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Abstract

Carbon markets are substantial and expanding. There are many les-
sons from experience over the past 9 years: fewer free allowances,
careful moderation of low and high prices, and a recognition that
trading systems require adjustments that have consequences for mar-
ket participants and market confidence. Moreover, the emerging in-
ternational architecture features separate emissions trading systems
serving distinct jurisdictions. These programs are complemented by
a variety of other types of policies alongside the carbon markets. This
architecture sits in sharp contrast to the integrated global trading ar-
chitecture envisioned 15 years ago by the designers of the Kyoto Pro-
tocol and raises a suite of new questions. In this new architecture,
jurisdictions with emissions trading have to decide how, whether,
and when to link with one another, and policy makers must confront
how to measure both the comparability of efforts among markets and
the comparability between markets and a variety of other policy
approaches.
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1. WHY CARBON MARKETS?

The 1980s and 1990s witnessed a growing awareness of climate change risks and the associated
need to reduce greenhouse gas (GHG) emissions. Beginning with the first World Climate
Conference in 1979, attention culminated with the signing of the UN Framework Convention
on Climate Change (UNFCCC) at the 1992 Earth Summit in Rio de Janeiro. In that agreement,
166 (now 194) nations acknowledged the need to limit the accumulation of GHGs in the
atmosphere to a level that will “prevent dangerous anthropogenic interference with the climate
system.”’

During that same period, emissions trading began emerging as a practical and increasingly
popular policy tool to address pollution control, particularly with the successful phasedown of
lead in gasoline and the creation of the acid rain trading program in the United States (Stavins
1998, Tietenberg 1985). On the international scene, the Montreal Protocol on Substances that
Deplete the Ozone Layer, signed in 1987, laid clear groundwork for the idea of targets and
timetables for emissions levels in different countries and included some emissions trading. It is
therefore not surprising that there was considerable enthusiasm for using this tool to address
climate change as countries grappled with how to meet their emissions objectives in the 1990s.
Indeed, advocacy for international GHG emissions trading began in the late 1980s and early
1990s: The United States initially promoted it in the UNFCCC treaty negotiations, and the idea of
joint implementation as an informal version of emissions trading ultimately appeared in the
UNFCCC (Wiener 2001).2

This enthusiasm for emissions trading ultimately overcame various objections and led to the
signing of the Kyoto Protocol in 1997.3 The Kyoto Protocol was the first vehicle for emissions
trading in GHGs—or what we term carbon markets.* The Protocol set up a system of emissions
limits for a basket of six GHGs for developed countries, mechanisms for those countries to trade
emissions limits, and mechanisms to offset those emissions by financing emissions reductions in
developing countries. Although the Kyoto Protocol itself has led to a very small number of trades
directly among countries, the European Union and a variety of other jurisdictions have since
pursued emissions trading to reduce their GHG emissions. Carbon markets are now the largest
class of environmental or emissions trading markets in the world in terms of both volume and
market value, by a very wide margin.

But how effective has emissions trading been at addressing climate change? What are the
distinguishing features of trading in emissions of GHGs compared with, for example, conven-
tional air or water pollution? What have we learned as carbon markets have been designed,
implemented, operated, and revised? The purpose of this article is to answer these questions and to
highlight new emerging issues that now need to be confronted. After 9 years of carbon market
experience following the implementation of the EU Emissions Trading System (EU ETS) in 2005
(see Figure 1)—experience that includes growing market volumes, market value, and emissions
coverage—at least part of the answer must be, yes, carbon markets can work effectively. However,
important lessons and questions remain for current and future policy makers, analysts, and
researchers.

!See Article 2 of the UNFCCC.
2Joint implementation refers to one nation financing (partly or in whole) an emissions reduction project in another nation.

*Objections included an early focus on emissions taxes in the European Union (Barrett 1998) as well as more general issues
related to emissions trading (e.g., Sandel 1997).

*We use the term carbon market because CO, is the dominant gas in terms of its overall contribution to global warming and
because the units of trade are denominated in terms of CO, equivalent.
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The next section provides an overview of the normative theory of carbon market design,
beginning with a description of some of the relevant attributes of GHGs. Section 3 discusses
the design and implementation of actual emissions trading programs, whereas Section 4
describes and draws lessons from experience in the markets that have been created. Section 5 looks
forward and describes key issues facing emissions trading policies now and in the future.

2. NORMATIVE THEORY OF POLICY DESIGN FOR CARBON MARKETS

A number of distinguishing attributes of the climate problem are relevant to the design of carbon
markets and differentiate them from most other emissions or resource markets. The first is the
global nature of the climate problem. CO, and other GHGs are some of the few examples of global,
uniformly mixed pollutants: Most GHG emissions throughout the world have the same con-
sequences regardless of where they are emitted.’ Put another way, GHG emissions have exactly
the same externality properties across countries that many conventional emissions have within a
local jurisdiction. It is insufficient to control the GHG emissions from a particular source or region
to reduce the risks to that region. This feature of the climate problem requires that, ultimately, an
internationally coordinated approach be taken, with implications for carbon markets that make
them unusual, if not unique, among environmental markets.

