -5, or -8 over the three commitment periods. When you go into benchmarking, you see that in fact their 
targets are increased because they become -6, -14 and -22 percent. Now, that company, over all three simulations, 
actually met its environmental targets; it met its commitments, but the financial cost was significant because you will 
see that under grandfathering, they were a structural seller of permits, whereas with benchmarking they become a 
structural buyer of permits, and clearly if you had the other more carbon efficient virtual companies, had the opposite 
pattern in the market.

Now, please read the top line: “The volumes and prices are virtual.” The purpose of this simulation was 
not to seek, to set a price, or find out a price for carbon. This is something that came out of the particular constraints 
of the simulation and of the virtual companies. But there are some interesting lessons to be drawn. First of all, as 
the simulation progressed, market liquidity improved, as people learned to hedge between carbon and energy. 
Basically the electricity companies had a choice between investing, between buying electricity on the market, or buying 
on the C02 market, and they optimized that as the simulation went on. The average debt for the market was 600,000 
tons of C02.

Looking at what happened to electricity prices, they were integrating the cost of carbon over time, in other 
words, the external cost was being integrated. In first two simulations, electricity prices increased from about 30 
Euros a megawatt/hour to 40 Euros per megawatt/hour; C02 equivalent because one point I have made is that we 
traded all six gases in the second simulation, whereas 002 only in the first simulation, so the 002 equivalent prices 
fluctuated within a range of 10 to 30 Euros per ton.

So, to sum up, what are the main conclusions we draw from this simulation? If I can just remind you of 
what we were trying to do in this simulation, first of all we were trying to assess the feasibility and the prerequisites of

147 -



the European carbon trading system; we were seeking to learn by doing, and we were hoping to contribute to both 
the design and implementation of carbon trading at national or sectoral at European and international level. That’s 
what we set out to do.

Well, on assessing the feasibility I think we have shown that carbon trading is feasible on a European scale 
with different industrial sectors and with different greenhouse gases. We tested the presence of brokers, the market 
makers in the system, and this had an efficient effect. We think we have demonstrated it for carbon exchange to 
function. It is essential to verify a posteriori that the companies own permits in sufficient quantities to cover their 
emissions. And that little chart at the bottom is I think a very neat way of describing it. You start off with the 
allocation process. As you enter into the commitment period, you have companies undertaking plans to reduce their 
emissions and to trade permits. And at the end of each commitment period, you do a simple calculation; you 
calculate there what their emissions actually were; you set that against a number of permits they own; and there 
you have a carbon balance. So if it’s imbalanced, nothing happens. Clearly if they are in excess, they can bank 
those permits into the next commitment period. If they are in deficit, the penalties that we had came into play. We 
had two penalties. There was an environmental penalty, which meant that the shortfall was carried over into the next 
commitment period, and there was a financial period of penalty where they had to acquire the equivalent number of 
permits on the market at a price of, in our case, it was a 150 percent of the highest perceived price on the market.

In looking at what we learned, as far as the initial allocation is concerned, this did not seem to have any 
impact on emissions reductions. People met their targets. What it did have was as significant impact on company 
shareholders values. The initial allocation method is a financial issue, not an environmental issue. And what is also 
clear is that there is no equitable method over allocation. Whichever system you choose, you are going to advantage 
some sectors against others, and within a sector some companies are going to be better off than others. So I think 
our message to policy makers there is that when you come to design a real allocation method, the key issue will be not 
to distort competition, because you will never going to get it right as far as individual companies are concerned.

We believe that GETS 2 developed a sound framework for rules, reporting, compliance and penalties, that 
could serve as a basis for designing future markets; that the credit based mechanisms we introduced, which had risk 
attached to them, did contribute to minimizing the cost of reduction, once the institutional questions have been 
resolved.

The wall effect, which I mentioned, does have, although it has a specific outcome from the simulation itself, 
has a message for policy makers, in other words, there is a need for a longer term perspective that companies like 
certainty, and if they are going to invest into the future, they would like to know what the rules are going to be.

But the main lesson on which I will finish is that it was investment that drove environmental compliance. 
The emissions trading markets allowed companies to integrate environmental goals into their business strategies and 
into their decision-making.

Thank you for your attention.
MODERATOR: Thank you very much for your presentation. That was about the simulation conducted in
Europe regarding C02 emissions, and I think it was very informative. We appreciate your presentation. So now we 
would like to welcome any questions from the floor. Anyone? Anyone? Maybe I am missing someone since 
light is blocking my view. Please.
YAMADA: Thank you. From the Graduate School of Kyoto University, my name is Yamada. Thank you very much 
for your very informative presentation.

Now, regarding the market of emissions trading, as a precondition for introducing that system, already in 
Europe, in many countries, environmental taxes have already been introduced. The assumption is there. In relation 
to the introduction of emissions trading scheme, how do utility companies in Europe view that correlationship? Can 
you elaborate on that, if possible, please?
SCQWCROFT: If I can speak purely about the simulation, we did not have any taxes in the simulation, although
it was not beyond the possibility that the simulation organizer could have introduced them. On a general principle, 
the European electricity utility industry is not a protagonist of energy taxes. I think one of the things that we would like 
to say about emissions trading is that one of the things we demonstrate, I hope, is a market is much more effective 
delivering environmental compliance than the taxes, putting it very crudely that in a market the regulator sets the 
quantity and the market sets the price. With taxation it’s the other way around. The regulator takes, I guess, what 
price is going to deliver the quantity, and hopes that it does.

So I think we think a market is a much more efficient way of delivering environmental compliance than
taxation is.
MODERATOR: Thank you very much. Maybe one more or two more questions. Please.
KUDO: Kudo from the Institute of Energy Studies. In the simulation, renewable energy sources on the rise, and I
think you showed in the result or the breakdown. Does this mean that the renewable sources of energy is becoming 
competitive in terms of price? That is the view of the electricity companies? Is that the reason?
SCQWCROFT: I think just to emphasize what I said was that there was an increase in renewables during the
simulation, but it was not the sort of take-off you would have expected they’d have become competitive within a carbon 
market. I think the increase was fairly marginal, and as I said, one or two of the participants did say that they were
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actually trying out strategies that were driven more by what they thought their governments will be asking them to do 
than what the market signals were giving to them. I think within our simulation, renewables did not become that 
competitive.
MODERATOR: Thank you very much. Any more questions? Yes, I see one hand. The person in the far
back.
KAWAGUCHI: Kawaguchi from the Ministry of the Environment of Japan. From the result of the simulations, I
think you can say that the international emissions trading, which is assumed under the Kyoto Protocol, for it to function 
what are the conditions that need to be met? In other words, what are the important conditions that need to be met, 
or what are the conditions that are not favorable in order to have such a workable system, for the international 
emissions trading system?
SCQWCROFT: I am not even sure how I could begin to answer that, but I think some of the issues that we have
shown is that there needs to be some kind of certainty about what the commitment periods are and what the targets 
are. I think we need to know that I think one of the interesting things is that we need to have companies on board, I 
think. I think one of the criticisms of our simulation is that we actually ignored governments. We assume that 
governments have said to us get on and do it. But beyond that, I am really struggling to say any more.
MODERATOR: I understand that the very last question raised was a very difficult one. We would like to close
the presentation and the question and answer for Mr. Scowcroft. Thank you very much.

Now we would like to move to the next speaker. From the United States, Natsource, Mr. Garth Edward. 
Mr. Garth Edward at Natsource is looking at international emissions trading, and also he is Head of the Section in 
charge of looking into the trading issue. So he has very profound knowledge on IET. And together with the World 
Bank or the European Commission he has carried out a number of projects to which he has provided advice. He will 
be talking about the emissions trading in the United States as well as the international view towards emissions trading. 
Please.
EDWARD: Good afternoon, ladies and gentlemen. Thank you very much, Mr. Chairman. I would like to express 
especially my thanks to the Ministries of Environment, Economy, Trade and Industry and Foreign Affairs, first of all for 
the kind invitation, and secondly for the excellent arrangement. Thank you.

I am going to talk a little bit about market reality, and this maybe is a slight change of direction from some of 
the discussions that have taken place so far today. This morning we heard from four discussions from various parts 
of the political community. Talking about the Kyoto Protocol, a high level, multilateral initiative that tries to solve a 
global problem, I know that in the room today there are many companies who must do business in domestic 
environments. Not many of us respond to UN Resolutions or multilateral decisions in our day-to-day business 
decision-making, however, we do respond to domestic law and potentially regional law, and we respond to what our 
competitors do. And this is actually a much more short-term issue than some of the concerns that might be raised by 
the Kyoto Protocol itself. In the short term, things are happening at the corporate level. They are happening as we 
have heard from Mr. Scowcroft, they are happening at the domestic level, as we will hear from a later speaker, Mr. 
Derwent from the U.K. And they are happening at the regional level, such as in the EU, and we will hear from Mr. 
Delbeke later on. And I just want to emphasize that many of these initiatives are not looking at a 2008 time frame. 
They are looking at a much closer time frame, and perhaps are quite relevant to some of our businesses in the near 
term.

So, some of you will have heard today that there has been mention that there is indeed some emissions 
trading taking place. This is true. But why? How can that be the case? We have no laws. No company in the 
world at this point in time must reduce its greenhouse gas emissions. So why does a company spend its money, its 
shareholders’ interests, in emissions trades at this point in time?

Well, here is basically the logic; there is nothing new here. But under the Kyoto Protocol, and in the 
public domain, we understand that countries are probably going to have to reduce greenhouse gas emissions at some 
point in time. It is logical that countries will devolve that responsibility to their constituent companies. It is 
companies that own those emissions and companies that must be encouraged to reduce those emissions. It is 
typically costly for companies to reduce their emissions, and therefore, it is a risk to their earnings, just like any other 
risk, interest rate risk or fuel input risk or exchange rate risk, and companies have a responsibility to their owners and 
shareholders to manage risk. We understand this, and we know that this creates some demand for hedging practices, 
some demand for the market, but maybe we can just remind ourselves how risk management actually works here.

Even in the immediate term, if I was to operate a power company, perhaps I can be for one minute the boss 
of Tokyo Denryoku, TEPCO, for example. So I am a company with a lot of emissions. I burn a lot of coal. 
Possibly I can see a scenario in the future, maybe the next five or ten years, when I will be required to make emission 
reductions, perhaps 10 percent, perhaps in this case about a million tons. I can call my engineers and ask them how 
much does it cost me to reduce one ton of emissions? My engineers may tell me that to reduce C02 from a coal 
burning power station is very difficult. Carbon plus oxygen equal C02; it’s hard to find low cost technical solutions. 
So, that costs me perhaps a 100 dollars per ton, and perhaps TEPCO has an exposure here of a 100 million dollars 
per year if it must reduce its greenhouse gas emissions.

Well, why is the market useful for hedging that risk? Well, right now it can provide the ability to buy, for
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example, a form of insurance, something that we might call a “call option.” And that gives a company the right, but 
not the obligation, to buy emission reductions at a certain price. The cost of buying that option may be something like 
one dollar per ton. Perhaps TERCO may be able to hedge its exposure for a total of 1 million dollars. For example 
we are assuming 1 million tons, 1 dollar per call option, 1 million dollars total exposure. That’s 1 percent of the total 
exposure. If necessary, we can exercise that call option in the future and we have complied at low cost. So that is 
the rationale for some of the trading that takes place up until now.

Frankly speaking, this emissions trading is extremely difficult. We do not have a standardized commodity. 
There is no law. There is no guidance up until now from governments. So every time a trade takes place, the buyer 
and the seller must define the commodity between themselves. That means that there must be a lot of information 
about each trade. Typically in an oil or gas or power market, all we need to know is price, quantity and vintage. But 
in the greenhouse gas market, we need to know an awful lot. We need to know information about the quantification 
procedure. We need to know about ownership. We need to know that the reductions are in addition to any existing 
law. And we need all of those attributes to be verified by a third party. We have no institutions to guide these trades 
at the moment. We have some ad hoc guidance, perhaps, such as in the U.S. 1605(b) Department of Energy 
Program, and in Canada there are some very strong initiatives, the Voluntary Climate Challenge Registry and the Pilot 
Emission Reduction Trading Initiative in the Province of Ontario. But these are not formal, legally established 
programs. This means that fundamentally we have very high transaction costs in this market. And we have no 
underpinning demand. We have to remember nobody needs to buy anything in this market at the moment. It is a 
selective choice by companies whether they buy or not, and hence buyers dictate the terms.

The bottom line here is this market is very small; less than 100 transactions. The bulk of those 
transactions have involved options, and prices have been very low, between 1 to 3 dollars. Who is involved in this 
market? We hear a lot of talk. Well, there are maybe various ways of looking at the market. In terms of outright 
transactions, I understand that a Japanese power company recently purchased some emissions reductions from 
Australia. Some U.S. oil companies have been involved; several Canadian companies, we have heard of, and also 
some European companies. But quite a small number. A greater number of companies have perhaps been 
involved in what we might call strategic investments, not so much outright transactions but investments in projects 
which are additionally attractive because they generate emission reductions. And here we have seen, for example 
again, Toyota Motors, perhaps, being involved in forestry projects, or American electric power in South America, AES, 
Dupont, and so on, taking part in various internal and external projects. The World Bank has a very strong initiative in 
the form of the prototype carbon fund, and many Japanese companies have seen that as a good opportunity to gain 
education and experience. In Japan itself there is the carbon offset initiative with several Japanese companies 
participating there.

Unfortunately, this voluntary market is going to disappear. We have gained a lot of experience. We have 
gained a lot of education. But fundamentally, this market is not good enough. The underlying property right, and I 
know that’s a slightly politically eroded word, but from a treating point of view it's a property right or a compliance tool 
that we really need. And in this early voluntary emissions trading market, that property right has not been good 
enough. To be exact, the tradable unit in the voluntary market can be defined as this second bullet point. And you 
will see that it’s a long and very painful sentence. However, the problem is that when we buy emission reductions in 
the voluntary market, those reductions may or may not be valid for our compliance under future law. Obviously we 
don’t know what that future law will be, so we don’t know if the transactions that we have done are valid.

Now, up until now there has been no alternative. So we have persisted with this voluntary emissions 
trading market. However, we now have better solutions just beginning to emerge. We are starting to see 
development of a greenhouse gas market that involves commodities, real compliance tools, efficient risk management 
instruments. And I will look at three rough examples at the moment. One might be actual emission reduction units 
under joint implementation agreements. These emission reduction units, ERUs, are a Kyoto Protocol instrument, and 
in effect we are starting to see companies begin to take title to ERUs, either through the Dutch Emissions Reduction 
Unit Procurement Tender, ERUPT, process, or potentially through some of the World Bank PCF investments, which do 
involve an ERU purchasing agreement. So there is beginning to emerge a body of companies who have title on a 
forward basis to ERUs. We are shortly going to hear from the U.K. delegation who will tell an awful lot about the U.K. 
internal domestic emissions trading system. This is tremendously important. We will look at it a bit further but this is 
important not only to the U.K. but it is important to the wider world because it creates the first in effect government 
devolved property rights, if I may use the term. No longer are we looking at an instrument defined by a buyer and a 
seller; we are looking at an instrument defined by a government in accordance with government rules. And as we 
see the U.K. allowance market kickoff essentially over the next few months, we are beginning to see market positions 
emerge for U.K. allowances. In fact at the moment there are offers or positions to sell U.K. allowances at 
approximately 15 dollars.

Another possible emerging compliance tool area is in Australia where there is a proposal before 
government at the moment at quite an advanced stage to start a credit for early action system. This proposal would 
allow companies to do projects now, and in return for certification the government would draw down assigned amount 
units from the Kyoto Protocol period and distribute them to companies on a competitive basis. This gives the
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prospect for companies in near years, in 2001, 2002, to take title to assigned amount units, again a Kyoto Protocol 
compliance instrument. All of these instruments are commodities, and they can be defined by price, quantity, and 
vintage, which starts to give the basis of an efficient risk management market.

Why is a commodity important to us, and perhaps to Japanese companies? Well, this provides efficient 
risk management potential, which I said. It is defined by governments, so this gives us some clarity. We know price 
quantity and vintage, and therefore, we can compare instruments effectively against each other. Price begins to be a 
function of demand and supply. Up until now the voluntary market has had sporadic ad hoc demand, not enough to 
really shift price. Now we will have a market that functions like any other in response to demand and supply.

In a sense, these commodities will be a claim on a Kyoto Protocol compliance instrument and assigned 
amount unit of one kind or another, and therefore, in principle, will be internationally tradable as the Kyoto Protocol 
rules become more defined. From a company’s point of view, the most important thing is that even in advance of the 
Kyoto Protocol, this is still a good and useful thing to do, because we have a market which exists now into which we 
can monetize these allowances. So for example, if I am TEPCO and I buy a U.K. allowance to hedge my risk, I may 
certainly hope that I can transfer the U.K. allowance back to Japan and redeem it with the Japanese Government in 
order to reach my compliance target. But even if there is no Kyoto Protocol, I still have the ability to sell that U.K. 
allowance in the U.K. and take the finance back. So I am not exposed to regulatory risk any more. I am exposed to 
market risk or price risk, which is something that we know how to deal with and we deal with all the time with other 
commodities.

Importantly, a start of a compliance market means that as a company I can mark to market. Now, that 
means that I can value my greenhouse gas assets or liabilities at any one time. It becomes part of the accounting 
for my company, and it becomes part of the assessment of my forward stream of earnings, and therefore my share 
price. Obviously companies pay attention when their stock price begins to be affected.

So we begin to see the emergence of some international activity for compliance tools, and the start of 
trading instruments such as this trading platform. This is one we have for U.K. allowances. But of course, this 
functions on a global basis, and will allow companies wherever they are to see prices very efficiently. I should say 
that this is just one trading platform. This is our trading platform. But of course, any private entity may care to 
establish a trading platform. It is not the function of a government or regulatory authority to provide a trading platform. 
It is a market activity. Governments, of course, must provide their registries.

So, this may be all very interesting, but what does it mean for some of the companies in the room today? 
Well, greenhouse gas emissions trading should, according to academic textbooks, be a hot priority for Japan and 
Japanese companies. This is because, if we assume a scenario where Japan does indeed comply with its Kyoto 
Protocol target, then as we all know, Japan has an extremely high marginal cost of abatement, considerably higher 
than any other country. If Japan is to comply on its own, without any international emissions trading, Japanese 
business will certainly find it hard and will certainly find it noncompetitive with the rest of the world. So Japanese 
business has a strong incentive to see an efficient international emissions trading system that will harmonize 
compliance costs across the international community.

Where are we right now in Japan? We have existing greenhouse gas policies, to some extent, energy 
conservation law, some voluntary commitments, for example, with Keidanren, and some incentives for energy 
efficiency. However, these policies do not guarantee any targets. They do not cap the emissions of Japan in any 
controllable way. And this means that for the Government of Japan there is a lack of control and a lack of ability to 
ensure that the Kyoto Protocol target will be met. This is well known. And so, this makes us perhaps think about 
the possibility for new policies.

Now into this difficult ground steps Mr. George Bush, and he says that he perhaps will want to hold on any 
further developments for the moment. And maybe some companies around the world will think that the best thing is 
to wait and see, to hold on, until there is some clarity at the Kyoto Protocol level. Before seeing what this might do for 
some Japanese policy development, I can maybe quote what some American companies have been saying in the last 
day or two. There is a report in Businessweek by the PEW Center, which is a U.S. organization which groups 
together 33 major U.S. corporate entities, companies like Al Core, United Technologies, American Electric Power. 
And the leader of the PEW Center has said that Mr. George Bush is not doing business a favor here. Now, why are 
these companies saying this? They certainly don’t like spending a lot of money on environmental initiatives, and they 
are certainly no friend of the Kyoto Protocol. However, these companies do think that global warming is a reality, and 
they do think that at some point in time they will be required to reduce their emissions and address the problem. 
They would like to have as much flexibility and as much time as possible to do this. Therefore, they would prefer to 
see some decision-making in the near term. They would like to see some policy dialogue and some guidance from 
government very soon. To quote from Mr. Pultibo(phone.) who is the Vice President of DuPont, he says: “The thing 
that would help us from an economic standpoint right now would be a good emissions trading system.”

So these are some of the largest U.S. corporations, and they are saying: “We don’t really like the Kyoto 
Protocol, but we do need some indications from government as to what policies are going to affect our bottom-line.” 
And perhaps this can make us think a little bit in the Japanese context that it is perhaps time to initiate some of these 
discussions.
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Up until now there has been a thought among some Japanese companies that a cap-and-trade system is 
bad for our companies. I am not sure it is possible to say a priori whether cap-and-trade is bad or good for any 
company, unless you actually know a little bit about the underlying rules. It is only if we know about market structure 
whether we have an allocation based on grandfathering or auctioning, whether the whole economy is covered or just 
upstream power generation, whether C02 is the only units or whether methane and nitrous oxide and so on is included. 
We need to know about banking mechanisms. Can we bank? Do we have inter-temporal flexibility? How much 
will it cost to monitor our companies? What is the price of a buyout? What penalties might be enforced on us? 
And do we have access freely to international markets? All these issues must be decided to some extent before any 
company can quantify the impact on its bottom line.

So to conclude, this perhaps leaves us with some thoughts for action. We have a lot of uncertainty, but I 
suggest that maybe some action is going to be useful. First of all, we might of course look at what our emissions 
actually are, and where they are going, up or down? We might look at what the likely political scenarios will be for our 
company. We may assess whether we have an exposure or an opportunity based on our understanding of the 
situation. We may then build cost curves, call up that engineer, ask him how much does it cost us to reduce 
emissions internally. We may look at the marketplace, look at the forward curve for buying allowances. And then 
we will be able to gauge whether it is efficient for us to make emission reductions or buy emission reductions. And 
the bottom line is we must know at what price we are a buyer or a seller of emission reductions. All of this, of course, 
is good homework, and to convert that into reality we must have a dialogue with government to ensure that the rules 
which will govern our trading systems are appropriate and useful for our business. And I would like to leave it there. 
Thank you very much.
MODERATOR: Thank you very much, indeed. He has talked to us from the perspective of an expert on the
marketplace, and especially he has given us very precious advice to the Japanese companies as to what we can do. 
And I thought it was an extremely interesting presentation. Thank you very much, indeed. Now we would like to 
solicit questions from the floor. If anyone would like to raise questions, please do so now. Yes, please. Please 
press the red button in front of you to switch on the microphone.
YOSHIDA:Yoshida from DNB. Well, you said that we are starting to see relatively good commodities in these days. 
And both internationally and domestically the rules are yet to be established, and when we talk about credit or emission 
rights, there are a number of things which are not determined. And also the commitment period has not reached yet. 
And so in terms of credit, nothing is really fixed. But if in case such and such a thing should happen, the value would 
go down and so forth, that sort of risk at present will be shouldered by those people engaged in the trading itself. 
Isn’t it the case where, and also isn’t it the case where the people, the buyers and the sellers, determine all these 
conditions?
EDWARD: Maybe I did not make myself clear enough. I was trying to explain that up until now there had been no 
voluntary market with exactly the risks that you outlined, that there is no compliance tools, there is no legal basis, no 
rules are set. However, what I am suggesting is that we see a change. Now we do see the rules, and there are two 
or three scenarios such as the U.K. emissions trading program, which begins to give us the rules, sets the rules, starts 
to set a compliance target, and gives us the basis for wider emissions trading. Underneath these rules, the allocation 
of responsibility is clear. If you have a compliance requirement, and you fail to meet it, then a series of penalties are 
triggered. And then it is clear-cut.

Of course in the voluntary market, which I talked about at the very beginning, that is a market where failure 
to deliver or any breach of contract is dealt with bilaterally.
MODERATOR: Are there any other questions? Yes, the person over there.
KANDA: Kanda from Oji Paper. Well, I am extremely appreciative for your presentation, a very detailed explanation. 
But this is a very naive question. I am even embarrassed to ask this kind of question. But listening to your 
presentation here, those people who can afford to reduce their emissions and those who cannot afford to do so, there 
will be a balancing between the two, because of the marketing, and also this is risk hedging mechanism. That’s 
perfectly fine. But even if there is hedging, someone has to reduce their emissions. This is a must. And so, in 
order to promote the reduction of emissions, because on an absolute level we have to reduce the C02 emission. 
And when I hear hedging, it gives me the impression that we are just trying to maintain the current status quo. But 
how are people really going to have the incentive to reduce the emissions?

I think we are talking too much about money, and we are not emphasizing enough the efforts that are 
needed to be made to reduce the emissions. We are planting trees and doing all sorts of things, but still; well, 
rather than talking about money here, maybe it’s more effective to plant a tree or something. I may sound very naive 
here but still, could you try to comment on my opinion here?
EDWARD: I know your opinion is fundamental. There is a saying in English: there is no point in moving the deck 
chairs on the Titanic. And it is the same for emissions trading. There is no value in simply shuffling around money. 
The value for any activity comes through its ability to reduce emissions. Of course, in a cap-and-trade market, the 
value is because the cap is set, because a system-wide emission constraint is established. And if you can reduce 
your emissions below your target, then you have the ability to sell excess emission reductions. Not any old emission 
reduction but excess emission reductions, you must do more than you already have to. So, you can see that you
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have an incentive to over-corn ply; not just comply it like a tax would make you do, but over-comply and sell that extra
good work that you have done. So underpinning every single trait is a good environmental action, by necessity. 
MODERATOR: Any other questions? Yes.
WAKISAKA: Wakisaka from Kansai Electric. Earlier you said that Japan has a very high marginal
abatement cost, and so in order to achieve the target, emissions trading will be indispensable. Yes, I do agree with 
you on this point. But in order to realize these things, both internationally as well as domestically we have to 
establish the necessary institutions. So at Natsource, is there a possibility that you work with the Japanese 
companies to try to establish a certain system, and through such a collaborative relationship I think there are many 
things that can be done. So, in order to have such a partnership, what sort of conditions or systems would you like to 
see happen here in Japan?
EDWARD: Well, of course, we would be delighted to work with Japanese companies, and indeed that’s exactly why we 
have established Natsource Japan, and we hope to be involved in the future. I should maybe point out so that there 
is some experience in other countries that may be of some relevance to Japan. And a little bit later we will hear from 
the U.K., I think, and the way that this emissions trading system in the U.K. emerged was very much an industry-led 
process, industry worked together, established something called the Emissions Trading Group, and I am sure you will 
hear about this. But industry came together, and in dialogue with government explored possible solutions, eventually 
developed a proposal, and moved towards policy. And that’s a very good consensus based way of developing a 
system that will work for both government and industry. And maybe there is a prospect for a similar type of process in 
Japan. And I know that KEIDANREN perhaps is a forum that something like this dialogue might take place with. 
MODERATOR: Allow me to raise one question, if I may. Allow me to ask one question here. This morning it
was mentioned also that in the negotiations we are talking about the market mechanisms, what market mechanisms 
are necessary, and the guidelines, constraints, etc. And from expert’s perspective, when you look at the global 
warning negotiations, do you have any observations as to what you would like to see?
EDWARD: In principle, there is an interesting structural situation. The Kyoto Protocol establishes a trading system. 
Most of the people who negotiate this trading system are perhaps bureaucrats and perhaps from the environmental 
side, and perhaps without too much experience of actual trading. We have some experience with companies 
whereby, when an issue is at the policy level, it is the Environment Department who works on this issue. And when it 
becomes clearly an issue of trading and financial reality, it very quickly moves to the financial part of the company. 
Maybe up until now there has been quite heavy involvement in the Kyoto Protocol from environment ministries. And 
it may be that some balancing takes place over the next few years where financial ministries and trade ministries 
become much more involved and bring perhaps some realism into the process. And I think that would be helpful, and 
probably respond to the requirements of business and industry with a little bit greater attention.

Thank you.
MODERATOR: Thank you very much, indeed. Yes, I think your comments are full of insight. Yes, already in
Japan it’s not just the Ministry of Environment but MITI, the Ministry of Economy, Trade and Industry, is also involved 
already. Yes, thank you very much, but we are running out of the time, so we would like to proceed to the next 
speaker.

So this will be the last speaker before the coffee break, from Norway. We have Mr. Geir Hoibye. From 
the Confederation of the Norwegian Business and Industry, which would be equivalent to the Japanese KEIDANREN, 
the Association of Economic Organizations. In fact, he is an expert as for how efficiently by means of economic 
instruments that emissions trading can be conducted not only in Europe but in Norway. Representing the industry 
and businesses, he will be providing more insight into emissions trading.
HOIBYE: Thank you, and also thank you for inviting me to speak on our experience. Let me first give some basic 
background so you can see what our situation is. I think it has some similarities with Japanese situation.

First of all here, see how emissions per capita is in Norway; compared to Japan, quite similar. If you 
take the next slide?

This is also the structure of C02 emissions in Norway compared to the OECD, and you will see that it’s a 
large part industry; land-based and offshore industry is more than half the pie there, mobile source is also very large, 
whereas power production is very small because we have 100 percent hydro system in Norway. So we have no 
possibility to switch from coal to gas, which is a very important remedy in most OECD countries. Next, please.

This is the forecast of how our emissions are supposed to develop in the business as usual scenario; 
these are government figures, up to 2010. It is 30 percent increase. And our commitment is 1 percent increase, the 
ERUs. So we have tough job ahead of us. Next, please.

The main driver behind our emission increases is the oil and gas sector or the gas sector. It started in 
1990, which is the base year of the Kyoto Protocol, and this is the leverage to the different markets in Europe. This is 
Germany which is the largest one. And you can see that this gas export is going very fast. It’s not only in the GETS 
simulation that gas is growing. It is to reduce emissions in Europe. But this is a wholly export-driven exercise, and 
we have to produce and transport gas, and that gives emissions. And that is two/thirds of our increase. Next, 
please.

We have had climate change policies in Norway for a long time. It has started in 1989 with the Parliament
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setting targets; some of them quite unrealistic like cutting emissions in half in five years, and so on, but things have 
matured. This is the C02 tax. I have put up some figures in yen here just to give you an indication of the levels. 
You will see that gas and oil on the continental shelf is quite high; in dollar it's about 40 dollars; gasoline is also quite 
high, whereas process industries, fisheries is zero. It doesn’t mean that there are no instrument in these areas. For 
instance, there are agreements. But actually the tax has been a major threat and also a major pusher for the industry 
to go to emissions trading. And the Parliament had decided that when the trading system is in place, we will not use 
C02 taxes any more. But we have used this as a basis for building up the trading proposal that is coming from 
industry, and we have gone quite deep into some of the difficult things like how to allocate permits between companies, 
and we have gone to the government with a very concrete proposal, how to do this both before 2008 and after, or 
should I say, both in the situation with a Kyoto type international emissions trading with all Annex I countries and before. 
Next, please.

This is a sketch of how we see things. About 90 percent of all emissions will be, you will find this a bit 
longer behind, it’s at the end of your papers. We have said that in some sectors where there are high taxes today, 
we can auction permits. We can also allocate permits to the process industries and fisheries and some sectors which 
are quite vulnerable, and that way you can build up the market. You can also bring end consumers in. Transport is 
often increased in emissions. It is that in Norway, too. If you bring in the wholesale of petroleum products as a part 
of the trading thing, you will also bring security that these emissions stay within the total limit of the system. You will 
have a national market, but of course a prerequisite in Norway is that you have free access to an international market 
of the Kyoto Mechanisms. It will not work otherwise and that is the basics of our proposal, too. I will come back to 
why it is like that. Next, please.

This is another way of telling the story. This tells you that the tax levels and also the volumes of the 
different pies in this. We have taxes here, high taxes, medium taxes and zero taxes, and then you have methane and 
the other gases which have no taxes. What we propose is that this pie here, and the part of this is auctioned. That 
part will also be used for new entrance. That is very important. Even though we propose the cap-and-tax system, 
we are very keen that new entrance should not be stopped in any way; they should be treated as present companies. 
In that way we avoid some of the problems with grandfathering systems, kind of grandfather like S02, sulfur thing in 
the U.S. They auction out all the permits and you have no permits for new entry; you would have to buy 
themselves into the market. Next, please.

This is a cost curve for Norway. It’s made by the Norwegian pollution control authorities, and it’s pretty 
good. It’s not perfect; any cost curve made by anyone is not perfect. But I think it gives quite a good picture of 
the cost curve on Norway. And I heard yesterday that maybe this one was even steeper than the Japanese cost 
curve.

What we can read of this cost curve is that within open international market probably one/third of the 
emissions in Norway could be reduced domestically in an open market. What will happen if you introduce like 
concrete ceiling proposals that the EU has done earlier on? Now I think they are a bit on the way away from it but I 
can explain why that is very sensible. If you say that half the reductions have to be done in Norway, suddenly you will 
have a price in Norway that is much higher than the international price. Of course, what will happen then, yes, a lot of 
companies will have to move from Norway or they will be shut down; that will drive the price down. Maybe that will be 
done in an extent that the difference area is not so large, and of course also emissions will go down, but these 
companies that move abroad or are driven out of business, of course, the emissions totally globally will not go down; 
they will stay the same. So this is just carbon leakage with no real effort for the environment.

Another thing is that if you keep such a ceiling here, not only in the first commitment period but also in the 
next commitment period, what will happen here is that the costs in Norway will go even further up this curve, and the 
difference between an international market price and a national price will be even larger. So this illustrates why this 
ceiling thing is not very productive actually. But what we don’t mind is of course that we should have an obligation 
to do everything that is economic and to make sure that all market failures here are corrected so that we can really do 
what we should do at home, and even of course the transaction costs of doing things at home are often lower than 
doing things abroad, so you might even go a bit higher than the international price. But it’s very important for 
businesses that they have the same marginal prices as competitors. And of course that is one of the problems if the 
U.S. stays out of the system, is that they will have zero cost and we will have a cost. Next, please.

In the first phase we think we can link up our system to some countries that are really starting to work here. 
The U.K., Poland, Denmark, and you can see that in this cost curve we would need to reduce 15 million tons a year by 
taking responsibility for 1 percent of U.K. and 1 percent of Pole’s emissions to reduce that we will reach our target. 
So we will be a net buyer, but the amount we would buy is of course not that very big. We are just a small country of 
just 4 million people. Next, please.

To start early, we feel that we could start in the oil and gas sector to match emissions and permits. For 
them it will be a relief to get away from a high tax and go into this market. And that will also mean that we could do 
projects with other sectors in Norway, with the process industries, with land fills and other areas, and reduce emissions 
in Norway in an economic way. We should also cover all gases and build up all the necessary infrastructure to learn 
and do this. We need a legal framework. The Government will come up with the White Paper on this issue in early
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June. And if all goes well with COP6 we could have a legal framework fully in place spring 2002. We should have 
an open system. We could trade with not only Denmark but other Nordic countries that want to do it, the Baltic States, 
the U.K. and others, based on mutual recognition. Of course, the U.K. Government has to feel that Norwegian permit 
is valid in their system and the other way around. CDM project could also start or three Jl projects. Of course, the 
industry would need incentives like no 002 tax, no command and control, and also the long-term agreements that are 
presently there will be reached. And you need to have the right to bank from this period into the Kyoto period. That 
even goes for, for instance, the U.K. permits or any other permits you have that you can bank, because you didn’t need 
them in the early period. Of course, that doesn’t say that the ton from the pre-Kyoto period has to be a ton in the 
Kyoto period; as long as the rules for that is known that will not be a problem. Next one, please.

In the Kyoto period, or in the period that all Annex I countries, Annex B countries, are participating in the 
trading scheme including the U.S., we feel that more than 90 percent of the emissions could be included. If we 
include also agriculture, we will get up to 95 percent in the trading scheme. And the good thing about that is then the 
Government will know that Norway will reach its target. They don’t have to worry about that because the incentives in 
the trading scheme is so strong that they will make sure that either companies will reduce or get permits to meet the 
targets. We have also agreed on the formula or how to allocate permits. And that was not an easy task. We used 
more than a year discussing many different models of how to do it before our members agreed how to do it, because 
this is really a burden sharing within companies. This is not the primary thing for the government; if industry can 
agree, and not only industry but also with the transport sector and other sectors that are involved because a lot of 
sectors are involved with greenhouse gases, behind this 84 percent figure lies the formula. And that formula within 
the process industries is that they anticipated that within Annex I countries, which are after all the main competitors, it 
will be a 95 percent reduction. So in some way or another, many main competitors will be subject to instrument to 
push down emissions. So we started with the 95 percent of 1990 as the basic for the sector. But then we said that 
those companies who started early with reductions, they should not be punished because they had lower emissions 
here than they had in 1990. So they were allowed to choose 1990 as their base year, whereas those companies who 
had expanded or hadn’t done so much, they could use 1998 as their base year. But we all kept these in between the 
95 percent target for that sector; else the other sectors will suffer. That’s how we came to the 84 percent, because 
they divided a burden between them. They get 84 percent of either 1990 or 1998 emissions.

And this was really a hard struggle. It was not easy because, of course some of the companies who have 
reduced here, they get the better situation than those who haven’t done anything. But environmentally speaking, that 
is also quite fair. And as the early starter, those with high taxes, they had to buy the permits in the system. And you 
have those in between, which we say: okay, partly they will buy, partly they will get grandfathered. This is very 
important for reasons that I have explained that there are no restrictions in trade here. And we also said that 
although companies, for instance, small companies which buy oil, the obligation to get permits is on the oil company, 
but we anyway said that this company should be able to be part of the market because then they can have a check on 
that permit from the oil companies; is it at the true market value and not cheating in them in any way.

We also wanted credits to stimulate early action like the prototype carbon fund. We don’t like companies 
who participate in such early things to be; their permits have to be taken care of some way. And as I have 
commented, commitments are possible before 2008, and except for the oil and gas industry, that should be voluntary.

