
GREENHOUSE
GAS MARKET 2014

GREENHOUSE
GAS MARKET 2014

GREENHOUSE
GAS MARKET 2014

2014 EXECUTIVE SUMMARY

MARKETS MATTER



2

MARKETS MATTER

2014 EDITORIAL COMMITTEE

Evan Ard, Evolution Markets

Richard Folland, JP Morgan

Richard Gledhill, IETA Fellow

Edward Hanrahan, ClimateCare

Zhuli Hess, VCS

William Kyte OBE, IETA Fellow 

Arthur Lee, Chevron

Melanie Shanker, Linklaters

Adam Whitmore, Rio Tinto

IETA expresses its gratitude to all 

authors who have contributed to 

this publication, to the editorial 

committee, and all others who have 

worked on the publication.

IETA would also like to thank our 

sponsors, AEP, AitherCO2, EcoWay 

and EEX.

EDITOR

Katie Kouchakji

DESIGN

Hitman Creative Media Inc.

www.hitmanmedia.com

About the International Emissions Trading Association (IETA): IETA has been the leading voice of the business community 

on the subject of carbon markets since 1999. IETA’s 130 member companies include some of the world’s leading corpora-

tions, including global leaders in oil, electricity, cement, aluminium, chemical, paper, and other industrial sectors; as well as 

leading firms in the data verification and certification, brokering and trading, legal, finance, and consulting industries.

HEADQUARTERS

24, rue Merle d’Aubigné

CH-1207, Geneve

Switzerland

+41 22 737 05 00

BRUSSELS

Rue de la Loi 235

1040 Bruxelles

Belgium

+32 2 230 11 60

WASHINGTON

1001 Pennsylvania Ave. NW 

Suite 7451

Washington, DC 20004

+1 470 222 IETA (4382)

TORONTO

100 King Street West, Suite 5700

Toronto, Ontario M5X 1C7

Canada

+1 416 913 0135

LONDON

Bravington House,

2 Bravington Walk, Regent Quarter,

Kings Cross, London N1 9AF

United Kingdom

+44 7967 428 247

IETA also has representation

in Melbourne, San Francisco,

Seoul and Tokyo.

GREENHOUSE
GAS MARKET 2014

GREENHOUSE
GAS MARKET 2014

GREENHOUSE
GAS MARKET 2014



3IETA GREENHOUSE GAS MARKET

AEP is transforming its business for the future. Since 2000, we’ve reduced carbon dioxide emissions 

by 31 percent. We’re diversifying steadily with more natural gas, which makes up about a quarter of 

our generating capacity. Today, natural gas, nuclear, hydro, pumped storage, wind, solar and energy 

efficiency/demand response measures make up more than 40 percent of our mix. We’re reducing 

our carbon footprint and moving our business forward.

Moving forward

aep.com
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At AMERICAN ELECTRIC POWER (AEP), we dedicate ourselves to providing reliable, 
affordable service and shareholder value, with a continued focus on safety. AEP has a 
strong tradition of leadership, service and contributions to the communities we serve. 
Our Mission: Bringing comfort to our customers, supporting business and commerce, 
and building strong communities.
 We own nearly 38,000 megawatts of generating capacity, more than 40,000-miles 
of electricity transmission network, and more than 765 kilovolt extra-high voltage 
transmission lines than all other US transmission systems combined. Our major busi-
nesses include regulated utility operations, transmission, power generation, AEP en-
ergy partners, and river operations
 AEP is one of the largest electric utilities in the US, serving over 5 million cus-
tomers in 11 states.

CONTACT: Teresa McWain, Director, Corporate Communications
  tlmcwain@aep.com

AITHERCO2 is a provider of financial services to the world’s environmental and ener-
gy markets offering consultancy and trading solutions supporting companies subject 
to compliance as well as in the voluntary sector. 
 AitherCO2 was founded by a group of professionals active in the financial sector 
and in particular in the commodity and environmental markets.
 We support companies subject to regulatory obligations as well as those operat-
ing voluntarily in the environmental markets to deal with administration, deadlines, 
registries, regulation changes and balance sheet optimization of allocated units. We 
provide market access for industrial and aviation clients both on the regulated ex-
changes as well as through our vast counterparty network

CONTACT: Jacopo Visetti, Carbon Trading and Finance
  j.visetti@aitherco2.com

The leading Italian CO2 trading desk, ECOWAY, supports customers in the most ef-
fective carbon trading and management strategies. Born in 2003, EcoWay operates in 
the climate change sector supporting companies implementing industrial and finan-
cial strategies both on compliance and voluntary base through advisory, management 
and carbon trading services.
 EcoWay owns the biggest italian market share and has a growing international 
presence across Europe, with a portfolio of over 500 customers. EcoWay offers two 
main levels of specialized services: (1) Carbon Finance: unit dedicated to finnancial 
management and strategic consultancy for companies involved in the European Emis-
sion Trading Scheme. (2) Emission Free Projects: unit specialized in VER trading 
and design of carbon offsetting strategies for companies involved in Corporate Social 
Responsibility and Green Marketing Activities.
 EcoWay is also dealing with global energy commodities proprietary and asset 
based trading.

CONTACT:  Andrea Ronchi, Business Development Manager
  a.ronchi@ecoway.it

EUROPEAN ENERGY EXCHANGE (EEX) is the leading energy exchange in Europe. 
It develops, operates and connects secure, liquid and transparent markets for energy 
and related products on which power, natural gas, CO2 emission allowances, coal and 
guarantees of origin are traded. Clearing and settlement of all trading transactions are 
provided by the clearing house European Commodity Clearing (ECC). 
 EEX continuously broadens its product range to include further products and 
services. Through its shareholding in Cleartrade Exchange (CLTX), it additionally of-
fers the markets for freight, iron ore, fuel oil and fertilisers. EEX is a member of Eurex 
Group.