Second, many GHGs are long-lived stock pollutants, remaining in the atmosphere on the
order of decades to centuries. The accumulated global atmospheric concentration of GHGs, rather

>Ozone-depleting substances are one other example. Aerosol GHGs, such as black carbon and sulfate, can have regional
climate impacts.
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than the amount emitted at a particular time, is linked to global warming and climate change.
Along the same lines, the capital stock that produces, distributes, and consumes GHGs also tends
to be long lived; cars and major appliances typically last for more than a decade, whereas power
plants and buildings last several decades. It is therefore important to keep in mind a long-term
global perspective when one is addressing the climate problem, even when considering near-
term regional policies.

Third, although CO, is the dominant GHG, there are numerous GHGs of varying potency
(quantified in terms of the amount of heat energy trapped by a given amount of each gas) and
longevity, from methane, with an average lifetime of 12 years, to sulfur hexafluoride, with a
lifetime of 3,200 years.

Fourth, GHGs are pervasive in the economy, rather than being identified with a particular set
of sources, sectors, or technologies. CO, is a fundamental product of the combustion of fossil
fuels (coal, oil, and natural gas) for energy production. Energy is used everywhere, and fossil fuels
are the source of more than 80% of US and global energy consumption. As a consequence, the
potential market size is much larger than other existing environmental markets. For example, in
2010, fossil fuel combustion accounted for approximately 32 billion metric tons of global CO,
emissions (Boden et al. 2013). The market value of 1 year of allowances for these emissions
at $10/metric ton would be $320 billion; at $25/metric ton, it would be $800 billion. The market
value of allowances—the amount ultimately paid by consumers to whomever initially holds the
allowances—represents an enormous cost to those paying and will likely be many times the
actual cost of reducing emissions (Burtraw & Evans 2009).

Fifth, uncertainty is pervasive. In part related to the long time frames associated with accu-
mulated emissions and energy-using capital, uncertainty about climate risks, mitigation costs, and
technology development creates additional challenges for policy analysis, construction, and
implementation.

When placed in an economic paradigm, the above attributes of the climate problem have
anumber of implications for carbon market design. We discuss the most important of these in this
section, including the importance of compliance flexibility for cost-effectiveness; the significance
of benefit and cost features for efficient instrument design; and the link between allowance allo-
cation, government revenue and use, distributional impacts, and international competition. For
further details on several of these design issues, Aldy et al. (2010) provide a thorough review of the
literature on designing climate mitigation policy.

2.1. Cost-Effectiveness, Comprehensiveness, and Flexibility

Cost-effectiveness, or achieving a given aggregate GHG mitigation target at the lowest possible
cost, tends to be a top-tier concern for market-based policy design. To theoretically enable cost-
effectiveness (although not empirically guarantee it), the above characteristics tend to point to
the design of carbon markets that have comprehensive coverage (i.e., across all gases, sectors,
sources, and technologies), that take advantage of mitigation opportunities at a global scale, and
that have a long-term time horizon and a structure that supports integrated decision making across
time. This approach, sometimes referred to as “what, where, and when flexibility,” underpins
a normative tendency toward comprehensiveness and minimal barriers to trading opportunities.

“What flexibility” relates to the comprehensiveness of any carbon market. Theory guides
design toward the inclusion of as many types of GHGs (e.g., CO,, methane, nitrous oxide, and
fluorinated compounds), sectors (e.g., electricity, transport, industry, and agriculture), and
technologies (e.g., fuel switching, carbon capture and storage, and forestry or other bio-
sequestration) as is feasible.
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“Where flexibility” speaks to the significant variation in the costs of GHG mitigation across
regions and countries. When one is designing a carbon market for any specific jurisdiction, it is
important to consider the extent to which allowances from other jurisdictions or offsets will be
accepted for compliance. Offsets refer to credits received for reducing emissions or for removing
GHGs directly from the atmosphere (e.g., through forestry) that are not otherwise covered under
a particular cap. Offsets can occur within or outside of the jurisdiction covered by an emissions
cap. So long as the validity of such allowances or offsets can be established, cost-effectiveness
would tend to point toward open trade in allowances across jurisdictions.

Finally, given the long-lived, stock pollutant nature of most GHGs, emissions on any particular
day, month, or year are relatively inconsequential for climate impact; what matters is the accu-
mulated volume in the atmosphere. As a result, allowing “when flexibility” through banking or
borrowing of allowances across time tends to increase cost-effectiveness without additional harm
to the climate. So long as the full range of mitigation options across space and time are available to
the market, trading will in principle lead to a cost-effective allocation of pollution control actions
through the elimination of opportunities for arbitrage.

2.2. Efficiency and Instrument Design Under Uncertainty

In addition to cost-effectiveness, which implies equalization of marginal pollution control costs
across all potential mitigation options, overall economic efficiency requires balancing the expected
marginal benefits and the expected marginal costs of GHG mitigation (Interagency 2013, Na-
tional Research Council 2010). Such calculations present challenges given the aforementioned
characteristics, particularly in terms of the valuation of emissions consequences over their rela-
tively long lifetime in the atmosphere. In addition to the difficulty of estimating and monetizing
climate change damages, economists are not in agreement over how to compare consequences over
long periods of time (Aldy et al. 2010, Arrow et al. 2012, Interagency 2009, National Research
Council 2010).