Last one, please. I have one more, I think. I think there is one more with the text.
Well, that is not in the things that you have got there, but there is a reference to our home page where we 

have a report that we update regularly, which gives status on domestic emissions trading schemes in OECD countries.
We try to keep it updated as things happen and we get help both from government people and from industry 

colleagues over the world to keep it updated so it could be useful to visit that site. The last one is from January this 
year but, of course, we will keep things updated
MODERATOR: Thank you very much. You have enlightened us on your domestic considerations given to emissions 
trading in Norway. In fact, you have hinted that, in fact, you have tried to gain a consensus on a number of 
challenging issues from the whole or various actors within the Norwegian business and industrial sectors.
KUROSAWA: I’m Kurosawa from the Energy Engineering Research Institute. Thank you very much for an 
enlightening, informative, as well as practical presentation by giving examples in abundance. Methane, as well as 
other gases, such as N20 other than C02, have been emitted to a certain extent, and if all the gases are going to be 
covered within the domestic systems for instance, methane as well as N20 and C02, is it possible to make these 
gases fungible to each other? For instance, the GWPs, or global warming potentials, do they cover a century time 
span, which is my second question if, in that case, fungibility is allowed?
HOIBYE: Yes. We intend to have all gases on C02 equivalent. Of course, that is really in the papers for the Kyoto 
Protocol right now, so that should not be a problem. What could be a problem is, of course, that some of the diffused 
emissions is a bit troublesome for anyone like methane in landfills, for instance. You don’t really know when they are 
emitted so you use formulas for that. But we still try to do, as much as we can, to include as much as we can and then 
learn while we’re doing it because this is actually a baseline problem like many others you have in Jl or CDMs, and you 
have to find solutions to them. Some of the really cheap options are in such areas, so we want to include them. 
MODERATOR: Any other questions?
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NIIZAWA: I'm Niizawa from Kobe Commercial College. May I confirm the following two points? First is the 
emission permits, who are the holders or the eligible holders of those permits? The schematics you have given us 
provide major processing or processing sites as well as the wholesalers of petroleum products would be the second 
case in which the possible holder, or the eligibility to the holding of emission permits would be given to. Is this correct 
in my understanding? And, secondly, from a range of 40 to 50 dollars of carbon tax, those sectors who are already 
taxed, you have mentioned, in my understanding, that these sectors will have to purchase permits. Is it on conditions 
of, in fact, freeing them of this taxation obligation of 42 to 50 dollars?
HOIBYE: Yes, we will go from a tax to trading scheme, and then the cost for the companies will not be regulated by 
the government any more but it will be up to them how cheap they can get it in the market and that, of course, also 
gives them a better hold of their costs in the long term. And, of course, that is one of the things we see that going early 
you can pick some low hanging fruits there, and that is one thing that is, of course, attractive. Then, you have the risks, 
on the other hand.

Your second question, or your first question was the permit holder will be the companies but, of course, if 
the government auctions out permits they will be the holder until it is auctioned out and you have to think through the 
system how you auction out. Do you auction out forwards, but you have to keep some permits for new entry. But that is 
basically for process industries which have a rather long building period or gas-fired power stations. Of course, you 
will know upfront when they will start, so it will not come as a surprise the next Tuesday.

So when you have a situation where an emitter is large on processing gases like C02 or others linked to the 
process and they still buy a little bit of oil for some minor part of their projects, of course, you can choose whether the 
commitment for those are at the oil company level or at the plant level. You just have to have a list of which 
companies choose to have commitments for all their emissions so that they are not charged for permits twice.

There is one good thing. In Norway we are so small so we could lock all our companies within one room 
and say: You cannot come out before you agree on this. So we have to do that several times but, finally, they 
agreed.
MODERATOR: Thank you very much. I do believe some leftover questions may pertain to details but we would like 
to go to a coffee break here. In the interest of time, we are in fact going to shorten the coffee time period as to 
resume at 4:00, so a 15-minute coffee break. Thank you very much.

(COFFEE BREAK)

M.C.: Ladies and gentlemen, it is time to start the latter half of Session 2, so Mr. Takahashi, please.
MODERATOR: Thank you. We still have two more presentations after the coffee break, so we would like to start 
with those. The next speaker is from the U.K., the Department of Environment Transportation in Regions of the United 
Kingdom, Mr. Henry Derwent. As frequently mentioned in the previous presentations, in the U.K. there are various 
efforts proposed regarding the emissions trading within the United Kingdom and the rules will be worked out and the 
scheme is to be implemented quite soon, as we understand, so from the viewpoint of a person directly involved in the 
making of the rules for the scheme we would like to hear from Mr. Derwent, so Mr. Derwent, please.
DERWENT: Thank you very much, Mr. Chairman. Good afternoon, ladies and gentlemen. May I add my thanks to 
those that have already been expressed to the Government of Japan for putting together this event and to Her 
Excellency Ms. Kawaguchi for having the idea. She has clearly turned her experiences in The Hague to good account, 
and I hope the rest of us who were present on that occasion can as well. I was heartened by the remarks that she 
made about the future of the Protocol and I am delighted, as I’m sure many of us are, by her close interest in the 
development of emissions trading.

There is a lot of ground to cover to give an adequate account of the U.K. trading system and I’m sure I will 
fail in some respects, but we have a question and answer session after I have spoken to make up for that.

The U.K. published its domestic climate change program in November 2000 following consultation. It shows 
how we are going to meet our targets and the target that it shows off is a rather unusual one. It is a 20% cut in 
domestic carbon dioxide, and the reason for this is as follows. We, together with the other members of the European 
Union, took a reduction target of 8% away from Kyoto. The distribution of the European system in the process known 
as the “the bubble” gave us a reduction of 12.5%. This is in greenhouse gas terms, the terms of the Protocol. But 
our government had already, in fact the Labor Party .while in opposition, had committed itself to a target of 20% cut in 
domestic C02 by 2010, and the process of consultation on our program was aimed not least at seeing whether it was 
still sensible to pursue that target which equates to around 23% cut when you take all six greenhouse gases together.

The answer is that it was regarded as sensible to continue with it. The benefits, the long-term benefits, to 
our economy of getting the carbon saving habit early were regarded as sufficient to confirm a higher target to aim for.

The program explains a collection of policies to achieve our target. They are balanced between different 
sectors of the economy. Each one of them is justified on its own account by means of a social welfare cost/benefit 
justification. Some of the policies have been established at the EU level, some of them are purely domestic.

This slide explains how our target will be met. The left-hand column shows how our plan is split between the
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sectors of the economy. If we leave business to a little later, transport is the biggest contributor. Our 10-year 
transport plan focuses on reducing congestion and encouraging public transport. We have a sustainable distribution 
strategy reducing emissions from road freight, and then there is the EU level, voluntary set of agreements with global 
car manufacturers backed up by transport tax restructuring to cut the emissions from new cars.

If we move now to the domestic sector, this will produce reductions by obligations on energy suppliers, 
which are called “energy efficiency commitments," to achieve energy savings by their customers, for example, by 
offering them a cheap double glazing system. And another big contributor on the domestic side is improvements to 
district heating systems.

Agriculture is a small contributor with an increase in the size of the U.K. national forests. The public sector 
will contribute chiefly by savings of energy use in schools and hospitals.

Note here that the Kyoto Mechanisms are not present. Some use may be made of them by private sector 
as we will hear. Otherwise, they are a reserve, and I think this notion of “reserves" is important. It's very hard to 
calculate too accurately even now for 2010. A simple year’s surprise in GDP growth can change almost everything.

And so now business, and this is the column in the middle. We start with our energy tax introduced this 
month, the Climate Change Levy (CCL). This is charged on energy use by business and by the public sector. Note 
that it’s not charged on energy producers but on business consumers. There are exceptions for renewable energy 
and for good quality combined heat and power. The revenue from this CCL levy is recycled primarily by reductions in 
employment tax, but an amount is redistributed by government support for energy saving activities and investment by 
means of grants and by tax breaks, and these are called “enhanced capital allowances” in our jargon.

In terms of this table, the climate change levy itself is not actually present because it’s an old enough idea 
not to be included in the baseline which we did in November 2000. What you do see, however, is the expected 
impact of agreements, negotiated agreements, also known as “Nas” with energy-intensive industries which promise an 
80% reduction in the climate change levy if you meet a negotiated target. These agreements are now in place. There 
are 40-odd separate agreements covering over 2,000 companies, and that’s the first of the sections of the middle 
column. In addition, we have the impact of energy efficiency measures in business and trading.

Trading comes next. Trading improves the efficiency of the negotiated agreement by allowing companies 
to swap their obligations. It also extends beyond the negotiated agreement companies, including those companies 
only part of whose activities are covered by the definition of “energy intensity”, by covering companies who are not 
eligible for the climate change levy on negotiated agreements by covering projects and perhaps by venturing into the 
oil, gas and power industries.

While we’re interested in domestic trading in the U.K., the first bullet gives the simple and most important 
answer. This is simple economics. A government-imposed reduction on a series of companies is unlikely to be as 
efficient as the solution you get if you allow those companies to work out their own cost curves and work out between 
them who is best placed to take a reduction.

But, secondly, this is early experience for U.K. business of something which we believe we will all be living 
by to a greater and greater extent over the years and decades to come. Carbon reduction, greenhouse gas reduction 
must be for the long term.

Thirdly, it has advantages for the City of London. The City of London, of course, is a major national asset 
of the United Kingdom. It regards itself as being good a developing new trading markets. It’s interested in this one.

And, fourthly, we want to understand more about trading and how it works in practice in order to influence 
our stance and others’ stance in the international negotiations.

As Garth Edward said a moment ago, nobody trades unless there is a reason to trade. Nobody demands 
this thing called “emissions reduction” for its own sake. If there are no requirements, imposed requirements, to save 
energy, well, we won’t be trading. Andrea Pinna a little earlier today said that the Kyoto Protocol was the least cost 
way to get an international trading system. I would like to turn that the other way around. I think the trading system is 
the best cost way to deliver the Kyoto Protocol. If there is no Kyoto Protocol, what then? Well, let me redefine what 
trading can do. It is the least cost way of meeting agreed international reductions, agreed, that is, among whichever 
group of countries comes to that agreement.

So, let’s look at this slide. How can you impose a requirement to trade on companies? You can use the 
stick or you can use the carrot. The most obvious stick to use is a direct obligation. You must reduce your emissions 
by a certain amount by a certain time. As Garth again pointed out, I’m not aware of anywhere in the world yet where 
that direct obligation has been placed in the way that I have described. But you can mix the stick with various forms 
of carrot. What we have done, and I have just mentioned, is essentially charge a tax and then say it will be lower if you 
reduce your emissions and allow trading within that structure.

Another feature of our system is a lightening of the energy efficiency and pollution control regulation which 
is available to those who have committed themselves voluntarily to reduce their emissions. A more direct carrot is a 
simple grant incentive. We, the government, pay money if you, the company, reduces your emissions. That, too, 
features in the U.K. system, as I will describe. And once those commercial incentives are in place, there is a 
community of those who have need to trade and that in itself provides a commercial opportunity for those who think 
that they can reduce emissions cheaper than others and can, therefore, sell those emission reductions at a profit to
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come in and join the party.
The U.K. emissions trading scheme was, as has been said already, very much a private sector driven idea. 

It started in November 1998 when a senior British businessman Lord Marshall provided for the government a report on 
economic instruments and their potential for reducing emissions. He reported on taxation and he reported on trading. 
His ideas on trading were taken up by our Confederation of British Industry, roughly equivalent to the Keidanren here, 
and a government industry body called the Advisory Council on Business and the Environment (ACBE), and together, 
with government participation but with the private sector in the lead, they formed the Emissions Trading Group (ETC). 
They put together a group of companies from a variety of different sectors who came up with a report on how to do 
trading for real in October 1999. However, it was clear from what they said that there was some complex subsidiary 
issues that needed to be worked out and they, over the next few months, provided detailed reports on some of those 
issues in a period which ended with a strong case from them that, if we wanted trading extended beyond the 
negotiated agreements, we would have to provide some sort of incentive. That’s the grant that I mentioned in the list of 
carrots in the last slide, and the government accepted that in March 2000.

In October 2000 the government provided, on the basis of the work that the ETC had done, a detailed 
consultation paper which has gone out for the views of not only members of the Emissions Trading Group but everyone 
else who might be affected, and the responses came in at the end of January, actually some a little later, and we are 
now working towards reducing the government’s response to the consultation exercise, and the answers to the 
questions that were asked. For example, the consultation paper asked: Should we be concentrating on C02 only or on 
all greenhouse gases? Should we be allowing "banking" of some sort into the Kyoto commitment period? Should 
we be requiring a minimum emissions reduction, in other words, you don’t come into this business until you propose to 
reduce your emissions by a particular percentage?

The responses to those questions, and many, many more others like them, are being put together in a 
package which our ministers will endorse, I hope, and issue very soon. As many of you know, the United Kingdom is 
on the brink of a general election which is distracting us all rather but we are, I hope, still very close to being able to go 
out with the results of that exercise which will give a lot of the clarity that people want before they take emissions 
trading further.

Garth was literally right when he said that there were no "legal” obligations on people to trade, but it is worth 
emphasizing again that with our negotiated agreements in place, each one of which allows a traded response as well 
as a domestically produced response in satisfaction of the agreements, the main building blocks for some trading are 
there already.

This slide explains that there are three routes into the U.K. trading market. There are the negotiated 
agreements, as I have mentioned. These are the energy intensive companies paying the climate change levy. There 
is the trading incentives I have also mentioned, the grant to pull other companies in and to kick start trading. It’s 
intended to be temporary, 30 million pounds a year for a few years. It’s not a huge sum of money but it will go to 
cover some transaction cost, at the very least. And then there’s projects, special projects, to reduce emissions 
comparable on a domestic level to Jl and COM, at the international level.

These three routes are mutually exclusive. You are either in a negotiated agreement or you bid for trading 
incentive or you come together with others to form a project. The idea is that these three routes should join together 
and trade together.

There are three routes and there are two methodologies: absolute trading and unit trading. Absolute 
carbon trading is clearly linked to the absolute reductions which are required under the Kyoto Protocol. These are the 
core, if you like, looking at the central column of this slide. Unit trading means savings which are measured per unit 
of production.

Now, the world’s atmosphere doesn’t think much of this idea. All it’s interested in, of course, is absolute 
reductions of carbon. But industry and the national competitiveness are very interested in this idea so most, but not all, 
of the negotiated agreements that have been struck in the United Kingdom are in unit terms. This “unit” approach gets 
industry used to the idea of targets while, in effect, the government takes the risk that the targets are not, in fact, tough 
enough in absolute terms. This is a temporary answer to the hatred, or at least deep suspicion, that much of industry, 
and certainly in my country, has four simple caps. I wonder if President Bush should be taking note of that point.

But to trade these reductions you must translate them into carbon and, of course, there could be more 
carbon if the unit sector is a net seller. So we are proposing a one-way valve called the “Gateway” to prevent that and 
avoid inflation in the market. The Gateway, this valve, allows the unit sector to buy freely from the absolute sector, but 
the unit sector is not allowed to be a net seller.
That’s the scheme but it doesn’t exist in a vacuum. There are many, many interfaces. Let me deal with them briefly, 
clockwise. I'll start with the domestic energy tax.

Obviously the United Kingdom, like every other country in the world, has its own energy taxation policy. I 
have already indicated how the trading scheme, if you like, sits on the back of an important part of our tax policy.

Secondly, going around the clock face, domestic energy policy. Our domestic energy policy, and I’m sure 
this is true for most other countries in the world, does not consist exclusively of the objective of saving carbon for the 
purposes of greenhouse gas emissions reduction. We have, for example, security of supply objectives and we have
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a liking for renewables for many of the other objectives that they can fulfill, for example, the side benefits that you get 
from energy crops, for example.

There are in our system in the United Kingdom tradable "green energy certificates” which are required of 
energy suppliers, and I have mentioned the energy efficiency commitments by means of which energy suppliers 
achieve energy efficiency in the domestic sector. Both of those systems are capable of producing excessives over and 
above objectives set for the suppliers, and those excessives can be translated into carbon which can be sold on the 
market.

Next in line comes other countries’ schemes. Geir Hoibye has already mentioned the possibility of 
bilateral trading and has pointed out that this poses for each country the question: Can we accept emissions 
reductions which have been achieved in another country? Do we understand how they were achieved? Do they 
represent similar levels of environmental integrity?

If I go one down on the slide now, we get to what is described as "the private market”, and here I want to 
emphasize the secondary market, the derivatives that should be created on the back of this market, as they have in 
many other commodity and financial markets, to ease the process of trading to provide, and help provide, some 
liquidity which will reduce the overall economic cost of the system. We need to make sure that our interface with that 
system is well designed.

The next two boxes, going around the clock face, are the Climate Change Convention, the Kyoto Protocol, if 
you like, projects and trading, the mechanisms together, Jl, CDM and then trading. I will cover these in a little bit 
more detail in the next slide. We very much want to involve the Jl and CDM reductions in our emissions trading 
scheme. We want our companies to be able to benefit from the reductions that have taken place elsewhere in the 
world through the system and with the safeguards that the Kyoto Protocol mechanisms will provide. But, as we all 
know, we are a little bit uncertain just yet what the rules will be and when they will be clear enough for us to be able to 
say: Now I understand, now we can make that connection. And, to some degree, the same goes for international 
trading under the Kyoto Protocol as well.

Carrying on around the clock face, EU-EC trading. There is not much point in my saying a lot about this 
since Jos Delbeke will follow me at the podium, but I do want to emphasize that the U.K., as I hope any sensible 
country looking at emissions trading, wants a bigger market rather than a smaller one, that greater efficiencies are 
achieved out of a bigger market rather than a smaller one, and we look forward to the possibility of widening the 
approach. But, of course, you have to identify where the demand is being created, how the demand is being created, 
what the compliance system will be. Only on the basis of some commensurate systems to cover both incentivization 
and creating of the demand and compliance will you achieve the foundations for a harmonized system which is 
international, and that applies whether it's regional or fully international.

The last two boxes on this slide represent two other features of being part of the European Union. Firstly, we 
have a very strong control over state aids, of a subsidy by one country of its industry at the expense of another 
country’s industry. There is a very fierce police force which examines all proposals to give aids in kind or in cash to 
companies in one country to make sure that the intention is not simply to use government subsidy to steal market 
share. We must make sure that our system and every system in and around the European Union is designed in a 
way that is consistent with state aids policy.

And, finally, the initials IPPS stand for Integrated Pollution Prevention and Control, which is the EU system 
of anti-pollution regulation which extends into the energy efficiency field. We must make sure that the systems that we 
introduce are consistent with that regulation as well.

I said I would come back to the interface between the international mechanisms and a domestic emissions 
trading system. A domestic emissions trading system, like the U.K.’s, consists of the government distributing part of 
its obligation and its assigned amount to companies, in the jargon of the Kyoto Protocol "legal entities”, and the system 
which we wish to set up involves trading between legal entities. The system which we would like to see operating at 
the international level involves legal entities of two or more countries but, as Vijai Sharma reminded us this morning, it 
is part of the international system that company to company trades, legal entity trades, have to be paralleled by 
additions and subtractions of assigned amounts at the country level. So, in this slide you see those two levels 
operating together—the legal entities. The circles in the middle there are paralleled by transactions involving the 
member states at the bottom.

This is an opportunity to look at the state of the negotiations from the perspective of domestic emissions 
trading. I think far too often we who are involved in this business are either divided into two separate boxes or manage 
to inhabit two separate boxes in our own minds. You see in the boxes before and after lunch the international 
negotiations produce one set of dynamics and one set of solutions, considerations relating to domestic emissions 
trading and the needs of companies sometimes point in a different direction. We must make sure that the one learns 
from the other. We must make sure, and Garth has rightly made this point, that we merge to practical, with a political, 
and I was delighted to hear Ambassador Asakai making that point as well.

So, some of the things we talked about this morning, the commitment period reserve, supplementarity, 
fungibility, a 16-month wait until we can be sure that countries, and their legal entities perhaps, are eligible for trade, 
the suspension of rights to transfer as part of a compliance regime, all these things can translate into risks, into

— 159



transaction costs and into problems at the level of legal entities, and those of us who negotiate at the international level 
do well to remember that.

With the next three slides, and I think I will do this very quickly, partly because I am running out of time, 
partly because it's fairly obvious, I cover the process and timetable for the trading incentive part of the U.K. scheme. So 
this first slide in this series starts, as I have mentioned before, with the end of the consultation period in January 2001, 
then move to the time for publication for a document about entry into the scheme which we should be ready for any 
time now, and then, on the basis of their understanding of that document, companies will bid on the basis of the verified 
baseline emissions, and they are held to account by means of the compliance period, but that is intended to start in 
January 2002. At the end of that process, when it’s clear that they have met the targets that they signed up to, they get 
their first incentive payments.

If you look at that same process from the perspective of a company wondering what to do, they look at the 
rules for entry into the scheme, they collect their verified emissions data, they assess their abatement options. This is 
the sort of reason that Garth was talking about the need to be prepared with an understanding of your own cost curve. 
If they think that they can sensibly bid, they submit a bid to my department. As a result of that bidding process, the 
targets are set and the company enters into a compliance, and that compliance can be achieved either by domestic 
emissions abatement or by buying and selling allowances. If the numbers are right, the incentive gets paid.

So, for monitoring and verification, companies should be constructing and publishing their baseline 
emissions shortly. The verifiers, who will be accredited by our National Accreditation Service, will be signing off on 
the baseline emissions. Then companies will monitor and report during each year of the scheme, and the verifiers sign 
off on the emissions data, and we publish performance.

To revert, then, to the major issues which were raised by the consultation in the U.K., what happens next? 
The shape of the package which we now publish and where we take that afterwards depends very much on the 
reaction that we get to our answering of the questions which were posed in the consultation paper.

The devil is always in the detail. We talk about learning by doing in this context, but for companies who 
are deciding whether to sign up to targets, what’s done is done, for some time at least. This is not a simulation. This is 
something where actual money will change hands, where actual risk will be taken, where calculations are being done 
which will have to be defended to boards, Even if to begin with many of us who are realists expect that the overall 
numbers will be quite small, those who are engaged in it will all be thinking all those thoughts. And the issues that 
we’ve had coming back to us are the definition of a company’s baselines: How do I define my baselines? What 
happens if my company changes its shape by means of merger or outsourcing? What is the impact of further 
government regulation? If my company is regulated by something which government does, does that not mean that 
government ought to change the baselines in the target as a result?

The bidding mechanics, precisely how is this going to work? The penalties, this is a voluntary scheme. 
How strong are these penalties supposed to be because many of us would find it difficult to explain to our boards if the 
penalties were criminal sanctions or something which is disproportionate to the involvement we wish to have in this 
scheme.

The Gateway, is it really necessary? Is it not too complicated? Most particularly, verification, whose 
rules are these? Should we go for a light touch, or do we want something that is sound and internationally 
recognized as financial accounting standards?

Be pleased domestic emissions reduction scheme produced a warning to many of us when they found that 
their verifiers, their auditors, were not able to give their seal of approval and authority to some of their back figures that 
they had hoped. There are some commercial battles going on quite bitter between commercial companies who 
espouse, who want to put forward different versions and different philosophies for verification.

And, finally, projects, how do we define them? Given that they are supply only, are they to be constrained in
any way?

Well, many of the problems here are common to the international discussion and the domestic one. 
They require continued discussion and experience sharing on the international stage, and for the chance to do that 
here in this event, once again my thanks to the organizers and to the Japanese Government. Thank you.
MODERATOR: Thank you very much. The 20% reduction of C02 emissions, that’s a very challenging target, and I 
think that is noteworthy and it would serve as a good reference to the Japanese Government as well as other countries. 
We are actually pressed for time, but we would like o entertain some questions. I see two hands. Please take 
turns.
________ : Thank you, Mr. Derwent, for your presentation. That was very interesting. I’m wondering how
can Japanese companies utilize the U.K. system. Could you explain that point, please?
DERWENT: There are two ways of answering that. The first is to utilize it in the sense of learning the lessons from 
the way that the scheme has been formulated up to now and the way that the rules will be created from here on in. It 
may be that we have managed to identify the perfect model, perfect for many other countries, perfect for Japan. 
Frankly, I think it is more likely that we will have made somewhere along the way some mistakes, and doubtless the 
next system and the system after that will eliminate those mistakes. So there is a sense in which the way that Japan 
can make use of this system is by learning from it.
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The second answer to the question goes back to something that Garth was saying and looks forward to the 
prospect essentially of full international trading. If we look forward to a position whereby CDM and Jl projects, which 
have involved Japanese investors, produce emissions reductions which are salable on the global market, it may be 
even that if they can be valued using their value in the U.K. system or another domestic system in the way that Garth 
mentioned, or it may very well be that the reductions are simply sold on the assumption that the U.K. has got to the 
point where it’s satisfied with the international system and understands it, where the emissions are simply sold into the 
U.K. market, and that, too, would be a way of involving Japan in the U.K. system.
SONEHARA: Thank you. My name is Sonehara from Sumitomo Company. I have some related questions.
At the beginning of the session Mr. Matsuo of IGES mentioned international and domestic, and so we heard about the 
regulation domestically in the U.K., but when thinking about the market you have permits domestically, but ultimately 
you are thinking of expanding that to the international framework. Harmonization between the domestic and 
international schemes would be essential, but ultimately the price difference I think or the price gap will be in place, and 
how would you adjust the price gap between the two markets? And also in designing the scheme, did you consider 
the potential price gap between the two markets? Mr. Garth mentioned "commodity”. If it’s a commodity I believe 
that the prices will settle at the same level, whether it’s domestic or international, but can you comment on that? I 
think there was some mentioning of that, but in designing the scheme how did you view this issue of prices and this 
becoming a commodity having the effect of leveling the prices?

Also another point of my question is about leakage. The companies that are fleeing to countries free of such 
constraints, how would you answer those three questions? Thank you.
DERWENT: Thank you. I don’t know if it was my memory-it is more likely to be that than the excellent translation 
services—but I only detected two, so I will try and answer those two and then you tell me what the third one was.

Well, price gaps, prices are, of course, a way of the markets telling us where something that we want is 
most efficiently produced. It is entirely proper in a fully fledged international system that there should be price gaps. 
Otherwise, for example, what’s the attraction of, say, the clean development mechanism? The notion is that by 
means of the mechanisms other countries, other economies, can produce emissions savings which are just as 
worthwhile to the atmosphere as the ones which come from developed countries which are cheaper than the next point 
on an industrialized country’s cost curve. So, if the price gaps are the result of an honest comparison between the 
cost of reducing carbon in one place and another, that seems to be the enterprise that we are engaged in. That’s what 
we want.

But I stress the word “honest”. Obviously, nobody wants to allow the entry into the whole system of 
reductions which have been achieved without any effort at any time or which are improperly verified or monitored. So 
that’s the reason why I say that we have to be absolutely sure that we understand and are content with the rules of any 
scheme which we expand into, and I think that must be the position that any country would take about expansion of its 
own system.

The second question that I noted was this one about leakage. Well, this is obviously a very important 
point and, again, it goes to the nature of the whole enterprise that we’re engaged in because the notion of common and 
differentiated responsibilities is one which accepts that the industrialized countries bind themselves, take targets upon 
themselves, control their industries in ways that, at least to begin with, are not required of different companies in the 
developing world.

Now, many people, and many of them may be advising President Bush at this moment, say: Well, the 
consequence of that is obvious. Companies are nowadays mobile. This is a globalized world. They will simply pick 
up from where they are in the developed world and say: We will go somewhere where these wretched caps do not 
exist. And you cannot both defend the structure of the Kyoto Protocol and deny that that is a possibility.

However, I think one has to remember that the economics for a company of location in one place in one 
country as opposed to another are much, much, much more complicated than just the question of whether this country 
has a set of emissions caps and that does that. There are, despite our best efforts, differences in levels of regulation 
which companies throw into the balance when they decide where to locate, and I would be surprised if what we’re 
talking about here, important as it is, was sufficient to have a huge impact on companies’ location decisions.

I'm not sure if I'm taking a more optimistic line on that from the line I heard my colleague Geir Hoibye say, 
but that’s my view.

Now, what was the third question?
MODERATOR: We’re running out of time, but I think you have more or less answered the questions. But could you 
brief, the questioner?
CL Suppose there is no Kyoto, would you still accept credits from developing countries, and under which 
conditions? I’m thinking, for instance, of requirements such as sustainable development which is a contribution the 
project must make.
DERWENT: A good question. I’m going to duck it unashamedly. One of the reasons I want to duck it is that I don’t 
think we should be talking about "if there is no Kyoto.” I think one of the lessons I draw from the discussion which 
we’ve had today, both in the hall and around the hall, is the degree of determination that so many countries have that 
there should be a Kyoto Protocol even if in some respects it doesn’t start in quite the way that some of us were hoping.
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If there were no Kyoto, well, as I hinted a little earlier, there is no reason why the sorts of considerations which we have 
been engaged in here could not apply to any group of countries which comes together and decides that they should 
engage in a reduction of emissions on a collective basis, and it would be perfectly possible for any such group of 
countries to repeat, if you like, the methodology of the Kyoto Protocol, in other words, to say: We acknowledge, as it 
were, "satellite” members who can contribute emissions reductions on a slightly different basis than that adopted by 
those in the middle. But it would be so much better to continue with the Kyoto Protocol we spent 10 years in getting to 
this point rather than go back and start again even using it as a guide.
MODERATOR: Thank you very much for a very encouraging comment, and thank you very much, Mr. Derwent, for 
your presentation and answers to the questions.

We are quite behind schedule but I would like to welcome Mr. Delbeke, Head of the Climate Change Unit of 
the European Commission, as part of the visiting team. He has visited Canada, China, Russia and other countries, to 
Japan ultimately. The topic is EU Emissions Trading, so I would like to welcome Mr. Delbeke.
DELBEKE: Thank you very much, Mr. Chairman, and I would also like to express my thanks to the Japanese 
Government for inviting me to this most important and most timely conference.

Before opening my discussion on the basis of the slides, I would like to make three introductory comments. 
The first is that the introduction this morning by my friend from Sweden highlighted that the EU will continue its 
preparation for the implementation and the ratification of the Kyoto Protocol, and we want to do that at the latest by 
2002 because this is a decision by our heads of state, and this should show that the EU is committed to the Kyoto 
Protocol as it was struck as a deal that has to be implemented entirely. So, those who were present in Kyoto know 
that the first priority of the EU was targets and timetables, quantitative limitations, and the first priority from the umbrella 
group, and in particular from the U.S., was flexible mechanisms.

Now, we have the strong intention, with the decision on the basis of a decision by our heads of state, to 
continue our preparation for the implementation of both, quantitative limitations as much as the flexible mechanisms. 
By doing that, we hope to create the dynamics and keep the momentum to bring the U.S. back to the table, if not now 
or soon than later, and the EU is not going to have this line on the flexible mechanisms, just the opposite. The EU is 
determined also to implement entirely the Kyoto Protocol as it was decided in Kyoto.

My second introductory comment, however, is that the EU has a problem because the EU has no practical 
experiences with flexible mechanisms and, in particular, with emissions trading, similar to the one of the U.S.

Now, we studied intensively the system, the S02 system, in the United States which we think is a very 
interesting system. It's very effective, it’s very light to operate, it reduced the environmental objectives. And so 
what we learned is that we should go ahead as soon as possible with something similar, and the attraction of the 
system and the light administrative costs related to the system is based on a good and solid compliance regime. 
That is why in our study of how to start with an emissions trading regime, we saw that we need both things—a solid 
system, on the one hand, and a good compliance system, on the other hand—in order to raise the confidence of the 
market players, in order to raise the confidence of companies.

So, we decided to go ahead in an exercise of learning by doing before 2008. We target actually 2005. 
We are probably going to start only with C02 but we are ready to start with whatever we can measure in a reliable way. 
The other five gases and things show some problems, but before 2008 we think we should start with what is possible in 
order to learn. And, similarly, we are not going to start with all sectors at the same time. If you try to start with 
everything, we fear that we may end up with nothing. So, our approach is a gradual approach, but gradual towards 
2008 in order to be fully compatible with the Kyoto system that we will have by then.

My third introductory comment is that for the EU, emissions trading is part of a wider equation. It’s not 
only about emissions trading. It’s also about voluntary initiatives by industry. It’s also by incentives for renewable 
energy sources. It’s also with incentive schemes for combined heat and power generation. It’s also about energy 
efficiency in cars, in buildings, etc., and trading will not deliver all that.

So, besides trading we will need specific instruments, and for us the challenge is to make both work 
together and emissions trading as well as other regulations, and this brings us back to one of the elements that Mr. 
Derwent raised before me. It’s not a fiction or it is not a hypothetical question about how to combine emissions 
trading with other instruments because other instruments are already in place. We have, for example, our legislation 
on the encouragement of renewables. We have energy efficiency regulations according to tradition to show like it is 
sometimes called by economists. We have also a voluntary initiative, a very important one, on how to improve 
substantially with 30% the energy efficiency of cars, and the European and American car manufacturers signed it up 
and I’m glad that I’m here in Tokyo where the Japanese car manufacturers and also the car manufacturers of Korea 
joined in in that same effort. So it is about combining the two and make sure that we deliver the emission reductions 
where they are the most attractive.

Also our gradual scheme implies that the emissions trading will not cover everything at the same time, so 
those who would not be covered by emissions trading would, in order to be fair, have to be covered by other things, 
and one of the things was mentioned by Geir Hoibye before, that are environmental taxes, and so the compatibility 
between energy taxes and emissions trading has to be staked out. We have to clarify that and that’s a very important 
element for our industry.
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So, those three introductory comments I think are important to frame the slides that I’m going to use now, so 
can I have the next slide, please?

Why should we coordinate trading within the European Union? As was said, cost savings increased 
radically with a number of participants, and if it is difficult to jump immediately at the entire world, well, let’s start nearby 
at home, in our case in Europe, and we made studies where emissions trading and using all possibilities which belong 
to the low cost end of the cost curve, plus new technologies, will bring down our costs with two-thirds of what we 
otherwise would have, so we only would have one-third of the compliance costs compared to a situation where we 
would not go for the cost savings route.

We estimate currently that the cost of Kyoto to the EU, if we all do that, is .06% of GDP. Of course, doing 
all those measures is quite challenging but, nevertheless, it shows that Kyoto is doable if we look at low costs as much 
as at new opportunities for businesses, in particular on the technologies that we already have. We have not to invent 
them, we have to use them, so it’s a question of incentives.

So, why coordinate trading versus strong economic incentive, and member states, NGOs, said: Why 
would you then not look at the question of how to link—how to link—emissions trading systems? As you heard from 
Mr. Derwent, U.K., Denmark, Norway, are states, most of them member states, Norway is part of the EEA, that is the 
European Economic Area, so it belongs to the same regulatory framework, so some of them are already developing 
emissions trading systems, so we have to build on that. We have to capitalize on that.

Now, what elements would then have to be made compatible? And so we started with a minimum building 
blocks approach in order to limit the work, but also because in Europe we moved away from very detailed technical 
regulation harmonized to where regulation where we have mutual recognition. So member states may have their own 
regulations and then member states recognize mutually each other’s systems that they have invented, implemented 
domestically. So, that’s a quite important rule that proved to be very effective.

Next slide, please. In order to hammer all that out, we created an ECCP, a European Climate Change 
Program, and this European Climate Change Program, of which the first phase is going to be finalized soon, deals also 
with flexible mechanisms. Working Group 1, as you see, deals with flexible mechanisms and, in particular, with 
emissions trading. So, in that group, the other groups deal with other regulations, renewables, energy efficiency, etc.

So, it was asked to the Commission to explore the linking of schemes approach, and we took account of a 
number of reactions, an overwhelming number of reactions, we got on the Green Paper, which is a consultative 
document we made on greenhouse gas emissions trading within the EU.

Now, transparency for us is very important because this ECCP, the European Climate Change Program, is 
an exercise that builds on the involvement of stakeholders, so we invited officials, we invited colleagues from the 
Commission officials, colleagues from the member states, administrations, businesses, business associations and 
NGOs to come together to hammer out solutions, and we do this on the basis of the consultation document, the Green 
Paper, and with the address you find in your file you can consult, if you would like, all replies we got from business 
associations, from NGOs, from academic professors, etc.

Next slide, please. Then comes a question: Why are any rules needed? Is Kyoto not going to be 
sufficient? We have the Chow(?) Document, we have lots of technical discussions? Well, the first element is, of 
course, the environmental policy objective because we saw that like water in connecting jars that is producing a 
common level. If two different schemes communicate, then there is an impact from one scheme and another, so the 
environmental integrity is an element.

But more important is the second dot. We have the strong feeling, and I think this is proven by the 
preceding speakers, that Kyoto alone will not be enough. There is a lot still to be done on what I would call the “nitty- 
gritty of implementation”. Kyoto is an international treaty and it has to be implemented, inserted, into domestic, 
national or European legislation, and I think that many, indeed, too many of the environmental negotiators think that, 
with the finalization of the Chow(?) Document that we currently negotiate, we will have everything we need. I think 
that Mr. Derwent indicated, and other exercises indicate, that this is not true. There are lots of implementation issues to 
be solved, and we see already in Europe where we have different legal traditions. That is, implementation schemes 
differ. If you have an Anglo-Saxon tradition or a continental European, say, French-German tradition, you talk about two 
different legal approaches, and still the same Kyoto Agreement has to be inserted and the systems have to be 
compatible.

Also, I think with the difficulties we have in the international negotiation, it may be that some of the elements 
we currently discuss drop out and will have to be developed at the domestic level. So the question becomes 
important, and I think that it is not an exaggeration to say that is linking of schemes within the context of Kyoto is a 
quite unique experience because we talk here about the third thought, about 15 sovereign member states, and in the 
period of Kyoto those 15 are going to grow to 25 or even 30 member states. It’s quite likely that before 2012 Europe, 
the European Union, will have at least 30 member states, and we have to add to that the member states of the EEA, 
like Norway and Iceland, who adopt the same legislation of the European Union.

We talk here about today 20%, but at the end of the Kyoto period, about 25 up to 30% of the GDP of the 
world which would be covered. We talk here about half a billion inhabitants, so this linking exercise is historically 
quite important.
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But the third dot and the lines, what is happening today in Europe, we are building and enhancing the 
internal market. That means that regulatory barriers between member states are taken away at a dramatic speed. Not 
more than 10 years ago, we could hardly talk about European transport markets. Those who were taking a flight in 
Europe know that the flights were expensive and that we had separated markets. If you go today to Europe, you take a 
flight which costs you a third or a fifth of what you were paying not more than a decade ago. There will not be any 
passport control between flying from, say, Sweden to Italy. We have an internal market. We are hanging together, 
economically more actively, more profoundly than it was a decade ago, and this continues. It continues because we 
are liberalizing our energy markets. That means our markets which were controlled sometimes very strongly by 
member states, state authorities, are being liberalized, so we no longer talk about national markets in member states 
but we talk about a truly European market, and the new members are going to be members of that market.