CONTACT: Katrin Berken, Head of Corporate Communications & Marketing
  Katrin.Berken@eex.com
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DIRK FORRISTER
President and CEO, IETA

MARKETS MATTER:
PARIS ON THE HORIZON

The headline items appeared in a doc-

ument that average people would think 

is hopelessly obscure: a 22-page UN 

“non-paper” entitled “Parties views and 

proposals on the elements for a draft 

negotiating text”. It is organised under 

broad topics like mitigation, adaptation, 

means of implementation, finance, etc. 

For those interested in carbon pricing 

solutions, there’s not much to chew on. 

Buried within the “Mitigation” section, 

there is a general notion of cooperation 

between groups of nations – and some 

simple accounting language. 

Beyond this, there are a few simple 

words on market matters – but not much 

of a sense that markets matter. 

The text indicates that parties can make 

“joint contributions” and make “joint ful-

filment of commitments”. Next, it sug-

gests a simple concept of good account-

ing to avoid double counting and ensure 

environmental integrity – and address 

banking and borrowing. All of this is a 

good, but humble, start. While little else 

is said, the summary offers a hook for 

more substance as the talks advance.  

The 2015 deal is the main event for Par-

is – but it is not the only negotiating ses-

sion that matters. Policies about mar-

kets appear in several other important 

negotiating streams:

• Reform of the Clean Development 

Mechanism; 

• Joint Implementation 

improvements; 

• Operational decisions on 

REDD+; and, 

• Establishment of a New Market 

Mechanism and a Framework 

for Various Approaches.

But, for too long, all of these negotiations 

have been stuck in the mud. They are 

in desperate need of new energy, ideas 

and direction. We’re hoping this report 

will provide the substance to fill some of 

the gaps.

RAISING THE PROFILE:
MARKETS MATTER

For many in business, carbon market 

design is a topic deserving headline 

attention in the UN talks. Thanks to 

the signatures of over 1000 CEOs and 

74 national governments on the World 

Bank’s Joint Statement on Carbon Pric-

ing, negotiators got a strong signal to 

beef up work on this critical topic. IETA’s 

GHG Market Report 2014 brings a num-

ber of new ideas forward, with practical 

suggestions for how to advance them.

As the Paris climate summit approaches, business is beginning to
see the contours of a new international agreement. 

FOR THOSE 
INTERESTED IN 
CARBON PRICING 
SOLUTIONS,
THERE’S NOT MUCH 
TO CHEW ON
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This edition focuses intently on what 

the Paris agreement needs to contain. 

It offers perspectives on this discussion 

by surveying how markets are delivering 

now – and how they can deliver more 

in the future. It examines how climate 

financing strategies can inject capital 

into market-based programmes – and, 

on the flip side, how market-based pro-

grammes can provide leverage for pub-

lic finance. 

Several articles explore innovative ideas 

for future market evolution – including 

markets for REDD+ and adaptation. We 

hope the authors stimulate your own 

thinking about future market-based ap-

proaches.

GETTING IT RIGHT:
THE BASIC MARKET
ELEMENTS FOR PARIS
The centrepiece of this report is a sum-

mary of new research from a team led 

by Robert Stavins of the Harvard Project 

on Climate Agreements with colleagues 

Seth Hoedl at Harvard, Daniel Bodansky 

at Arizona State University Law School 

and Gilbert Metcalf at Tufts University. 

These experts investigate how an in-

ternational agreement should support 

national and subnational carbon pricing 

systems, which could come in many fla-

vours. 

The researchers suggest that the funda-

mental text in the Paris agreement can 

be fairly short and straightforward. They 

urge that a hybrid system be considered, 

which can provide some basic clarity 

on emissions monitoring, reporting and 

verification (MRV) rules at international 

level – but that governments should be 

given ample flexibility to adopt systems 

to meet their national circumstances. 

They recommend that the operational 

detail about market tools should be re-

flected in “decisions” by the Conference 

of the Parties (COP), which are easier to 

update over time as learning occurs.

The team’s research influenced the 

design of an IETA ‘straw proposal’ on 

a market provision for the Paris agree-

ment, which David Hone describes in 

this report. As Chairman of IETA’s Inter-

national Working Group, he draws on a 

number of perspectives from member 

companies and peer reviewers from 

around the world. 

Hone describes our version of that sim-

ple text. IETA’s Straw Proposal goes on 

to describe the full package of ideas 

needed in COP decisions. We envision 

that a basic authority could ensure fair 

accounting and offer parties flexibility to 

choose which carbon units to accept for 

compliance in their domestic system. 

We also urge a consolidation of UN-level 

offset programmes into a “unified proj-

ect crediting mechanism”, and we pro-

pose that an unbundled set of market 

tools should be available at international 

level – things like standardised emis-

sions benchmarks, a registry and MRV 

protocols for sectors, among others.

GROUND-TRUTHING
THE IDEAS, AND MAKING 
THE LINKS
Our straw proposal reflects a multi-year 

process of assessing how markets are 

evolving – particularly through the World 

Bank’s Partnership for Market Readi-

ness (PMR), described in this report by 

Maja Murisic. With 19 different carbon 

pricing programmes in development, 

including in China and Brazil, it is clear 

that most of the big emitting emerging 

economies recognise that economic 

instruments offer many advantages to 

their own contributions for the Paris 

agreement.

One thing is clear: while many of these 

systems have common hallmarks, they 

are also carefully crafted to local circum-

stances. They offer a reasonable starting 

point for each jurisdiction. But it is not 

year clear if or how some of these sys-

tems might join together in the future – if 

they wanted to improve efficiencies. Still, 

the topic of readiness for future linkage 

is a design criteria for several important 

jurisdictions: China, Korea, Kazakhstan 

and Mexico, to name a few.

THE REPORT FOCUSES ON A SIMPLE THEME:
MARKETS MATTER.

• They matter for channelling investment for 
the future.

• They matter for assuring economic vitality.
• They matter for achieving climate action at 

scale – without wasting money.
• They matter for encouraging cooperation 

between countries with different emissions 
reduction opportunities.

• Finally, markets matter for rewarding 
technology innovation.
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Thanks to IETA’s “B-PMR” initiative, 

our members have had opportunity to 

“ground truth” some of the concepts 

in the IETA Straw Proposal through di-

alogues with local companies covered 

by many of the PMR markets. Our views 

gained a richer perspective from these 

conversations – and it has led us to a 

few conclusions that will guide our ad-

vocacy.

First, for market solutions to thrive in the 

future, they need to earn broad public 

acceptance. The recent examples – from 

California and Québec to the China pilots 

– are deeply rooted in solid local policies, 

where compliance occurs. 

Second, systems in developing coun-

tries can benefit from support structures 

offered internationally. Right now, those 

benefits come in the form of technical 

assistance from the World Bank’s PMR 

team. But as the policies gain more 

strength over time, they could benefit 

from market tools available at the UN. 

This could bolster the credibility and du-

rability of new market structures – and 

it could promote harmonisation of the 

various systems.

Third, national and subnational systems 

gain extra benefits when linked to an-

other similar system. By broadening the 

geographic reach of mitigation opportu-

nities for participants in the linked sys-

tems, the linkage can improve the eco-

nomic performance of the two systems. 

If a broad network of linked markets 

could form in the future, it could help 

address concerns about competitive-

ness. In the near term, these linkages 

may form in modest ways – but when 

they do, they offer a vote of legitimacy.

THE 2015 OPPORTUNITY
At the close of September’s Climate 
Summit, IETA convened a joint work-
shop with our friends at the Internation-
al Carbon Action Partnership. With the 
help of several ministers, we explored 
the steady progress of carbon markets 
around the world this year. The event 
closed with a call to arms from UN cli-
mate chief Christiana Figueres: with the 
new momentum from the summit, she 
urged business leaders to seize the op-
portunity – emphasising “there’s no time 
for sleep in 2015!” 

We hope that this edition of the IETA 
GHG Market Report stimulates your 
thinking – and inspires you into action 
in 2015.

THIS EDITION 
FOCUSES INTENTLY 
ON WHAT THE PARIS 
AGREEMENT NEEDS 
TO CONTAIN
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SETTING THE STAGE FOR PARIS

It is an honour to be invited to write the 

opening article for the IETA GHG Market 

2014 report as governments prepare for 

the next round of United Nations climate 

negotiations in Lima, Peru, en route to a 

new universal agreement in Paris in late 

2015. 

Over the past few months the momen-

tum towards climate action has been 

steadily building – and not just among 

governments. Bold announcements 

and transformative initiatives have been 

emerging from local authorities and re-

gions, as well as businesses, investors, 

foundations and institutions like faith 

groups and universities.

This bodes well for the delivery of a draft 

agreement in Peru this December and a 

new agreement 12 months later – one 

that outlines policies and pathways to-

wards peaking emissions within the next 

decade and puts the world on a track to 

deep decarbonisation and ultimately a 

climate neutral world in the second half 

of the century.

Clearly markets and market mecha-

nisms will play an important role in 

achieving these vital steps towards 

ensuring that a global temperature 

rise is kept under 2°C.

 

In terms of political engagement, a 

key point came in September at the 

Secretary-General’s Climate Summit. 

The Summit not only emphasised the 

catalytic role of business, finance and 

non-state actors, but also triggered a 

rich array of bold new initiatives.

Indeed, the event may well go down as 

a moment in time when the world got off 

the fence and into a new and dynamic 

phase of climate action – business, fi-

nance and governments in partnership 

– emboldened by the strong show of 

public support at the People’s Climate 

Marches in New York and across the 

globe.

Significantly, the Summit put business 

and political leaders together on the 

same issue: the importance of carbon 

pricing. 

The world needs to capitalise on that 

added momentum in every forum, 

whether at the political, business or 

community level – particularly on the 

message of carbon pricing. 

The global business community, wheth-

er in developed or developing countries, 

is increasingly aware of the impact of 

climate change on economic activities 

and increasingly motivated to create 

sustainable futures for their businesses 

and avoid damage resulting from cli-

mate change. Reports like that of the 

Global Commission on the Economy 

and Climate1 highlight that economic 

growth and climate change mitigation 

can go hand in hand if policy-makers 

make that a conscious choice – and that 

goes for developing countries as well 

as developed countries. Increasingly, 

climate risk is being built into everyday 

decision-making across many countries 

in the world, through shadow carbon 

prices, climate risk assessment and de-

veloping resilience. 

Carbon pricing policies are essential – 

fundamental – to delivering price signals 

that redirect private sector capital from 

high-carbon to resilient low-carbon in-

vestment. The multinational business 

sector also understands the need for all 

the leading economies of the world to 

take action to avoid distorting global pat-

terns of production and industry, avoid 

carbon leakage, and level the play-

ing field for the cost of doing business 

across the world. 

And carbon pricing is happening. 

Across many diverse countries, the use 

of emissions trading and carbon taxes is 

growing. We have seen emissions trad-

ing systems and carbon taxes emerging 

in countries that are not obliged under 

international rules to reduce greenhouse 

gas emissions. These policy-makers see 

the economic sense of starting to tran-

sition towards a low-carbon model and 

the need to set business on that path 

now rather than later. 

Momentum is building for a deal in Paris next year which includes markets –
but there is more work to be done, writes Christiana Figueres 

THE AGREEMENT 
THAT THE WORLD 
IS HOPING FOR 
CANNOT BE A 
SHORT-TERM,
FIVE-YEAR PLAN
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The proliferation of such domestic pro-

grammes brings many opportunities 

for cost-effective mitigation around the 

world. It also brings challenges. We 

need to find an optimal relationship be-

tween the recent emerging domestic fo-

cus on carbon pricing in countries at all 

stages of development and the Conven-

tion and Kyoto Protocol carbon pricing 

mechanisms. 