So, removing barriers means increasing competition, and increasing competition means that it is more 
difficult to introduce legislation because the margins with which companies operate are tighter, so we are not only 
hanging together, we are also forced in the same direction to make systems as convergent as possible. And the 
sectors which we are talking about here are very much the Kyoto sector, so to speak. It is about energy, it is about 
transport, it is about industry, and increasingly we see the new agricultural sectors and forestry opening up to that 
same logic.

So, the third element, preserving and enhancing the internal market, that is what globalization means in 
Europe. I’m sure that increased competitiveness pressures are in Europe more due to Europeanization perhaps than 
to globalization. Changes are very fast.

Next slide, please. In this context comes a question: What must we coordinate and what may be 
coordinated, and to what extent should we have somewhat harmonized solutions and, to some extent, couldn’t we 
have integrated or more freedom for member states to deviate to what areas which are desirable for coordination but 
where coordination is not necessary to make the system work?

A word about harmonization. We left behind us in Europe that we harmonized everything. I talked about 
mutual recognition. It’s one very important thing. We recognize each other’s systems. We do not make them totally 
equally in a harmonized sense.

The other thing is that Europe and the European administration has not the ambition and has not the 
strength to harmonize everything. So the question is about how to cooperate at the national level and at the European 
level and to make a framework within which this can work. By doing that, politically we facilitate tremendously the 
introduction of emissions trading systems in member states which are less keen today to have them, so it gives a 
political advantage.

Under Part 2 but, to some extent, as I will show under Part 1, there is some freedom to what extent we want 
a system that is simple. We can have lots of variations in the implementation schemes. We saw from Mr. Derwent 
a minute ago that there are specific elements to the U.K. scheme, but if 50 member states, say, 30 member states go 
for specificities which are not compatible, then we may have a problem in Europe but also a problem within the wider 
Kyoto context industrialized countries.

So, we asked these two questions and we came up with the next slide which is, in fact, a summary of what I 
would like to say, the key slide, I would say. But one deals with the elements which we have a strong feeling after all 
these talks and stakeholder consultation. We have a strong feeling that the elements in Part 1 need quite solid 
coordination, if not harmonization. Part 2, I’ll come to that, gives us more leeway for variable implementation 
schemes in the member states.

Part 1, of course, the currency C02 equivalent, that’s Kyoto, it goes without saying, so Europe is not going 
to add anything to that.
We think we are very clear about that. We also hope and, as I heard this morning from Andrea Pinna, the last 
element, the registries, it should be possible to agree on that so that the registries, which is the accountancy 
communication tool we need, that those are going to be compatible. So I would say, on the first and the last one, I do 
hope that Europe will not have to have much to do there.

But I think before the last one, the project mechanism is also there. As far as it stands today, these project 
mechanisms will possibly end up in a quite harmonized system we have a project cycle which is quite specific. We 
will see what comes out of the international negotiations, of course, but there we expect a quite harmonized system 
coming over from the Kyoto Protocol negotiations.

Then comes the nature of targets. The nature of targets is a very important one, and Henry Derwent 
before me elaborated on that. We could have energy efficiency targets which U.K. called the “unit sector”, or we could 
have targets expressed in C02 equivalent. On the nature of the targets, I think that we will have to strike a deal 
amongst the Europeans and explain, and I am not going to build further on what Henry Derwent said for me in a very 
eloquent and clear way, if we were to have two different target systems in Europe, given the competitive pressure, we 
see problems emerging, and I think that, in line with the Kyoto Protocol, we will have to go to what we commonly call 
“absolute targets” or targets expressed in C02 equivalent.

But I haven’t said that there is no role for energy efficiency targets and I see a system coming where 
perhaps there will be some choice available to industries, whether they go into the unit sector, the energy efficiency

164



targets, or whether they go into the trading sector, but it’s one or the other. If you go for an energy efficiency target, 
you receive a lot of flexibility, and the ultimate, absolute delivery that risk is taken by the government. That’s one 
thing. Or you go into an absolute target, C02 equivalent, and then you would have unlimited access on those two 
international markets. There is a flexibility. But we have a strong feeling we will have to strike a deal because you 
cannot have one and the other. It will be one or the other for the same problem.

Then, there is a strong feeling that monitoring standards, reporting verification and compliance, the 
controlling devices, so to speak, that there we need strong EU coordination. Strong EU coordination because in tight 
markets with strong competitive pressures, there may be cheating here or there and that could create distortions of 
competition, and we would like, of course, to avoid that.

When it comes to compliance, we have a tool in Europe which is a European Court of Justice, and that is 
the ultimate thing. We have tradition in how to implement and comply with environmental and other legislation. The 
local authorities have to do their bit, and then the national authorities, and if the discussions continue then there is a 
European Court of Justice. So, there is a strong feeling we should use that. This is an infrastructure in place and I 
think that common sense leads us to accepting that this is something that we have to develop.

There are peculiarities. I give one example on compliance. We have one scheme already developed as a 
law, which is the Danish scheme, and the Danish scheme foresees a penalty rate of 40 Danish krone per ton of carbon. 
Now, if there is a penalty scheme around, I think there will be a strong tendency to have the same penalty rate because 
suppose in Europe that only the Danes would have a penalty scheme of 40 Danish krone, if the price would rise to 41 
Danish krone then no one is going to buy on the market, but everybody is going to go to Denmark and buy in Denmark 
and take away allowances from their market because they are going to be cheaper. So this penalty rate, if there is a 
penalty rate, will have to be the same. Otherwise, communicating jars(?), like I was mentioning, are going to make 
that too much variation, if variation at all, will not be possible.

Then I come to the second and the third direct and indirect upstream and downstream emissions rating 
systems. There simplicity requirements do play an important role. The upstream system is a system that is primarily 
linked to energy carriers, so you could link the 002 allowances to a ton of coal, and then coal is being sold, and the 
price of coal incorporates the 002 allowance. Or you could have a system which is called “downstream”, which is 
plant-related. What comes out of the chimney is monitored and, according to those emissions, you have to have your 
permits.

Now, in the world as I can see it, we will not have fewer upstream and downstream systems, but we will 
have a combination of both, a kind of pragmatic combination. We have a strong feeling that, for the sake of simplicity, 
we will have to have the same combination.

The same with direct or indirect emissions. The question there is: Who produces the electricity? Is he 
going to take care of the emissions permits, or is it the one who consumes the electricity? Is it, for example, the 
chemical company buying electricity and ultimately consuming this electricity? Is the chemical company going to be 
responsible?

Also there may be different schemes, different benefits, but we have a strong feeling we have to strike 
somewhere a pragmatic deal in the middle.

On Part 2, we have the allocation methodology, the stringency of the targets and the sectoral coverage. 
Some may be surprised that there we would have more scope for cooperation, more scope for variation amongst 
member states. One of the reasons is that we already have some tools available. The Guidelines that were 
mentioned before are the tool, and the tool looks at fair competition in Europe, and in the beginning we expect prices 
for permits to be rather low, so there may be distortions, but the distortions may perhaps not be as important as to 
distort the market. So, in order to start, we can perhaps afford ourselves this variation possibility.

Next slide, please. Conclusions, and I didn’t want to go into too much detail. There is a document in which 
the detail is taken up. The conclusion is that all those who participated in our consultation exercise were a bit surprised 
that there needs to be more coordination than what we first thought, and this concerns primarily implementation issues 
because we belong to the same internal market where competitive pressures are very heavy. So the more these 
competitive pressures increase, the more we have the feeling that there will be a pressure for common decisions 
instead of wide variation possibilities. This is another reason to have a system relatively quickly up and running so that 
the system can evolve together with the evolutions in trading and in the finalization of the internal market.

Next slide, please. For those who want to have more information, here is the address of our web site that 
you can consult. All documents we have, also very shortly new economic studies are all put and linkages are put up 
to studies being done by us, by our colleagues of other departments. I have to stress that this entire exercise is taken 
care of, roughly spoken, 80% by non-environmental specialists. Our colleagues from the energy, transport, economic 
departments are really the lead authors in this system and we are very glad to have this system elaborated jointly 
because it’s only by involving the people, our colleagues, as much as industry and NGOs that we feel confident that we 
can go ahead according to the time scale indicated.

Thank you very much.
MODERATOR: Thank you very much, indeed. Well, yes, you have a grand plan, scheme, to try to introduce 
emissions trading schemes into Europe. You have given an in-depth analysis into very critical areas and, despite the
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time limitation we do apologize for having asked to shorten your presentation. But I do hope that the audience will 
access the web site that was introduced for the details.

It’s time for us to start the reception party but still we would like to solicit questions from the floor, if any. 
Yes, please.
YAMADA: Yamada from Kyoto University Graduate School. We were able to hear the very encouraging, positive
approach being taken towards the EU internal market, but when you look at the internal market and the international 
market, which is the subject that we are dealing with here, I think there is a difference between the two markets. So I 
would like to ask you your observation of the differences between the internal market versus the international market. 
The fact that you are trying to establish a scheme for the internal market on emissions trading, this scheme versus the 
market, which is based on the Kyoto Protocol scheme, is there any major difference between the two markets? 
DELBEKE: Thank you very much. In our view, there is no difference between the two markets. What I discussed was 
a gradual buildup towards the system that is going to start in 2008. It is learning by doing, and in 2008 the EU will 
become a complete and comprehensive player on the international Kyoto market. That is the way we see it. That is our 
objective. But before 2008 we will not have a Kyoto market. We may have market initiatives here and there, but the 
Kyoto period starts in 2008. That is building, or it is the same team as we heard from Natsource this afternoon. This is 
also a specific element that is going, sooner or later, to be encapsulated once in 2008 the Kyoto market comes in to 
operation. But before 2008 there is more leeway, and our assessment is that we need that margin of freedom to get 
away with an economic policy instrument that we never used. We would cover, at least in the first years, 50% of our 
emissions through this gradual approach. 30% roughly is power generation, and 10-15% on top of that energy- 
intensive industries. Now, if we would wait until the 1st of January of 2008,1 would not think that we could convince 
our industries and our colleagues and administrations that everything would go well and that no disruptions would take 
place if we would not have before that date already a useful experience about how markets work. It’s a basic truth in 
life, if you come within your policy instrument you have to test it, and that’s why we want to start 2005 target date in 
order to have three years of experimentation for ourselves. We call that "capacity building”, but we need that capacity 
building for our administrations as much as it is needed in our industries.

We have some examples of industries who want to go ahead. We have examples of member states who 
want to go ahead, but at this point in time we cannot say that there is a majority of businesses and a majority of 
member states that already today is capable of entering into the quite complicated nitty-gritty of this emissions trading, 
and perhaps there are also possibilities to learn from each other in different parts of the world how we can facilitate, 
how we can simplify emissions trading schemes before and at the date of 2008.

But there can’t be, to summarize, and it is not the intention to have a separate market, a European market 
and a Kyoto international market. That’s out of the question. If I can reassure you on that, we do this now in Europe 
in order to have it as part and as the road in to the Kyoto system as of the 1st of January 2008.
MODERATOR: Thank you very much, indeed. I’m afraid that we have truly run out of time here, so we would like to 
end the Q&A. Thank you very much once again, Dr. Delbeke.

This afternoon we have had a series of extremely informative presentations and I really don’t have time to 
summarize, but I think when we consider the climate change, the market mechanisms do have high potentials. At the 
same time, there are a number of challenges that are involved as well. So, within the Protocol we have to set up 
specific rules. This is one thing that we have to do, and also within each of the countries the government and private 
sector also have to carry out a number of consultations, and each of the countries have to exchange their 
experiences, share their experiences. This is the impression that I had gotten.

Thank you once again to all the speakers this afternoon, and also I would like to express my thanks to the 
participants for your active participation in the questions and answers. With this, we would like to conclude the 
afternoon session. Thank you.
M.C.: Thank you very much for your long participation and the most interactive sessions that we have had. From 
10:00 tomorrow morning we will continue on where we left in Session 2 as to pose ourselves in constructing.

(END OF SESSION 2, PARTI)

Second Day (Friday, April 13)
Session 2 Toward Credible and Workable Scheme Of the Mechanisms (Part II)
■ Moderator: Mr. Yasuo Takahashi, Director, Office of International Strategy on Climate Change, Global Environment 

Bureau, Ministry of the Environment, Japan

M.C.: Thank you very much for your kind waiting, ladies and gentlemen. We will continue with the Symposium on
the Kyoto Mechanisms as to establish emissions tradings that are both credible and workable. Yesterday we had 
Session 1 which addressed the position of parties as to the international negotiations as they currently stand to the 
Kyoto Protocol and Mechanisms. Session 2 followed to address s to how to make a workable system. We will, in fact, 
carry on from where we left on Session 2 this morning.

I would like to introduce the speakers as to ask them to ascend to the stage. From China we have the
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Ministry of Science and Technology, Division of Resources and Environment Department of Rural and Social 
Development, Director Mr. Lu.

We had originally expected Mr. Hossein Meibody from the Mission of Iran to New York. However, he has 
suddenly canceled his visit to Japan, so we have reference material to your interest.

We also have Mr. Thomas Black who is, in fact, a Commissioner-Advisor to the Minister from Colombia.
We also have Dr. John Kilani from South Africa.
Next, from Trexler and Associates, Inc., we would like to introduce Dr. Mark Trexler.
And from the World Bank Mr. Ken Newcomb.
The Moderator from yesterday is from the Ministry of the Environment, Japan, Global Environment Bureau, 

Office of International Strategy on Climate Change, Director Mr. Takahashi. I would like to yield to him further. 
MODERATOR: Good morning, ladies and gentlemen. I’m Takahashi from the Ministry of the Environment. I would 
like to carry on from where we left last afternoon. I look forward to this session in addressing the second sub-session of 
Session 2. CDM, in fact, will be the focal point to be addressed.

I’d like to make a disclaim up front. As the M.C. has mentioned, we had originally planned to have Mr. 
Hossein Moeini Meibody. In fact, for urgent reasons he was forced to cancel his visit. And for further reference we 
have provided his paper.

Yesterday it was one of the focal points which is, in fact, the paper or the notes from the President of the 
Conference. In fact, we have a copy. If you are interested further into the matter, that was posted on the web site 
just yesterday as regards the new proposals by the President of COP6.

In fact, CDM is a unique and essential system as to further derive sustainable development as well as to 
work towards the aims of the Convention, and also, in fact, is twofold in assisting the developed countries to attain their 
targets. We talked about emissions trading in the last session in the afternoon yesterday. In fact, the projects with 
regards to the verification and validation as well as the monitoring and so forth are more complex issues that need to 
be addressed on top of the emissions trading addressed yesterday.

In fact, within the CDM I believe that there has been thought given to these elements. However, it still 
stands open to further refinement.

The host countries, in fact, in which the projects are implemented are given the position as to whether the 
project should assist the host country and to give the validation in that sense, and it also has some issues as for how 
small scale projects would be streamlined to fit the whole purpose.

Simplification, of course, is another issue under consideration. The prompt start of CDM, in fact, is very 
much expected, and in doing so we must have an executive board which must stand to that purpose at an early stage.

From Asia as well as Central-Latin Americas we have experts who are well versed into this issue. We 
also have people with market background, as well as from the World Bank, influential in the PCF. We have experts that 
are well versed into these issues as to how to devise a more significant CDM for the expected potentials to be derived 
from the CDM, and I believe, of course, the system would be most complicated, and how it needs to be workable will 
be discussed as well in setting the right measures. Also we will derive credits that are generated from the CERs to 
be generated and how should it affect the whole market, and the framework of emissions reductions are some of the 
elements to be firmly addressed.

Now, I would like to go to the first speaker. We have asked them to stick to their time allocation of 15 
minutes. We will also address and entertain questions from the floor following their presentations. We would like to 
ask Mr. Xuedu Lu who represents China to be the first speaker.
LU: Good morning, distinguished friends. I’m very pleased to make this presentation on behalf of Mrs. Jiang Jie, 
my colleague from Foreign Affairs of China, and me myself.

First of all, I would like to join others to extend our sincere thanks to the Government of Japan for making 
this symposium happen and for inviting us to this symposium.

Before I go to my presentation on the expectations for the CDM project in China, I would also like to make a 
few comments on the U.S. position on the Kyoto Protocol. In our view, the U.S. negative attitude towards ratifying the 
Protocol under the disguise of “lack of equity in setting emission targets for developing countries” is a very 
irresponsible for the global environmental protection despite the current momentum, yet the international community is 
making great efforts to insure the Protocol to finally enter into force. We will, together with other parties, in 
accordance with the principles under the framework of the Convention and its Protocol, make further efforts to insure 
the success of COP6 in the near future that would ensure the Protocol to enter into force at an early date. We wish that 
the U.S. administration can review and reconsider its position on the Kyoto Protocol.

Next, I will come back to my presentation on the expectation for the CDM project in China. I will divide my 
presentation into five parts:

1. Expectation for future CDM negotiations
2. Expectation for CDM framework
3. Expectations for CDM projects in China
4. Potential for CDM projects
5. Examples of 2 sectors
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Now, CDM has drawn more and more attention, in particular from the industrial sector. I think this is well 
understandable because CDM has significant implications on both the economy and environment and it can bring 
about opportunities for the world. For industrialized^) countries, CDM is the opportunity to achieve their commitments 
under the Protocol with much lower costs than their domestic measures while, at the same time, CDM can bring about 
the opportunity for developing countries to promote sustainable development.

Anyhow, we are still facing greater challenges to make CDM workable, and the failure to reach agreement 
at COP6 is the evidence of the challenge and the difficulty because there exist quite different views on many issues of 
CDM. Yesterday morning, some difficult points were touched upon, such as supplementary, single project, 
competition of SQ(?) report, unilateral project, fungibility, and so on. It is our sincere hope that we can get agreement 
on CDM and other important items at COP6P(?) and get a prompt start to implement CDM projects, provided the CDM 
framework and the SQ(?) report could be set up at COP6P(?) and COP7, respectively. We wish the CDM 
framework should be elaborated in consistency with Article 12 of the Protocol. In the nature of protection of climate, 
we do not support the idea to elaborate the CDM framework purely in light of this economic point of view. In our view, 
CDM is firstly an instrument to assist Annex I countries to meet their obligation under the Protocol, and the CDM in 
nature is not designed for profit making. We should bear this in mind, and in doing so we may overcome some difficult 
points.

We also may face difficult situations at COP6P(?) on CDM and other items in the negotiation because of the 
U.S. negative attitude towards the Protocol.

(NOTE: Technical fault—About 10 words in Japanese interpretation audible)...efficient, transparent and 
balanced. I think the meaning of workable, efficient and transparent is quite easy to understand, but perhaps quite 
difficult to achieve. Here the balance means to insure the environmental integrity against the requirement of reducing 
CDM transition^) cost. In other words, we cannot sacrifice the environmental integrity to accommodate minimizing 
the transition^) cost. It is a great challenge for us to elaborate CDM operation or framework that can satisfy all 
parties.

Next, the expectation for CDM project in China. We have not yet in China formally set up management 
assistance for CDM projects and set up the policies and the requirements for CDM projects. But the following points 
would be among those requirements:

No. 1, CDM projects to support the national development goals.
No. 2, CDM project should bring about advanced technology transfer or promote the commercial technology 

to be deployed.
The next is funds provided by developed countries for a CDM project should be additional to the ODA and 

the financial obligation under the Convention and the Protocol of that party.
Next, CDM project should bring about the benefit of local environmental improvement.
The last one, resources for our CDM project are available locally. For the time being, we consider energy- 

related projects as priority, such as the power generation, energy efficiency, new and renewable energy, fuel 
substitution, and we also support the nuclear technology.

The next is regarding the potential for CDM project in China. There are many studies on the world demand 
and supply of emissions reduction. Some information shows that the world demand for emissions reduction falls into 
the range of 800 million to 1 billion tons carbon per year. I believe this estimation may be roughly appropriate, but it 
also is my view that this is very uncertain.

In particular, in the case without the U.S. ratifying the Protocol, the demand will decrease a lot. In terms of 
CERs supplied by China, some information shows that China can provide 40% of the world demand, and some papers 
show even much higher, such as 60% of the world demand. But I believe that these studies do overestimate the CERs 
provided by China, and it would be impossible for China to provide so much. We will have further study on this issue.

Next, I will give some examples of two sectors. Sector 1 is electric power generation and another is 
industrial boiler. For electric power generation, by the year 2000 the total capacity of power generation of the country is 
about 300 gigawatts of which fired-power capacity is about 230 gigawatts, and fire-powered generation consumes 
about 620 million tons coal per year. A study shows that in the year 2010, power generation demand is about 500 
gigawatts, and if the world’s technology can be applied, the potential CERs to be generated is expected to be about 20 
million tons carbon per year, but in my view perhaps only half of the potential, or even lower, can be realized, if greater 
efforts have been made.

The next is regarding the industrial boiler. Industrial boilers are quite popular across the country and they 
perform with very low efficiency. For example, in the year 2000 the total capacity of industrial boiler is about 120 million 
tons per hour with efficiency of 60%. It is estimated by some paper that in the year 2000 the capacity will increase to 
160 million tons per hour, and if the boiler technology can be applied perhaps 40 million tons of carbon per year can be 
a potentially expected to generate CERs from this sector. But also, as I mentioned just now, perhaps only half of the 
potential, or even lower, can be reached if further efforts can be made.

With this, I will conclude my presentation. I thank you all for your attention and for your patience. Thank 
you, Mr. Chairman.
MODERATOR: Thank you very much. We will go to the next speaker from Colombia. We would like to introduce Dr.
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Thomas Black to address the COM from a Central and Latin American perspective. Dr. Black, please.
BLACK: Good morning, ladies and gentlemen. Thank you very much to the Japanese Government and to the entities 
that have invited me to present to you today on the topic "Making the Kyoto Mechanisms Workable and Credible: A 
View from Latin America”.

I will start by saying that Colombia has been a strong supporter of the Kyoto Protocol from the beginning 
and extend very warm greetings from our Minister of Environment to Minister Yoriko Kawaguchi and the Japanese 
people.

We have had a historical leadership role within the G7 and China in the Climate Change Convention and 
the Kyoto Protocol, and I can announce today with a great deal of pride that Colombia has ratified the Kyoto Protocol 
as of December 2000, and we are willing and able to participate in the reduction of emissions in the Kyoto Protocol.

My presentation will be in four parts. When the invitation came to speak about the Latin American view of 
the Kyoto Mechanisms it seemed to be a very wide topic, so I wrote to the organizers and I asked specifically from 
Latin America: What would you like to hear about? And they said: Anything you wish to speak about. So I decided 
to present four papers and I wish to call your attention to those four papers in the literature that you have in front of you 
basically on four topics which I will touch on only briefly.

First, CDM potential from Colombia and Latin America which we consider to be very large.
Second, CDM policy design potentials. If our potential is very great we must assure that the CDM is 

efficiently designed in order to maximize the benefits to the climate and to the developing nations.
Third, the impacts of policy design distortions. Yesterday it was quite pleasing to hear Dr. Delbeke of the 

European Union speak about the vision that he holds for a European trading system in very efficient terms—liquidity, 
simplicity, efficiency-and it is my hope that those same principles can be extended to the world trading system for 
carbon reduction so that we can get the maximum benefits to the climate as quickly as possible at the lowest cost to 
our societies.

Fourth, a paper that we recently produced with the United Nations group for research and training in 
UNITAR, a survey in our continent on the requirements for making the CDM credible and workable.

There are really two visions from Latin America. There is the GRILA(?) group. GRILA is the group of 
Latin American initiatives that believes in economic incentives as a way to bring out the maximum number of potential 
projects, bring those to the market in the most cost effective fashion and, therefore, reduce emissions as quickly as 
possible in as many nations as possible, not only reducing emissions and bringing our targets quickly forward but also 
maximizing the potential gains for developing nations in the process. So the GRILA group can be perceived, I believe, 
as a group that believes in the power of markets and believes in the importance of including forestry in the CDM.

There is another group in Latin America led by Brazil and Argentina that takes a different view with respect 
to markets. They believe that the markets should be restricted and that there should not be land-use change in forestry 
projects and CDM.

But I speak for the GRILA Group, 13 nations. They have a vision that can be brought to these four points: 
First, the maximization of the potential benefits of participation in CDM for developing nations; second, economic 
efficiency in the emissions markets that will maximize the benefits for all nations involved; third, environmental 
effectiveness. We believe that there can be no efficient and effective markets without real environmental 
effectiveness; and, fourth, equity among nations based on the principle of common but differentiated responsibilities.

The first paper is titled "The National Strategy Study for Implementation of the CDM in Colombia”. This 
paper I brought basically to demonstrate the great potential that we have in Latin America to reduce emissions.

The second paper on policies entitled “Key Issues for CDM Design” that will bring about the goals that I've
stated.

Third, the impact of policy distortions on developing countries. Yesterday in the first session there was a 
question from the Moderator asking about the impact of philosophy on the design of the emissions trading markets. I 
think this is a very interesting question because, in many cases, we have many people espousing positions either from 
a philosophical view or an emotional view or an intuitive view. They really don’t take into account a hard analysis of 
what these policy decisions may do for developing countries and our participation in the markets.

So, taking into account how these distortions could affect the value and the gains and the benefits to 
developing nations, we have applied this analysis to the portfolio of five developing countries in Asia, hopefully for 
distribution within the Asian group.

Fourth, requirements for making the CDM workable is based on a paper which we did which surveys key 
CDM sectors in seven large Latin American nations where we try and identify from decision makers in the private and 
public sectors what will be necessary in terms of capacity building, in terms of training, in terms of funding, to make the 
CDM operable and efficient.

I will speak primarily about the first two issues but I will invite questions at the end on all four.
CDM, of course, is of great interest to Japan because of its ability to reduce the compliance cost for Japan. 

As noted yesterday by Mr. Garth Edward, the autarkic costs, the non-trading costs to Japan of meeting this 
commitment could be in the 400 dollar per ton range, with the inclusion of an efficient international emissions trading 
market. That could reduce the compliance cost through an efficient market to around 90-100-110 dollars, depending on
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the setting that you are referring to, and if you include an efficient, liquid, simple, undistorted CDM in this market, we 
could see the average price fall and the compliance cost per ton fall to between 10 and 35 dollars, depending on your 
study. This implies massive gains for Japan, and if we have an efficient market that maximizes the number of projects 
to developing nations at a good price, then we’re talking about maximizing the number of projects in our countries, 
maximizing the direct and collateral benefits in our countries and the gain from trading can be shared by all.

The key issue is to have a simple, unfettered base program that can investment from countries like 
Japan to options in countries like Colombia or Zimbabwe or India in a most quick and efficient fashion maximizing the 
value of that emissions trading reduction. The gains from trading, as you all know, are very large for Annex 1 
countries.

Let’s talk about potentials for a moment. In Colombia we had the opportunity to do a national strategy 
study financed by some Annex I countries to the World Bank that allowed us to identify where our opportunities are. We 
were able to evaluate our costs of compliance, building marginal reduction cost curves in the agro-forest sector, here 
comparing the costs of different types of demonstration projects to an expected price range that we calculate as 
between 3 dollars a ton and 19 dollars a ton assuming U.S. participation in the Kyoto Protocol.

But, as you can see, there are significant economic benefits in trading with Colombia, and there are 
significant gains from trading to Colombia if we can sell a CER at 19 dollars a ton and it costs us 2.50 or 3 dollars a ton. 
These kinds of incentives are absolutely crucial, send signals to those project owners in the forest sector, in the 
electricity generation sector, that there are great values to be had from contributing to the reduction of emissions in the 
climate change markets. We evaluated our entire electricity grid establishing the costs throughout the group, the 
different options, and we can see the difference between the cost per ton reduced in each one of the projects and the 
expected price of around 19 dollars a ton, if the United States comes in, and you can see the gains from trading to 
Colombia could be very large.

In the raw sugar sector, plus in the cement sector, etc., this allowed us to build over a two-year period 
working with industry, working with academia, a national abatement cost curve that allows us to understand our 
potential in Colombia. Technologically, in a perfect world of perfect information and perfect markets, we could put up 
the 42 million tons of C02 reductions on the market, but if you begin to restrict that in terms of the market price and in 
terms of additionality requirements, we are looking at a gross potential of around 23 millions tons per year, again in a 
perfect world, but it is a good indicator, and if we think about this in terms of all the developing nations that there is a 
great deal of low cost opportunities to contribute to the climate change goals if we have an efficient, effective, market 
for carbon.

For Colombia this could be our fourth leading export. We prefer to think of this as the opportunity to export 
to the developed world the environmental service of producing reductions, much like the service of selling them 
organically grown foods. We can sell them emissions reductions, make the world better for all, produce gains from 
trading for our producers, and help us to meet the goals of the Kyoto Protocol.

Of equal importance, the more projects we have, the more technology we have, and the more collateral 
social and environmental benefits we have for our people, very quickly we can talk about co-financing of clean 
industrial modernization, of new clean energy expansion, of the transfer of technology, more projects, more technology, 
of clean mass transport projects, the reduction of particular S02, NOX locally, the more projects we have the more 
efficient the market is, the more collateral benefits that we can have.

The same in the agro-forestry sector. The GRILA group is a strong proponent of the inclusion of 
reforestation and afforestation in the CDM. For us, the collateral benefits—employment, restoration of the MBN(?) 
watersheds, the bio-diversity increase, the increase in the median of rural wages for us are as important as the sale of 
CERs and the generation of foreign exchange. So, if we have a very large potential for Mexico to Argentina, Chile, 
Uruguay, all throughout this large growing continent, what will be the key issues for us in order to make this potential a 
real workable outcome for our countries? There are key issues in terms of an efficient market that can allocate very 
efficiently across the world.

For us there are really four issues. The first one is supplementary. Yesterday speakers referred to it 
very many times. Why is this such a key issue from our perspective? From our perspective supplementary is more 
of an intuitive issue, more of a philosophical issue, more of an emotional issue, but when you begin to look at the 
effects on the demand for CDM projects, on the demand for CERs, what it will do is it will restrict the growing fashion 
the amount of CERs in the market in the face of a very large supply, and the more you restrict CERs in the face of a 
very large supply, the more you force the price down. This is a very important issue for us because if we want to 
maximize the benefits in terms of employment, in terms of income, in terms of foreign exchange generation, in terms of 
technology transfer, in terms of participation in projects, we must maximize the value, not minimize the value, of our 
CERs.

Clearly, climate benefits from reducing a million tons of C02 in Colombia are equal to those of reducing a 
million tons in Denmark, but the marginal welfare gains to society of a multimillion dollar investment that are required to 
reduce that C02 are much greater in a poor country like Ecuador, the marginal gains in that investment, than they are 
from the same investment in Denmark.

There are a series of very good studies that demonstrate that as you increase the supplementary
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restrictions, as you reduce the amount of CERs that can be used to comply, it forces down the demand in the face of a 
very large supply forcing down the price as you restrict more and more.

Why is the price effect so important? Because COM projects will only be undertaken if the cost per ton of 
C02 reduced is less than or equal to the price that they are willing to pay for. If the cost per ton reduced is higher 
than the price they are willing to pay on the market, the project won’t get done, It is not economic.

Looking at the marginal rate in Colombia, what would be the effect of successive levels of restriction on the 
use of CER for compliance by Annex 1 countries? In a no-limit case the MIT studies indicate that we can have a full 
price of around 19 dollars a ton and at that price Colombia could put about 23 million tons of C02 on the market 
generating around 435 million dollars in foreign exchange. A small restriction to the 75% limit would reduce a small 
amount of 21.8 million tons of CC2 generating 397 million dollars in exchange. But the 50% limit, which was the 
European proposal in the general case in the Hague, would drive down the price to around 10 dollars per ton in our 
models, reduce the number of projects and reduce the number of CERs we can put on the market, to 8 million. 
Reducing it from a potential of 430 million dollars per year in exports to 94 million dollars per year.

Now, this is a very large and important impact that will affect the welfare of my people and my economy if 
there is no difference with respect to the climate where you reduce in Denmark or in Colombia and the marginal 
welfare gains are much higher in Colombia, then we should not impose this kind of a policy distortion on the incentive 
effects that are possible.

In this case, what is a promising new export sector, CER export sector, the environmental service sector, 
everybody gains from this, It is good for everybody. Under the no-limits scenario is reduced to a low profit, low benefit 
option, under an increasingly strict supplementary restriction. Again, we will be saddled with low prices for our 
commodities, low gains from trading for our countries, but this time from our own design. As restrictions increase, 
demand falls, supply stays the same, value falls and suppliers bid against each other.

The value of the export foreign earnings falls, foreign direct investment would fall, the number of projects is 
reduced, there is increased competition among developing countries for a smaller amount of investment projects. A 
developing country contribution to the climate change problem is reduced. The number of technology transfers is 
reduced and, of course, for us, because of less projects, there is much less collateral social and environmental 
benefits.

The second key issue that characterizes the GRILA position is transactions costs. Transactions costs, if we 
are not very careful, may overburden the CDM, discourage its use and minimize resource flows to communities and 
productive sectors.

Why are we so worried about this? Because we study history. We study the history of offset based 
emissions programs much like the CDM that have occurred in the past. I will name four here: The San Francisco 
Bay Area Emissions Offset Program; South Coast Air Quality Management Program in Los Angeles; the Fox River 
Project in Wisconsin. Those three projects on paper were very efficient models for reducing emissions at low cost in 
those areas but, in reality, very few trades were made because of the transaction cost burden, because of the messy 
paperwork, because of the delays, because of the numerous amount of studies that had to be done and redone. This is 
why we're so worried because, although there appeared to be great gains from working with CDM, the transactions 
costs that are being piled on and piled on and piled on in negotiations will make it uneconomic and unpleasant for a 
Japanese to invest in a Colombian CDM project instead of simply picking up the phone and calling up Mr. Edward on 
the telephone and saying: Ship me 100,000 CERs, or ship me 100,000 AAUs.

Transactions costs will kill the CDM if we’re not careful. Here is a list that we developed of the leading 
transactions costs that we have identified that are in the negotiating tax—the administration tax, adaptation tax, tax for 
host party sustainable development, and research costs, project pre-feasibility studies, travel and communications 
costs between countries, negotiation activities, legal and contracting fees to do project by project, project-by-product 
baseline calculations, future baseline revisions, environmental additionality certification, financial additionality 
certification, sustainable development certification, initial project validation development.

Annex B has to approve the project, the developing party has to approve the project, executive board may 
be brought in to approve the project. There may be third party challenges somewhere along the line. World Wildlife 
Fund didn’t like the project, asked for reviews lowers down, more time, more cost, interest rates getting money, 
National Registry costs, buyer and seller liability costs, bilateral project management costs. We’re talking about 15 
years of being in Colombia running a project. There is an administrative cost associated with that, exposed leakage 
challenges, etc., etc., etc., etc.

Compare this, picking up the phone and saying: Mr. Edward, please send me 100,000 AAUs tomorrow- 
transaction cost near zero, problems near zero, delays near zero, efficiency almost perfect. Where is CDM?

There are proposals in the text like this one. Up to 10% for the administration tax, up to 20% for the 
adaptation tax, and up to 30% for the host country sustainable development tax. They don’t call it that but it’s a tax- 
at 60% of the value of the project before it even gets off the ground. Where is the incentive? How many people are 
going to be willing to give up that kind of a loss when they can call Mr. Edward up and say: Ship me those at no 
transactions cost.
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For us, for the developing nations, it’s very important to get value to the producer. This is a new value for a 
cement producer, for a farmer, for an energy producer, the ability to reduce emissions and get an additional gain or 
producer surplus from that investment. The more transaction costs that we have, the less net value we will have that 
goes to the producer. In an efficient world with very low transactions costs, the maximum amount of value will go to 
those investors and project developers and communities that are reducing emissions. Right now it looks like the 
amount of value that we’ll get to our communities and our project developers, after you add up all those transactions 
costs, direct, indirect and hidden, the value will be close to zero, so it will be the same effect as the historical cases. 
Looks great on paper.

CDM transactions costs may nullify much of its potential cost advantage. This may minimize the net 
resource inflows to developing countries. Small net inflows will reduce or eliminate the financial additionality of many 
projects, and many of the potential north-south resource flows will be diverted north-north.

The issue of unilateral and bilateral project formulation is of great interest to Colombia, to GRILA and to 
countries like Japan. The bilateral model where we have to have a Japanese investor working in Colombia with the 
Colombian project partner over the long term, bilateral traditional model, excludes many countries like Zimbabwe, like 
Colombia, like East Timor because of the risk of an investor working setting up shop and operating for 15-20 years in a 
country like ours. So those countries that are perceived as having marginally high risk are off the table in a bilateral 
world.

The bilateral model obviously increases the transactions cost because you have to search for the project, 
you have to find the project, you have to negotiate the project, the project, not the purchase of the options, the project 
itself, the restructuring of that cement plant, a long-term process. Small projects will probably be excluded that have 
very many rich social and environmental benefit because all those projects in high risk nations, where there is high 
transactions costs, will probably be out, so the effective supply will be low, the demand may be high, so the price to 
Japan may be higher. This has implications for compliance costs for a country like yours, and if you have the unilateral 
model, or we can generate our own projects, put them on the market, put the CERs on the market with no risk, no 
transactions costs, and we’re talking about a much more efficient view of the world. Very good.

To finish, we believe that forestry can make a very important contribution to climate change. We believe that, 
in order to meet the challenges of climate change, forestry must be in. Excluding forestry and land use change projects 
from the CDM, while allowing them under IET and Jl, is inequitable for developing nations. Climate change, the 
challenge of climate change, requires a maximization of emissions reductions and sepastration(?) all around the planet. 
As far as possible we need we need both sources to control the impacts of climate change. Measurements, liability 
and permanence can be managed with proper management and certification.

If we have a good system, even if we do so, the effective supply of forestry projects is going to be much 
less than the potential supply because of the rigors and the rules and the processes and the costs of transactions of 
projects under the CDM. The number of forestry projects that will actually be put on the table will probably be 
between 10 and 20% of the potential.

I would like to close now. I would like to thank the hosts for inviting me to present, concluding that the 
Latin American nations hold a very progressive position with respect to the CDM. We believe there is a great potential 
for us to participate in the climate change control process through CDM projects, but we believe that that potential, in 
terms of reducing the cost of compliance for countries like Japan, and maximizing the benefits for developing countries 
like ours, can only be gained if we have a very efficient design of the CDM

Thank you very much.
MODERATOR: Thank you very much. The large amount and the scale of expectations, in fact, was represented by 
Central and Latin America countries and I think there were a lot of proposals that would make the system more 
workable. Of course, we will revisit some of the issues that were raised in the question and answer session.

Now, I would like to add an African perspective as to invite Dr. John Kilani from South Africa. In fact, he 
is the chief negotiator with regards to making systems more workable. Thank you.
KILANI: Gentlemen, just like the previous speakers before me, I would like to thank the Government of Japan for 
organizing this conference and, in particular, for inviting me to give some African perspective on the CDM.

We in Africa particularly appreciate this opportunity because sometimes we feel that in the negotiating 
process most of the thoughts that have gone into the African positions are not fully appreciated. The African 
continent has about 52 countries, and considering the diversities of these countries you all appreciate how difficult it 
could be for such a continent to come up with unified positions especially on technical issues such as the Kyoto 
Mechanisms. That is why we hold very dearly most of the positions that we eventually arrived at because a lot of 
thoughts and effort and time have gone into developing those positions to get consensus among 52 countries.

So what I want to share with you this morning in brief, in 30 minutes, is just a highlight of some of the 
underlining concepts for some of those positions that we hold with regards to the CDM.

After a very brief introduction, I would like to highlight 5 basic underlining concepts on which the African 
positions on the CDM are based. And then I would like to just talk briefly on 4 critical issues that we see as far as our 
expectations on CDM projects are concerned, and then I will conclude.

The commitment of the African continent to the UNFCCC process I think is well known. We realize that
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the continent is probably the lowest emitter of greenhouse gases but, despite that fact, we also equally realize that the 
continent stands to have the brunt, almost the largest brunt, of the impact of climate change. The recent event in 
Mozambique is still very fresh in everybody’s mind . That shows the vulnerability of the African continent to the impact 
of climate change. That is why most of the African ministers at COPS indicated in their ministerial speech that the 
continent would like to see the Protocol come into force by the year 2002.

It is also interesting to note that the RIO plus 10? Is going to be hosted in Africa, in South Africa, in 
particular, and this makes it even more important and significant for the African continent to see the Protocol come into 
force next year.

As an introductory remark, I think I would like to state up front that our reservation as to how important, how 
useful, COM is going to be to most African countries are not based on just theoretical or philosophical arguments. 
We have learned a very bitter lesson from the activities implemented jointly, AIJ. Conventional wisdom states that if you 
don’t learn from your mistakes then you must be a big fool. Africa does not want to be a big fool and we want to state, 
and we have always stated in the process, that we have learned from our mistakes. So the experiences that we have 
from AIJ we do not wish to have them repeated in the COM regime.

That is why many people do not understand why the African group gave a conditional endorsement to the 
concept of prompt PROMPSTAT(?). I remember the very first time I mentioned the fact that the African group will 
only support PROMPSTAT conditionally. Many people came to me and said: What is wrong with Africa? Don’t 
you understand that PROMSTAT Is good for you?

A lot of thought has gone into this thinking because we believe that if we take the African situation and you 
look at the institutional capacity constraint that faces many countries in Africa, then you realize that PROMSTAT may 
actually not be to the advantage of the continent. That is why our position on the PROMSTAT Is conditional, that we will 
only support PROMSTAT if, bonded with this, there is a commitment by parties to capacity building to assist developing 
countries to build the required additional capacity.

So let me now talk about the 5 basic underlining concepts. The first one is well known now for those who 
have followed the process. That is the concept of the equitable distribution of CDM projects. We felt we needed to 
put up front in the negotiations right from Buenos Aires that the African group would like a commitment to the principle 
of equitable distribution of CDM projects. I know there are many who talked about how can we implement such a 
principle in practice, but the commitment to the principle I think is a first step, and then there will be a common will to 
discuss how it could be implemented.

The issue of effective and efficient system of transaction I think I don’t have to spend too much time on 
because my colleague from Colombia has spoken eloquently on that.

The third important underlying concept for the African group, as far as CDM is concerned, has to do with 
proper categorization of the key issues relating to successful implementation of the CDM. We feel, from the point of 
view of the African group, that we have spent so much time in the negotiation trying to design the CDM, but little effort 
is given to how we will be able to review what we are designing. I mean we keep asking ourselves in the group that 
we can spend all this time designing the CDM, we see some of the tables that my colleague Thomas referred to that 
are imaginable from the text. But I was sure that 5 years after the CDM regime is in place, I was sure that most of the 
projects are going to achieve what they were intended to achieve. If we are not sure, what are we doing about trying 
to come up with some classification system to say, these are going to be the indicators of good performance as far as 
CDM projects are concerned, and this position is based on our experience if AIJ. We have AIJ projects, not many of 
them but few, and some of them didn’t last for more than two years after implementation either because of one problem 
or the other and the technologies are not available and somebody has to run to France to get a battery charged for the 
solar system.

So that is why, when we objected to the concept of priority list, people again thought they were trying to help 
us. Most of the intriguing part of this negotiation is to see how many people believe that they know what is good for 
Africa, and the only people that they think do not know what is good for Africa are the Africans themselves, Our 
experience and argument with reference to the priority list shows this very clearly, and sometimes it makes us laugh 
and it is very, very amusing because we believe that we actually have some experiences now to say what we think is 
good or us.

The fourth underlying concept is that the developing countries need capacity which I have already 
mentioned in my introductory because it is very, very paramount to our views and our aspirations as far as the CDM is 
concerned.

The fifth one is also very important as far as the African Continent is concerned because we are engaged in 
an intergovernmental agreement that is based on north/south partnership, and what is often not recognized is that for 
the CDM to work there is need for a commensurate north/south partnership that should be developed in the private 
sector, and this is very weak when you compare the African Continent with other regions, other developing country 
regions. So we believe that as much effort and debate is going into the intergovernmental process, the private sector 
also needs to know that if the CDM is going to be private sector driven, there is need for a very strong north/south 
partnership to be developed among the private sector.

So, on the basis of these underlying concepts, what are the critical issues to the African group as far as
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CDM is concerned? The first critical issue is the sustainable development objective, and on this I will take the first 
two bullets together, together with the share of proceeds because they are related, and on these two bullets I am going 
to disagree with my colleague from Colombia that, as far as the African group is concerned, we do not see the share of 
proceeds as adding to the transactions cost. Yes, it may add to the transactions cost from the investor country point 
of view, and I recognize that I'm standing on slippery ground considering that this conference is being hosted in Japan, 
and Japan is a possible investor country in CDM projects, but we believe that for the CDM to be successful in the long 
term the attention should not just focus on the interest of the investor country alone but also on the interest of the host 
country as well. And, on that basis, we feel that the discussions so far, the negotiations so far, have concentrated on 
ensuring the integrity, the quantification, of the objective of how many CERs accrue from CDM projects, and the issue 
of whether the host country achieved sustainable development objective has almost been relegated to the background. 
You have only one sentence in the whole negotiating table that says: The host country will decide on what is in line 
with the sustainable development objective. This is nobu(?) and we welcome it, but we believe that is not enough. The 
negotiation is to go, if not during the negotiation process, at least in the work that is going to be done in the reference 
manual. Some indication should be given as to how, after a CDM project has been in operation for two, three or five 
years, how you will measure whether the host country is achieving the sustainable development objective.

The third critical issue for us is the issue of project baseline. We have made it known that because the 
emission rate in the African Continent is low, we believe that whatever is agreed as to how to determine baselines 
should not be based on current levels of emissions from sectors in developing countries, but provision should be given 
for a growth related, developmental related baseline, and I will just give you a brief example because so many people 
have asked those, especially mentioning the concept of emission avoidance, i.e. us an example, what do you mean.

What we mean is that if a country, like Lesotho that is very, very close to South Africa, decides to engage in 
a CDM project activity, we believe that the baseline for Lesotho should take into consideration that, because of its close 
proximity to South Africa, Lesotho could have adopted a cheaper option or in line on the coal-based power source. If 
that country then decides to choose any other power source other than coal, that fact needs to be factored into the 
determinant baseline for that project for Lesotho.

Then the fourth critical issue for us is the cost of adaptation applying to other mechanisms. Because of our 
vulnerability, we believe that applying the cost for adaptation to other mechanisms will ensure that more money is 
available to meet the adaptation responsibility of parties.

Funding of CDM projects, unilateral, multilateral and bilateral models are being mentioned. From the view of 
the African Continent there is strong support in many countries in Africa for the bilateral model of funding and for the 
multilateral model of funding. For the unilateral model of funding, the continent believes that there is not much potential 
for that in general among many countries, and the reason for that again is linked to the capacities of many countries in 
the continent.

And then the final critical issue for us is that we believe that because of our various concerns with the CDM, 
especially as being developed and negotiated at the moment, we believe that the continent needs to have meaningful 
and effective participation in the Executive Board.

In conclusion, I would like to say that many African countries see some potential benefits in the CDM. 
Possible sectors in the continent for CDM project activities are in energy, transport, coal mining, and in two or three 
African countries agro-forestry.

Another thing that has gone into maximizing the possible potential of CDM projects is that we realize that 
maybe the best way for the continent would be, rather than focusing on individual countries projects, there are 
possibilities to look at the general projects. There are two good examples at the moment. One is the possibility for 
methane capture from coal beds in the whole of the southern Africa region, and the other one is the gas project in the 
whole of the western African coast region. So the focus in Africa may be towards region-wide projects, multi-country 
projects, rather than projects in specific countries.

Then, in conclusion, finally, I would like to state very humbly that, despite the fact that we see some 
potential benefits in CDM, Africa would like to adopt a little bit pessimistic view about CDM because we are not sure 
whether the benefits will actually be realized. The taste of the pudding is in the eating and we are going to wait and see. 
That is why in the negotiation we don't put all our efforts on the CDM or the Kyoto Mechanisms. We see Venezuela's 
plan of action as a package and, therefore, we devoted a lot of time on other issues such as Article 4.8, 4.9.

Thank you, Mr. Chairman.
MODERATOR: Thank you very much. That was the potential for CDM seen from an African perspective as well as 
the basic stance regarding the future course of CDM-related issues, not just limiting our attention to individual countries 
but for the region as a whole, and I think it was of great interest to all the audience.

So, now we would like to move on to another speaker, from an expert in the market, CDM from the 
marketplace, or the carbon market potentials is the theme for the presentation by Dr. Trexler from Trexler and 
Associates Inc. Dr. Trexler.
TREXLER: I would also like to express my appreciation to the Government of Japan for inviting me to the conference 
which I found very interesting thus far.

I was asked to present A View from the Market, which is a rather large task and I’m going to end up

174 -



presenting perhaps quite a narrow slice of the view from the market given the amount of time that is available.
To begin with, let me give just a little bit of context to the Clean Development Mechanism market. There 

have been quite a few projects that have been classified as activities implemented jointly, projects, over the last few 
years, and many of them, people are hoping, will transfer into the CDM market. There are funds, like the Prototype 
Carbon Fund, that we’ll be hearing about just after I finish, that has been developing and targeting CDM type projects. 
We are seeing other types of funds and requests for proposals such as what the Dutch are doing right now in Eastern 
Europe but what they are also going to be doing in developing countries very soon.

There are more and more discussions of private sector funds in the context of targeting climate change 
mitigation projects as one aspect of the private sector fund with the hope of receiving emissions reduction credits, or 
CERs, as part of the returns associated with putting the fund into place.

Today there are, I would venture to say, hundreds of potential Clean Development Mechanism projects 
being proposed. Everyone today has a project that they would like to sell into the CDM market. But as we have 
heard about a little bit just even in terms of the previous two speakers, expectations regarding the Clean Development 
Mechanism today are massively different. On a large number of issues we continue to have quite different views 
among different interest groups, geographical areas, etc., on what to expect from the implementation of the Clean 
Development Mechanism. One way that we see that has to do with expectations regarding the price of CERs in the 
market. Some people project that CERs will be 1 dollar or 2 dollars a ton of C02. Some people believe it will be 5 to 
10 dollars a ton of C02. We heard my colleague Thomas Black talking about 19 dollars a ton of C02, and there are 
estimates that go even higher.

Now, clearly, those expectations for how the CDM will function are very different when you have such a 
huge potential price range being talked about for what CERs will be worth in the market, and some of the modeling that 
has been done of the CER market does not help because it, too, has very, very wide ranges of what CERs might cost, 
anywhere from 1 dollar per ton to 30 or 40 dollars per ton.

But what is important to recognize I think is that the private sector is actually ready to move into this market 
as soon as it reasonably can. There is a huge amount of interest in this market and in moving into it.

So, what is the problem? A key issue is that the Clean Development Mechanism market is entirely policy- 
driven. It is a rather unusual market in that respect. You can’t see the commodity. You don’t really know what the 
commodity is until the policymakers tell us what the commodity is. The policy will define the demand for this 
commodity having to do with the global emissions targets, and what happens with Russian hot air and what happens in 
a lot of other areas will define the demand for the commodity. Policy will define the commodity in terms of what is a 
CER and it will, therefore, define the supply of this commodity going into the market. This has a lot of implications.

Right now the demand is still very unclear. We don’t know what the demand for CERs will be in the 
market, and the supply is even more unclear. We have not yet defined the commodity notwithstanding several years of 
discussions. We haven’t said how to quantify that commodity, and we heard a little bit of discussion earlier today on 
the subject of forestry, and just to give you an indication, depending on how you do the carbon quantification for a 
forestry project, the very same project might cost 1 dollar per ton of C02, or 12 dollars per ton of C02, for exactly the 
same project but different ways of doing the carbon accounting, and there has not yet been guidance on how that is 
going to be done.

We also haven’t defined, as we’ve heard about quite extensively in rather frightening presentation, we 
haven’t heard how we are going to be dealing with transaction costs and what impact transaction costs will have on the 
functioning of the market.

What I’m going to be focusing on, though, is the issue of additionality. We heard it talked about a little bit 
yesterday and, given the amount of time that we have, I’m going to zero in on one very narrow issue although, I would 
argue, that from the standpoint of a functioning market, it is certainly one of the top one or two issues that has to be 
resolved as we try and move forward with building a Clean Development Mechanism market.

In terms of business as usual additionality, the most obvious first question is what does "business as usual” 
mean, and it’s not actually a hard concept to understand. Everyone understands, well, if it’s business as usual it 
would have happened anyway, and if it’s not business as usual it wouldn’t. What could be so difficult about that?

In fact, the concept itself is quite simple. The problem is when you try to write down a definition of the 
concept in terms of putting it into place for purposes of projects and for rules, it becomes extremely difficult to come up 
with a definition of “business as usual” that people are willing to accept.

A number of tests have been put forward to talk about how we might operationalize this concept of 
additionality and business as usual. We talk about environmental additionality, and we talk about financial 
additionality, and we talk about benchmarks, and we talk about all sorts of things that are being thrown out, or not 
thrown out, that are being proposed as ways of getting at this question of defining “business as usual” for purposes of 
the Clean Development Mechanism market, but it is turning out that there is no particularly good answer out there on 
how to do this at the project level.

One of the definitions that is being used very widely is the concept of legal surplus, i.e. if you were not 
required to do it, if you then do it, perhaps you ought to get credit for taking that activity. This could be in land-fill
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methane and you’re not required to put in a flaring system, or there are many things that you might not be required to 
do legally, but if you then go and do, perhaps you get credit for doing so.

The problem is that that is simply not enough. There are huge numbers of activities that will tend to 
reduce greenhouse gas emissions, including the promulgation of natural gas plants around the world, and all sorts of 
things that will tend to reduce emissions but that are already built into national baselines of emissions. This is true for 
the industrialized countries, this is true for the developing countries, so if you started crediting everything that has the 
effect of reducing emissions in any way, you would quickly flood the market with CERs and it would probably not 
advance anyone’s objectives.

So, legal surplus, which is what a lot of the transactions today are using and what a large part of today’s 
market is relying upon in defining the commodity, is simply not going to be enough, and that is why there has been so 
much interest in dealing with this question of how do we deal with environmental additionality and the whole discussion 
of financial additionality.

What are the implications of where we are today with respect to the uncertainty over what additionality is 
going to mean, what kinds of projects are going to count in the Clean Development Mechanism, etc.? First of all, 
companies that want to act, and there are many that are ready to act and would like to act relatively early in the market, 
many of them don’t act because they are too concerned about the uncertainty associated with what will actually count 
as the market gets going.

It makes it a lot more difficult to agree on policy. Since we don’t know what counts, we don’t know the 
economics of the CDM, we don’t know what the supply curve of the COM is going to look like because we haven’t 
defined the commodity that is the Certified Emissions Reduction. That leads to an awful lot of suspicion about what 
will be in the CDM, and that leads to a huge amount of debate over issues like supplementary and like sinks. If we 
knew, for example, that sinks were going to cost 50 dollars a ton, I seriously doubt that there would be a huge amount 
of debate over the sinks issue, but because there is this fear, which I believe is unfounded and I agree with my 
colleague Thomas Black, this fear that sinks would simply take over the world because there is that fear, there is a 
great amount of debate over the issue of sinks. But the point is that if we were to develop the rules for what a Certified 
Emissions Reduction is, some of these other issues, like supplementary, like sinks, would potentially become much 
easier to deal with and so, in some sense, I think we have put the cart in front of the horse by arguing endlessly over 
what turn into philosophical debates instead of practically trying to figure out what this commodity is going to look like, 
which would allow the market to move forward and which would allow us to arrive at some policy conclusions.

Another one of the implications, of course, of the current state of the Clean Development Mechanism 
market and the uncertainty over additionality, is it encourages business as usual transactions. When you don’t know 
what is going to count, and when you don’t know how valuable CERs are going to be, it is an entirely normal human 
reaction and business reaction to try and get all of the things that you would be doing, anyway, categorized as CDM 
projects, and that is certainly happening today in the market.

We are also starting to see some market activities perhaps getting ahead of themselves a bit in terms of 
certification standards and monitoring and verification standards, and it’s always a little bit unclear to me how we can 
be developing certification standards and how some of the large firms that are out there can offer certification services 
when no one has yet told us what the commodity is that we need to certify, and so it’s a little bit of a puzzle in terms of 
some of the forward moving market activity.

I think, though, that the key implication is that this uncertainty could threaten the future of market 
mechanisms because if the market goes too far now and a lot of different interest groups do a lot of market activity and 
then later on gets accepted into the market, there is some risk that the environmental integrity of that market will 
ultimately be found to be lacking and that it could actually threaten the future of market mechanisms because we are 
not grappling with this issue of what is the commodity and how to deal with the additionality concern.

I want to point out that it is possible to identify Clean Development Mechanism projects that are very likely 
to qualify in almost any Clean Development Mechanism regime. That is not difficult. There are many types of projects, 
sectors and technologies. We are seeing some of them in the Prototype Carbon Fund, and companies can do the 
same. One can pick good projects to move forward with. One can use early action to cost effectively manage the 
risk that companies will face as this issue develops and as regulatory markets come into being and, in fact, an irony 
here is that the uncertainty around the CDM actually creates a lot of opportunity for individual companies that are 
willing to step out, although they have to be very careful, but it actually creates a lot of opportunity today to anticipate 
and get in very early.

But, even though at the individual company level this may create opportunity at the global level not knowing 
what counts and how to count it, is a fundamental problem for achieving the global objectives that we have set with the 
Kyoto Protocol and with the framework convention overall. Sometimes, given how much time we are spending on the 
policy issues and how little time we have actually spent on resolving some of these absolutely fundamental ground 
level issues for how this is going to work, it makes you wonder sometimes whether we really want to resolve these 
questions at all, or whether we want to be able to continue to disagree enormously and to have very large different 
expectations of how this is going to work.

So the market bottom line is that we have to avoid a market that won’t work, and there are plenty of ways to
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make a market not work and we heard of some of them just earlier today. We have to avoid discrediting the CDM 
market as it develops because that is no one's interest. It’s not in business’s interest, it is not in government’s 
interest, it is in no one’s interest to see this market develop in a way that ultimately leads to its being discredited as a 
means of achieving environmental aims, and it’s very important to remember that the goal here is not just to trade, it’s 
not just to set up trading systems, and it’s very easy sometimes to get so focused on the details of setting up the 
systems to forget that there are other objectives that we’re trying to accomplish which are, of course, emissions 
reductions globally over time. But as long as the policymaking process does not really take into account and, in some 
cases, does not understand the realities of project level activities and the issues facing CDM activities, there will 
continue to be many pressures in the directions of designing a market that either can’t work or that will be ultimately be 
discredited. It is crucial to figure out ways to get project level thinking and knowledge of the project, such as we’ve 
heard earlier from Colombia and South Africa, into the policymaking process.

I want to end this with a short note. There is good news in the sense that we heard yesterday that without 
the Kyoto Protocol perhaps everything is going to come to a grinding halt, and even though we’re very disturbed over 
the current political uncertainty about the Protocol, I want to just mention that there are, including in the United States, 
many activities currently going on voluntarily that cities and companies and municipalities are getting more involved in 
and, ironically, we believe that this uncertainty over policy will encourage more of these types of voluntary activities. 
But, hopefully, we can get the rules into place that will allow us to move into a much larger arena of projects and long­
term benefits.

Thank you.
MODERATOR: Thank you very much, indeed. I thought it was a very interesting talk in taking a view at the
overall market.

Now, last but not least, for this morning, from the World Bank we have Mr. Ken Newcomb. As was 
mentioned by Dr. Trexler, there is the so so-called Prototype Carbon Fund. The World Bank is taking this initiative as a 
model case so as to try to realize workable mechanisms. Mr. Newcomb, please.
NEWCOMB: Thank you very much, Mr. Chairman. I, too, would like to add my voice to the chorus of those who
thanked the kind and generous host, the Japanese Government, and all of you who have contributed to this 
opportunity and to say that not only is it a privilege to be here to share what we are learning about the possible 
implications of CDM and Jl as we go through a series of transactions which try and simulate the current text or 
anticipate outcomes of the negotiations, but I’m always very grateful to have the opportunity to interact with my 
colleagues who are involved in this business. So, whether you realize this or not, it is always a terrific side benefit for 
us to get the chance to interact with each other as we compare notes on making progress in this area.

I am also very grateful to be here because a large proportion of the investors in the Prototype Carbon Fund 
are Japanese, including a government entity, the Japan Bank for International Cooperation. The PCF is 
overwhelmed with deals. That’s not a surprise to you after you heard some of the previous speakers because the 
market is characterized by little demand and lots of supply, and it’s a very thin market.

We have at least 50 deals under review which, if we were able to do all of them, and we cannot, would 
result in 300 million dollars or more of emissions reductions purchases. The PCF only has 145 million dollars of capital, 
actually a little less than that when you take out our own costs, but we are moving aggressively in this next six months, 
with some uncertainties I’ll mention in a moment, to try and come to closure on the second wave of emissions 
reductions purchase agreements in our business. If you go to our web site you’ll see the first transaction and all of 
the documents that were used to bring us to closure on an emissions production purchase agreement, and that has 
helped us enormously. But we had prepared that project a long time before the Fund was launched on April 10th last 
year.

Now we’re into the second wave of our business and, as you can see, there are a great number of 
countries and projects and some ambitious targets to buy carbon in this time frame. They cover a spectrum of 
technologies, wind, hydropower, waste management, biomass to energy, and so on.

The constraints, of course, are the obvious ones long before the current political upheaval in the Kyoto 
Protocol, and they are to do often with governments in the full spectrum of their agencies, Ministry of Finance and 
Attorney General's Department, the line ministries like sectors for energy and agriculture, and not just the negotiators, 
figuring out what this business is and how to define their self interest. So if anything slows down in our business, it’s 
that there needs to be a very patient disposition in explaining to governments what their self interests might be in 
helping them define that before they sign a contract to transfer state property to a private investor in the framework of 
the Protocol.

But we also find when we get closer to these deals that there are issues with baselines, with the quality and 
quantity of the carbon asset which may derail us for some time.

The PCF is a multi-stakeholder partnership with host countries, with countries who are parties in Annex I, 
and (17)? private companies, six investor governments, and all of these host country governments playing an 
increasingly active role in the PCF.

It’s clear to you that the carbon finance business only adds a small amount of finance to the total financing 
project. I put this up because I think it’s of fundamental importance to recognize that a deal can’t go forward without a
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large amount of capital from other sources, not just carbon finance.
You have heard here today what we have observed as a general higher level observation of the nature of 

negotiations, that some parties see this as a compliance mechanism and involvement of the CDM and Jl as 
contributing to compliance and, therefore, wanting to insure that there is a high level of review, ex-ante review of each 
project and each deal, and others see this is a commodity market, as Thomas Black has identified for you.

We don't have a view on this in the sense that we’re not a party, we are simply helping people understand 
the implications of one outcome or another, but what I can tell you is that for those parties to the Protocol who 
anticipate substantial resource flows from the north to the south to satisfy the technology transfer and sustainable 
development goals of the CDM and the Protocol, it is necessary to have a high volume of private investment. It’s not 
reasonable, I don’t think, to expect governments to mobilize, through their taxpayers, substantial additional amounts. 
Already they are making significant commitments, at least so far in the negotiating text and the latest Chairman’s text, 
but this is a small proportion of what is required to make the CDM work. It does mean that there would have to be a 
profit opportunity and there will have to be a secondary market which allows you to create liquidity for private 
transactions and to mitigate risk, and there has to be low transaction costs and high certainty. That has been spoken 
of quite a lot.

Let me reflect for you somewhat my own observations of what we are learning through reviewing literally 
hundreds of deals in order to come to closure on 10 to 20 or 30 deals in the PCF. I don’t think that carbon market 
prices will rise much above 5 dollars a ton of C02, or about 20 dollars a ton of carbon for the next 4 or 5 years. I 
don’t see too many people paying 5 dollars a ton now. In fact, I see one or two people in an unusual circumstance. 
Our first deal looked like that but it will probably be cheaper.

So, typically, we’re seeing prices paid of 2 to 3 dollars a ton of C02, and we are often making letters of 
intent to buy at 3 dollars a ton of C02 in the PCF.

Why do I tell you that? I tell you that because at that price carbon finance doesn’t add very much to the 
profitability of an individual project. It adds typically .5 to 1 or 2 percentage points on the project’s financial rate of 
return, and it’s for those kinds of projects that the parties have most aspired for the CDM—hydro power, wind power, 
solar power.

The cost of carbon generated through those projects over their fossil fuel equivalents in the baseline, at that 
price of carbon, doesn’t really increase the financial viability that much.

Let me say that there are some exceptions in the gas cycle and in the biomass options, switching from 
cycola(?) oil to biomass options, and in energy efficiency you can get higher returns, but it’s quite interesting to me to 
note that the majority of the technologies that are identified with the renewable alternative actually have the least 
attractiveness from the point of view of the CDM at these market prices.

So, what do you say here? First of all, carbon finance is no magic bullet, and because it’s not a significant 
part of total financing, transaction costs really will matter and, therefore, those who are negotiating the Protocol, as 
many speakers have said this morning, have to bear in mind this tradeoff between transaction costs and the level of 
investment in the CDM.

So, to repeat, private capital flows are essential to serve some of the objectives stated in the Protocol for 
the CDM. They are currently low at the current market prices which I don’t think will change dramatically for quite a 
long time, and the current decision text, not necessarily the Chairman’s latest text which is a substantial change in 
some respects, has a number of important barriers which I’m sure you’re aware of—non-transferability of CERs from 
one regime, one domestic regime in the OECD to another, reliance on the bilateral model, and I fully understand the 
sensitivities about the bilateral model but I would point out that that does require an Annex I party to register every deal, 
and it’s not clear yet when those parties will be eligible to play that role. Do they have to ratify? Of course, they’ll 
have to have an administrative process. There will be cost associated with that, so please bear that in mind, and we 
certainly see very complex and, I have to admit, impractical or impracticable baseline methodologies at this time.

We in the PCF believe that it’s possible to ensure environmental additionality with reasonable and 
conservative rules that allow for an evolutionary approach establishing this case by case and presenting it to the 
Executive Board and their analysts and establishing a case that’s durable for that class of investment over time, and 
that environmental additionality needs only be the single criterion for additionality in the CDM.

So, what have we learned in transaction costs? We have followed the CDM project cycle scrupulously 
insofar as it currently exists in the documents under negotiation, and we have found that the minimum cost we could 
expect for a project at the front end is 150 to 200,000 dollars. That’s taking into account the learning curve effects of 
doing it many times, not the cost that we’re actually experiencing, which is sometimes higher than this doing it for the 
first time.

I want to just stop here and say to Dr. Kilani that in the monitoring verification protocols that we are pursuing, 
that we are writing, we are trying to identify other social and environmental attributes of the project so that the host 
country can understand the sustainable development impacts of the CDM project, and we think the market will respond 
to that favorably. But that’s at a very low marginal cost on the monitoring verification of carbon itself.

So, total costs over the lifetime, if you verify and certify carbon for 10 or 15 years, are at least 400,000 
dollars. What’s the implication of that? Most CDM deals in most countries will be less than 2 million dollars in carbon
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finance, most of them actually substantially less than 2 million dollars in carbon finance. That means that projects of 
the order of 5 to 10 megawatts, which may to some people seem substantial in absolute terms, will have a high burden 
of transaction costs.

Let me say in another context, more than 80% of countries will only have projects of that scale. They may 
have the one big project every so often, but since more than half the developing countries have less than 500 
megawatts of installed power capacity growing at less than 5% per annum, you can see that they won’t have too many 
big project. They will have mostly small scale distributed energy efficiency and rural power supply projects.

Let’s take the extreme case, photovoltaics, solar photovoltaics for rural household electrification. At 5 
dollars per ton of carbon, the upper level of the price that at least we foresee, for a 500 dollar household installation the 
carbon finance value is 1 dollar per year, 1 dollar per year, 10 years 10 dollars, 20 years 20 dollars, or 500 dollars. 
That’s not a big incentive. The only way you could get carbon finance to make any difference to photovoltaics is to 
pay all the money up front, and the only you do that if you had absolute certainty of the emissions reductions being 
achieved. That talks to the need for different approaches to baselines.

What we see is that most countries will not be able to participate in the CDM unless they are able to 
efficiently bundle together projects in a partnership between governments and the private sector, private sector 
intermediaries, bundling together small projects under very streamlined procedures and delivering carbon finance to 
those project sponsors, those households, those industries. That’s a critical deficiency in the market now. It will also 
mean that all of these means of streamlined procedures, which are listed here on this slide, would need to be blessed 
by the Executive Board, in the case of photovoltaics simply saying: If you have a photovoltaic operation we’ll give you a 
standard emissions reduction index per kilowatt hour equivalent produced, and the only test that we will apply is: Did 
you have this installation in place, and is it working? You can do that on a sample base with very low samples for 
large populations. That still ensures environmental integrity, but it is the only way you can support those kinds of 
operations, and they are the only kinds of operations that most countries will have.

So, what are the capacity constraints? It’s very clear to us, as we work through our business, that the 
private sector in the developing countries has not yet fully identified the opportunity and is not able to access small 
amounts of carbon finance. It’s unrealistic to expect the small household power producer in Nicaragua to understand 
the Kyoto Protocol and to go and get access to carbon finance especially when it’s only going to be 10% of their total 
financing. They need somebody to deliver that to them. That’s a gap in the markets

Yes governments are aware of the Protocol but which agencies of government, Ministries of Foreign Affairs, 
Ministries of Environment, heads of Meteorological Bureaus but typically not the Ministries of Finance, the real sectors,. 
Energy, Agriculture, Transport Industry and the Attorney Generals who have to be involved to do the deal, that’s a 
deficiency. We see there is nothing more powerful in this early market than having a country go through the first deal, 
having to define their self interest, having to figure out what’s a reasonable price and why and to transfer this state 
property for the sovereign commodity to someone else.

So, what are the implications of the current text based on our experience? This is a very dynamic 
situation and I think you realize that. But we see all of these barriers in place, many of which have been elaborated 
by other speakers, as dampening the secondary-market for emissions reductions. In our view there must be a 
secondary market to encourage private capital into the CDM. It will lower investors’ volume, investor financing 
volume and market volume totally and it will not allow funds like the PCF to exist, unless you can transfer emission 
reduction between regimes year after year. Most small countries and most small projects which, as small projects in 
every country, will not be able to make it with the current transaction cost burden.

I am going to end there. I was going to talk to you something about the PCFO-plus program for capacity building, 
that the PCF has been able to set up with the generous cooperation from some of our shareholders, but just to 
illustrate that there are efficient cost effective ways of bringing developing countries up to speed with the opportunity 
and to define this self interest and we’re learning that this is a very powerful one. Thank you Mr. Chairman. 
MODERATOR: Thank you very much for the PCF. You have laid out from specific projects and their perspective as 
follows within the current negotiation process within a limited time frame you have to delivered much that would help 
our base of knowledge, as the content was very informative. We’d like to extend the time frame for about 30 minutes 
as to entertain questions from the floor, if you have any questions please raise your hand. Thank you.
YAMAGUCHI: I’m Yamaguchi from Toyota Tsusho, a trading house. CDM were presented from various
aspects. It was highly gratifying for me in fact to be given this knowledge base. As you may well know, the Japanese 
position, in fact, the reduction cost is very high which, in fact, potentially is the over-arching issue that challenges the 
introduction.

However, at the same time, the energy conservation technology as well as to having it prevail and 
disseminated in terms of penetration, we are ranked number one and there is a huge potential to the other side of the 
coin. That is to say, I should say my basic position is that this should add to this significance of introducing the CDM, 
a workable system for the Japanese case.

Dr. Thomas Black has mentioned by including the project cost in fact, I would think that the new simple out 
solution would be to purchase or to provide or leave a purchase order with Natsource. I believe Natsource, in fact, is 
blessed with its transactional know how, as well as knowledge eyes for the surrounding areas and, in fact, they would
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be a gatekeeper, so to speak, of our window as to simplify transactions.

Given this context with regards to Japanese corporations, how should we address the C02 issue including 
technology transfer, we have heightened interest on this issue. In the of taking effect of the total protocol, we have 
talked about in various ways since yesterday as for how we can do this or do learning by doing. The COM project in 
its implementation and specific ideas of implementing COM I’d like to raise this question to Mr. Lu, the Chinese 
delegate. I believe a national measure how it would be most beneficial. I believe China is yet to ratify the Protocol. 
However, for early implementation of the projects as well as the expectations, as well as the scale to which you may 
expect as for the investment coming from overseas parties and also what would be the most appropriate pricing level 
that you would likely expect which are the three questions I'd like to raise to our Chinese delegate. Mr. Lu.
LU: Thank you, Mr. Chairman. The speaker says that he had three questions to me. I'm sorry that I only
caught up on two questions, One is that, if I understand correctly, what is the price of the CERs per ton in China, and 
there was the question of whether China has ratified the Protocol or not. Can I qualify that this is or not, and then the 
third question, what is the third question and then I will answer all of the questions.
YAMAGUCHI: As for the first question, in fact, the Kyoto Protocol is yet to take effect. There are some
countries, however, including Colombia, who have moved toward ratification. Within this given context, the 
emissions trading has already been implemented, and I understand that some form of projects already have been 
implemented. China is yet to ratify the Kyoto Protocol, and prior to the taking effect of the Kyoto Protocol, does China 
support the implementation of the COM project prior to taking effect of the Kyoto Protocol?
LU: Thank you for the clarification as I’ve got the point. My personal view is that, yes, the Protocol has not
entered into force and then also many countries have not ratified the Protocol because the Protocol, you know, has two 
conditions for entering into force. Well, to my understanding, I don’t believe that there is now new emission trading 
happened, as in all those emission trading, as introduced yesterday. It sounds like the study or and most that the 
trading within in a company or trading domestically and I think it’s quite a symbol that till now we don’t have any rules 
for that emission trading and you lose ... adopted for COM.

I think this is my first point with regards to could we implement the COM project prior to the entry into force 
of the Protocol, my view is that, as in my introduction in my presentation, I said that we support the prompt start of the 
COM implementation.

Subject 2 that the COM operational framework, the rules and regulations can be established, and then 
SQ(?) report can be set up by the COP6 or COP7. I think this the understanding. Anyhow I think there are some 
requirements for eligible parties, something like a party, you know, in the future there have to be parties to the Protocol 
to annex to the convention. And, then, before the entry into force of the Protocol perhaps parties from developed and 
also from developing countries can implement perhaps as a prompt start and it sounds like the third(?) face of the COM, 
and it can do some similar project. But later on they may have some risk. That means if a party will not ratify the 
Protocol in the future and then perhaps the project will not be eligible, because you set some rules which party is 
eligible to what’s... or what kind of party is not eligible to... I think there is some dilemma.

With regards to the price of CERs in China, I think I said in my view the cost of a ton of CER in the rural 
area, from project to project, from place to place, from sector to sector, I don’t think that this sounds like the price of a 
goose(?), to say something, like a TV, home much is TV, I don’t think this is the case. I think the price depends on 
the situation of the project. Perhaps it could be quite low and sometimes it could be quite high in the case of China. 
Thank you.
MODERATOR: Thank you very much. The national projects, coming back to my question, regarding national
projects at the 10th five-year national plan, do you think the projects would be eligible that are enshrined in the 10th 
five-year program would be most eligible for national projects? Is this your basic understanding?
LU: Thank you. Yes these are the general parties that we have set our goals every five years and then the
government is now setting development goals for the next five-year period. I think what I would like to underline is 
that countries now going towards market economy and they can only set some general rules. The development of 
goals and all the present business will be done by the company. Some companies are still owned and some 
companies are private owned. So I think to judge what kind of project could be eligible for a COM project or not, I 
think now it’s early for us to make an judgment, because we need to understand what are the criteria for the CDM 
project. We need to answer the requirements for a CDM project, what kind of potential requirements would be, then 
we need to use these criteria to judge the project in China.
MODERATOR: Well, thank you very much for being detailed in answering the question. Are there any other
questions? The person to the center, please make the question short and brief.
UETAKE: My name is Uetake from Kansai Electric. There are two questions to Mr. Lu from China. To start with, 
amongst your slides, the sixth slide that you have presented, the CER potentiality of China was presented in numerical 
figures. Within the global demand a certain share was quite impressive on my part provided by the sixth slide and, at 
the same time, you have supported nuclear energy.