There will be many countries that will 

want to develop their own infrastructure 

for emissions trading and carbon pric-

ing, but some countries do not have the 

means to create entire domestic pro-

grammes. These countries will continue 

to rely on international approaches to 

pricing carbon domestically and on in-

ternationally supported tools to achieve 

mitigation and sustainable development. 

The Clean Development Mechanism 

(CDM) has proved that international 

approaches to pricing carbon can be 

transformative and powerful instruments 

that make real changes to the emissions 

pathway for host countries. 

Over its years, it has achieved 1.5 billion 

tonnes of emissions reductions from a 

business-as-usual baseline. It has in-

centivised private sector action and in-

vestment, spurred technology transfer, 

and generated funds for adaptation. It 

has established standards used global-

ly for measuring and verifying emission 

reductions and has helped improve the 

lives of millions of people.

It has also evolved from a project ap-

proach into a mechanism with scalable 

rules focused on standardised baselines 

and programmes of activities. Actors 

as diverse as multinational investment 

banks and single heads of families in 

rural Africa have engaged in this unique 

tool for climate finance, all for reasons 

that make good, economic and sustain-

able sense.

And yet there seems to be a risk that we 

are now in danger of losing this value 

and this effort as the international car-

bon price languishes. 

We should not be naïve about the effort 

that the world has put into the CDM. 

The international community has spent 

15 years designing, developing, financ-

ing, using and refining this instrument. 

This globally invested value and effort 

cannot easily be replaced. No new sys-

tem or infrastructure would be perfect, 

or free from criticism. No new system 

would likely be quicker to design and 

operationalise. No new system would 

please everyone all of the time. And we 

simply do not have time to start again 

from scratch.

We must harness the value of the exist-

ing CDM infrastructure. We should draw 

every lesson and apply everything we 

have learned and prepare it for a post-

2020 future. We should keep the princi-

ples and rules of the CDM in some sim-

plified and streamlined form – taking it 

beyond its role in the Kyoto Protocol and 

making it available long into the future 

for those that wish to use it. 

We must also collectively examine other 

ways of using the CDM and its certified 

emission reductions (CERs) for other 

roles in climate finance and sustainable 

development. The CDM can be inte-

grated into domestic emissions trading 

systems and CERs applied as a means 

of payment for carbon taxes. The CDM 

monitoring, reporting and verification 

(MRV) rulebook works for results-based 

financing. CERs can be cancelled for 

social responsibility reasons, using 

real and already achieved emissions 

reductions to offset emitting activities. 

This multiple-use future is where the 

CDM Executive Board wants to take the 

mechanism. I support them in that goal. 

Building on what we already have means 

that at the business level we should also 

look for synergy between new finance 

structures with existing infrastructure. 

The Pilot Auction Facility for Methane 

and Climate Mitigation by the World 

Bank2 is such an example. Designed to 

deal with short term climate pollutants, it 

provides put options to methane abate-

ment projects – incentivising continued 

mitigation of existing activities by ensur-

ing a minimum price for that effort. 

Still other means of creating synergy 

must be found. As we support Parties 

to create a tool box for climate finance 

for the 2015 agreement, we need to de-

sign multi-purpose levers that can serve 

many different functions. We also need 

to come to a common understanding 

of how diverse instruments for carbon 

pricing at all levels of regulation can fit 

together and how diverse international 

and national programmes and mea-

sures can inter-relate.

That is because environmental effective-

ness requires maximising cooperation 

so that Parties can find the lowest cost 

mitigation. For one thing, it means max-

imising fungibility of outcomes of those 

programmes while avoiding a race to 

the bottom in environmental terms. We 

must ensure that we achieve compati-

bility of domestic markets at the global 

level. 

I am committed to assisting the UNFCCC 

to provide the conditions for global mar-

kets to operate and grow. This means 

supporting Parties development of com-

mon rules and standards in the context 

ECONOMIC GROWTH 
AND CLIMATE 
CHANGE MITIGATION 
CAN GO HAND IN 
HAND IF POLICY-
MAKERS MAKE THAT 
A CONSCIOUS CHOICE 
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of the framework for various approaches 

and articulating how different domestic 

instruments can be recognised within 

the future regime. 

So, what should business be doing right 

now? Now is the time to be specific in 

engagement and yet engage at many 

levels. At the international level, be-

tween now and Paris, business should 

be talking to governments about what 

markets and private investment can 

bring to the shared goal of limiting global 

temperature change to under 2°C. 

This means engaging on the way in 

which an international agreement needs 

to be structured to enable that private 

sector participation. At the domestic lev-

el, it is time to engage with governments 

for effective policy-making, encouraging 

governments to elaborate policies that 

incentivise private sector mitigation ac-

tion and transition to a low-carbon and 

resilient economy. 

That is not just about creating and in-

centivising markets – it is about support-

ing development of regulation on carbon 

pricing in the supply chain. It is also 

about climate risk reporting, disclosure 

and support for renewable technology 

deployment. 

At the same time, the multinational pri-

vate sector sees beyond national regu-

lation, and can understand the effect 

of combinations of policies in different 

jurisdictions – including issues like car-

bon leakage. And this needs to be com-

municated back into each country so 

that the impact of measures from other 

countries can be understood. This will 

take us closer to the carbon-priced and 

level playing field that business needs to 

operate effectively. 

Spreading the message of the need for 

coherence at the international level to 

support effectiveness at the domestic 

level can be a key contribution of the 

private sector in this critical time before 

Paris.  

The agreement that the world is hoping 

for cannot be a short-term, five-year 

plan. It needs to be robust and visionary 

enough to last decades and contain the 

seeds needed to unleash creativity in 

terms of policy, technology, finance and 

healthy, game-changing markets.