So amongst the figures that you have stated, the supply potentiality to what extent have you accounted 
nuclear energy to take its firm position, which is my first question, and the second question relates Mr. Lu from China
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and Mr. Kilani from South Africa and my basic understanding in proceeding the course of nuclear energy, I do believe 
that you are sufficely equipped with the infrastructure. The present Frank's notes as for COP, in fact, I do believe that 
some people would oppose as to include nuclear energy as one of the power generating sources with regards to 
environmental protectionist concerns. The eligibility, in fact, if you can give an assessment as for what you expect 
from COP6.5 with regards to how nuclear energy relates to energy and whether nuclear is eligible. Mr. Lu, please, to 
start with.
LU: Thank you. That’s a good question. The demand of CERs from the world I wouldn’t be surprised by
China. I have got the information from studies and perhaps I didn’t make really clear that we don't have a 
comprehensive study on those issues. That information, I’ve got information from some academic papers. I think 
there are a lot uncertainties with the supply of CERs by China. Generally it’s my judgment that all those papers do 
overestimate the supply of CERs by China. I think, it’s something like a quite theoretical potential and then in 
practice you need a lot, if there is not enough strong policies to support or enough financial support and then also the 
capacity to do, then I think it would be difficult to make the potential be realized. Anyhow, I acknowledge that we in 
many sectors, in particular the ...relations sector, there are greater potentials indeed to generate CERs.

With regards to the nuclear technology, yes, there are a lot of arguments that this kind of project could be 
eligible or not. It’s our view that the Protocol does not exclude that this kind of project from the framework and then 
this kind of project can really reduce the emission reduction, while at the same time pour wider strong power for the 
economy. So I don’t see any reason to exclude this kind of project from the framework.

Some argument to oppose this kind of project to be inclusive is that the risk management, there are some 
risks. Yes, I think we fully understand that, but I think this is not the reason to exclude that. Every project will have 
its own risk. If this is the reason that I think airplane can be crashed, then can we have airplane or not? I think this 
could not be the argument, so we understand the concern about the risks, and when every country or every economy 
is going to build up a nuclear power generation, I think they will put the safety as the top priority, to safeguard, the 
safeguard for their people, safeguard for the country. I don’t think there is any reason to exclude that kind of project. 
Thank you.
KILANI: Thank you Mr. Chairman. I think it’s a very important question also I’m speaking now as South Africa and 
not for the African group. Currently most of South African power is from coal-fired power stations and only about 
2% of our power supply come from nuclear reactor. The cabinet has just recently approved and endorsed a proposal 
to test pebble(?) bed reactors. How that relates to our position with regards to eligibility criteria for COM projects is 
that, first of all, as a country we don't have any intention of embarking on CDM projects, on using nuclear reactor as a 
COM project.

The South African position is a principle position that is based on the fact that we do not believe that there 
should be either an inclusive list or exclusive list for CDM projects. We believe that we should set the criteria, eligibility 
criteria, for CDM projects, and parties should be free to submit projects which can then be tested against this criteria. If 
we think that meets the criteria, it should be in, and if the project does not meet the criteria it should be out. We don’t 
believe that it is proper to negotiate on an exclusive or inclusive list of projects. Thank you.
MODERATOR: Thank you very much. The person on the right hand side of the hall, please.
ARIMURA: I’m Toshi Arimura. I’m an assistant professor of economics at Sophia University in Japan. I
have a question regarding the uncertainty and transaction costs of CDM. I learned from today’s talk that it is these 
two uncertainty and transaction costs seem to be a big obstacle to the implementation of CDM. So I’m wondering 
and if we restrict some CDM projects into some sectors, like energy sectors and do you think it helps to CDM get going. 
This is a question to Mr. Newcomb and Dr. Trexler and Dr. Black.
MODERATOR: Mr. Newcomb, Mr. Trexler and Mr. Black. So could the speakers respond to that?
NEWCOMB: My talk was devoted to the issue of transaction costs which I guess now is become a matter this
morning on the table. I would have to say that aggressive streamlining for small projects is critical to insure the 
distribution of benefits of the CDM across most of the developing countries. By the simple fact that more 80% of the 
developing countries are quite small and have small economies with relatively little depth in their industry and energy 
sectors, they would only have small projects and at the experience that we’ve had, the cost experience on 
implementing projects that would make most of them uncompetitive in terms of prices, it doesn’t really matter what the 
price is unless it’s very substantially higher than 20 dollars a ton of carbon, the burden of transaction costs in following 
the projects like for those projects would make them uncompetitive.

I’ve referred to ways in which the executive board of the parties could improve the viability of these projects 
and ensure the distribution benefits more widely, and that is by fairly aggressively streamlining the requirements for 
additionality and for verification certification for those projects. I think that can be done with environmental integrity 
as a key element, that you do not have to reduce environmental integrity in that process, I think that the private market, 
for instance the insurance industry and elsewhere, has learned statistical techniques which can deliver to us that kind 
of integrity with an elegant sampling approach, but I think it has to be done and I'm very pleased to see that in the 
evolving decision text and the Chairman’s most recent text there is emphasis on streamlining for these projects.

I would have to say, though, that uncertainty is not just uncertainty to do with the CDM aspect. The CDM
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value chain, establishing a baseline, monitoring verification, being subject to appeals at various stages which with 
uncertain outcomes possibly being subject to uncertain about project, uncertain about project performance unless 
there has some standardized baselines which I think is a way down the road, simply add on to the uncertainty of 
investing in developing countries, which is already a risk in itself.

So I have to say that my personal fear is that unless something is done to increase certainty for those who 
would invest in the CDM, and they must be private sector to have any real impact, then this simply compounds the 
uncertainty of investing in developing countries per se. You saw that carbon finance is a small proportion of total 
finance, so I would say that risk and uncertainty is the most important barrier. Our fear frankly is that if it comes to 
2008 there is a mere trickle of CDM projects and people would ask what happened to the CDM, whereas many parties 
at the moment give the impression at least when talk about the CDM that they could be flooded with CERs and this 
could be an important problem in supplementary. Our experience to date suggests the opposite actually.
TREXLER: Let me first very much endorse Mr. Newcomb’s comment, I think that they are exactly correct, in
terms of part of your question that focused on whether it would make to sense to focus on certain sectors at the 
beginning as a way of getting the CDM going, I think there are several variables that make that not a very useful 
approach. First of all, different countries tend to have quite different sectors that they would be interested in putting 
into and to participating in the CDM with raging from forestry to coal mine methane to power supply projects and to try 
and come up with a set of sectors that would be agreeable to all those countries, I think is going to be almost 
impossible.

But, even more importantly, is that if we can figure out ways to deal with the transaction cost and deal with 
the issues of additionality in baselines and the general uncertainty issues in one sector or in a couple of sectors we 
would have dealt with them for most sectors, because most of the issues that are involved go across all of the sectors 
so it’s not so much one sector is easy, one sector is hard when you really get into these questions. If we can come up 
with practical approaches that solve it for some sectors there is no reason we can’t expand into a much wide range of 
sectors at the outset.
BLACK: My comments are similar to those of Mr. Trexler and Mr. Newcomb, I would like to emphasize that most 
countries will not have a flow of large projects that can absorb high transactions costs. If looked at in this way it can 
become an equity issue. It can become an issue that most countries of the developing world, many African countries 
and Asian countries, cannot participate because their small projects cannot withstand the brunt and high transaction 
costs. This becomes an equity issue that should be taken into account by all of us working in design area.

Secondly, I think that we do not need to restrict by sectors at all. I think their emphases must be on 
streamlining, making it much more efficient. Again, I would like to refer to those descriptions of the way these 
systems in general should work. I discussed yesterday in particular with Delbeke of the European Union. If we 
want this to work to go to the maximum number of projects, environmental projects, social projects, community projects, 
projects with high biodiversity components, to give you one example or two examples, transport projects in the 
developing world are extremely difficult to do. Huge collateral benefits, huge social benefits, huge carbon benefits, 
but because there are so many small property rights owners are involved, transport projects can be extremely difficult, 
too.

So, the idea is not to restrict by sector, the idea is to understand the problem with transactions cost and to 
streamline the design and negotiations processes.
MODERATOR: Thank you. One more question.
___________: Protection against desertification is very important for China, I think, but is this to be taken up as
part of the CDM framework or something different or a different framework? Desertification related efforts should be 
part of CDM or not.
LU: Thank you. The question is that the deforestation project could be eligible or not, right?
____________: My question is that after desertification project concerning the project the CER is very limited, but
it is very important for the sustainable development of China. What do you think - do you think it is incorporated in 
the CDM frame or is it treated in another framework?
LU: Thank you. I got the point. I think the position of the government for Tan-bien (phon.) is that we do not
support the idea to include a single project as a CDM project. From this point you can easily understand that we will 
not consider a single project. As you said, the anti-desertification will have a lot of benefits of ecology and also the 
common things. That is true. But I think they could be the activity under another Convention perhaps.
MODERATOR: Mr. Trexler, any comment?
TREXLER: We have looked in some detail of the question of anti-desertification projects and the project
mechanisms. It is not clear that it makes sense to think about putting those projects into the CDM in terms of issues 
of quantifiability, issues of cost effectiveness. I think it is important to recognize that the CDM is not going to be able 
to promote every kind of environmental project that we would like to see, including many projects that would be good 
for climate change mitigation. And I think that there are some sectors and anti-desertification is probably one where 
mechanisms like the global environment facility and other types of funding have much more potential than the CDM. 
KILANI(?): If I may briefly add to what the two previous speakers have said, the issue of certification project is one that 
has been discussed extensively within the African group because we have a lot of desertification problems. That is
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why I said in my presentation that two or three countries see potential for agro-forestry and the problem that we 
experience is that the Desertification Convention has no money attached to it. So, when we push a grant to solve the 
desertification problem to the Convention of Desertification, to us it is like sending us nowhere because there is no 
money attached to that Convention. We also realize that the feasibility of including the desertification projects in 
CDM is very minimal. So we believe that it is possible to package such projects for adaptation funding, especially 
when they are related to solving the problem of food security and so on, which is possible. In addition to looking for 
funding outside the convention like the GF, within the frame of Convention itself it is possible to fund desertification 
projects through adaptation funding.
MODERATOR: Thank you very much. I think there were some leftover questions maybe. However, we are
well overdue on time. We would like to close the morning session around here.

I think this morning from Latin America as well as from the African continent as well as China there were 
well versed presentations. In fact it was most appreciated to hear the candid remarks as well as various remarks that 
were also addressed on the past of the World Bank. They all represented that there was a huge expectation on CDM 
to make it truly workable. Especially the underline was attached to the transaction costs and how it can be further 
lowered. In fact more advancements in dialogues to be made within this avenue would be most desirable as it came 
home to me strongly that this would be one of the critical issues.

I believe this afternoon we will have again an opportunity to deepen some of our understandings and 
questions to be actually answered on part of the panelists. Thank you very much for your contribution.
M.C.: Thank you very much for all the speaker and the moderator. Please give them a big applause. Please
go back to your seats from the stage. As we conclude the session, we would like to go into the lunch break. We will 
resume from 1:45 after lunch. Please come back 5 minutes prior to 1:45. Please take all your valuables with you 
as you exit this auditorium.

Thank you.
(LUNCH BREAK)

Session 3 Emissions Trading - Outstanding Issues and Options
■ Coordinator: Mr. Soichiro Seki, Director for Global Environmental Affairs Office, Ministry of Economy, Trade and 

Industry, Japan

M.C.: Thank you for waiting. Ladies and gentlemen, we now would like to start the afternoon session. We
would like to brief you on the schedule for this afternoon. In Session 3 we will be talking about the emissions trading, 
outstanding issues and options. We are having two speakers in this session. After that we will have a coffee break, 
and then we will ask three commentators to present their views which will then be followed by discussion. As for this 
discussion in the program, it says that Sessions 1,2,3 will be providing speakers. But there has been a change. 
Only those participants in Session 3 will take part in this discussion session.

Now, I would like to introduce the moderator and speakers. I would like you to step up onto the stage as I 
call out your names.

(1) From Margaree Consultants, Dr. Erik Haites.
(2) Next, from Imperial College, London, Prof. Michael Grubb.
(3) Next Mr. Valeri Sediakine from the Institute of Global 

Climate and Ecology of Federal Service of Russia for 
Hydrometeology.

(4) From Swedish institution, Mr. Olle Bjork will be taking 
part, but he will be coming later on.

(5) From Kiko Network Ms. Kimiko Hirata.
(6) As the coordinator: we have with us from the Ministry of 

Economy, Trade and Industry, Mr. Soichiro Seki.
Now, I would like to ask Mr. Seki to moderate the session from hereinafter.

MODERATOR: Thank you for the introduction. We have been carrying out this discussion for two days almost.
This will be the very last session, Session 3.

In this session we will be, in regard to the Kyoto mechanism, looking into the various outstanding issues 
which are being negotiated. I would like to have all the speakers present these outstanding issues and options. 
And also after the points have been presented by the two speakers, we will have three commentators who will be 
presenting their comments to us.

Then after, based on the presentations by the two speakers as well as the three commentators’ comments 
we will hold the discussion.

As for the procedural matters, we first will have two speakers give their presentations. Then after, if there 
are questions from the floor, we would like to listen to questions from the floor at that point in time. And then we will 
have a coffee break. After that, we will ask the commentators to raise their comments. Lastly we will have a 
discussion session.
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As for the discussion, just a few words on the discussion here, we will be up on the stage but we at the 
same time would like all the people on the floor to participate. Especially at this time we have had a number of 
speakers who have already given their presentations in the previous sessions. So, we would like to receive their 
input as well during the discussion session.

It so happens that in this session there will be some technical issues, which are included under the 
international negotiations. Therefore, for the audience there might be some issues which might not always be very 
clear. So, allow me to very briefly raise or give you the background of these issues.

Under the protocol there is the so-called Kyoto Mechanism. There are actually three mechanisms 
included under this. That is, joint implementation (Jl), clean development mechanism (COM), and emissions trading 
(ET). These are the three mechanisms.

As for the Kyoto Mechanism, what is being discussed right now is that, while we consider the greenhouse 
gas reduction needs, how are we going to try to position these Kyoto Mechanisms. That is one of the points that are 
being discussed. To be more specific, to what extent are we going to accept the Kyoto Mechanisms to be 
implemented? There are differences in views.

Also on the other hand, there is a market mechanism and there are promoters who are saying that we 
should try and introduce as many Kyoto Mechanisms as possible and that this will contribute to reduction and this will 
benefit the whole global environment. That is one argument. But on the other hand, there is another camp which 
says that first of all reduction efforts should be made domestically within the countries. Technical development, 
introduction of new technologies - domestic efforts should be No. 1. So there is a camp which is promoting such an 
approach.

How is this described in the Convention or rather the Protocol? I would like to briefly talk.
In Article 6 of the Kyoto Protocol, it talks about the joint implementation. Here, what this Kyoto Mechanism 

says here is "to supplement the domestic efforts.” Also in Article 17 it talks about the emissions trading once again. 
They do have a similar provision to that end. So, there is some statement that says that it should be supplementary. 
How are we to interpret this is another point. It says the emissions trading should be supplemental to domestic 
actions.

Also about the liability, there is another discussion on liability. In the case of emissions trading, for 
example, if the seller oversells his credits, as a result the country cannot achieve the target. Then what happens? 
This is another series of arguments that are taking place at the discussions. Therefore, we would like to ask the two 
speakers to introduce various issues at stake here.

First of all I would like to ask Dr. Erik Haites, please.
HAITES: Thank you very much. I want to join the previous speakers in thanking the government of Japan for 
organizing this symposium and in particular inviting me to participate. I think they have given me a fairly tough topic 
to present on. In the time available, I will do my best and try to elaborate on it.

The issue that has become called “liability” is that, when you introduce International Emissions Trading 
under Article 17, you create the possibility for first of all greater non-compliance. The non-compliance can now be 
equal to your total assigned amount, in fact to the total whatever is larger. Your business-as-usual emissions or 
assigned amount whichever is larger, and I will illustrate that in a moment.

Secondly it introduces the possibility of a reward for non-compliance that you can sell assigned amount and 
not comply, and so you in fact have been rewarded. I have borrowed this slide from Andrea Pinna yesterday to 
illustrate this.

This is the business-as-usual and if there was no trading the amount of non-compliance would be the 
difference between the target and the business-as-usual. If you did nothing, your emissions would be there, you had 
agreed to be there, so that non-compliance is equal to that. When you allow trading and you have this full amount of 
assigned amount that can be sold to other countries whose emissions go up, then the non-compliance can be equal to 
that, which is no action, plus selling all of that. Because you can sell the assigned amount you have a potential 
reward. So, the issue is that you have both larger scale or larger potential for non-compliance and a potential 
financial reward due to non-compliance.

Now, that would not be a serious problem if there was very strong enforcement penalties for non- 
compliance. That is what you have in the domestic emissions trading system. There is a regulator that is an 
agency of the government, to which you file reports. They have the authority to levy penalties for participants in the 
trading system that do not comply. The participants in the International Emissions Trading system under Article 17 
are sovereign countries. And there is no international regulator that has the power to impose stringent penalties for 
non-compliance on sovereign countries and to always get them to pay those penalties. In fact, a review of the 
literature by some experts on international treaties, and I quote, “sanctional authority is rarely granted by treaty, rarely 
used when it is granted in the treaty, and likely to be ineffective when that is used.” So, the history of enforcement for 
international treaties is that it is relatively ineffective.

Now, that does not mean that we have that situation necessarily for the Kyoto Protocol. So, what is 
proposed as a compliance regime for the Kyoto Protocol? The penalty for non-compliance is essentially a restoration 
rate. That means that if you are a country and your emissions are 100 tons more than the allowances you hold, then
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you would have deducted from your assigned amount for the next period the 100 tons plus a penalty. That penalty in 
the later sprung proposal is 10% for the first 1% of excess emissions, and then the restoration rate goes up to 1.5. 
So, 150% of the excess emissions between 1 and 8 point, 1% over your assigned amount and 8% over and then up to 
100%, so double the excess emissions. So, there is a restoration rate that increases the larger the excess emissions. 
You would also be suspended from transferring your ability to transfer, and so the second commitment period would be 
suspended and you would have to submit a compliance plan, that would be reviewed and the progress would be 
monitored.

But the bottom line is that participation in Kyoto Protocol is voluntary for national governments. So, if a 
country has a penalty of 100%, the two-fold restoration rate imposed on it, they can say, “Well, that is impossible for us 
to meet the next time, and so we might as well just withdraw from the Protocol.”

So, the weakness of penalties in the international system is that a sovereign country can always withdraw if 
it feels that the penalty is too onerous.

So, in that situation where we do not have a guarantee of effective penalties for non-compliance, it is 
possible or it is desirable to look for other mechanisms to limit the extent of non-compliance. There are a whole 
series of different proposals that have been identified as possibilities to do that. And they have been called liability 
proposals. There are at least 15 of these in the literature. I won’t go into all of those but there are those papers in a 
journal called “Climate Policy” that I wrote with Misfeld (phon.) last year. I tried to first of all specify all those in a way 
that they could be tested and then evaluate them.

How would you evaluate those options? The first one is that the objective is to reduce the amount of non- 
compliance. So you want to see how well a formula or a rule functions in terms of limiting excess emissions by 
sellers. Some of the proposals would be very restrictive and would limit trades of assigned amount that was actually 
surplus, and hence should legitimately be available to trading. To the extent that legitimate trades are prevented or 
restricted, it increases compliance cost. So you want a proposal that does not increase compliance cost. You want 
it to be effective in limiting excess emissions but not to increase compliance cost. You want a formula that does not 
have to be calculated and tailored specifically to each country depending on the situation of that country. Because 
the formula has to be agreed and be seen to be equal for all countries. So, one where the correct size of the reserve 
or other mechanism depends on the specific circumstances and particularly the specific future circumstances of each 
country is not very desirable, because we don’t know those.

We also want a system that is not very sensitive to the market power of countries. There are expectations 
that under some circumstances some sellers may have more market power than others and if the rule is sensitive to 
the ability of a country to exercise market power, then that is undesirable.

You would also like the rule to not distort the pattern of trading over time. So, one rule that says, “You 
can’t do any trading in 2008 or 2009 till the inventories come in, but then you control it afterwards,” is not as desirable 
as one that allows trading throughout the entire commitment period. We would ideally like a rule that does not distort 
the relative costs and incomes across regions.

This chart shows a comparison of a whole series of liability proposals. The origin is full compliance at free 
trade. So, we should not be able to do any better than that. As you go along the horizontal access, it is an increase 
in compliance cost. So, in this direction it is lower compliance cost than with free trade and full compliance. As you 
go in this direction, it is higher compliance cost. The vertical axis is excess emissions. So, if you go in this direction 
we have excess emissions. That way we have reduced emissions relative to the full compliance situation.

This area means that you have higher emissions and higher costs. So, any proposal that falls there is 
undesirable. This one has lower emissions and lower costs than with full compliance and free trade, and there are 
none in that area. So, it is not surprising.

What we have then is most of proposals falling around the region here, where you have either higher 
emissions and lower costs or in this case much higher cost and lower emissions.

When we look at other criteria, these are some of the options we looked at. The only proposal that met all 
of the criteria was one that’s called the Commitment Period Reserve.

Let me define that. The Commitment Period Reserve says that an Annex B Party must maintain in its 
national registry ERUs, AAUs, and CERs at least equal to the lower of:

• X percent of its initial assigned amount, which is usually the provision that would apply to countries 
that are net buyers or

• Y percent of the estimated emissions over the commitment period, which is defined as 5 times most 
recent emissions inventory, and that one would usually apply to sellers.

This Commitment Period Reserve proposal we found was one that gave or was able to limit the degree of non- 
compliance by sellers at a negligible risk to the environment or a negligible increase in cost. It depends on the levels 
of X and Y. The Commitment Period Reserve is the one that you will find in Prank's proposal.

The details that are yet to be negotiated for the Commitment Period Reserve are:
• What is the value of X for the buyers? There are proposals that range from 70% to 98% for that 

one.
# What is the value of Y? Again there are proposals that range from 70% to 100%. The Prank
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proposal is 100%, and some countries have proposed values as low as 70%.
• There are also proposals that would allow sale of Mils that are in the reserve but subject to 

buyer liability, so that if they were sold and turned out not to be surplus, they could not be transferred 
to the buyer.

So, that is the proposal and the Commitment Period Reserve is the proposal that is in the context. There are other 
proposals that are still in the negotiating text. But this is the one in the Pronk text and also the issues still to be 
decided.

Now, is a Commitment Period Reserve or a liability rule a replacement for the compliance regime? The 
answer is no. The Commitment Period Reserve or the other liability rules do not involve penalties for non-compliance 
with commitments. There are no penalties associated with that liability proposal.

The thing that a liability proposal and specifically the Commitment Period Reserve does is to limit the extent 
of overselling and hence the potential for non-compliance due to overselling. It does not in any way create an 
incentive or a sanction, if you don’t do enough domestic action or purchase enough assigned amount to meet your 
commitment. You can be prevented from overselling and still not meet your commitment. So, the compliance 
regime is needed to provide the incentive to meet your commitments.

Let me again go to Andrea’s diagram and show you the distinction.
What the liability rule does in the case Andrea use the 90% limit, it says that what is in that box cannot be 

sold. So, that much is available for this particular country to meet its commitment, which is up here. The difference 
between its commitment, which is that, line, and the top of this box is something that the country still has to take other 
measures to achieve. The compliance regime is there to penalize the country if it does not take that action. So, the 
compliance regime complements the liability proposal. It does not replace it.

So, let me just conclude.
The establishment of the International Emissions Trading under Article 17 creates the potential and an 

incentive for greater non-compliance than if there is no trading. There is no guarantee that countries will behave 
irresponsibly, but the potential is there that irresponsible behavior by one country can be rewarded and can have 
greater negative consequences for the environment than if there is no trading.

The Commitment Period Reserve is a way of limiting those potentials for gross abuse of the trading system. 
The compliance regime is still needed to provide an incentive for parties to meet their commitments. The liability 
regime does not guarantee that countries will meet their commitments. There are still a number of details of the 
Commitment Period Reserve rule that need to be negotiated and indeed there are still some other proposals in the 
negotiating text which countries might still want to bring into the negotiations in preference to the Commitment Period 
Reserve.

Thank you very much.
MODERATOR: Thank you very much, Dr. Haites. As for this liability issue I think there are similar issues that
relate to domestic trading. Illegal commodities if they are traded, whether the transaction itself was valid, of course, 
there are some similar cases in the domestic trade arena to date. So, within global systems it is a challenging issue 
as in the global context of how we can in fact face to challenges of this liability issue and I think Dr. Haites has provided 
an excellent overview on Commitment Period Reserves.

In the negotiation process President Pronk in fact has proposed that 90% would account for the CPRs and 
10% would be the sellable portion, which is the proposal. Of course there is a background given to this recent 
proposal. But thank you very much, Dr. Haites, for giving an enlightening presentation.

Now, I would like to turn to Prof. Grubb.
GRUBB: Thank you very much indeed and I would like to thank the Ministry and the government for the invitation to 
speak in front of this meeting overall, which has been an excellent meeting and extremely well timed in terms of 
international developments.

I was asked to speak on the topic of supplementary and liability and prevention of overselling. As Erik 
has said, I think there are rather complex issues, are also the key and quite fundamental to actually the integrity, the 
nature of the system being created. I would follow directly on Erik’s presentation to discuss first the questions of 
liability. In fact we seem to be stuck with this term but I think really the better term is "validity.” Under what 
circumstances are the assigned amounts the countries have bought or sold valid? Actually I think the debates might 
be improved if we could start using that term, which is a bit more facile compared with liability and all of its overtones 
and fears.

So, I will move on from Commitment Period Reserves, to more directly discuss issues of shared buyer 
liability, then to turn to the questions of supplementary and some of the options again on both buyer side and the 
seller side.

Now, the core question as Erik said is how do we account for non-compliance or potential non-compliance 
in international emissions trading. I would underline that here at least I am talking specifically about emissions 
trading, I think the project mechanisms are different in character. I think there is valid arguments to say that, once a 
project has been established and generates proven emission reductions, those are real reductions that have been 
obtained. Once verified and agreed by the competent authorities those are valid certificates of emission reductions.
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The debate here is much more about emissions trading, because that is trading a forward promise of what one’s 
emissions will be on the assumption that countries will overrule complying with their commitments.

I think that we can divide the question of liability or validity into two basic categories, one of which is to say, 
“This is just a problem of a seller.” If a country has sold assigned amounts and then doesn’t comply, that is entirely 
the fault of that country and all of the consequences should fall on that country alone. Amongst those consequences 
of unfortunate regime of course is not as simple as that. Because first it is the sold allowances which other countries 
would now be using when the selling country wasn’t meeting its commitments. So the overall cuff on Annex 1 
emissions would have been breached. Kyoto Commitment collectively would have been breached.

It also, as Erik says, the value of the emissions trade is completely unaffected by the prospect to non- 
compliance. So, there is no disincentive for anyone to trade. In fact arguably a country that rather has a rather lax 
attitude toward trading might be part of attractive prospects for other countries to buy from. Of course the costs may 
be lower, because it is not worrying too much about whether they really comply.

Now, those as Erik said are overwhelming incentives to have if one is trying to create a legitimate and 
robust international system. Erik quoted from one of foremost experts in international law about the difficulty of simply 
enforcing a system. I may draw your attention actually to the document that you got on the table during the lunch 
time, which is a review of a book by David Victor published a couple of days ago. Whilst there is much in that book 
with which I don’t agree, I do think that comments on liability are really quite core in setting up an effective international 
system. Because I think the alternative is to include what can be called the shared liability in the sense that if a 
country defaults it is still subject to whatever sanctions you have. You can negotiate. But in addition, countries that 
have bought or acquired allowances are now in a situation where the validity or the value of what is acquired depends 
on the form whether the country it has come from has complied ultimately.

The ways of structuring this would basically imply that even if some country did default, because what it has 
sold might not then be valid and could not therefore be used by other countries, the total emissions would still be 
capped within the Kyoto limit. More to the point, the chance of a country not complying affects the value of its trade. 
In other words, if you think a country is really not very serious about complying with its Kyoto obligations, you are very 
careful about buying from that country and the value of what it sells is much less. Hence the incentive is to buy from 
countries that are likely to comply and consequently the incentive is for countries to show credibly that they are on 
track to comply, they have the systems, the management and the intention to comply.

Now, I don’t think many people understand how important this is. Whereas in the first case it adds to the 
usual problems of complying, in the second case of buyer-beware liability the trading actually offers solution we have 
never before had available in international treaties, to give a real incentive from the beginning for countries to comply. 
Because if they are not on track to comply and judged to be serious in their intent to comply, they will suffer 
economically. And in that term the value of what they sell will be degraded. That is an extremely important 
opportunity to get a system like this on a sound and valid footing. I think that there does need to be much more 
discussion even at this relatively stage of negotiations about just what an opportunity that is and the fact that it should 
actually be bought back some way into Frank text.

The specific options - well I am not going to dwell on all the elements. The first, there was much 
discussion earlier in the negotiations about what was called traffic lights, which was in a sense to allow seller liability 
and lessen until a country was identified as likely to not comply, whereupon there will be some kind of switch. Those 
proposals have largely dropped from negotiations. I thing for good reasons, because of the political difficult of 
pointing a finger at a country saying, “We don’t trust what you are doing.” It is very difficult to actually do that credibly 
in an international legal context.

So hence the move on to something firmer, the proposals about commitment period reserves, which as Erik 
said definitely can help to limit the potential scale of the problem and consequences. I think it is worth saying that this 
does have its limitations. Obviously whether the threshold is 70% or 90% or 98% is ultimately an arbitrary judgment. 
There is no real scientific basis for saying exactly what the number should be. And it is potentially discriminatory in 
the sense that any such threshold or level probably leads most countries completely unaffected but will very much 
constrain what some countries that would otherwise cross that threshold would do. And some variants which are our 
own projections could introduce incentives to exaggerate projections or exaggerate gaps and so forth. So, there are 
some complications as to the commitment period reserve. It is, I would underline, considerably better than nothing. 
But I don’t thins it is as good as taking a straightforward hard look at the advantages of having at least some elements 
of buyer liability or buyer validation we may call it.

There are two options, proportionate and first-in last-out without spending much time on these, 
improportionate. Essentially, I would say everything that country has sold, if it doesn’t comply, is then devalued in 
proportion to the degree of non-compliance. So, if a country has sold a million tons of credits and then defaults and 
falls 10% shorter of its Kyoto obligation, the value of what it sold is degraded by 10% of everything it sold. Every 
credit or every assigned amount that that country has sold is devaluated by 10% or whatever degree that it does not 
comply.

The alternative is to say everything that it has previously sold is valid up until the last 10% of things that it 
has sold , or the equivalent of 100 million tons, and those are now worth nothing. One can discuss the relative merits.
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The more I’ve looked at it, the more proportionate approach is probably preferable, because what it really means is that 
every country that now has engaged in trading has an incentive to insure that other countries comply. So, it builds 
the incentive for compliance really quite deeply into the system that we are creating.

Now, I know there are concerns about buyer liability or validation. I think those concerns are exaggerated.
I have no question in my mind that markets are quite capable of dealing with the additional complexities that such a 
system would introduce. I think it is also important to underline that this does not mean that all domestic systems 
have to have buyer liability. Domestic systems are governed by strong enforcement powers over the companies. 
What is at issue here is the validation for purposes of national compliance of things obtained from abroad. It is quite 
possible for governments and insurance processes to create the interface between Kyoto system, international trading 
or buyer liability, and domestic systems, which are based on a more familiar seller liability and strong domestic 
enforcement.

There are other concerns expressed. I am convinced there are solutions to all those concerns. I don’t 
have time to go into them. But I would just suggest that we should take the opportunity to look again at this issue and 
its potential role in setting Kyoto on the right footing.

Finally, I would observe a mix of reserve and buyer liabilities. A possible one could for example have a 
very tight reserve requirement but allow countries to sell beyond that only under conditions of buyer liability.

I now turn to the other question of supplementary as it is generally known. I think it is very important in 
this issue to start by understanding where we stand on some of the numbers. What this diagram shows in an 
unconventional way is the Kyoto commitments for different countries and regions. But what it shows is the gap 
between where countries’ emissions were in 1998 and the Kyoto commitment. In the case of the USA on the left, its 
emissions were more than 200 million tons of carbon a year above its minus 7% commitment. In absolute terms 
obviously the excess is somewhat smaller for Japan and EU, very different in percentage terms. On the right hand 
side one sees the economies in transition. Russia the accession, the new EU accession countries for the European 
Union, and between them other CEEC (Central and Eastern European Countries). All of which in aggregate, their 
emissions had declined below the Kyoto commitment levels by 1998, because of the economic transition. For the 
last five years I have been hearing and being told that projections of those emissions would of course start increasing 
rapidly again with the economic recovery in this region. Some, I think Slovakia, is one that is indeed happened. In 
others Hungary has substantial economic growth. Its emissions stayed more or less flat at these levels. I think it is 
now increasingly accepted that these countries will have a substantial surplus.

One point to note, if you add up the pluses and minuses in this diagram, what we actually find is that in 
collective terms we have already over-achieved the Kyoto target. Collective - I underline. In other words, total 
Annex 1 emissions in 1998 were about 7% or 8% below 1990 levels. I think that is the measure and hence the title 
with a question mark or the fear at least that drives some of the EU concerns, that actually given these developments, 
there might be conceivably too much flexibility. The concern is expressed from some other quarters that the whole 
system could be overtaken by very low cost surplus from some of the economies in transition. That has perhaps 
fueled the intensity of the debate over supplementary, which is really concerned with “should imports of countries be 
constrained.” I think that this is the genuinely complicated issue, which we need to separate for a moment from 
whether and how it would be defined.

The arguments against having any kind of constraint or any requirement for a minimum level of domestic 
action are fairly straight forward. Potentially it raises the costs of compliance, and who wants to make something 
more expensive than needs to be. It probably complicates the international trading system. It may be hard to 
define and enforce seeing the debates over the EU proposal on “concrete sailings (sellings ?)”.

The counter-arguments are that requiring a given degree of domestic action is more consistent with the 
principle that the first objective of the system and principles of the convention is that industrialized countries have to 
establish leadership and get their emissions under control. The question is as to whether that is really the case if 
what they are doing is just using their economic power to buy credits from other places. Obviously there is the 
strong feeling that if the industrialized countries don’t get their own emissions domestically under control, then where 
we are trying to head in terms of global solution has any convergence between national emissions.

The third argument is the idea that if countries do have to do a certain amount domestically they may 
innovate more. There may be incentives to do some things which require more investment now but come up with 
more exciting and interesting technological solutions for the future, whereas, if they have much cheaper alternative 
shopping around abroad, they won't make the necessary kind of investment and innovation. I think there are actually 
considerable validity on both sides of this argument, which is why it is a complicated issue.

What I do think is that the proposals for concrete ceilings that EU has proposed have particular difficulties in 
operational and definitional terms. I personally feel that it may be more productive to have the kind of direction that 
Pronk paper goes in in terms of using words like "chiefly should be implemented at home” or “the majority of’ or other 
such wording which express a common perception that it is very important the industrialized countries do a lot at home. 
An absolute majority at home but without the way that actually is extremely difficult for other countries to stomach, or 
which really disrupt the trading system.

So, I personally feel there should be room for compromise between these different approaches. I know
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that there are some other concerns expressed in this area.
I have already talked a little for the options, the concrete ceiling, on the percentage of assigned amounts, 

different ways of trying to express that. Not such binding but guidelines based on above, one can have imports 
actually formally made conditional upon whether a country has adopted its specific policies and measures. One 
could go through the process of assessing the aggregate impact of domestic policies and measures and only allow 
imports that are matched to that. Or as I say, we can have wording on domestic measures of being primary means, 
or the chief means, or whatever. To some extent we may find that the last of these that emerges as a political 
compromise may form the basis for subsequent negotiations on how to give a little bit more teeth in ensuring the 
country do do sufficient and reasonable actions at home through assessments of policies and measures.

As the almost last overhead, or a couple of overheads, I want to turn to the supply side questions of “what 
about the countries that may be in a position of having very, very large amounts or assigned amounts to sell," shouldn’t 
really be a focus on that side. I have indicated some of the potential problems if that really happens on the scale of 
what appears to be technically plausible now, in terms of sales from some other economies in transition. It would 
tend to increase its aggregate emissions in the way that I think Woods underline the economic legitimacy over 
emissions trading. It tends to inflate the system and a very large supply and very low cost would be where a lot of the 
money would flow, and thereby take resources away from the real investment and joint implementation of CDM. It 
could be argued to reward countries that actually did negotiate targets that seem to be excessive. I think that will set 
the very dangerous precedent for when we enter the second commitment period, if starting to include some developing 
countries, whether the lesson they take for the first period is if we negotiate a hugely inflated target will be able to sell 
all of our surplus. That is the present bases on which to approach the second rounds of negotiations. So I do think 
this is a legitimate concern.

I think solutions are by no means simple. Again one could have a straight concrete export ceiling. Again 
a new proposal that has certainly limitations, it doesn't really give an incentive actually for these countries to do better 
domestically. One can adopt other approaches based on the principle that really the selling of the signed amount 
should reflect the domestic action that makes those assigned amounts available. In other words, it is a principle that 
you shouldn’t transfer something which is purely an accidental surplus from the way your economy has developed. It 
is a kind of additionality rule for emissions trading itself. It says really trading should be based on legitimate and 
additional domestic action that makes those assigned amounts available.