Christiana Figueres is the Executive Secretary 

of the United Nations Framework Convention 

on Climate Change, a post she has held since 

2010. She has been active in the UN climate ne-

gotiations since 1995, as a delegate for Costa 

Rica, and has also served on the CDM Executive 

Board. In 1995 she founded the Centre for Sus-

tainable Development of the Americas (CSDA), a 

non-profit think tank for climate change policy 

and capacity-building, which she directed until 

2003. Figueres has also worked as an adviser in 

the private sector. 

(1) Better Growth, Better Climate: The New Climate Economy Report http://newclimateeconomy.net/content/global- 
commission (2) www.worldbank.org/en/news/press-release/2014/09/15/world-bank-group-launches-design-pilot-auction- 
facility-methane-climate-mitigation
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FACILITATING LINKAGE OF VARYING
CLIMATE POLICIES THROUGH A FUTURE 

INTERNATIONAL AGREEMENT1 

In the Durban Platform for Enhanced 

Action, adopted by the Seventeenth 

Conference of the Parties (COP17) to 

the United Nations Framework Conven-

tion on Climate Change (UNFCCC) in 

December 2011, governments agreed 

to “develop a protocol, another legal 

instrument or an agreed outcome with 

legal force under the Convention ap-

plicable to all Parties,”2 for adoption at 

COP21 in December 2015, in Paris. The 

new agreement would become effective 

from 2020.

Although the negotiations are still at a 

relatively early stage, it appears likely 

that the 2015 agreement will reflect a 

hybrid climate-policy architecture — one 

that combines top-down elements, such 

as for measurement (or monitoring), 

reporting and verification (MRV), with 

bottom-up elements consisting primarily 

of “nationally determined contributions” 

(NDCs). In their NDCs, countries would 

specify their own targets, actions, pol-

icies — or some combination of these 

— to reduce greenhouse gas emissions. 

The character and ambition of NDCs will 

be based upon domestic political feasi-

bility and other factors, and will be sub-

ject to some system of international peer 

review.

Linkages across regional, national and 

subnational jurisdictions can make low-

er-cost mitigation opportunities available 

to a larger set of emitters and thus make 

systems more cost effective in aggre-

gate. In the case of the Paris agreement, 

the prospect of reduced aggregate cost 

could yield somewhat more ambitious 

NDCs and, during implementation of the 

agreement, facilitate compliance, polit-

ical support and overall environmental 

effectiveness. 

Importantly, with appropriate provisions 

for linkage, the agreement reached un-

der the Durban Platform can also be 

consistent with the Convention’s prin-

ciple of “common but differentiated 

responsibilities and respective capabil-

ities” (CBDRRC). The hybrid architec-

ture under consideration provides for 

self-differentiation, since each country’s 

NDC is — almost by definition — con-

sistent with each country’s own view of 

its fair share.  Linkage and the associat-

ed cost-effectiveness of the system facil-

itates more ambitious contributions from 

developed countries, realising CBDRRC 

even further, in practice.

Linkage can be very straightforward, as 

with the bilateral recognition of allowanc-

es under two cap-and-trade regimes. 

Linkage can also take place among a 

heterogeneous set of policy instruments, 

such as between and among systems of 

performance standards, carbon taxes 

and cap-and-trade systems. As NDCs 

submitted by various UNFCCC parties 

may contain any combination of market 

and non-market policy instruments, it 

would be wise to fashion the 2015 Paris 

agreement such that it would best ad-

vance heterogeneous linkage.

A review of the general economic and 

political advantages of — and challeng-

es to — linkage suggests that a number 

of regions, nations and subnational ju-

risdictions have demonstrated their re-

vealed preference for linkage, and that 

well-designed linkage of carbon markets 

has proven to both advance environ-

mental objectives and reduce costs.

With specific regard to design elements 
to facilitate linkage that merit serious 
consideration for inclusion in — or ex-
clusion from — the Paris agreement: 
First, there are a number of design el-
ements the 2015 agreement should 
avoid, because they would inhibit link-
age. These include “supplementarity 

With efforts underway to tie together various climate change efforts and make 
them count in a future climate regime, Daniel Bodansky, Seth Hoedl, Gilbert Metcalf 

and Robert Stavins look at how policy-makers could make the links

THE MOST VALUABLE OUTCOME OF THE 
PARIS AGREEMENT REGARDING LINKAGE 
MAY SIMPLY BE INCLUDING AN EXPLICIT 
STATEMENT THAT PARTIES MAY TRANSFER 
PORTIONS OF THEIR CAPS TO OTHERS
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requirements” that require parties to ac-
complish all (or a large, specified share) 
of their NDCs within their national bor-
ders. Such a provision would drive up 
costs and reduce the political viability of 
the Paris agreement. 

Other elements to avoid include: com-
peting and conflicting objectives and 
rules between the UNFCCC and nation-
al or regional trading systems; elements 
that would complicate recognition of 
national or regional carbon mitigation 
systems as valid for purposes of meet-
ing international commitments under 
the Paris agreement; and including too 
many objectives that linkage might be 
required to achieve (for example, add-
ing “sustainable development” as a 
condition for international recognition of 
linkages).

What should the 2015 agreement in-
clude to facilitate linkage, either directly 
or by establishing a process for subse-
quent international negotiations? Po-
tential rules vary along three important 
dimensions: mandatory versus optional, 
uniform versus harmonised, and legal-
ly-binding under international law (hard 
rules) versus not-legally-binding (soft 
rules). Several lessons for international 
climate negotiators can be drawn from 
a review of a number of existing interna-
tional instruments, both hard and soft, 
that regulate international trade and 
finance, including the GATT, the Basel 
Capital Accords and the OECD Model 
Tax Treaty.