I think addressing it in that way is going to be quite complex. I do think it is feasible. I think again one is 
driven down the route that would look at the policies and measures that countries had actually adopted domestically, 
estimated how much the assigned amounts, might that have freed up for them to trade more legitimately. If they had 
tried to trade more and if one had a buyer liability, then one could degrade the surplus sales in that sense. That is an 
avenue that I think is too complicated to introduce into the Cork paper. I think you could still perhaps be considered in 
further development, if and as there is consensus that this issue needs to be addressed in a more sophisticated way 
from the straight forward limit of sales.

The third main area of options one could consider is the minimum price. In this area obviously the 
economies in transition is not in their interest to flood the markets in a way that leads to large volumes at very, very low 
prices. They actually have an interest in insuring a degree of legitimacy of governments that insures a reasonable 
price of transfer of assigned amounts.

Perhaps one way of addressing that also is through what is actually a Russian tentative proposal that was 
mentioned in the speech by the head of the Russian Delegation, Hague COP 6. It is a willingness to consider 
ensuring the revenues from the emissions trading are put to environmentally productive use domestically and lead to 
real additional emission savings. I think that is a potentially valuable way forward for a variety of reasons. In doing 
so I think it will focus attention in the right place, which is, “Are these instruments being used in legitimate ways that 
contribute the overall goals of the Kyoto system?” In doing so, one is essentially parking the question of very large 
scale transfers of surplus assigned amounts in saying, “That is not really in any country’s interest to do that and, so, let 
us put that aside and focus on what is agreed to as useful.”

So, by way of conclusions, it is important to underline that despite all the experience we have with the US 
domestic trading system and so forth, international emissions trading is a new venture. We need to think through the 
rules and dilemmas from first principles recognizing the trading between nation states is not the same as trading 
between the legal entities which are the subject of strong domestic law.

I think it both introduces a problem, but the issues of liabilities or validity offer really a non-precedented 
opportunity to strengthen the incentives to comply with an international treaty. But to do that, one has to accept some 
elements of buyer liability. The system you create would be robust and credible.

I think the questions of supplementarity are genuinely complex. I don’t think we should pretend anything 
else. There are good arguments on both sides. I think perhaps for importers wording on “primary means chiefly but 
with a fairly clear intent” - that is what it means - could usefully focus on our country’s taking adequate domestic 
efforts and learning investment innovation, etc. in their programs.

For exporters, I think the similar idea could focus on ensuring appropriate use of revenues from emissions 
trading. That is combined with the review processes and effectively again leading to a system which ensures that
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emissions trading too is subject to an underlying principle of additionality.
So, in conclusion I do think that for us to address the topics there is a lot of scope still for creative solutions. 

Not everything needs to be solved in the COP 6 negotiations in the Pronk paper. It simply needs to make sure the 
right avenues are left open for subsequent resolution once the real principles are accepted.

Thank you.
MODERATOR: Thank you very much, Prof. Grubb. Prof. Grubb talked about the supplementary or liability
issues and he has explained about the background behind these issues. As Prof. Grubb has given us a broader view 
outside of what is described in the text that we know of, thank you very much indeed.

Now, if there are any questions from the floor, we would like to entertain them now. Yes, please.
OGAWA: Ogawa is my name, and first of all I would like thank both speakers for the very informative presentations.
I am from a research institute and I have come to understand that for emissions trading market to function properly we 
need to have some form of well designed compliance provision or compliance rule.

As for my question here, on page 9 of Dr. Haites’ presentation, I think he talked about the reserve, the 
commitment period reserve. It says here that X% of the initial assigned amount should be allocated to this reserve. 
That is my understanding. But this would mean for the buyer’s side. Is there any limit on the buyer’s side as to how 
much they can buy? Is there any cap on the amount that can be bought under the commitment period reserve idea? 
If not, if there is no such cap, then for the seller there is the cap. Yet on the buyer’s side it is free for them to buy as 
much as they like. If that is the case, then it sounds as if, between the selling volume and the buying volume, there 
would not be a balance between the supply and demand. This might lead to problems. At least that was my 
impression. Maybe I could ask the two speakers to comment on this possibility.
MODERATOR: Both speakers?
OGAWA: Yes, both.
MODERATOR: Then, Dr. Haites, please, first.
HAITES: The commitment period reserve is established as a reserve to limit the amount that can be sold. It is the 
lower of X percent of the initial assigned amount, which would normally apply to a country that is expected to be a net 
buyer such as Canada or the United States or Japan. In the case of selling countries such as the Russian Federation 
or Ukraine, the lower limit that they would have to hold would be Y percent of the five times the most recent annual 
inventory, which is an estimate of their emissions. So that they would have to hold a reserve equal to their projected 
emissions.

Both of those limit the amount that can be sold. There is no limit on what can be purchased. In other 
words the buying countries such as Canada or Japan would be free to purchase what they needed in order to meet 
their commitment subject to any supplementary rules that they could purchase from any seller whatever surplus is 
available beyond the commitment period reserve. If the total available that is not held in the reserves is not enough 
to meet the commitments, that means that the buying countries have to buy CERs from CDM projects or ERUs from Jl 
projects or take domestic actions to reduce their emissions. But there are those other options for coming into 
compliance.
MODERATOR: Thank you very much. Well, then, now are there any other questions? No more? Yes,
please.
_____________ : A question for Dr. Grubb. In your list of advantages and disadvantages of the different
supplementary approaches, in the disadvantages recalling Dr. Black’s discussion this morning, you did not list the 
issue of collapsing the CER market potentially, to put it bluntly, and undercutting developing country technology transfer 
objectives, etc. I am curious what your reaction to that would be.

The second question is with respect to IET and some of the additionality things that you were talking about. 
Should we simply eliminate article 17 and include policies and measures as projects under article 6 and move forward 
from there?
GRUBB: On your first point, when I talked through that slide I said, "And there are other concerns, such as were 
expressed this morning” and that is exactly what I was thinking of. I am sorry, it is a slightly old slide and I should 
have updated it recognizing the concern. As you say, if you force countries to do more at home, they are buying less 
abroad almost by definition. There is therefore a genuine conflict between two objectives, important objectives for 
developing countries, which are to insure that industrialized countries do do a lot at home in fulfillment of obligations, 
leadership, responsibilities, and the desire to see large resources trying through the CDM. There is no answer to that. 
They are just both two legitimate and conflicting objectives. The only point I would make is to make sure that people 
should understand alongside those nice tables from MIT about how much supplementary conditions may reduce the 
size of CEL market.

Another column showing only the unconstrained market, the US emissions and US going on rising 
domestically, that is the direct consequence of those kinds of studies. But you are right. It should be there on that 
slide.

I think your second comment is a nice way of pointing out -1 mean I don't agree we should delete Article 17 
and just work through policies and measures in Article 6, no. But it is a nice way of pointing out that I think we need 
to approach the question of how Article 17 straight forward transfers is approached. What is the legitimate transfer
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under Article 17,1 think, is a genuinely - again it is a real issue and it is made more real by the somewhat unfortunate 
situation that we find ourselves with regard to the potential for quite large surpluses in some countries, which I think 
raises the question of "what do we think we mean by legitimate emission transfers?” Certainly if you look at any 
economic textbooks, it does not say the purpose of the emissions trading is that some party’s large surpluses can be 
traded or exchanged to others, so that the targets aren’t really what they look like. It is to increase efficiency from 
costs large and differing in different places.

Yes, I think more focus on policies and measure is going to emerge after this regime. I think it needs to be 
tacked into to what extent countries doing things domestically that actually move us towards the ultimate objective of 
the convention.
___________ : I wonder in the circumstances now potentially the US not being part of the protocol, if it could be
ratified without them, adding onto this concern that are already there is a substantial amount of hot air in the system. 
Whether there has been given any thought at all to combining the COM with the compliance mechanism by having 
countries invest small amount at least in COM or CERs, which would only be used if they don’t come in compliance or 
could be transferred at the next regime. That would therefore ensure that there was a COM in a regime, in which 
either hot air or we are going to meet all the demands, or specially without the US involved it is quite likely to be no 
incentive in investing in COM at all. Has anybody thought about combining those two objectives, COM and 
compliance by having people or having parties invest certain percentage in the COM straight up?
MODERATOR: Mr. Haites.
HAITES: I have not heard that proposal. I think it is interesting. I suspect that not very many people have yet 
modeled the impacts of US non-participation on the demand for and supply of COM including the CINC’s proposals 
that are currently in the Pronk paper. That is something I have been asked to do but it would take some work on our 
model to do that and it has not been done yet.

While I have the floor I want to make one comment on the last question. It is interesting but several 
models show that supplementary restrictions of the sort that you have to do 50% domestically, actually reduce the 
compliance costs for Annex 2 countries. For economists that sounds a little bit funny. How can you have a 
restriction that reduces costs instead of increasing costs? What happens is that the global compliance cost rises, the 
compliance cost for Annex 2 countries fall and the reason they fall is because the transfers to the non Annex B 
countries are reduced even more to the rest of the Annex B countries. In other words, the sellers of AAUs and CERs 
take a much bigger hit in terms of price declines and total revenue decline than the cost increase in Annex 2 countries. 
So, there is a supplementary rule that involves very substantial implications in terms of transfers of income. 
MODERATOR: Of course, there are a lot of pending issues and some open questions still that may come from
the floor. However, with this discussion time frame that has been arranged for at the very end, following the next 
three speakers, we would like to take a break here and we would like to also endorse interaction with the floor 
afterwards. Thank you very much. We will take a break for the moment.
EMCEE: Thank you very much the speakers as well as Mr. Seki who served as the coordinator. Now, I would like 
to take a coffee break. Session 3 will resume from 3:35. Thank you very much.

(COFFEE BREAK)

SESSION 3 (continued)
M.C.: Ladies and gentlemen, we would like to start Session 3. Mr. Seki, please lead from here.
MODERATOR: Thank you very much. We have heard from Dr. Haites and Prof. Grubb. Now, we have three
commentators in this session. First of all, from Russia we have Mr. Valeri Sediakine. Mr. Sediakine, please. 
SEDIAKINE: Thank you Mr. Chairman. I thank Japanese government for the invitation and for excellent
organization of this symposium. My presentation is on possible ways to perform the obligations under UNFCCC.

The Kyoto Protocol short overview:
For coming into the force the Protocol should be ratified by Parties UNFCCC included in Annex I, having 

at least 55% from the aggregate emissions of carbon dioxide in 1990.
The parties included in Annex I have undertaken obligations to reduce emissions of six greenhouse gases 

at least on 5% below levels assigned by UNFCCC, during the period between 2008 to 2012.
The Protocol provides three mechanisms of flexibility fulfilling national obligations on greenhouse gases 

emissions reduction:
1. International emission trading between the parties of the Annex I,
2. Joint implementation projects, between the parties of the Annex I, and
3. Projects of "Clean Development Mechanism” between the Annex I parties and the parties that 

have not been included in Annex I.
Results of working flexibility mechanisms of the Kyoto Protocol:
International Emission Trading. The bought emission reduction units increase an assigned amount of the 

buyer country and are subtracted from the limitation of the seller country.
Realization Jl projects. The investor adds reduction units to his limitation. The same reduction units
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shell be subtracted from the assigned amount for the transferring country.
Both mechanisms IET and Jl have a physical limit of emissions reduction amount connected with the solved 

limits of both parties.
Clean Development Mechanism. Annex I parties may use reduction units to contribute to compliance with 

emission limitation and reduction commitments.
The amount of reduction units has not a limitation because another party has not emission reduction

obligations.
Clean Development Mechanism:
• Allows to execute the accepted obligations with smaller expenses.
• Can work up before the first commitment period 2008-2012.
• There are no quantitative restrictions on a volume of the certified emission reductions.
• Under certain condition of Article 3.12 of the Kyoto Protocol can result in growth of GHG emission 

level for the acquiring Party and growth of the total GHG emissions.
GH is the multi-rated change of emission volume of quantification of Kyoto Protocol, and possibly emission growth due 
to action of Article 3.12 and 12.10 Protocols.

International Emissions Trading:
• Allows to cut down expenses of the accepted obligation performance.
• Does not require long time for performance. Has bought and everything is OK. The fast 

mechanism.
• The mechanism does not reduce total GHG emissions, only stabilized the certain given level of 

parties.
• The large preparatory work necessary for mechanism introduction.
CDM, Jl, IET:
• All flexibility mechanism of Kyoto Protocol require an export of the financial capital and technologies 

from the country which is not fulfilling the obligation. It can render negative influence on a national 
economy as a whole. It can become an obstacle for functioning these mechanisms.

• The creation of system of monitoring, certification, verification at national and international levels is 
necessary.

For estimation of supply and demand in the future international market of emission trading, here is a list of 
possible excess in the reduction of emission volumes by the countries of Annex I, from the volume under the protocol. 
The countries, possible buyers and sellers, are submitted here. The possible sellers could be Russia, Ukraine, 
Roman Slovakia, Poland, Germany, and Great Britain. The possible buyers could be United States but with a big 
question. Canada, Japan, Australia, New Zealand, Slovenia, Italy, France and Spain and other countries.

Russia is one of the possible sellers of IET market. Accordingly, the Convention (phon.) of Russia is 
always with the protocol to carry out measures on reduction of GHG emission.

Action on climate change problems in Russia:
Realization of the Federal target program - "Prevention of dangerous changes of climate and their negative 

consequences.”
Realization of the Federal target program “Energy saving in Russia” and “Energy Strategy of Russia”. 
Forming of the normative-legal base on creation of a national emissions cadastre.
Forming of the national monitoring, certification, and verification systems on the emissions reduction. 
Development of regional and corporate systems of stimulation of GHGs emission reduction.
Development of the national and regional program of stimulation of GHGs emissions reduction.
Education, workshop and conferences on problems of realization, UNFCCC obligations and the Kyoto

Protocol.
Forecast C02 emissions of Russia: The C02 emission scenario is submitted in this slide, the probable, 

real, and optimistic scenarios. Submitted scenario is different with size of energy intensity and reduction or growth 
dimension product. A possible volume of emission units for sale will change according.

Possible strategy for regions and corporations of Russia:
To create systems of the account of greenhouse gas emission.
To create registration system on GHGs emissions reduction results.
To create regional corporate mechanisms and tools of the greenhouse gases emissions reduction 

stimulation.
To develop strategy of actions on regional and the corporate markets on deliveries of “clean! fuel and 

energy resource.
To assist the Annex II countries in performance of obligation on UN FCCC in exchange for investments on 

these purposes.
Conclusion:
The Kyoto protocol requires the further development, additional work and updating.
Actions of Protocol mechanisms should be strictly limited to performance of the Party accepted obligations
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on GHGs emissions reduction.
The international emission trading should be simple and transparent, should easily be supervised. It is 

necessary to begin only from one gas, C02.
It is necessary to develop the national emissions reduction markets and flexibility mechanisms.
Thank you very much.

MODERATOR: Thank you very much. Thank you very much indeed. When we talk about Kyoto mechanism,
especially the emissions trading, we do believe that Russia will become a major player. Within the time limited, we 
have heard a very comprehensive comment on the Kyoto mechanism.

Now, I would like to call upon Mr. Bjork from Sweden. Mr. Bjork, please.
BJORK: Thank you and congratulations to this well organized, timely and very useful symposium. Especially I 
appreciate the possibility offered to pick, up views from those who deal with market aspects and concrete project 
activities and whose experiences are crucial input to the negotiation process. It is also important and useful for us to 
get such an extensive presentation of the views from G77 especially of course on the COM.

My comment now is not a summary of the discussion. The discussion will continue, of course, and this is 
not my task. My comments will not necessarily comply with the joint EU views either. What I want to do is to 
comment a little on the interplay between the emerging market and its Kyoto framework and also dwell a little on the 
topics of the symposium, the title: "how to make the trading credible and workable.”

The current negotiation text and the Frank document contain the elements for a framework of the emissions 
trading market. The work to construct such a framework has been going on for some years now and has become 
rather complex, although progress is made in consolidation of the text. Recent developments, however, might mean 
that the demand for CERs, ERUs and AAUs i.e. the emission permits in a simple language, will be much less than 
anticipated and the fear of a flood of COM might change to a trickle. The assumption here is however that this won’t 
happen, that there will be participation from all the important parties.

To construct then a faultless or for that matter theoretically optimal trading framework is a complex task that 
under also these circumstances might well be doomed to failure. We will have to go for simple but robust systems 
that are credible and workable rather than perfect. A reasonable approach would then be to build up the system 
gradually.

The gradual buildup through efforts such as the PCF, the UK trade system that we heard of yesterday, and 
also the EU ideas on the trading system could eventually create islands for trade that then mutually recognize each 
other’s tradable permits and would be an appealing vision, but it is eventually hinging upon the success of the Kyoto 
protocol. I agree with Garth Edwards’s view yesterday on the disappearance of the voluntary markets. I don’t really 
see that political uncertainty that we have at present could stimulate the market, which is as Mark Trexler put it today. 
And I agree with him entirely, policy driven - it is a policy driven market.

The Kyoto process and the entering into force of the protocol will define a market framework for emissions 
reductions that is international and the commoditization of these reductions.

Practical experience has already faired into these processes to help with the development of the framework. 
The gradual approach is called for by the size of the challenge and the importance of the mechanisms as parts over a 
long term sustainable global climate change strategy. It has to be sustainable and it has to be of long term of course. 
Wen can learn by mistakes and correct for them accordingly. The gradual approach incidentally is also a rationale for 
supplementary, since it will allow for a gradually increasing trade when experience and confidence grow.

The Kyoto commitments and mechanisms are then preconditions for sustainability of the market. 
Without these commitments, the international market will eventually disappear. So, credibility and workability are 
necessary. One could trace the notion behind the title of the symposium, that the mechanisms are not necessarily 
both workable and credible. Some may even suggest that they are as represented in the current negotiation text risk 
becoming neither workable or credible.

Especially on the micro level, the credibility quality is linked to the achievement of real measurable 
reductions in projects beyond those, which would otherwise occur, i.e. additionality criteria. This kind of credibility 
does not affect emissions trading between parties that have a target nor joint implementation between parties that have 
and fulfill commitments.

There we have another macro credibility issues. For these mechanisms credibility or confidence is 
coupled to the fulfillment of commitments and the establishment of compliance regimes that can deal with frauds and 
false permits without or exaggerated coverage. CPR is also a means to diminish the risk of overselling and it is also 
important in this perspective. The effect in the opposite direction that trade might reinforce incentive to comply as 
suggested by Mike Grubb is also important to underline here.

If I go back to the micro level, confidence that reductions are real and additional can to a certain extent be 
built by discounting or choicing conservative or restrictive baselines for the project-based mechanisms. Such 
approaches in reality merely limit the consequences if true reductions are exaggerated. There are several instances 
of such approaches and strategies in the current negotiation text. Credibility can also be enhanced by transparency 
and outside control, and we have several instances of acting the text as well, enhanced also more indirectly through 
capacity building, which is a necessity if we want to apply those mechanisms.
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As pointed out this morning, the commoditization of reductions means costs, transactions costs are inherent 
for this approach to define the commodity but must be kept at a reasonable level without loss of credibility.

Workability and even more efficiency call for low transaction costs and cost-efficient measures overall. A 
balance has to be struck to attain a system that fulfills both ends.

Credibility is indeed a sine qua non for ERUs CERs and AAUs. A strive to economize credibility on project 
level might end with putting not only single projects but also mechanisms overall in jeopardy which in the extreme 
would lead to economic losses that could be of the same size as those calculated and referred to in comparisons of 
climate mitigation costs with and without trade.

A price must therefore be paid to maintain and foster credibility for a commodity or service as abstract as 
the absence of emissions that would otherwise occur.

To address these concerns there are in the current text rules and provisions for compliance supplementary, 
eligibility, and overselling.

Depending on the perspective, some of the proposals might be regarded as overly ambitious or even 
counter-productive.

This I think goes for both sides in the negotiations. By introducing too many safeguards credibility is 
ensured to the cost of a lower potential volume of trade, while another tendency is to avoid regulations of market forces 
as much as possible in every aspect. By watering down regulation proposals that in their entirety may well kill 
mechanisms that would never get off the ground, one might instead risk killing the credibility.

To find the middle ground in an orderly way is the challenge to all parties. Some but not all safeguards are 
necessary and conducive to a credible and therefore viable mechanism framework.

The term "workability" suggests to me something that is less than efficient and thus somewhere in between 
the alternatives: (a) non-efficient and credible or (b) cost effective but not reliable and thus questionable from an 
additionality perspective.

The tendency to overkill risks for credibility and efficiency respectively is a natural effect in the negotiations, 
which is especially unfortunate in a situation like that we have, which is characterized by high complexity and shortage 
of time. Therefore, the lifting of brackets, deletion of options and the killing of some darlings will be necessary and 
this must be done in a thoughtful and cautious way despite lack of time. Andrea Pinna and his colleagues in the UN 
secretariat will have a great challenge here. And they are well aware of that, of course. We will bring back the 
discussion here to our colleagues in Brussels and assess the project cycle parts of the texts in the light cast upon the 
report on practical experience.

There is of course much to say on all the other presentations, but there is no time for it. I would otherwise 
rather speak more about the CDM but again, there is not time, so I will stop here.

Thank you.
MODERATOR: Thank you very much. The symposium carries the title of "Creating Credible and Workable
Mechanisms”. In fact the title speaks of itself as for challenges that we face, especially in terms of credibility there 
are a number of points that have been raised. From Ms. Hirata from Kiko Network we would like to hear from her.
HI RATA: At this symposium I would like to give some comments from the NGO’s perspective. I would like to highly 
appreciate firstly the host of this conference. In fact this whole two-day period, I think, this is the only opportunity in 
which I would express the NGOs perspective. I do well respect that we admit technical discussions in Session 3, that 
in fact we would like to make a candid position firmly on the part of NGOs in stating what we acclaim and assert. I do 
believe that the new Bush Administration in fact has broke away from Kyoto Protocol and its negotiations. For the 
last two weeks, we have been quite busy in addressing the US administrators in redefining their position.

The Kiko Network in fact is a successor to Kiko Forum which in fact was created to address our issues and 
statements for the 97 Kyoto Conference. We have a very strong feeling and affection towards the Kyoto Protocol. 
In fact the substantial breaking away of the Bush’s administration from the Kyoto Protocol we have heightened furious 
feelings against the move that was taken on the part of the new US administration.

Of course we have been staging protests as to express our anger to the Bush administration, as well as we 
have posted outside the US Embassy. In fact we have convened an emergency meeting amongst those interested 
including parliamentary members as to summarize a statement in fact that urges the early taking effect of the Kyoto 
protocol and its ratification, which we seek for support coming from the political arena itself.

I do believe the Kyoto Protocol itself is facing huge challenges. Of course we have to squarely face this 
first as the starting points. However, it has been fortunate for the last two days. In fact I was very much encouraged 
that most of the people in fact who are the audience here have stated that this was the most workable and fast track 
process that would take us to the success for negotiations hopefully to unfold at COP 6.5. This common 
understanding that was shared amongst the audience should gather more clouts in terms of the intellectual ammunition 
that should come from supporting international community members.

There were a few points that raised some concerns to us, which is in the sense "how can we restate our 
strong position in favor of participation from the US?” In the case where non-participation comes from US, the 
Japanese government for the time being has reserved any clear statement as for its intention of going to participate 
and ratify this Kyoto protocol without the participation coming from the US.
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In major countries in the world, I do believe we have focused attention on whether this Kyoto Protocol will 
come without the US. And in that statement I should re-underline the importance that is attached to Japan’s strong 
commitment as for the ratification and support to come from the Japanese side to realize this mechanism. Of course 
there are some people or followers who may think that the Kyoto Protocol itself is not the foundation upon which 
mechanisms are based, or to a lesser extent. However, I do believe that Kyoto Protocol provides a large incentive in 
creating the Kyoto mechanisms. Without stratification and taking forth, it would hugely defuel the process in itself.

Now, I would like to give some elaboration on how we should move ahead.
As for whether COP 6 will be fully successful, the options that we may take are the following. In fact, how 

should we appraise the new US proposal? In fact the new proposal as to back away from the Kyoto Protocol, we 
would protest any retreat on US position. I do believe that this is highly challenging and risky as to debase the last 
decade of our efforts. Therefore, unfortunately we do not position ourselves on the US retreat from the Kyoto 
protocol framework and negotiations.

With the coming Bonn Conference in fact we must prepare a package deal for moving ahead without the US. 
In that case what needs to be streamlined is what we will have to consider. To take into account that the US may 
follow on in participating in the future - they are not for the time being - are we going to base our rules on non 
participation from the US? I think in a practical manner we should in fact further examine these two options.

Well, in fact the NGOs, I would like to state on our behalf some of the major critical points of issues. I 
believe Michael Grubb’s or Prof. Grubb’s streamlining of events, as I shared very much with him, in the way in which 
he elaborated on the issues was highly informative and enlightening.

I believe as it is enshrined in the Kyoto Protocol, this is supplemental to national action. This should be 
further enshrined. In short, of course, there is the remaining hot air issue, which is in fact how should we deal with 
the hot air issue as to not to impair the Kyoto Protocol. Also we must establish firmly a commitment or a compliance 
scheme in fact in order to achieve the targets.

Well, amongst the Kyoto mechanism issues, supplementary in fact is a critical issue to be fairly stated to 
ensure the Kyoto Protocol mainly substantially and chiefly, as has been mentioned, which is a primary statement given 
in the words that I have mentioned in the notes of the precedence. However, we have concerns that this may work to 
debase the capping issue. We also believe that the avoidance as a methodology may come from Commitment 
Period Reserve or CPRs.

In fact, the numerical figures, the liability issues of Russia as well as other transient economies, and in fact 
CPR based upon the proposals should safeguard against abuse on trading of hot air coming from those countries and 
should be stated as 100%.

The liability issue has in fact some liability placed upon the seller. However, I do believe that in terms of 
compliance it is essential to also share the liability with the buyer.

Last but not the least the transparency and public participation in order to create a trading system to the 
extent possible, we have to assure transparency to the utmost extent possible, and also transparency must be assured, 
safe assured, within the system.

Thank you very much.
MODERATOR: Thank you very much. This symposium we are holding at this time is of course themed around
the topic of Kyoto Mechanisms. However, all of us here are very much concerned about the recent announcement by 
the United States. The administration is not supporting the protocol and I think that the speakers also touched upon 
that to clarify the issue points there.

Now, we would like to have some time for discussions. Is Mr. Pinna here?
The American announcement was actually mentioned by Ms. Hirata. From UNFCCC we have Mr. Pinna 

who has brought some materials with him regarding this issue, I believe. Isn’t that true, Mr. Pinna?
PINNA: Thank you, Mr. Chairman. There was a question from the floor whether anyone had looked at the 
potential demand for CBM in Jl with and without US. We actually did look at it in the secretariat in a very unofficial 
way. I apologize for this slide, I don’t think many of you will be able to read the numbers. But let me walk through 
this as quickly as I can. This is complicated.

This slide is entitled COM and Jl defined in the boundaries. In other words, we want to look at the worst 
possible scenario for COM and the best possible scenario for COM. This slide is with the USA. If you look at the 
role of demand efforts, first here, the numbers under MIN are the numbers where there is minimum economic growth 
and therefore minimum emissions from Annex 2. The column with MAX is the maximum economic growth and 
therefore maximum emissions. The average scenario is the numeric average between those two. Whereas NC 
stands for national communications and these are essentially the Annex 2 demands as measured from the official data 
communicated, international communications of Annex 2 parties.

Now, these MIN and MAX scenarios, these 12,000 and 22,000, these are the results - first of all the 
reductions in all the six greenhouse gases required from business-as-usual by Annex 2 parties to meet the Kyoto 
Protocol targets.

This is the new elaboration that has been done by the Secretariat recently about a month ago. A paper 
compared by my colleague Nicholas Hong, which was distributed at the recent workshop on national communications
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and we are expecting comments from participants. So, still the work is in progress. But what my colleague did was to 
take the different international sources and scenarios elaborated by IEI, IPCC or BCD etc, etc., and weigh this scenario 
with the official data contained in national communications. The minimum and max that you see there are the lowest 
possible emissions scenario, which is one of the IPCC’s scenario. So, I believe it is in fact one of negative economic 
growth. And one of maximum economic growth, which is one of the US, so-called US high growth scenario.

So, moving down, that was an attempt to find the minimum demand from Annex 2 and the maximum 
demand for Annex 2. Then we broke down the supply. Then we broke down the supply and we distinguished 
between excess emissions essentially from Russia and Ukraine, a RULU-CF (phon.) admission from 33 and 34, this is 
the latest proposal by Minister Prank. I think the one you have in this paper for BIT. So that is actually the 
additional hot air. Then the RULU-CF (phon.) from Annex 2, potential for Annex 2, and you see two different sets on 
number under MIN and MAX. It is 1,478 against 824 in the RULU-CF (phon.) Annex 2 row. Because the same 
proposal can give different results depending on the data sets that you use.

Then, moving down to domestic mitigation policy, we assumed 50% supplementary including RULU-CF 
(phon.) So, under the minimum scenario, the scenario which is minimum demand and maximum supply , so a lot of 
hot air, the best possibility or the largest possibility for offsets are from the 33 and 34 proposal, you have a total 
demand of 12,000 million tons of C02 over 5 years, and a total supply of 17,599 million tons of C02 per year. In 
other words, the shortfall - the demand for COM and Jl is negative.

If we move to the next column, the one with MAX, we have the demand quantified in 22 billion tons of C02 
equivalent per five years and a total supply of 16.6 billion tons. So, there is a large demand for COM and Jl with the 
US assuming 50% supplementary and associating and using the last or the latest 33 34 proposals. The average 
scenario is 119 million tons of C02 for a potential demand of the COM.

If we look at these numbers, we doubt the US. You see that the demand from Annex 2, the minimum goes 
down to 4 billion, the supply stays the same essentially. So, you have a shortfall, which is usually negative of 
essentially 9 billion tons of C02. You can see immediately that this 10,946 figure in the third row is more than enough 
essentially hot air to compensate for the demand.

But even looking at the scenario with the maximum economic growth, with maximum emissions and 
minimum availability of hot air, I still have a negative shortfall. In other words a negative demand for COM and Jl, 
which is I think an interesting result. In other words, if you have a COM you must probably need to have political 
COM not the market COM. I have to point out at this point that this is not the real maitet for COM, of course. First, 
that is why I say using "uncertainty" and these numbers you must take with two grains of salt. Second, these are the 
numbers in which the Annex 2 exhausts all their options first and fully. So it does not take into account political 
decisions to do COM, early COM, and prices. We in fact had asked Erik Haites and Fundi Misrod (phon.) to look at 
the same numbers, what they would mean to account prices, which I have here but I don’t feel comfortable to show 
them. But if Eric wants to comment there, yes.
MODERATOR: Thank you very much for sharing that with us. In Session 3 the theme may be slightly different
from the topic that was just briefly touched upon. However, I believe that was a point that was of great concern to 
every participant or to many of us at least. So, using the prerogative as the moderator, I asked Mr. Pinna to share 
with us that information.

Now, regarding the estimates, of course, that has many assumptions. That is of course true. The 
estimate itself may have many questions that you might want to ask, but we might not have enough time for that. So 
we wouldn’t accept any particular question about this. But rather during the next discussion period we would like to 
talk about supplementary or liability and other points that were touched upon during the presentation so far.

Starting with supplementary, if there is anyone with any comment, I would like to ask them to share with us 
that. But my comment is that regarding supplementary the background for that is the reduction by using Kyoto 
Mechanism as well as reduction through domestic efforts. How should they be weighed or balanced? I think there 
will be a lot of differences in the value sets that you associate with the two categories. If you use so much of the 
Kyoto mechanisms to a large extent the reduction cost itself will be reduced. That is the generally accepted idea, and 
that is also included in the report by IPCC. But on the other hand, if the cost goes too low, in the mid-to-long term for 
us to reduce greenhouse gas emission, the technology developments or introduction of new technologies might be 
hindered as a result. We have to therefore bear that possibility in mind as well. I think there are really different 
values that you may have in thinking about this issue. So, if you have any comments about supplementary, now is 
the time for letting us hear your comments.

Prof. Grubb, the reduction cost is to be cut down. It would be lower. That would mean for those 
countries that is required to make so much efforts to reduce the emissions, they will be offered more options. I think 
that widens the options. What do you think about that?
GRUBB: I said what I thought there were the reasons for encouraging countries to do a certain amount domestically 
but not inquired concrete way that some have proposed.
MODERATOR: Mr. Haites, please.
HAITES: ......a little bit provocative here and engage my neighbor. If we have supplementary, there are a number
of consequences. The actions within Annex 2 countries have to increase. There will be therefore higher costs of
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compliance for Annex 2 countries, and the price within each Annex 2 country will probably be different. We have 
already heard that that means a smaller market for the mechanisms and lower revenue for the rest of Annex B 
countries and the non-annex B countries. It also means, because the compliance costs are higher in the Annex 2 
countries, that there will be impacts on competitiveness of the internationally competitive industries there. There will 
be leakages to non-Annex B countries because of the higher costs of compliance, which also has adverse economic 
consequences for those countries.

The main argument that has, to my mind, been put forth for supplementary is that the higher cost will 
stimulate technology development in Annex 2 countries. Certainly higher cost will lead to development of 
technologies, but the markets for those technologies will be constrained to Annex 2 countries with those high costs. If 
we have no supplementary we have a global market for COM with a global price. That means we will have different 
technologies developed that can compete at that market price. But they won’t have a global market. So that there 
is a much larger market, but with a lower marginal cost. I don’t know which in the long run is the better outcome, but 
we will certainly have two different patterns of technology development, one of which is friendly and helpful for 
developing countries, and one which in the supplementary case is of essentially no value to developing countries for a 
long time into the future.

So, I think there are a number of consequences associated with supplementary that we have to be very 
careful about. None of them are very good for developing countries and quite frankly I don’t see that there are any 
substantial benefits to the Annex 2 countries either.
MODERATOR: Mr. Grubb.
GRUBB: In that case I have something to add to my presentation.

I think it is essential that we understand and recognize that the Kyoto Protocol is intended as a long term 
instrument. It sets a structure for a program of commitments over successive 5 year periods, and in a sense the key 
test is to what extent we use the commitments in the first period, contribute towards the long term goal of helping to 
constrain global emissions and eventually bringing them down towards stabilization.

Now, I think that part of the difficulty is we are trying to talk in generalities about questions that is really 
beyond that sensibly, unless you are talking some specific numbers. But I think particularly if one considers the 
information that was just provided to us by the Secretariat, there is a risk that a system, which was established in a 
sense as the pure market and no presumption at all of the Annex 2 parties’ undertaking adequate domestic action or 
whatever, would actually be a system which was to a large extent flooded by cheap supply whether for from economies 
and transitional or some kinds of modes of COM. So, a very low price.

And it is not just a question of technological innovation, it is also the infrastructure and innovation that is 
undertaken. For example, in Europe there is a lot of efforts going into programs, not just the emissions trading that 
we heard, but for example affecting the structural development of the building sector, the transport sector. We had 
just last month - nine cities in Europe announced they were going to start running their bussed fleets on the new 
Daimler Chrysler fuel-cell-bus (phon.) We have Norway investing in No-C projects for stripping or removing carbon 
dioxide and re-injecting it.

If we just had a pure market system based on the kind of numbers the Secretariat has just shown us, none 
of that would make any sense. Basically the only sensible thing to do would be to go and buy credits at little or no 
cost, particularly if the US was not going to participate. That would be the purely economically rational way.

So, I tentatively disagree with Erik. I think there is value in making sure that enough is done domestically 
in the rich countries of the world to make sure both that there is some significant innovation and that they are doing 
some things which are not necessarily the politically easiest things in terms of doing things that will get their emissions 
on a trajectory of declining emissions. Because otherwise I don’t see where the system is going on a long term.

Having said that, I absolutely respect some of the points that Erik has made. They are all valid, but as I 
say, it is easy to say these things in generality. We really have got to look at what actually the number starts to add 
up under the different circumstances.
MODERATOR: Thank you very much. We would like to solicit questions from the floor, if I may. Would
anyone like to raise questions? Yes, please.
MCDERMOTT: ....upon the discussion we have been having about technology and the necessary stimulus to
technological innovation, I would like add for the speakers, particularly for Dr. Grubb, a comment on the rational point 
for internationally binding stimulus to technological innovation. It would seem to me that the way in which countries 
approach innovation is the domestic policy choice. Those countries will weigh what they foresee as being the long­
term benefits from foreseen innovation against the short-term cost. For instance in the case of Denmark they have 
taken fairly progressive policy with respect to wind power generation and now they have a very strong international 
export competitive wind industry. This in my mind all countries will make that choice. How they foresee the 
international demand for alternative energies, arising, and will make that their own calculus. So, I was just wondering 
if we can comment on or if we can get reaction of why there would be a necessity for an internationally imposed 
stimulus for that.
MODERATOR: Thank you very much. Anything else? Yes, please.
NEWCOMB: I am absolutely fascinated by these numbers that the Secretariat has put forward, of course
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seeing myself going out of business here. But I am reflecting more on the perils of the hot air issue than anything 
else in my own mind as I think through the implications of these numbers. Because our experience tells us so far, it is 
a modest experience and that is true, but it does involve looking at many tens of deals quite closely and hundreds of 
deals generally. That is really not worth the developing countries’ selling carbon for the most part less than $3 a ton 
of C02. You need that at least that much to make a difference. Probably it is a little more when you start scraping 
the barrel, but let’s say $3. I think in an unconstrained market without supplementary, given the perception of risks, 
risk premium that would be applied to investing in the COM from the point of view of developed country private sector 
in the OECD, that they will find a plenty of room for incentives to innovate technologically with that $3 plus risk 
premium. I would rather do it having been sure of much less transaction cost and much higher certainty. So, I 
think no one should have the wrong impression about the capacity of the developing countries to deliver. It is true 
that the technical capacity to deliver the emission reduction is very high, but the market capacity is extremely limited.
I think that those numbers that I gave are pretty realistic.

So, I think it is really a question of how the parties manage the hot air issue, going forward as to whether 
there is an impact either on the pressure to innovate at harm for OECD or for any benefits to flow to the CDM. That 
seems to me to be the thorny issue.
MODERATOR: Well, yes, thank you for the comments. One thing is this issue of reduction of costs and also
the incentive for technical innovation. Another issue is that, when we look at the developing nations, the question is 
how to have them get involved. This is the major challenge that we presently face here. One of the methodologies 
that we could assume is the CDM and this is one of the ideas that is incorporated in the protocol. But this CDM Kyoto 
Mechanism, having the developing nations involved in the CDM projects, the hot air issue, Russia and Eastern Europe, 
how shall I say this - the big credits of Russia and East Europe, these are the major issues that we have to 
contemplate on.

Anyone having comments? Please.
PINNA: Thank you chair. I just want to reiterate what I said at the very beginning. This is not a Secretariat 
estimate. It is totally unofficial. It is really the back-of-the-envelop calculation that anyone can make. It is nothing 
secret about it. It is not for a presentation that can be sited or quoted or attributed to the Secretariat. As I said, it is 
the personal back-of-the-envelop calculation that was done by me and my colleagues.

For instance, the estimates that we have come out about excess reductions from economies in transition 
are much higher than those most commonly found in literature. There are no price considerations than that simple 
flow sheet takes into account. There is no political rationale behind it. So just wanted to make it clear.
MODERATOR: Thank you very much. We are running out of time here, but......
__________: Yes, thank you for that clarification. The fact that you stood up and showed those numbers
perhaps helped draw people’s attention to them. I agree in a sense those aren’t new numbers. They are certainly 
consistent with the kind of work that I have been involved in and as published in the Japanese translation of my book. 
It is because of the reality of those numbers that I think there are the kinds of concerns that are expressed, and they 
become much bigger if we have a prospect to the system initially without the US being there, a big buyer to offset 
potentially the very large supply.

Maybe I should just comment briefly. I don’t want this to become dominated by supplementary. I actually 
think that is not the most important issue in the negotiations personally. But I think that the issue is an extremely valid 
and interesting point, which they shouldn’t counter just to be free, if they want to stimulate innovation to do so. That 
is half right, and it is a good point. The slight dilemma is of course by and large it is not a company, it is not countries 
that do the innovation, it is companies. It becomes much more difficult for governments to enact policies which force 
their companies to do initially more expensive and innovative things if the company say, “Well I am sorry, you might 
want us to do that in Europe. But actually US isn’t doing any of that kind of things or why should you be forcing us?” 
There will be much greater political resistance to doing some of that.

I still think we are left with the dilemma that if the system is as weak as it may be, what does the second 
period look like? How do we turn around and say to more countries in the second period whose per capita 
emissions may be 1/10 of those in the industrialized world? “Well, now we want to start negotiating how we can 
strain your emissions, even though ours is ten times that level and not yet on the declining trend. So, where are we 
trying to go?”

I think if the system is as weak as it potentially could be, I think there are reasons to look at the adequacy of 
domestic actions. That is all I am saying.

I think the other thing, though, that comes out is these kinds of numbers. Do you return our attention to 
the question of what you want to call it, the surplus or hot air or whatever? It is really a legitimate question. I think 
we need to look at it in a new way, because partly the Russian Federation has already signaled that. Yes, you’d 
understands it is nobody’s interest including its own to flood the system in this kind of way. It is actually potentially 
also in the Russian interest to insure those international roles. So Russia is not left in the position of being the only 
country trying to withhold some of the permits to prevent the whole market collapsing. It has actually potentially been 
everybody’s interests to get some international discussion on what we do about that situation, so that Russia is in an 
equal situation with Ukraine and others. There are some common rules particularly if this regime may have a period
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without the US in. Because quite simply it does not work unless there is some understanding under those 
circumstances as to how one treats the Russian/Ukrainian surplus.

So, I think what we would actually be moving towards under those circumstances is the regime which said, 
"Okay the demand in the system is coming primarily from the EU and from Japan.” Both regions which are not going 
to hit their targets exactly but with certain amount of domestic efforts will get somewhere moderately close to it. That 
gap will provide the demand. That demand is perfectly enough or large enough to supply really quite substantial 
investment and experience through joint implementation in helping some other transitions in Russia and Eastern 
European energy systems to the clean development mechanism of various projects there. That is both useful 
investment and very important experience potentially going on to some emission trading deals, which are tied to 
specific sector reforms or others. That is how the system would start, whilst we wait to see in a sense. We keep 
aside the whole question of the really large surplus and the really large demand if the US joins. In a sense, that is the 
in the second phase of how the Kyoto System evolves. That may in practice be how we have to approach this.

Obviously we hope the US will be involved in the system from the beginning. But we have always known 
that ratification will take a long time. So, I think we do need start thinking about how we really get the system up in 
running and its evolution over timers more becoming involved.
MODERATOR: Thank you very much. As for the emission trading, the parties have less of an experience on
their domestic arena, and it is challenging in the sense that it is trying to be initiated in the international arena. 
Especially in the US SOX emission reductions in fact have been a trigger to introduce by gaining experience of 
emissions trading. I think in some European countries they are gradually adapting to this system and mechanism.

In the initial process as you well note, as it has been stated in the discussions, the supply and demand 
balance is crucial as well as the market determining prices, should it affect or not affect the domestic undertakings. 
So there are a number of relevant issues that need to be settled further. Of course, this is a most challenging issue 
which has a number of relevant questions in mind. I think we would like to entertain before we go out of time from the 
floor, the questions.
YAMADA: I am Yamada from the Ministry of the Environment of Japan. I would like to ask our Russian delegate, 
Valeri Sediakine.

As you have well explained, in fact Russia is the major seller and the US is the major buyer. In the case 
that the US backs off from participation on this scheme, does Russia have continued interest in the Kyoto protocol? 
In the event that you do not have any interest or lose interest, in fact the US exceeds more than 45% in terms of 
emissions. In that case if Russia backs off in its interest without participation from the US, the Kyoto Protocol will be 
maimed or killed.
SEDIAKINE: I am not an official representative of Russian Federation. But I may give my opinion. I think
we must decide what Kyoto Protocol does for the climatic system. What do they do for Russian Federation? What 
do they do for the work of whole? The climatic system is the nucleus. For Russian Federation this nucleus is very 
simple, for the whole work maybe good. We must think it very well.
MODERATOR: Thank you. Any other questions.
_____________ : On the discussion that has gone amongst the speakers on the stage, I have a few questions if I
may raise.

Do you think that we have to start from high transaction costs for innovative technology's breakthroughs? 
In fact with the post industrial revolution I believe that it totally neglects the historical pathways in which the post 
industrial generation has brought technological innovation. Even if the cost may be lower or very affordable, it has 
spurred a number of technological innovations and further development as a starting point. So, my question is the 
premise upon which the discussion has been placed upon.

In fact, about the emission reduction, if the advanced countries are consuming 10 times as much, the 
developing countries would not be in a position to be requested to reduce the emissions. I believe that in fact in the 
case of the steel industry, large skill industry will provide ample room for further reductions and emissions of C02 in a 
global context. So, the industrial scale and scope would less affect economic activity, and sustainable reduction 
would be brought through far larger scales of industrial basis. I should say that in per capita terms this cannot be 
addressed from me.

The third point I would like to raise is with regard to liabilities. If the compliance is not assured and if 
countries do not buy the national inventory rules, in fact the transaction costs can be passed off to other parties. And 
the reserve schemes in a sense that I have mentioned, in order to comply with them, require administrative cost most 
naturally. Therefore, compliant countries would in fact transfer the cost on non-compliant countries, which would not 
be fair.

Reserves not in the sense of international trading but the reserves that would not be traded within the 
domestic system would not be eligible for the compliance issue. Therefore, this represents a fundamental flow in the 
compliance system.

Well, can I ask Prof. Grubb, as you have started the initial industrial revolution, and for the commitment 
period reserve Dr. Haites please, to follow through?
GRUBB: I am not sure I digested the question fully. But as far as I did, I agree that technologies are going to be
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extremely important. I think it will provide us with solutions. I think we will actually solve the climate change 
problem eventually. But the important point is that the technologies tend to respond or the investments required to 
lead to those going to technologies, to some degree, depend upon the market conditions and the industrial belief that 
governments are going to do something. I picked up a very clear example of this. Only two weeks ago, the 
discussion about the internal trading system of BP, which we all know is a very innovative company and have a lot of 
attention for its corporate leisure from climate change. What is less well known is internally the justification for going 
ahead has been "this will get us ahead of the game, because governments are going to do this.” Government will 
regulate C02 emissions and the value for BP is working out how to do it smartly in advance and give ourselves the 
incentive. And there is tremendous worry in BP about the possible implications if the Kyoto system does collapse 
because of the current US position. I know a number of other companies where the people who have been driving 
the innovation now find themselves dangerously exposed, because they have their seat on the board, only because 
they persuaded the company, the managing director or CEO, that the world is going to agree constraints. I heard that 
said quite directly. So there is a quite important interplay between these rather complicated market systems and the 
real investment to get the engineer solving problems.
HAITES: I think I understood two separate questions with respect to the commitment period reserve. If the CPR is 
adopted it would require the holdings in a national registry to be at least equal to the reserve. The way that would be 
implemented in practice is that the reserve is actually just a computer record of holdings, just like a bank has 
computerized records of the amounts held in the different savings and checking accounts. It is very easy to add up 
the total amount held in all of those accounts.

In the same way, the total quantity of AAUs held in the national registry of any country would be totaled up. 
If there was a transaction to transfer AAUs from that country to another country, where the transaction would lead to 
the total falling below the reserve, that particular transaction would not be approved and could not be executed. So, 
the implementation would actually be programmed into the computer system for each of the national registries and 
would not involve hundreds of people checking each transaction by paper and so forth. So, I think it could actually be 
done fairly simply and rather cheaply.

The second issue was whether the reserve meant that the assigned amount units could not be available for 
domestic trading system. That also is not a concern but the participants on the domestic trading system would have 
accounts, just as I made the analogy with the bank accounts, their accounts of their reserve holdings in the national 
registry. They could trade freely amongst each other within the country without changing the total in the country. So 
that the AAUs could be used freely for a domestic trading system and would not in any way constrain a domestic 
trading system.
MODERATOR: In the interest of time, this will be the last question.
MATSUO: Thank you very much. I am Matsuo from IGES. I have one comment and one question.

First to start with a comment, with US non-participation does Mr. Newcomb lose his job at the World Bank? 
The emission permits as well as credits can be banked primarily. So, in fact it really depends on the second 
commitment period as how stringent the rules would be applied. It also has relevance to the operational aspects of 
the first commitment period. From 2005 to 2008, or maybe 2004 to 2007, the second commitment period targets will 
be discussed if the negotiations duly proceed and advance. I think maybe by that time there are some possibilities 
that the current US administration may change in power. Therefore, the Bush’s administration stating non­
participation even if it may last for the next four years, this is not to stay forever. This is a comment, as the 
administration comes in and goes.

I would like to ask both Michael and Erik, which is my question.
The S02 markets in the US as you well understand, the system that they have domestically, is a pure seller- 

liable system. There is a very high penalty system which is straightened out in the most simplistic forms. I do 
believe this would be a simple solution for everyone. However, that is not quite the case, which is the agonizing point 
at inventories with Kyoto Protocol and mechanisms. In fact in Japan if we kick off a domestic trading system, the 
industrial coverage and the emissions from the industry is a subset of the trouble of Japan. As for the subset seller 
liability plus-liability, if you are going to strictly apply compliance rules in the domestic arena, nonetheless the 
commitment period reserve that exists as a concept in the international arena will not be applicable. Therefore, 
seller-liable plus a simple purified system in the adoption of this for the domestic trading markets, if this is to be 
governed by the Japanese government, commitment reserves as well as the partial buyer reserves, is there a 
possibility? In fact let me streamline my question as to say that the tradable portion is a pure seller liability system 
that is to be governed by the Japanese government and in the domestic regulation arena. Separate from that, a 
shared liability or partial liabilities in the international arena, is it possible to use two standards under different arenas, 
both domestic and the other end, the international end?
MODERATOR: Especially in European countries, I think you are devising national systems and trading schemes
as well as international trading schemes. I think this is a commonly shared issue. So, can you tell us how we can 
separate domestic and international arenas of trading, or is it possible?
HAITES: I think the issue is not as complicated as it may sound initially. You are quite right that the S02 system is 
strictly seller liability. I think in every domestic trading system that I have seen proposed for greenhouse gases or
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other pollutants, where there is an effective compliance regime, the proposal is seller liability. A participant that sells 
some of its allowances must nevertheless at the end of the compliance period have enough allowances to cover its 
total emissions. If it doesn’t, it is subject to the penalties. With the high degree of certainty the compliance would 
be checked and penalties will be imposed, and those penalties are severe. That system works very well.

If we want to link domestic trading with international. trading, we would allow the participants in the 
Japanese trading system to also acquire assigned amount units from Canada or any other Annex B country. They 
would purchase them and in this case the seller would have to have a commitment period reserve. So, with Canada 
as a seller, Canada AAUs that are sold to the Japanese company would have to be a surplus to the commitment period 
reserve requirement by Canada. They can be purchased by Japanese companies. When they comply with the 
requirements in Japan, they transfer the title to the Japanese government and the Japanese government uses that as 
part of its compliance with its Kyoto commitment.

The commitment period reserve essentially also uses seller liability for the units that can be transferred 
internationally. So there is no distinction there. The Michael proposed buyer liability or shared-liability. I am going 
to take this opportunity to offer some critiques of those.

The incentive that is provided by buyer liability applies only to seller-countries, ones that have a surplus. 
The net buyers have no additional incentive to comply as a result of buyer liability. So, the buyer liability essentially 
gives the same sort of protection as a commitment period reserve, but because there is uncertainty about how much is 
surplus in the case of buyer liability, every buyer will make a different judgment and probably will be excessively 
cautious. So what tends to happen is less will be traded or purchased from sellers under a buyer liability scheme 
than under commitment period reserve. If the buyer liability scheme is a proportional deduction where every 
transaction over the five years is reduced, if the seller does not apply, no one will want to be the first buyer, because 
the quantity that you may lose will depend on every other sale afterwards. So, it will be a tremendous disincentive to 
trade. If you have last in and first out, which is the appropriate system under a buyer liability, it means that resale of 
those differs, because the risk differs for every single transaction. So you get a very, very complicated set of products 
on the market.

I think for those reasons the commitment period reserve with seller liability, where everything that can be 
transacted internationally has the same risks associated with it, is a much more efficient system and is directly 
compatible with domestic trading.
MODERATOR: Prof. Grubb, I think you may want to comment. We are running out of time, so briefly please.
GRUBB: I intended to ask if it is possible to put one slide from my presentation back off, but maybe that is too 
complicated now. It would illustrate in a sense my response. It always worries me if Erik disagrees with me - 
because maybe I have got something wrong here.

I think, first in answer to Matsuo-san’s question, probably domestic systems are going to be dealing with 
something somewhat different from the straight international assigned amount units. For example, I think most 
countries that are looking at their domestic systems have some kind of annual permit system or checking of emissions 
against allowances. The Kyoto AAU is all six gases for total five year period, etc. It is not at all clear that domestic 
systems are going to have industries literally and legally owning AAUs. I think it is much more likely they will own and 
trade a domestic unit, which is designed and issued so that the country as a whole is in accordance with the 
international system. That is really where the answer to Matsuo-san’s question lies. I think. Yes, the domestic 
systems should be traditional based on seller liability, because they are grounded in a legal system which can enforce 
compliance. And that is the test. “Are you in a system where you really have a strong means of enforcing 
compliance? If so, yes, you sell a liability.” But that is not the situation in trading between nation states, which is 
why you have to think about the things.

I think Erik has made some very good points about complexities of buyer liability. But let me make two 
brief rejoinders. If we think of the commitment period reserve, think of that diagram that I have with those bar charts 
that shows some country’s emission is much higher than Kyoto commitments, some much lower. Now, think of what 
numbers are proposed in the Pronk text for the commitment period reserve. It is somewhere between 70% - or at 
least 30% below either the zero line or, for those countries of which emissions are well below 1990 levels, 30% below 
that is what we are saying they still have to keep domestically. For most purposes, that means that the system is not 
really having any constraint. The countries are still essentially free to sell a lot, if their emissions are going up, going 
to non-compliance. I think, particularly in the light of Erik’s comments about the different kinds of difficulties with two 
different kinds of buyer liability, it might be worth paying serious attention to what both of us acknowledged as perhaps 
a compromise option, which is you have a commitment period reserve with the relatively high threshold, maybe the 
zero number on both. But sales beyond that are our basis of buyer liability. So, there is some selling going on in 
the system which you just accepted as very simple, and the rest is on a straight forward buyer liability system, so the 
sales above a relative tough commitment period reserve.

I don’t know if I am being very clear, and I appreciate it is quite late in the day after a long and very 
interesting conference, but I think there are still some interesting thinking to be sorting out the finer points.

I will leave it at that.
MODERATOR: Thank you very much. Regarding Kyoto Mechanism especially with regard to emission trading,
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there is a very active discussion going on right now. Lastly, regarding the domestic system, the national system, of 
course this issue has been addressed in various countries. What should be the framework for individual countries? 
I think there could be a wide range of options. Maybe we need to organize another symposium to talk about that
topic. But yesterday and today we have talked about Kyoto mechanisms. Especially today we took up the issues ut 
liabilities and supplementary. We have gone beyond the given time schedule. However, the comments and me 
discussions that followed were very fruitful. Thank you very much for your kind participation in the discussion. 
CLOSING

M.C.: Thank you very much, panelists and the moderator, Mr. Seki. Once again a big applause, please.
Thank you very much for speakers as well as the people in the audience. Thank you very much for your 

active participation. Last but not least, on behalf of the organizers, I would like to ask Mr. Umetaro Nagao, the Deputy 
Director General for Global Environmental Affairs, Industrial Science Technology Policy and Environment Bureau of the 
Ministry Economy Trade and Industry to give the concluding remarks.
NAGAO: Thank you for your introduction. My name is Nagao from METI.

As the Emcee asked me to, I got on stage, but first of all we hope that the United States will come back to 
the negotiation table in response to the calls from various countries of the world,

The climate change is a challenging issue which needs to be addressed by the entire world. It is an 
environment related issue. Of course it is very much closely related to the economy and the people's living. 
Therefore, it is of great importance.

Now, different countries have been engaged in the active discussions about the Kyoto Protocol, and it has 
aimed to realize an early entry into force of the protocol. But at such a timing the announcement by the US Bush 
government of not supporting the Protocol may bring about a consequence that could undermine the international 
efforts so far. Therefore, we are deeply concerned about the situation today.

Now, it is true that there is currently a sense of uncertainty regarding the course of international negotiations 
on the Protocol. However, towards the realization of emissions reductions we need to come up with a workable 
framework for reducing the world's greenhouse gas emissions Therefore we should persistently try to reach an 
agreement on this issue.

In doing so, of course we heard various discussions about the Kyoto Mechanisms. I believe that the Kyoto 
Mechanisms provide ways to reduce emissions in a cost-effective manner, and I believe therefore it is a greatly 
important solution for this problem.

Therefore, that is the background against which the symposium yesterday and today was held. We heard 
about the emissions trading, the CDM. Of the Kyoto Mechanism as a whole we heard from those involved in < t. 
negotiations to inform us on the current status of the negotiations. Also we heard from researchers and also those 
from the business sector, who shared with us efforts already being undertaken in various locations and various 
countries so far. We had an exchange of views on these issues as well.

Through such exchange of views, we hope that we can all deepen our understanding of the Kyoi 
Mechanisms, so that the mechanisms can be a functional mechanism and I hope there will be an agreement to enabl 
that to happen.

Also, currently, within Japan in the industrial sector there is a high level of interest towards emissions trad in 
and the clean development mechanism. In the Japanese government also we are undertaking efforts to come uf 
with the appropriate systems for emissions trading and CDM in Japan.

So, in that sense as well, we hope that this symposium gave some hints to the people in the audience as tc 
the future framework of these systems in Japan.

Compared to the time at which the symposium was planned, the situation in the world has changed and I 
think the surroundings have changed greatly. However, in this symposium, it was a great fruit for us to know that 
there is an unchanged level of enthusiasm and also expectations towards the Kyoto mechanisms among the 
participants.

Last but not least I would like to express my heartfelt appreciation to the speaker who have spoken at this 
symposium, on behalf of the organizers. Especially to those speakers who came from abroad, despite your bm 
schedule, I would like to express my special warm appreciation to you.

I would like to close by hoping that the international discussions for prevention of global warming will lead to 
a fruitful result that would benefit the whole world.

Thank you very much.
M.C.: Thank you very much. That was Mr. Nagao. Once again for those of you in the audience, thank you
very much for participating in the two-day symposium. Of course, thank you, the speakers. This concludes the 
International Symposium on Kyoto Mechanisms Making the Emissions Trading Credible and Workable.

Thank you very much for coming.

(END OF SYMPOSIUM)
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Mr. Andrea Finn:

Emissions trading under 
Article 17 of the Kyoto Protocol

The emerging regime

International Symposium on the Kyoto Mechanisms 
Making Emissions Trading Credible and Workable 

Tokyo, 12 April, 2001

Andrea I’innn 
UNFOCC secretariat

Outline
• Next steps and entry into force

• Emerging rules and provisions for 

emissions trading

• Efficiency and credibility

12 April, 2001 UNFCCCxcmeriBi 2

Next steps and entry into force

• COP 6 resumed, 16-27 July 2001, Bonn

• COP 7, Oct./Nov. 2001, Marrakech

• Rio-i-10, mid-2002, South Africa

• Double trigger: 55 Parties representing 55% of 

C02 emissions of AI Parties in 1990

• 34 Parties have ratified Kyoto until recently
12 April. 2001 UNFCCCKCtetoiiet 3

Rules and provisions

• Three key rules
- Liability and “over-selling”, eligibility, 

“fungibility”

• Two provisions
— “Supplementary” and compliance regime
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Liability and the risk of “over-selling”

• Transferring Party or“se]]er” liability

• Commitment period reserve

• Reserve can be the lowest of
- 5 limes most recently reviewed inventory); or
- 90 percent of “initial” AA

• Two cases --------►
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Eligibility

J;in 2004, Party 
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COP/MOP1 approves 
RAR guidelines ./

May 2005, lli montlis 
later, CC pronounces 
Party eligible.

Dec 2002, 
KP enters 
into force

5 I 6

May 2005 is a possible dale when the first AAUs might be issued and 
exchanged

“Fungibility”

• “Fungibility". several aspects:
- AAUs, CERs and ERUs transferable multiple times?
- Interchangeable?
- CERs bankable?

• Principle: transfers and acquisitions do not alter 

the Kyoto commitments

12April,200l UNFCCCmci'UtU) 9

“Supplementarity”

• “Supplementarity”: balancing efficiency 
and environmental credibility

• Parties to meet commitments chiefly 
through domestic action

• Information provided and reviewed

12 April, 2001 UNFCCCbecieiiriei 10

Compliance

• In case of default:
- Automatic deduction of tons from 

subsequent commitment periods
- Progressive rates of deduction
- Suspension of the right to transfer
- Compliance action plan

12 April, 2001 UNFCCCMoetaiiat 11

Conclusions

• ET and the principle of economic efficiency

• The emerging rules and provisions for 
emissions trading configure a system where 
economic efficiency is combined with an 
adequate “comfort level” about the 
environmental value of the units exchanged

12 April. 2001 UNFCCCateiiUiial



Session 1-2
Mr. Chris McDermott

Making the Kyoto Mechanisms 
Credible and Workable

International Symposium on the
Kyoto Mechanisms

April 12, 2001

Why the Kyoto Mechanisms are 
Important

Credible instruments tor mitigating climate change
- Positive impact on the global atmosphere not affected by 

location ol GHG reductions
Lower cost reductions

- Opportunity to access lower abatement costs internationally 
and reduce overall compliance costs

Avenue lor long-term engagement
- Provides window to put developing and transition economies

on a cleaner growth path

Chris McDermott
Addresses competitiveness Issues

- Convergence in abatement costs laced by each Party

• tiu tt Mwwwwwt UwnmMM)*
«t £«*»«» CvCinMt 2

Design Framework
Key Cross Cutting Issues

Eligibility - What criteria should a Party fulfill in order 'c participate

Environmental Integrity
- Accurate estimation of emissions by sources and removals 

by sinks In national emissions inventory and at project level
- Accurate tracking of assigned amount in national registries

in the Kyoto Mechanisms?
» Should be limited to a Party s ability to accurately monitor 

emissions and track assigned amount (Articles 5.1, 5.2, 7.1,
7.4).

Fungibility - Are the units under each mechanism (AAUs, ERUs,

Economic Efficiency
CERs) interchangable?

»> Units should be fully Interchangeable.
- Transaction costs minimized
- Cost-effective reduction opportunities available Supplementary - Should there be a quantitative restriction on the

extent to which Kyoto Mechanisms can contribute to 
compliance?

» No quantitative cap.

1*8 Krasr tiwwiwwtt Uwee’fWMMt tt^tt eiSwwie

Key International Emissions Trading 
Issues

Uability- How to address situations where a Party sells too much of its 
assigned amount thereby causing it not to comply with Its Kyoto target?

» Commitment Period Reserve: A Party may only transfer assigned 
amount that is surplus to its reserve. The reserve equals the lesser erf:

a) 70% of Its Initial Assigned Amount, or
b) 70% of 5 times its latest reviewed emissions inventory

Legal Entities- Should legal entities be allowed to participate in 
International Emissions Trading?

» A Party should be tree to authorize its legal entities to participate in 
emissions trading. The Party is responsible for fulfilling its own 
commitments under the Protocol and ensuring that entity participation 
is consistent with its own participation

K . ■ e! •uC«>wu
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Mr. Vijai Sharma

International Symposium 
on

The Kyoto Mechanisms

Tokyo, 12-13 April, 2001

Current Status of International 
Negotiations

Vijai Sharma
Joint Secretary to Government of India

Ministry of Environment and Forests

The Process 1

> Berlin 1995 : Mandate defined
PAMs; QELROs

V Geneva 1996 : Analysis & Assessment -
Negotiation

> Kyoto 1997 : Protocol adopted
Targets & Timetables;
Mechanisms introduced

y Buenos Aires 1998 : Plan of Action agreed
Run-up to The Hague

> Bonn 1999 : Stocktaking & Consolidation
Synthesis and Text
Preparation

> The Hague 2000 : Documents refined; COP
suspended

y Bonn 2001 : To resume -16-27 July, 2001

2
The Framework

y Process under Art 4.2(d) FCCC - Berlin Mandate

> Common but Differentiated Responsibilities

> No new commitments for developing countries

> Equity

> North to South Resource Transfers

> Respective Capabilities

> Cooperation for Cost effectiveness

> Buenos Aires Plan of Action: North-South Package

Mechanisms - COP Decisions 3
> Kyoto-1/CP.3

> Buenos Aires - 7/CP.4

> Bonn - 14/C P.5

> The Hague - 1/CP.6

> Joint Contact Groups •

: Guidance sought from 
Subsidiary Bodies 

: Work Programme; 
identified Issues; priority 
to COM; Decisions 
expected by COP6 

: Views from Parties; 
Synthesis of Proposals; 
Consolidation of Text 

: Informal Note by COP 
President

Subsidiary Bodies - COPs

> Texts on Mechanisms under synthesis and 
consolidation

G-77 & China 4
Implementation of COP Decisions on Mechanisms

> Identified list of Issues in JCG, 1998
> Proposed work programme in JCG, 1998
> Approach on the 3 Mechanisms, 1998 - 

Developed at SBs/COPs
> Structure of Debate, 1999 -
> Three major areas for each Mechanism

- Nature and Scope
- Methodological and Operational issues
- Institutional issues

> At The Hague, submitted draft decision on 
Modalities and Procedures for CDM

G-77 & China s
Approach on the Mechanisms

> Pre-Kyoto doubts and concerns about ET/JI
> Post-Kyoto: Approach developed - modification of 

longer-term trends in emissions, consistent with 
Convention objectives

> Real and Verifiable Reductions
> Supplementarity to Domestic Action
> Nature & Scope issues to be settled first
> No right, title or entitlement to be created or 

bestowed; existing inequities must not be frozen
> Assigned Amount defines commitment of 

developed countries
> Adaptation to be funded by all 3 Mechanisms
> Equitable per capita emission entitlements
> Discipline of CDM to apply to Jl

1



G-77 & China 6
Approach on the CDM

> Priority to CDM
> Distinctiveness of CDM
> Prompt Start of CDM
> Equitable Geographical Distribution of Projects
> Capacity Building
V Special Needs, Vulnerabilities and Situations
V Host Country to decide Sustainable Development 

Priorities
> Additionality: GHG Reduction; Financial; 

over and above BAU Projects
y Acquisition of CER to contribute to Compliance, 

without altering Assigned Amount

G 778, China
Approach on Emissions Trading

y If an Annex B Party is able to limit or reduce its 
GHG emissions to an extent which exceeds its 
quantified limitation and reduction objectives, 
such excess limitation or reduction can be 
transferred to any other Annex B Party under the 
provisions of Article 17.

ySuch excess limitation and reduction of 
emissions shall be subtracted from the assigned 
amount for the transferring Party, and be added 
to the assigned amount for the acquiring Party.

y Assigned Amount is stipulated in Article 3

y Compliance with Article 5 and 7 commitments

India 8
Approach to CDM Projects

> Subscribes to G-77 & China Approach on Mechanisms

y Developed and Developing Country Participants In each 
CDM Project

> Distinctive Character because of Developing Country 
Participation In Projects and Sustainable Development

> Host Developing Country to decide Sustainable 
Development Priorities; No “positive list”

> Technology Orientation - “Source” Based CDM - 
“Additionality” In GHG Reductions

> Preparation of Projects - Learning by Doing

Mechanisms
Issues for Bonn - July 2001

y Supplementarity 

y Eligibility of CDM Projects

y Participation: Developed and Developing Countries 

y Additionality: GHG Reduction, Technology, 

Financial, Investment 

y “Sinks” - Technical Work 

y Composition of Executive Board 

y Article 6 Projects: Framework of Discipline 

y Assigned Amount, CERs, ERUs, PAAs 

y Risk and Liability

y Adaptation: Funding from the 3 Mechanisms

COP - Overall Situation

y Hague lack of outcomes was unexpected

y Complex Matrix of Issues;
e g., Mechanisms - Compliance - Art 5, 7 & 8

y Political Decisions

y Drafting of Texts; reduce size

y Set Process to Maximise Transparency and Efficiency 

y Package Deal

y Emphasis on Impacts & Adaptation 

y G-77 & China Approach: its Centrality 

y Agreed Agenda must go forward

11

> Kyoto must succeed at Bonn

> Impetus to Rio + 10

Thank you



Session 2-1 
Dr. Naoki Matsuo

Market Utilization in Climate Mitigation 
— Issues Mapping —

Institute for Global Environmental Strategies
Climate Policy Project

Naoki Matsuo
IgesI

Regulations and Market

External Factors

Rules j

International Framework

Domestic Regulations 

isks, Costs

I Uncertain, 

| Dynamic

Risks, Costs AJp Incentives
C(Firm J) CEnvironment

Risks /Opportu n ities tr Other options to comply

Domestic Emissions Market

International Emissions Market

Uncertain,
Dynamic

Emission Reduction Options
for Companies

Regulations and Market 
—Environmental aspects

V In-house Options driven by...
— Regulated by energy conservation-related laws 

— Voluntary actions/agreements 
— Energy-related taxes 

v Outside Options through...

\

Choosing 
> lower cost 

options

— Purchasing permits
— Implementing mitigation projects to acquire credit?

V Others (co-benefits by promoting corporate strategy)
— Business opportunities promoted by new regulations

• ESCOs; Renewables; CHP; Certification; Accounting; Consultant; 
Insurance; Broker; Project broker; (Manufacturer) ...

t2aS

Externa] Factors,

Rules

CT Business~~C>

Risks/Opportu n ities

Domestic Emissions

International Emissions Market

ncertain,
Dynamic

Environmental Aspects

v Cap-and-Trade
— Ceiling for covered countries (Annex I: international) or 

covered sectors (a part of industry?: domestic)

V Low Cost => More Stringent Target
- Umbrella group at Kyoto Conference

V Market Mechanism Suppress Overall Non-Compliance 
— Low cost options discovery/realization through market

mechanism
- Difference from cap-only scheme 

— Incentive for over-compliance
- Insufficient in the non-exhaustive market framework 

ir-rs (c.g., California power market)

Regulations and Market 
—Business aspects

International Framework

Domestic Regulations

I Uncertain, 

f Dynamic

Incentives

(^Environment 

Other options to comply

tons Market

missions Market }
 Uncertain, 

Dynamic



Business Aspects
—Risks and possible approaches

i&3

V Regulation (domestic; international)
«= Cr.nuin/fimi regulatory framework (announcement) as early as possible

V Project Investment Credibility for emission reductions)
<= Establishment of certification procedures; grading by the market

V Market (how to develop, permit price variations)
<= Starting from CDM and domestic emissions trading systems (-2008)
<= Connection of each permit and credit markets
<= From bilateral (OTC) to various dealing channels (met., cxclianges)
<- Risk management using derivatives (forwards, options),etc.
<= Projects portfolio by Carbon Funds and other finandal mechanisms

V Lack of Experiences
<= Experiment; Pilot phase; Voluntary participation;

Encouragement by public fund

Regulations and Market
framework aspects

}
 Uncertain, 

Dynamic

Jlisks, Costs Incentives
<Zf~jiusinesfTf> CfEnvironmetdf

Risks/Opportunities Other options to comply

Domestic Emissions Market

International Emissions Market

I Uncertain, 

| Dynamic

g Regulatory Framework Aspects 
—International Framework

V Monitoring, Certification, Compliance
- Article 5 (Inventory), Article 7 (Communication),

Article 8 (Review), Article 18 (Non-compliance)

v Market Liquidity 
— Supplementary

• Ceiling for tradeable amounts ?

— Liability rule
• Who covers the costs for non-compliance ?

— Transaction costs for CDM/JI projects
• Complicated procedures and ‘tax’

— Fungibility ?

Regulatory Framework Aspects 
—Domestic Emissions Trading * •

v Cap-and-Trade or Baseline-and-Credit?
- Ex-ante trading (better for market utilization)
- Ex-post trading

• [Examples] Mitigation project, Intensity target
• [Solutions] Derivatives; Adjustment in the next year

v Allocation
— Consideration of ‘equity' (not economic efficiency)
— Most contentious matter (how to manage?)

v Other Factors
- Energy market liberalization & power trade; Fiscal policy,..
- Interaction with existing regulations

iSgj) (taxes, energy conservation laws, voluntary agreements,.)

Concluding Remarks & More...

V Importance of“pre-2008” transitional period 
— Voluntary participation; Phased approach
— Integration of various permits and credits internationally

V Market Utilization = Non-expanding World 
— Integration of business criteria and environment

v Instruments: Emissions Trading and 
Other Project-Based Mechanisms 
— Complement each other in the imperfect market 
— Effective tools for both international and domestic 
— Much room for effective design for efficiency 
— Domestic framework: Reinforcing the weakness of iril treaty 
- Synergy by mating portfolio with other measures
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Mr. John Scowcrofl

EMISSIONS TRADING Contents
FROM THE VIRTUAL TO THE REAL

Introduction
Greenhouse Gas and Energy Trading Simulations Objectives of Gets

Overview of GETS Part 1:

John SCOWCROFT
Organisation

Head of Unit
Environment & Sustainable Development

\eurelectric

I
iimulationjpBj^fei

• In 1999, EURELECTRIC with IEA andParisBourse organised 
GETS 1

• Explore the advantages of energy and CQ emissions trading

• European utilities already exchange electricity within EU and it 
is recognised that these exchanges can lead to lower CQ 
emissions level

• Learning by doing : how trading can be integrated in 
companies’ activities

• Contribute to the design of emissions trading under the Kyoto 
Protocol

• It was logical, therefore, to investigate emissions trading. • Following successful completion, a second simulation was 
organised (GETS 2).

= '

Organisation

1



Esckgro u n d 
parameters 
(variable elements)

• Fuel price
• Flaw materials

• Revenues from 
CDM/DSM projects
• Production 
objectives
• Industrial growth
• Market analyses

Gctsi Gvts2

number of simulations 1 3
presence of energy consumers
testing of TEP
banking of emissions
testing of unit sector and Gateway (UKETS)
testing of project based credits (CDM/DSM)
testing of allocation methods others than grandfathering
testing of financial penalties
number of participants 15 36
number of conrritrrent periods 2 3

• Feb 2000 - Gets2.1 :Grandfathering
• Apr 2000 - Gets2.2 : Benchmarking mixed withgran(fathering
• Jun 2000 - Gets 2.3:

• Absolute sector: 50% grandfathering / 50% auctioning
• Unit sector 25% of members simulated within a unit sector 

(with Gateway)

• Reduction Commitments : 2005 - 2007 (- 2%)
2008 - 201 0 (- 5 %)
2011 - 201 5 (- 8 %)

Detailed
results

In Gets2.1 and Gets 2.2 simulations, despite significant economic 
growth, the participants have managed to reduce then stabilise 
GhG emissions

In Gets2.3 an extremely strong growth in demand was experienced

/d
Production Production ^ Production

„— i :
;

\ ----- ------------1 \ -------- I

Emissions | Eml ssions Emissions

Emission* / Energy Censumpth

2



Investment in new plant

Improvement of industrial 
processes

I investment in .flew planter
Investment in new plant

Improvement of industrial 
processes

Gets2.1: new capacity installed 
before the first commitment period 
(2005)

Gets2.2 & 2.3: installation of 
capacity was smoothed over each 
CP

I |nv$@ en

Investment in new plant

Improvement of industrial 
processes

Gels2.1: new capacity installed 
before the first commitment period 
(2005)

Gets2.2 & 2.3: installation of new 
capacity was smoothed over each 
CP.

Wall effect

Case study : a 99% coal based 

power utility

.5% .11% -8% -22%

-----
if:
n-

I

Structural seller of TEP with 
grandfathering,

Structural buyer of TEP with 
benchmarking

• Other carbon efficient VCs faced 
the opposite pattern

3



Market liquidity increased as simulation progressed

- Energy vs Carbon hedging

- Average depth of 600,000 1 of CO.