First, effective linkage requires common 
definitions of key terms, in particular the 
units that are used for compliance pur-
poses. This will be particularly important 
for heterogeneous links, and it is an area 
where a model rule could be particularly 
helpful. (See below for more on model 
rules.)

Second, registries and tracking are nec-
essary with linked systems, whether 

the links are among a homogeneous or 
heterogeneous set of policies. Indeed, a 
key role for the top-down part of a hybrid 
architecture that allows for international 
linkage of national policy instruments 
will be the tracking, reporting, and re-
cording of allowance-unit transactions. 
Internationally-recognised compliance 
units would make the functioning of 
an international transaction log more 
straightforward and reduce the admin-
istrative burden of reconciling interna-
tional registries with national registries. 
Market oversight and monitoring may 
increase confidence in the system, al-
though in some cases, national and in-
ternational institutions may already exist 
or need only relatively minor additional 
capacity.

Third, many elements of linkage can 
be addressed through default or model 
rules, from which nations are free to de-
viate at their discretion. Rules that may 
benefit from this approach are typically 
concerned with the details of linking two 
or more regulatory systems. For exam-
ple, when linking cap-and-trade sys-
tems, the nations involved must consid-
er rules regarding market coverage, cost 
containment, banking and borrowing, 
compliance periods, allocation meth-
ods, and treatment of new emitters and 
emitter closures. Additional rules may 
be needed for linking of heterogeneous 
systems. Developing uniform rules for 
all of these issues is unrealistic. Instead, 
a degree of harmonisation could be 
achieved through default rules that fa-
cilitate linkage by providing a common 
framework for nations to use when de-
veloping their own linkage agreements.

Fourth, inclusion of detailed linkage 
rules in the core agreement is not desir-
able; an agreement with more flexibility 
would allow rules to evolve on the basis 
of experience. Minimum standards to 
ensure environmental integrity should 
be elaborated in subsequent COP de-
cisions — for example, establishing 

the minimum requirements for national 
MRV, registries and crediting mecha-
nisms. The function of the core agree-
ment might be confined to articulating 
general principles regarding linkage, re-
lating to environmental integrity, as well 
as authorising the COP to develop more 
detailed rules. Whatever minimum stan-
dards are adopted, international over-
sight of compliance would be important, 
to ensure the integrity both of the 2015 
agreement and of the linked national 
systems. 

The most valuable outcome of the Paris 
agreement regarding linkage may sim-
ply be including an explicit statement 
that parties may transfer portions of 
their NDCs to other parties, and that 
these transferred units may be used by 
the transferees to fulfil their own NDCs. 
From a legal perspective, such a state-
ment would be helpful in providing 
certainty both to governments and pri-
vate-market participants that linkage is 
feasible within the UNFCCC framework, 
and it is likely a necessary condition for 
widespread linkage to occur. Such a 
minimalist approach would allow diverse 
forms of linkage to arise among what 
will inevitably be heterogeneous NDCs, 
thereby advancing both cost-effective-
ness and environmental integrity.

Daniel Bodansky is Foundation Professor, San-
dra Day O’Connor College of Law, Arizona State 
University. Seth Hoedl is a student at Harvard 
Law School. Gilbert Metcalf is Professor of Eco-
nomics, Tufts University. Robert Stavins is Albert 
Pratt Professor of Business and Government, 
Harvard Kennedy School.

(1) A related discussion paper was prepared with the support of and in collaboration with the International Emissions Trading 
Association (IETA) and the following IETA members: Chevron, GDF Suez, Global CCS Institute, Rio Tinto, Shell and TransCanada. 
The authors, however, are fully responsible for any errors and all opinions expressed in this essay and the paper. The discussion 
paper will be released by the Harvard Project on Climate Agreements in November 2014, ahead of COP20 in Lima, Peru. (2) 
UNFCCC Decision 1/CP.17, p. 2, http://unfccc.int/resource/docs/2011/cop17/eng/09a01.pdf.
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CHANGING THE TERMS
OF ENERGY TRADE AND INVESTMENT:

COMPONENTS OF A 2015 CLIMATE AGREEMENT

As we move quickly towards COP21  in 

Paris, from which a global agreement on 

climate change is expected to emerge, 

there is much talk about renewable en-

ergy, energy efficiency, national contri-

butions, clean energy and other low-car-

bon development alternatives. However, 

we face the challenge of the world’s 

legacy fossil fuel-based system which 

provides energy for almost everything 

we do, use, make or buy and which, if 

extracted and exploited, has sufficient 

proven reserves to emit well beyond an 

accumulated trillion tonnes of carbon 

into the atmosphere (over 580 billion 

tonnes in up to 2014) or, in simpler lan-

guage, well above the concentration of 

GHG emissions that will cause a glob-

al temperature increase of 2°C above 

pre-industrial levels.

The impact of carbon dioxide on the 

climate (ΔT) is linked directly to the 

cumulative extraction over time of the 

fossil resources we have available. The 

efficiency of energy extraction, when it 

is used and the energy mix with low-car-

bon technology may impact the speed 

at which ΔT occurs and the unpredict-

ability of the climate’s response, it is the 

cumulative extraction that is the overall 

most important variable. If we apply the 

following equation, (where k is the cli-

mate sensitivity,  f denotes some func-

tion  and the fossil resource is expressed 

in gigatonnes of carbon, GtC);

∆T=k f {Fossil resource size (GtC), (En-

ergy price-Extraction cost)}

This means that the prevailing energy 

price would need to fall below the re-

source extraction cost to stop the release 

of carbon and limit warming. Of course, 

that is where renewable energy can play 

an important role. Nevertheless, once 

extraction is underway and all the equip-

ment is in place, the energy price has to 

fall below the marginal operating cost to 

stop the activity – however, this can be 

very low for some operations. 

Looking at this on a macro scale, where 

thousands of facilities are already in 

existence all over the world and are 

designed to last long enough to extract 

the resource they are sitting on, the task 

of limiting global emissions becomes a 

very difficult one.

THE NEED FOR
A CARBON PRICE
The above doesn’t have to be the end of 

the story. Returning to the equation, the 

introduction of a price on the resultant 

carbon dioxide emissions (a “carbon 

price”) would tilt the balance:

∆T=k f {Fossil resource (GtC), (Energy 
price-Carbon Price- Extraction cost)}

When the carbon price is high enough 

to offset the profit from the resource ex-

traction, then the process will stop, but, 

it is argued, not before. With a carbon 

price operating in the energy system, 

the alternative pathway forward for the 

resource holder or emitter would be to 

invest in carbon capture and storage 

(CCS) to negate the carbon costs and 

continue extraction rather than ceas-

ing operations. This one technology 

then becomes critical to the supply-de-

mand-emissions equation, thereby mi-

nimising the impact of carbon dioxide 

mitigation on economic growth and de-

velopment.  

But it is the inclusion of a carbon price 

within the energy system that shifts the 

balance of the equation. Not only is it 

critical at national level, but it must be-

come progressively global owing to the 

nature of the problem and the vast scale 

of international energy trading. Limiting 

carbon emissions in just a handful of 

jurisdictions, even if it is through pric-

ing, will be significantly less effective 

in achieving the broader 2°C goal. A 

broadly implemented carbon price 

would impact the terms of trade for fossil 

fuels, shifting investment patterns away 

from coal and towards lower carbon fu-

els such as natural gas and requiring the 

development and deployment of alter-

David Hone sets out what the 2015 global climate agreement needs to include
if it is to drive change across the global energy sector

THE INCLUSION OF 
A CARBON PRICE 
WITHIN THE ENERGY 
SYSTEM SHIFTS THE 
BALANCE OF THE 
EQUATION 
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native energy projects and CCS. Given 

the nearly $2 trillion  per annum that is 

expected in energy investment over the 

coming decade, this one instrument has 

enormous potential leverage.

A recent report released by the MIT 

Joint Program on the Science and Pol-

icy of Global Change  argued that with 

cost as the primary motivation, a com-

mand and control policies and mea-

sures style agreement would not be 

the economically preferred societal ap-

proach to emissions control. MIT noted 

that although in some instances market 

failures can only be cured by regulatory 

measures, substantial literature docu-

ments the potential advantage of using 

a price instrument. In their own analy-

sis where MIT assumed that if Australia, 

New Zealand, Canada, EU and Mexico 

formed a carbon trading group within a 

global agreement, substantial savings 

would be realised. This could also trans-

late to greater ambition at the same cost.

THE ROLE OF AN 
INTERNATIONAL AGREEMENT 
ON CLIMATE CHANGE
In 1997, the Kyoto Protocol sent a pow-

erful signal that carbon pricing would 

progressively permeate through the 

global economy. But as the implemen-

tation phase got underway, that signal 

became progressively weaker as some 

parties retreated from their initial enthu-

siasm and others failed to follow through 

with cogent carbon pricing based legis-

lation. Initially the EU and New Zealand 

were the only Annex 1 countries (that is, 

countries with emission reduction tar-

gets) which embraced the concepts laid 

down, although some others have since 

followed, and the Clean Development 

Mechanism (CDM) has brought a form 

of carbon pricing to many developing 

countries. In recent years, these price 

signals have reduced to just a few euros 

and, although regions such as California 

are making progress, there is no real 

sign of a price signal above $10-20 per 

tonne CO2. This is insufficient to change 

the global emissions pathway.

The outcome in Paris is now widely 

expected to consist of an aggregation 

of national contributions, sitting within 

a validation and review framework of 

some description. Whereas global car-

bon trading played a fundamental role 

in the Kyoto Protocol, no similar role cur-

rently appears likely to be an outcome of 

Paris. National carbon trading systems 

may still exist, but these would simply be 

regarded as a means to achieve a given 

mitigation contribution; the synergy and 

cost reductions that international trading 

could catalyse are at risk of being lost, 

along with a pricing mechanism to drive 

CCS development and deployment, 

among other things.

This raises the question of how an in-

ternational carbon pricing system might 

evolve in a contributions based architec-

ture. 

Some national governments may find it 

challenging to put forward meaningful 

contributions, given domestic growth 

aspirations, the fuel mix and energy in-

frastructure they have to hand and the 

immediate opportunities to reduce emis-

sions. For such cases, the ability to trade 

Assigned Amount Units  (AAU) was in-

troduced into the Kyoto Protocol, giving 

rise to an international market price for 

carbon. A parallel approach could still 

be envisaged under the Paris agree-

ment, whereby a provision is included to 

allow for the transfer of some portion of 

a contribution between parties.

For some parties this may be a relative-

ly simple process, particularly if their 

contribution is underpinned by an emis-

sions trading system (ETS). However, it 

would still require that their system was 

linked with another or that they at least 

recognised the allowances of another 

system as valid compliance units within 

their own. But this approach dictates the 

need for an emissions trading approach 

from the outset, which in many instanc-

es may not be the case. Rather, a giv-

en national government may define its 

mitigation contribution in terms of per-

formance standards, renewable energy 

objectives or even changes in land use 

practices.

Irrespective of how a mitigation contri-

bution is defined, some indication of 

future national emissions following the 

implementation of the contribution will 

also be required, simply because emis-

sions management is the core objective 

of the UNFCCC process. With a national 

emissions objective in place behind a 

contribution, it then becomes possible 

to monitor the effectiveness of the effort 

being made and measure progress. An 

emissions objective also provides guid-

ance on the necessary measures to take 

should the mitigation contribution not 

realise, or over realise, in terms of that 

objective.