Electricity prices

- integrated carbon cost with time

- increased during the 2 first simulations from 30Euros/MWh 
to 40 Euros/MWh

CO?e prices fluctuated in a range of lOEuros / 30 Euros per 
tonne

Main results

• Assess the feasibility and prerequisites of a European carbon 
trading system

• Learn - toy doing

• Contribute to the design and implementation of carbon trading at 
national, sector, European and international level.

I AssessviheM^mtvhnd

• Technically, carbon trading is feasible

- at a pan European scale

- with different industrial sectors

- with different greenhouse gases

• Presence of "market makers" was tested and proved to be 
efficient

• For a carbon exchange to function, it is essential to verifje 
posteriori that companies owned TEP in sufficient quantities to 
cover their emissions.

• The carbon exchange mechanism can be described as follow:

Commitment Period A posteriori verification

Initial allocation

- has an important financial impact on companies' 
shareholder value.

- does not seem to impact on global emission reduction 

There is no equitable method

- Some sectors will be advantaged compared to others

- Within a sector, some companies will be advantaged

When designing a real allocation it will be necessary not to 
distort competition



Gets2 developed a sound framework for rules, reporting, 
compliance and penalties that could serve as a basis for 
designing futuie markets

COM & DSM credits, despite bearing risks, contributed to 
minimising the cost of emission reduction, once the institutional 
questions had been resolved

The wall effect revealed the need for long term perspectives

Main lesson

Companies’' investments drive environmental 
compliance ...

...the emission trading market allows them to 
integrate fully environmental goals into 
business strategies and decision making

5



Session 2-3
Mr. Garth Edward

Why is there a GHG market today?
Market Reality: 

now and the future
• Countries must reduce GHG emissions.
• It is logical that countries will move to regulate large, 

stationary emitters: power generation, refining, cement, 
metals, chemicals.

'International Symposium on the Kyoto Mechanisms
Making Emissions Trading Credible and Workable" • It is typically costly for companies to reduce emissions

Tokyo, 12-13 April 2001 and hence there is a risk to earnings.

Garth Edward • Companies have a fiduciary responsibility to manage
Natsource risk... even in advance of formal laws.

=market demand

HI
N A f S O V K C t natsoufci w

Trading for risk management
A power company emits 10m tons C02 per year

- Regulation requires 10% reduction = 1m tons
- Internal actions =$100 per ton
- Exposure = $100m per year

Hence risk management market:
- Buy $10 call option for $1, 2005 expri
- Hedge exposure for current outlay of $lm
- If necessary, exercise for $10m

NAT SOURCE

Up till now, this is a voluntary 
GHG market...

• No standardized commodity: a GHG emission reduction 
must be defined by many attributes

• No institutions: no formal registries or rules: 1605(b), 
Climate Challenge, Canada VCR, PERT

• Very high transaction costs = low liquidity
• No compliance requirement means no systemic demand
• Approximately 100 transactions, 45 million tons C02E
• Mostly options
• US$1 to $3: most demand for vintage 2008-12

NATSCVRCr

Who is involved? However, this voluntary market
• Outright transactions: Chubu, Murphy Oil, Transalta, will disappear!

Fortum, OPG, HEW, Suncor, • The underlying property right is too insecure and too
• Internal trading systems: BP, Shell inefficient.

• Strategic investments in GHG reduction projects: Toyota • The tradable unit = the rights and data associated with a
Motors, American Electric Power, AES, Dupont, Alcan,
Dupont

• World Bank PCF: Mitsubishi, Sumitomo, Tepco, Electrabel, 
RWE, Statoil, Pechiney, Holderbank

verified emission reduction that MAY constitute a claim on 
a compliance tool under a future emissions trading system 
in a specific jurisdiction at a specific time.

• We can now find better solutions......

• Carbon Offset Initiative:

NATSOURCE M,



We see the start of markets for real 
GHG "commodities"...

• Indicative pricing for JI Emission Reduction Units "ERUs"
- approximately US$5 to $10: Dutch ERUPT and open market 

» European "allowances". Some European discussion
regarding early interaction of GHG markets, e.g. UK- 
Denmark
- UK allowances US$15

• Australian Assigned Amount Units (AAUs) drawn down 
under the Credit For Early Action Programme
- US$10

■
K A I 5 V V K 1‘ t

Why is a "commodity" important?
• It is an efficient risk management hedge

• It is defined by government legislation
• It has only 3 attributes: price, quantity, vintage

• Price is a function of demand and supply
• It is a claim on an "Assigned Amount Unit" and is, in 

principle, internationally tradable under Kyoto rules
• Even if the Kyoto Protocol fails a commodity can be 

monetized in its home market
• A compliance tool can be "marked to market" hence 

accountancy and tax impacts

#1
NATSOUflCt

What does all this mean 
for Japanese 
companies?

KA7SOURCF.

GHG Allowance Pricing
Permit Prices Required to htorl Emissions Goal In 2010 by Region and 

Trading Regime

Source: Graph prepared by

Laboi atoTtes,Battetk Memorial

K A T S 0 U R C l



Existing Policies In Japan
Energy Conservation Law 
Voluntary commitments 

Incentives for energy efficiency

snsouHCi

No company can decide whether 
emissions trading is good or bad, unless 

they know the rules...
- Market structure
- Allocation
- Sectoral coverage

- Unit of exchange
- Banking

- Monitoring
- Penalties
- Supplementarity

What might Japanese companies do?

- Quantify GHG position & trajectory
- Quantify exposure under likely scenarios
- Build abatement cost curves
- Establish a forward curve for allowances
- At what price are you a buyer/seller

s
• Ensure that trading rules are appropriate

Calgary - Houston - London - New York 
Oslo - Sydney - Toronto - Tokyo

Telephone

Tokyo:

London: + 44 207 827 2942 

New York: + 1 212 232-5305 

Web site: www.natsource.com 

e-mail: gedward@natsource.com

m
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Domestic shipping \* ~

Shipping og aviation international 
Fisheries

_:: 182
154

iper 91/78

104
/ '104

- 0
0

Coal and coke (Cement, metalls, cher licals) 0

Gas og oil on the continental shelf 309/272

Japan april 2001

________ , __ __________ _

■riMWnd^tax-ievels,'
may

Other gases 
0 ECU/t

Methane 
0 ECU/t

C02 from 
Petrol/gas offshore 

Tax: 48 ECU/t

C02 from 
Mineraloil 

Tax: 21 ECU/t

COifrom other 
sources 
0 ECU/t



Kostnadskurve for reduksjon av kJImagasser I 2010 
Tiltakskostnad <1 000 NOKAonn C02-ekvlvalent

5 e 7 a 
Mill loon CO, •kvivaUnlar rwdueort

• Marpinalkottnad ------- Ahig ko»ln»d

12 13

Emissions

I Commitments by companies m oil and ga§

Projects with other sectors in Norway 
Cover all gases

■ Open systems: Nordic, Baltic, UK + others 
based on mutual recognition (ET, JI, CDM)

■Incentives (no COz-tax, no C&C, LTA)
’A Banking from pre- to Kyoto-periode



Emissions of GHG'slm 
and some other countries iSilBjlF

Norway: 47 mill, tonn COz-ekv. 

Denmark: 70 mill.tonn COz-ekv. 

UK: 727 mill, tonn COz-ekv. 

Polen: 459 mill, tonn COz-ekv. 

Tsjekkia: 189 mill, tonn COz-ekv.

Kilde: UNFCC (COi, nietan og lystgass)

Japan april 2001

NHOs main points on emissiorMBM®m

More than 90% of emissions of all 6 GHG-gases includeB#!^^^#:

■ permits allocated should be 84% of either 1990 or 1998-emissions 

(in sectors with no or low COz-taxes.)

■ Sectors with COz-taxes of 40 - 50$/tonne have to buy their permits

* no restrictions on trade in permits in JI, CDM and IET (or AIJ) 

■ emissions trading open to both small and large users

* 2008 first year of commitments for the total system

■ credits and banking to stimulate early action 

* cd@@%tments in trading possible before 2008, but voluntary





Session 2-5 
Mr. Henry Derwent

GREENHOUSE GAS TRADING 
IN THE UK

TOKYO, 12 APRIL 2001

>nymiU«(^rkW)

UK Climate Change 
Programme

• Published November 2000 
following consultation

• Confirms -20% domestic CO 2 
target

• Sectoral approach - business, 
domestic transport

• adaptation too

ir»ypudplag(j5irbitf)

CLIMATE CHANGE PROGRAMME 
DISTRIBUTION OF UK TARGET (-20% carbon;

CCL N eg olided Agn-emenls

Energy Efficiency Measures
‘Reductior Tranapnd

part-CCL companies 

' oil, gas and powei 

non CCL-NA eligible

Why domestic trading?

Cost-effective emissions reductions 

Early experience for UK business 

Advantages for the City 

Influence international negotiations

mynudplnUIjour'iiitPl

UK EMISSIONS TRADING
SCHEME - A HISTORY |

| November‘98-Lord Marshall 
| report on economic
1 instruments

March "00 - Detailed ETG 
Reports: Government 
accepts incentive

| June ‘99 - AC BE & CBI form
1 Emissions Trading Group

October ‘00 - Detailed 
Government Consultation 
paper |

| October ‘99 - Initial ETC 

| Report
L,

April ‘01 - Response and 
scheme rules

«r» y«i doing (ySrbit?)



Outline of Proposed Scheme
gaawa

INTERFACES

UNFCCC
Projects

»»*» {gjtjjg)

International Emissions Trading - Parallel Flows

assigned

Jnl.MonJtudnfl & V«ifiwilk*i'

Timetable for the UK 
Emissions Trading Scheme

First incentive 
payments to 
participants 

in compliance 
with 2002 target

1
January April October January April

*r« you tfaim i vourUtf

What companies need to do
DETR publishes 
rules lor en fry 
into scheme

Company collect, 
eriled emission xnparty assess >s 

satement optior s

Company enter: DETR runs Company submit
n*1 compliance 
eh od (n = 1 to 5

bidding process 
and sets targets

•bid" to DETR
ary scheme

i Company under tak 
missions abalemer

Company buys ai 
sWIs allowances

pompany submit 
ited perl or man- 
against target

C ETR pays inoerjt- 
ive if company 

i compliance

«r» you doing (^bW)

Monitoring and verification

Summer 2001

(iompanles construe 
and publish 

baseline emissions; 
Verifiers sign off on 
vaselines emissions; 
UK Accreditation 
Service (UKAS) 

accredits verifiers.

Purina 2002
(and each 

subsequent year)

Companies monitor 
ind report emissions 

data.

Late 2002 /
Early 2003
(and each 

subsequent year)

Verifiers sign off on 
emissions data; 
DETR publish 

performance against 
targets.



MAJOR CONSULTATION 
ISSUES

Baselines • The ‘Gateway’

Bidding mechanics • Verification

» Penalties • Projects

«r»ywitong(yjyrW)



Session 2-6 
Dr. Jos Delbeke'

EU Emissions trading
Why coordinate trading?

1 Cost-savings increase with number of

Presentation by:

participants
1 It is widely wished to link emissions 

trading systems
JosDELBEKE 1 But what elements would need to be
Head of Climate Change Unit compatible?
European Commission 1 What are the minimum building blocks of

01/09/05 1

a possible EU approach?
01/09/05 2

ECCP Working Group 1 Why are any rules needed?
' ’---- , 'TV

1 It was specifically asked that the
Commission explore the "linking-of- 
schemes" approach 1 Environmental policy objectives

1 We started from a "minimalist" stand­
point 1 Kyoto alone will not be enough

1 Took into account the 700 pages of 
submissions received by the Commission 1 Preserving/enhancing the internal market
to its Green Paper on GHG emissions
trading (http://europa.eu.mt/comm/environmentydocum/00B7_en.htm)

01/09/05 3 01/09/05 4

What “must” & what “may”?

I Part 1 lists those areas requiring a 
coordinated response

I Part 2 lists those areas desirable to have a 
coordinated response in the context of the 
Single Market

01/09/05 5

“Part 1”:

I Currency 
I Direct / Indirect 
I Upstream / downstream 
I Monitoring standards 
I Reporting & verification 
I Compliance 
I Nature of targets 
I Project Mechanisms 
I Registries

“Part 2”:
, - z., ,

I Allocation methodology 
I Stringency of targets 
I Sectoral coverage

01/09/05 6



Conclusions Internet “bookmark”
1 zZ-X , /

1 More needs to be coordinated than first
thought

1 http://www.europa.eu.int/comm/environ
1 Even more in the context of the internal ment/climat/home_en.htm

market

01 /09/05 7 01/09/05 a
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Mr. Xuedu Lu

Expectation for CI)M Projects in
China

LU Xuedu ( )

Ministry of Science and Technology of China 

April 12-13,2001, Tokyo, Japan

Expectation for CDM Projects in
China

■ Expectation for future negotiation on CDM

■ Expectation for CDM Framework 

b Expectation for CDM projects

# Potential lor CDM projects 

b Example of Two Sectors

....,,i...... • Expectation for future negotiation
on CDM II. Expectation for CDM Framework

Consistent with Article 12 < Workable

❖ Established at resumed COP-6 in July 2001 I Efficient

❖ Prompt Start soon when EB set up at COP-7 *> Transparent

I Balanced

III. Expectation for CDM Projects

❖ Supportive national development goals

❖ Bring about advanced technology transfer

❖ Additional Funds for CDM projects

❖ Project types: energy related

❖ Local environmental improvement

❖ Available resources

❖ Priority: power generation, energy efficiency, new and 
renewable energy, fuel substitution, and nuclear energy

[V. Potential for CDM Projects

❖ World demand for GHG emission reduction? 0.8- 1BT- 

C/yr, but very uncertain

❖ CERs Supply by China? 0.15-0.3BT-C/yr., but still very 

uncertain as well, but not so much as alleged

1-1



V. Example of Two Sector

Electric Power

❖ 2000: Capacity 300 GW, of which lined power: 

230G W; Coal consumption: 620 MT/yr.

< 20] (h Expected Capacity: 500 GW; Expected 

potential CERs generated: more than 70 MT-C/yr.

V. Example of Two Sector

Industrial Boiler

^2000: Capacity: 120 MT/H; Ellieicncy: 60 % 

>2010: Expected Capacity: ]60 MT/H; Expected 

potential CERs generated: more than 40 MT-C/yr.
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Dr. John S. Kilani

Chiimher of Mine!. uf South Africa Chmiihvr ul Mines, of South Africa

International Symposium on the Kyoto Mechanisms
12-1 3 April 2001, Tokyo, Japan Outline

Some African Perspectives on the CDM

by ■ Introduction
Dr John S Kilani
Senior Executive

Chamber of Mines of South Africa
P O Box 61809, Marshalltown, 2107, RSA

Tel: (+27 11) 498-7421
Fax: (+27 11) 498-7429

E-mail: jkilani@bullion.org.za

■ Basic underlying concept
■ Critical issues
■ Conclusion

.W) .......................... - - - "5*9

Clumber of Mines of South Africa

Introduction
Basic Underlying Concept
■ Equitable distribution of CDM 

projects
■ Africa's commitment to the

UNFCCC process
■ Effective and efficient system of 

transaction
■ Lessons from AD (or non-AD)
■ Capacity building

■ Proper classification or 
categorisation of the key issues 
relating to successful 
implementation of the CDM

M ............ .. .... ........ ...... ..... s" : ...................... ....

Chamber of Mines of South Africa Chamber of Mines of South Africa

Basic Underlying Concept Critical Issues
(Cont.)

■ Developing the necessary capacity
■ The sustainable development 

objective
of non-Annex I country Parties to 
participate in the development and ■ Share of proceeds/ ownership of
implementation of the CDM CERs/ Fungibility

■ Intergovernmental agreement ■ Project baseline - Emission
based on north/south partnership. avoidance versus reductions
Therefore, private sector ■ Cost of adaptation applying to other
north/south partnership is essential mechanisms

■ - ----------------------- -.........-......... - - - “ . M. " ........



Chamber t»l Mine* cl boutl. Africa Chamber cl Mine* cl Suutli Africa

Critical Issues (Cont.)

■ Funding of CDM projects

Concluding Remarks
■ Africa sees some potential benefits 

in CDM
■ Possible sectors: Energy, Transport,

■ Meaningful and effective participation 
in the Executive Board and other

Coal Mining

institutional arrangements ■ However, how much of the potential 
benefits that will be actualised, 
remains to be seen

M__________________________________________________________________________________________ .........................................
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Dr. MarkTrexler

A View From the 
Market

Mechanisms Conference 
Tokyo,4/13/01

Dr. Mark C. Trexlcr

Trexler
AND ASSOCIATES. INC. 
diinMlcM:rvim.ram

A CDM Market Context
✓ Some 200 All projects

✓ Funds like PCF

✓ Dutch ERUPT RFP and others

✓ Increasing discussion of private sector funds with a 
climate change focus

✓ Hundreds of potential CDM projects being proposed

✓ Expectations for the market massively different
t SI per CER? $5? $10? $15? When?

✓ Private sector ready to act

What is the Problem? The Problem of BAU Additionality
✓•CDM market entirely policy driven 

■4 Demand for the commodity 

•* Definition of the commodity 
■4 Therefore, supply of the commodity

✓But
■4 The demand still very unclear 
■4 The supply still very unclear 

/ Wc haven '1 defined Vic commodity
V We haven't said how to quantify it 
/ We haven '1 defined the transaction costs

v'What is Business as Usual? 
v'Easy to understand, difficult to define 
✓ Multiple tests

-»Environmental additionality 

-»Financial additionality 

-4 Investment additionality

S Legal “surplus” not enough
-»Many things built into country emissions 

projections

What Are the Implications?
✓ Companies wanting to act, don’t

✓ More difficult to agree on policy
-* Since we don’t know what counts, we dorit know the 

economics of the CDM
-» This leads to debate over supplementarity and sinks 
-* Do we have the cart in front of the horse?

✓ Encourages “business as usual” transactions

✓ Some market activities getting ahead of themselves?

✓ Threatens the future of market mechanisms?
-♦ If market goes too far now, future integrity at risk?

Can We Move Forward?
✓ It is possible to identify CDM projects that are very 

likely to qualify
■4 The Prototype Carbon Fund 
■4 Companies can do the same

✓ Early actions can be effectively used
-4 To cost-effectively manage company risk 
■4 Uncertainty creates opportunity at the company level 

V A lol of care is needed

✓ But not knowing what counts and how to count it is a 
fundamental problem for achievement of global 
objectives. Do we want to resolve it?

1



The Market Bottom Line
S We have 1o avoid a market that can’t work!

•S We have to avoid discrediting the market!

S ’Die goal is not just to trade

S But as long as the policy making process does not 
understand the reality of CDM project activities, there 
will continue to be many pressures in these directions. 

V There is good news!

www.climateservices.com

2
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BE
International Symposium on the Kyoto 

Mechanisms
“Making the Emissions Trading Credible 

and Workable”

April 12-13,2001
U Thant International Conference Hall

The United Nations University

www.prolotyptcarboniiind.org

m

PCF Status and Focus

Deal flow far exceeds funding - several carbon contracts 
now under negotiation
>50 deals with $3(H)m + carbon purchases under review 

Targeting signed Emissions Reductions Purchase
Agreements (ERPAs)

by end-Seplember, 2001 or$30-35mm in Chile, Costa 
Rica, Nicaragua, El Salvador, Belarus, Brazil,
Honduras, India
by end December 200] ol'$25-30mm in Hungary,
Bulgaria, Morocco, Jamaica, Guyana, Guatemala, 
Argentina, Uganda.

Constraints: Government awareness and resolve, quality 
of asset alter baseline review

Host Country Committee 
Members

Joined/Signed MOUs
•Latvia •Togo
•CzechRepublic •Zimbabwe
•Argentina •Uganda
•CostaRica •Morocco
•Guatemala •Nicaragua
•Brazil •Honduras
•Mexico •Peru
•El Salvador •Senegal
•Guyana •Burkina Faso
•Uruguay •India
•Colombia •Swaziland

Joining soon through 
endorsing Projects

•Belarus
•Bulgaria
•Chile
•Jamaica
•Romania

Carbon Financing v.s. Underlyin 
Financing

TOTAL PROJECT COST =

UNDERLYING FINANCING (EG 
LEAST COST OPTION TO DOMESTIC 
BENEFITS OF THE PROJECT) + 
CARBON FINANCING

CARBON FINANCING

Carbon financing is 
defined as the financing 
required to attain 
emission reductions 
compared with the 
baseline of business-as- 
usual

PCF* provides a part of 
carbon financing

* PCF prefers to pay oil delivery lor emissions reductions

Competing CDM/JI Models and 
Carbon Market Development

• Does CDM create a new “sovereign 
commodity ’ market regulated by the Protocol 
or a project-based facility like GEFwith ex- 
ante review and clearance of each transaction?

• For CDM to meet Technology Transfer and 
Sustainable Development goals requires
- high volume of private investment
- risk management and profit opportunity through active 

secondary market
- Low transaction costs and high certainty in outcomes in 

regulatory framework of CDM/JI

Carbon Market Observations I
Value of CDM Carbon Financing

• Carbon Prices: not > $5/t/C02 before 2005
• At $3-5/t/C02 Carbon Finance contributes:

- typically an additional 0.5-3.0% to Project F1RR but 
higher returns to equity;

- Typically 5-35% of total project finance in PV terms
- Exceptions with greater leverage include any methane 

abatement measures (c.g. MSW to energy, gas ilarc & 
loss reduction), some energy efficiency measures, 
biomass and crop waste to energy options

• Conclusion:
- carbon finance is no "magic bullet” lor most renewables
- delicate balance between Protocol transaction costs and 

carbon finance volume



Carbon Market Observations II
Private Capital and CDM/JI

• Private Capital Flows arc Crucial 1o achieving
Protocol objectives of:
- technology transfcr/sustainablc development
- climnlr change mitigation

• Current Financial Incentives of Carbon Finance arc 
modest hence transaction cost must be low

• Current Decision Text and Proposals severely restrict 
private, investment in CDM. Barriers include:
- Non-Transferability and insistence on bilateral model
- Lack ol'Fimgihility and
- Requirements on Eligibility to support CDM deals
- Provisions on additionality and baselines

Project identification 
and preparation

"Ensuring
Environmental

Credibility"
Baseline Study as part of 

~Feasll5ility~Study
3-4 weeks effort

Preparation of Monitoring 
' "and Verification Protocol

Cost: $20,000

4-5 weeks effort 
Cost: $40,000

Validation process 4 weeks 
—* and opinion Cost: $30,000

Negotiation of Carbon 
♦Purchase Agreement

Project
approval

Cost of CDM Project Cycle 
procedures

• Total procedural cost: $200-400K
- PCF Front end procedures (Baseline, Monitoring & 

Verification, Validation, legal fee, etc.): $100-ZOOK
- Procedures after project commissioning (lifetime 

supervision, verification and certification): $100-200K
- NOT including CDM fees
- NOT including additional CDM registration and review 

requirements
• Most CDM deals < $2 million in carbon finance,

<$10 million in total finance (e.g. 5-10MW power)

• 80+% of countries only have such small deals

• CDM Transaction costs make them uncompetitive

Need for Intermediation 
for Small projects/small countries

• Smaller-scale project sponsors in small countries and 
riskier investment environments lack ready access lo 
carbon finance;

• need “bundling” of small projects by financial 
intermediaries to tap global carbon market and deliver 
benefits to small project sponsors and communities;
- use of “Multi-project" or standardized baselines using 

performance standards for medium scale projects and
- agree on standardized baselines (e.g. standard emission 

factors for particular end-uses and technologies) in 
micro-projects

- Sample verification ofERs th rough “existence” audits

Critical Capacity Constraints on CDM/JI

• Host country government and private sector capacity 
is an important factor limiting the volume of 
investment and technology transfer.
- Need private sector capacity to lower transaction costs 

of developing, negotiating and implementing CDM/JI 
projects and provide market access

— Need efficient administration and clear institutional 
arrangements in government agencies to build investor 
confidence and protect Governments' interests

- Need early direct experience - “the first real deal” — to 
understand capacity needs and CDM/JI opportunity.

Impact of Current Decision Text 
on CDM/JI project-based C Trade

• Could Hamper or Eliminate:
- secondary market outside of domestic regimes;
- investors incentive and market volume
- arbitrage between domestic regimes forCERs - even 

render “surplus” CERs worthless at end of
Commitment period (fungibility constraint)

- Global Funds: ‘pooling’ of investment from mult- 
Anncx 1 country investors (due to bilateral models 
registration, transfer and eligibility constraints)

- Most small-country and small project ER trade
- Lower cost CERs (due lo “eligibility” and 

“additionality” rules) and hence incentive for CDM/JI



PCFplus Program for capacity 
building

• Donor financed by Canada, Sweden and Finland
" Provides capacity building for PCF hosts countries, Participants 

and the larger public and improves quality of PCF operations
' Research on protect issues (baselines, validation etc.X GHG 

markets and the sustainable devclopment/climate change interfac
■ Outreach consisting of host country and NGO meetings, 

workshops and IhcPFCplus Fellowship Program
• Traininn directed to PCF Hosts and Participants, building on on 

PCF operations
■ Training workshop for Sub Saharan African countries in Ugand; 

in June 2001
■ PCFplus Fellowships for host country representatives (12 fellow; 

by mid-2002)
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Dr. Erik Haites

Liability/Prevention of The Issue
Overselling International Emissions Trading (1ET)

International Symposium on the under Article 17 creates the possibility for:

Kyoto Mechanisms
• greater non-compliance - total assigned 

amount vs reduction commitmentTokyo

Erik Haites • reward for non-compliance - revenue

Margaree Consultants Inc.
from excess sales can exceed penalties

April 12-13, 2001
for non-compliance

MARGAREE 2

Case of net acquiring Party

i i i i i i i I '
2000 6 2007 8 9 10 11 2012 2015

N.B.Thc Party's “initial" assigned amount is Die entire area

MARGAREE 3

Enforcement
Compliance enforcement by regulator limits 
these problems in domestic trading systems

No regulator exists for 1ET

“Sanctioning authority is rarely granted by 
treaty, rarely used when granted, and likely 
to be ineffective when used.” Chayes

MARGAREE 4

KP Compliance Penalties
Proposed penalties for non-compliance:
• restoration rate > 1 (up to 2) assigned 

amount for next period reduced by more 
than excess emissions

• suspension of eligibility to transfer
• submission of compliance plan

If penalty is too onerous, Party can 
withdraw from KP

MAKOAREE 5

Prevention of Overselling
Given these circumstances, provisions to 
prevent sale of assigned amount needed for 
compliance (overselling) are desirable

Many different provisions have been 
proposed - called “liability” proposals

Haites and Missfield evaluated the different 
proposals and found the commitment period 

reserve to be the best
MARGAREE 6

1



Evaluation Criteria
• Excess emissions by the Annex B seller

• Compliance cost lor the Annex B buyer

• Sensitivity of the liability proposal to 
national circumstances

• Sensitivity to seller behaviour

• Temporal impacts

• Distribution of net income across regions

Comparison of Liability Proposals

if ...........
Hi_ _ j
ill___ %
rt' * ;

l!| ... .
|ij " ~ “ * ’ o tabfi ** wo ago
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X i

OECC Compliance Ctwle In Percent el Beet Ceae

MARGAREE P

Summary Results

MARGAREE 9

Commitment Period Reserve
Annex B Party must maintain in its national 
registry AAUs, ERUs and CERs at least 
equal to the lower of:
• X% of initial assigned amount (buyers)
• Y% of estimated emissions (5 times most 

recent emissions inventory, sellers)

Limits non-compliance at negligible 
increase in compliance cost or risk to the 
environment

MARGAREE 10

Details Yet to be Decided
Resolution of commitment period reserve 
rule will require decisions on:
• Value of X (70 to 98%) depends on need 

for international liquidity by net buyers
• Value of Y (70 to 100%) balance limit on 

sale of surplus AAUs and excess sales by 
other countries

• Whether to allow sale of AAUs in the 
reserve subject to buyer liability

Liability and Compliance
Liability proposals do not involve penalties 
for non-compliance with commitments

Liability proposals simply try to limit 
overselling

All Annex B Parties still subject to the 
compliance regime

Compliance regime still needed

MARGAREE 12



Case of net acquiring Party

I I I I I I I I l
2000 6 2007 8 9 10 11 2012 2015

N.B. The Parly’s ’‘inilial" assigned amount is the entire area

MAKGAKEE

Conclusions
1ET creates potential and incentive for 
greater non-compliance

Commitment period reserve (CPR) can limit 
extent of overselling at low cost

Compliance regime still needed to provide 
incentive to meet commitments

Details of CPR rule remain to be negotiated
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Prof. Michael Grubb

Supplementarity and Overview
liability / prevention of overselling

• Overselling,‘liability and the limitations
of commitment period reserve

Michael Grubb • Issues of shared / buyer liability

Professor of Climate Change and Energy Policy • Supplementarity: two sides of the coin
Imperial College, London • Options regarding supplementarity

Associate Fellow, Royal Institute of International Affairs, • Options regarding surplus selling
Chatham House, London

Presentation to 1GES Symposium, 13 April 200]

Accounting for non-compliance 
in international trading

Seller only ‘liability’
» Annex 1 emissions could increase above Kyoto commitment
• Value of trade unaffected by non-compliance
• No disincentive to trade with countries with lax attitude towards compliance

Shared (buyer-beware) ‘liability’
• No increase above Kyoto commitment, even with non-compliance by an 

exporting caintiy
• Chance of non-compliance affects value of trade
• Incentive to buy from countries likely to comply

Trading offers a way of giving real incentive for compliance - a potential 
breakthrough for international law

Liability options

• 'Traffic lights’
- would compliance prospects ever be officially challenged?

• Commitment period reserve
- threshold to some degree arbitrary, potentially discriminatory
- projection incentive problems

• Buyer liability: proportionate
(allAAUs from default Party devalued by degree of non-compliance)
- disincentive to early trading (cr low prices) if countries considered 

unreliable
• Buyerliability: first-in-last-out

(lastAA Us transfers from default Party cancelled)
- incentive to early trading, more credible use in ratification plans, 

but "all or nothing’ for those trading last
• Mix of reserve & buyer liability is possible

East-west ‘Flexcess’?

"1Z% Kyoto targets relative to 1998 emissions

Hi -’** w

X$§K$ -2% Australia EU CEEC Rwsaia

US* Japan EU Canada Other 3% j 1

Supplementarity 
(should imports be constrained?)

• Arguments against:
- raises first period compliance costs
- complicates trading system
- may be hard to define and enforce

• Arguments for:
- more consistent with leadership by richer countries
- gets their emissions on declining trajectory (concept of 

’convergence corridor’)
- induces greater innovation

1



Options for implementing 
supplementarity

• ‘Concrete ceiling on % of AA that can be imported:
- % of QELRC (eg. 10%)
- relative to gap between OELRC and BAU projection (eg. 50%)

• Non-binding guideline based on either of above

• Imports conditional on adopting specified policies & 
measures

• Allowed imports related to an assessment of aggregate 
impact of domestic policies & measures

• Wording on domestic measures constituting'primary 
means’ to leave some flexibility of interpretation, and link 
to policies and measures assessments

Issues in trading of surplus 
assigned amounts

(‘I-Iol Air)
• Increases aggregate emissions as compared to 

absence of trading (undermines economic 
legitimacy of trading)

• Inflates system and takes resources away from JI 
and CDM

• Rewards excessive targets

• Sets dangerous precedent for future evolution

Approaches to addressing trading 
of surplus AA •

• Restrict exports,eg. to 10 % of Kyoto AA QELRC
- doesn'/ give incentive to do better; excess simply carries over to next 

period

• Agree principle that genuinely surplus QELRC should not 
be transferred, and establish procedures for assessing such 
surplus as trends become clearer (complex, but feasible):
- link to assessment of polities adopted that have climate-related 

impacts
- discount any transfers made that exceed aggregate impact of such 

polities

• Focus on minimum price and/or environmentally 
productive use of revenues

Conclusions
• International emissions trading is a new venture: need to 

think through rules and dilemmas from first principles
• Liability options offer an unprecedented opportunity to 

strengthen compliance incentives: some element of buyer 
liability is required to establish a robust and credible 
system

• Supplementary is complex: for importers, wording on 
‘primary means’ could usefully focus effort on adequacy 
(and learning) regarding domestic efforts

• For exporters, could focus on ensuring appropriate use of 
revenues and possibly review processes to ensure 
‘additionality^ of emission reductions for trading
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ThuKyoto Protocol.
For coming into the force tii'e Pr < >t ocol should he rati tied by 
Parties UNFCCC included in AiibcvI, having at least 55 % from 
the aggregate emissions of carbon dioxide in 19911.
The parties included in Annex 1, have umWlakcn obligations to 
reduce emissions of six greenhouse gases at wtet on 5 % below 
levels assigned by UNFCCC, during the pcriou^l&.'wecn 20118 to
2012. I#:'
The Protocol provides three mechanisms of tlcxibiwfcpxttiltlUmg 
national obligations on greenhouse gases emissions nptufiwm :
1. International Emissions trading. (Between the partieyrti-ftint: 
Annex 1)
2. Joint Implementation projects. (Between the parties oftite
Annex 1) X

3. Projects of " Clean Development Mechanism". (Bet wvi n the 
Annex I Parties and the Parties have been not included in
I). 1

01/09/03 IGCE KOSimjROMCTCTC 2t

Results of working flexibility mechanisms of 
the KyobsJProtocol

The bought 
cd amount o 
limitation

International Emission Trading(Ai 
emission reduction units increase an 
the buyer country and is subtracted 
of the seller country.
Realization JI projccts(Art.6). The investor 

reduction units to his limitation.The same ri 
units shell be subtracted from the assigned amo 
the transfciTing country .
Both mechanisms 1ET and JI have a physical limiinf 
emissions redaction amount connected with the solved 
limits of both parties.

01/09/06 IGCE ROSHYDROMETCPC

Results of wcirkuTg flexibility mechanism of 
the Kyoto^Rrotocol

Clean Development Mcchanism(^RT.12). Annex I 
Parties may use redaction units to constitute to 
compliance with emission limitation ana%Wucbon 
commitments.
The amount of reduction units has not a limiwma; 
because another party has not an emissions reaytittms 
obligations.

conliimatiosi

01/09/05 ICO. ROSHYDROMET CPC

CiearrD^elopment Mechanism

• Allows to execute the accSpt^d obligations with 
smaller expenses.

• Can work up before the first commrb^nt period 2008-
2012.

• There are no quantitative restriction on a^giW&e of 
the certificated emission reductions.

• Under certain condition action of Art. 3.12 of fibe* 
Kyoto Protocol can result in growth of the GHGs 
emissions level for the acquiring Party and grow % of 
total GHGs emissions.

IGCE ROSHYDROMET CPC

Possi5Te~con-£§c|uences of application Art. 3.12 under

Possible emissions growth under working Art 3.12 and Art. 1210 of HP

,UN FCCC emissions

Kyoto Prol.

Develop! ip countries L

"Emissions gTowilrarresufT 'Kgj? 
' a manufacture grcwlh |



''Tnternatienal^Emissions Trading

CDMAlfJET

• Allows to cut down expenses of tbNjrccpted 
obligations performance.

• Docs not require long time for pcrl'ormanO&tiltus 
bought and everything is O.K. The fast m ec

• The mechanism does not reduce total GHGs ciTUSMoaSs 
only stabilized the certain given level of ParlieX

• The large preparatory work is necessary for mechanism
introduction. \ i

• AJ1 flexibility mechanisms of Kyolo^totocol require
an export of the financial capital and tec&uMpgies from 

the country which is not fulfilling the obliWXwJt can 
render negative influence on a national econtoftiy y-5 a 
whole. It can become an obstacle for functionrfrg th-tse 
mechanisms. \

• Tlte creation of system of monitoring, certification, 
verification at national and international levels is \

\ necessary. \

cji/qwqj igce roshydromet cpc 01/09/03 IGCE KOSMYDltOMET CPC SeS::::!??

Forecast orsupply and demand on for IET market

of Parlies not fulfilling

Panics fulfilling condili,

Forecast of'GHGs^missions deviations by Annex I countries

11-climate change problems in Russia
Realization oftlic Federal'tappet program " Prevention of 
dangerous changes of a climate'-apd their negative consequences 
Realization of the Federal target program " Energy saving in 
Russia “ and "Energy Strategy of Ruf
Forming of normative-legal base on crcatiSS^gf a national 
emissions cadastre .
Forming of the national monitoring, certitlcah oil^T%r±iicati on 
systems on the emissions reduction.
Development of regional and corporate systems of sthytWaO## *4 
GHGs emissions reduction.
Development of the national and regional program of slpnn$atioq 
of GHGs emissions reduction.
Education, workshops and conferences on problems of rcW*Wo 
UNFCCC obligations and the Kyoto Protocol

1GCE ROSHYDKOMET CPC



Possible stratcgyTorjregions ;md corporations ol" Russia

• To create systems of the account ol greenhouse gases 
emission.
• To create registration systems on GllSip emissions
reduction results. \
■ To create regional coiponite mechanismtmils of 
the greenhouse gases emissions reduction stimulation*
■ To develop strategy of actions on regional aml^bt* 
corporate markets on deliveries of "clean” fuel and energy 
resources.
• To assist the Annex II Countries in performance 
obligations on UN FCCC in exchange for investment^ un 
these purposes.

(Il/twu.‘ IfrCT KO.smTtROMin CPC

'"The Conclusion

•Tie Kyoto protocol requires tiifc-further development, 
additional work and updating.
• Actions of Protocol mechanisms nhou/’^.e strictly
limited to performance of the Party acceptei|i|lpJigations 
on GHGs emissions reduction. \

• The International Emission trading should U\4mpk 
and transparent, should easily he supervised It i.s\ 
necessary to begin only from one gas- CO.,.
•It is necessary to develop the national Emissions yp r.: 
reduction markets and ilexibility mechanisms. viiSTi

01/0'>/0> IGO ROhHYDROMn CTC M
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