Although the terms of the Paris agree-

ment remain unclear at this point in 

time, arguably it should allow transfers 

between parties to “balance the books”, 

so to speak, to at least be able to demon-

strate realisation of a given mitigation 

contribution and its impact on the na-

tional emissions inventory. With a view to 

encouraging the long-term development 

of transfers into a fully-fledged trading 

mechanism underpinned by carbon 

accounting and exchangeable units, 

a relatively modest hook is required in 

the agreement now. One example has 

been developed by the IETA Internation-

al Working Group, a compact version of 

which is as follows:

THE CDM HAS 
CLEARLY SHOWN 
THAT THE MARKET 
CAN REACT TO A 
PRICE SIGNAL AND 
MOVE QUICKLY IN
ITS RESPONSE 
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Cooperation between Parties in realizing 
their Contributions
• Parties may voluntarily cooperate in 

achieving their mitigation contribu-

tions. 

• A unified international transfer sys-

tem is hereby established.

- A Party, through public/and 

or private entities, may trans-

fer portions of its nationally 

defined contribution to one or 

more other Parties through car-

bon units of its choice.

- Transfers and receipts of units 

shall be recorded in equivalent 

carbon reduction terms.

This can then be built on through sub-

sequent decisions by the COP. While it 

is not the preferred approach to estab-

lishing a global price on carbon, it does 

at least provide the foundation for one 

to develop.

There may well be other routes to such a 

transfer based approach within the Paris 

agreement, but it is the concept of hav-

ing one that is important. 

CREDITING MECHANISMS
A major feature of the Kyoto Protocol 

and a subject that has exercised the 

minds of negotiators since 1997 is the 

crediting mechanism. The Clean De-

velopment Mechanism (CDM) is the 

current best practice example of this in 

operation.

This single tool, with the EU and Japan 

as the major buyers of the resultant cer-

tified emission reductions (CERs), has 

directed well over $315 billion  in capital 

towards lower emitting activities in de-

veloping countries. The mechanism has 

also delivered benefits to communities 

and led to the creation of an entire sec-

tor of project developers actively using 

the market to promote novel clean en-

ergy projects throughout the world. The 

CDM has clearly shown that the market 

can react to a price signal and can move 

quickly in its response.

But the CDM is not without its problems, 

with one glaring issue now confronting 

it: price. The market price for a CER is 

just a few cents (in late 2014), which es-

sentially means new commercial CDM 

project activity is no longer viable. The 

supply/demand balance for CERs is 

the underlying issue, with too little de-

mand, in part driven down by significant 

early oversupply which flooded the EU 

ETS and economic downturn leading to 

lower industrial production and which 

prompted regulators to shut the doors 

for further CERs. 

Additional demand is clearly needed 

and this can come from new jurisdic-

tions recognising CERs and then begin-

ning to purchase them as part of their 

nationally defined contributions – i.e., 

so counting them as mitigation efforts 

towards developing country contribu-

tions instead of just offsetting developed 

country emissions. This could be in the 

context of cap-and-trade systems, but 

also as part of the transfer approach dis-

cussed above.

Further to this, the CDM itself must 

change; perhaps bifurcating into a sys-

tem that supports clean energy access 

projects in the least developed econ-

omies and one that focuses on much 

larger scale systemic change in newly 

emerging economies that have yet to 

move towards their own cap-and-trade 

approach. The latter step would tend to 

target power generation and therefore 

better align the abatement opportunities 

presented through the CDM with those 

being targeted in the cap-and-trade sys-

tems that are open to CER purchase. 

This also minimises potential arbitrage 

between systems and makes for a more 

acceptable carbon market.

IN SUMMARY
Whether it is through a structured trans-

fer system under the Paris agreement 

or progressive bilateral and multi-lateral 

linkage of national ETSs, cross border 

and ultimately global carbon market de-

velopment must become a fixture of the 

international climate change agenda. 

This will undoubtedly include crediting 

mechanisms of some description, built 

on the experience of the CDM or, ide-

ally, bringing structural change to the 

CDM itself and making its price relevant 

to least developed and newly emerging 

economies.

Without such provisions and changes, 

the world may find itself unable to im-

plement a broad-based carbon price 

within the energy system, or even have 

an incentive or catalyst to trigger such a 

process. Unless it does, the goal of halt-

ing the accumulation of carbon dioxide 

in the atmosphere is probably lost, let 

alone at a level that equates to 2°C.

David Hone is chairman of IETA’s International 

Working Group. He works for IETA member com-

pany Royal Dutch Shell plc where he is Chief Cli-

mate Change Adviser. This article is a personal 

reflection of the current discussions in IETA and 

its proposals for the Paris agreement. 

(1) Conference of the Parties to the United Nations Framework Convention on Climate Change (2) See Table SPM.2, Summary for Policymakers, IPCC 5th Assessment Report, WGIII. (3) IEA World 
Energy Investment Outlook 2014 (4) Report 264, Expectations for a New Climate Agreement, by Jacoby, HD and Y-HH Chen (August), Joint Program Report Series, 24 p., 2014 (5) “Contributions” 
may include action on mitigation, but they are not limited to this. They could also include adaptation, finance, capacity building and technology transfer or support. (6) A carbon unit allocated by 
the UNFCCC to developed countries with Kyoto targets. In a given Kyoto period, those countries would be required to surrender one AAU for each tonne of CO2e emitted. (7) CDM Executive Board 
Annual Report 2013. http://unfccc.int/resource/docs/publications/pub_cdm_eb_annualreport_2013.pdf

A BROADLY IMPLEMENTED CARBON PRICE WILL 
CHANGE THE TERMS OF TRADE FOR FOSSIL 
FUELS AND SHIFT INVESTMENT PATTERNS
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IETA has been the voice of business in harnessing the power of markets in reducing GHG 
emissions since 1999. Because the challenge we face requires a coordinated global solu-
tion, IETA draws on the expertise of over 140 members covering the full spectrum of major 
energy, manufacturing, commodities, finance, and service companies. We lead the way on 
carbon pricing, climate finance and offsetting in the places that matter - all across the globe.
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