Economics has been more informative regarding the benefit-maximizing design than regarding
the stringency of policy instruments. In particular, the economic literature on climate policy in-
strument choice under uncertainty (Newell & Pizer 2003, Pizer 2002) points to the advantage of
price-based instruments (i.e., a carbon tax) over quantity-based instruments (i.e., cap-and-trade)
on the basis of a modified Weitzman-type argument (Weitzman 1974) and assuming that
compliance has to be achieved on an annual basis. This work also shows that price-like mod-
ifications within a cap-and-trade program—ceilings and floors on the allowance price or adjusting
the cap to accommodate cost shocks—could achieve the same outcome as a carbon tax (Murray
et al. 2009, Newell et al. 2005). Recent work shows that cap-and-trade programs with banking
provisions—which are included in virtually all such programs—could come close to the efficiency
of a carbon tax under certain assumptions (Fell et al. 2012).

2.3. Allowance Allocation: Equity and Efficiency

As with other market-based programs, GHG allowances can be auctioned, allocated for free, or
some combination of the two. Allowance allocation has distributional and efficiency con-
sequences that can be large—on the order of hundreds of billions of dollars—given the sizable
economic rents at stake. As noted above, because of the relatively small ratio of mitigation to
emissions in most carbon trading regulations to date, payment of these rents tends to be the
dominant distributional cost.
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In many key carbon-emitting sectors, we would expect competitive pressure to lead product
prices to reflect carbon content, regardless of any free allocation to those sectors.® Consequently,
end users of energy would ultimately end up paying these rents. In turn, there could be significant
distributional impacts to alternative free allocation approaches and formulas that distribute these
rents, with implications for feasibility and equity across firms, income groups, regions, and
generations.

Most arguments for free allocation (or earmarked uses of auction revenues) focus on the need
to address an otherwise undesirable distribution of burden. Weighing against these distributional
concerns is the prospect of using this revenue to offset other distortionary taxes. The literature
tends to support the view that revenue-neutral full auctioning and the use of proceeds to lower
other distortionary taxes offer a significant potential gain in efficiency relative to free allocation or
lump sum redistribution of revenues (Aldy et al. 2010).

A third possibility is the use of auction revenues to support complementary GHG mitigation
efforts—such as funding energy efficiency programs and technology research, development,
and demonstration. Although there is no equity or efficiency gain, from a practical point of view,
the use of carbon market revenue to support other GHG mitigation programs has appealed to
policy makers and has been a prominent feature of proposed and implemented carbon markets.

3. PROGRAM OVERVIEW AND KEY DESIGN CHOICES

Carbon markets have been established at the international, national, and subnational levels, as
highlighted in Figure 1. This section briefly summarizes the initial design choices in a variety of
programs and markets and then compares elements along the key normative dimensions. Table 1
provides a summary of these elements. We describe major changes in specific markets, and the
experiences that prompted these changes, in Section 4.

3.1. Program Overview

Carbon markets have emerged across a range of jurisdictions over the past two decades, with
several new programs currently under development or in pilot phases. Program designers face
a variety of choices regarding how to structure carbon markets, and past experience in early
trading programs is shaping the design choices of new ones.

3.1.1. Kyoto Protocol. The Kyoto Protocol established the first nonvoluntary carbon market,
committing certain nations to meet GHG emissions reduction targets and establishing a frame-
work for allowance trading across international borders. However, the Kyoto Protocol has not led
to an internationally liquid carbon market, and its future as a framework for reducing emissions
is uncertain, with the second commitment period covering only approximately 15% of global
emissions (Chacko 2012).

One enduring result of the Kyoto Protocol has been the establishment and execution of the
Clean Development Mechanism (CDM) and Joint Implementation (JI) offset programs, which
have seen robust activity and trading. CDM projects reduce emissions in developing nations,
whereas JI projects come primarily from projects in the former Soviet Union. Both project types
seek to encourage clean energy investment and learning while reducing emissions at low cost, and

®Exceptions to such pass-through may include utilities under cost-of-service regulation (in which such pass-through is
prohibited) and industries facing strong international competition (and thus world prices).

Newell + Pizer * Raimi



(ponurjuo)y)

S19SJJO YIIM
oW SANI[ICEI] UOqIed e
¢pardasoe s19s770 dmISaWOP

uoisiaoxd 1-103-7
fTTOT Ut SuI[Id uoy

Ayisuayur £810u9 Jo siseq ay3
uo Ansnpur 01 UOLEdO[[e

ST0T 4q ur
paseyd Awouods

s19818)
0104y

uo paseq
sfeod ‘deod

10 I[/INAD %00T 02 dn | dmowry/ggg 1007 ON 91} 9%06—09 ‘suondE ON O3 JO SI0INS [V yrdxe oN qC1OT UL INLT PUE[EsZ MIN
(111 @seyd)
10T ut poppe SUl9p
pa10113sa1 2q LB J[ 9A0qe UONBIAE €T Ieaul| pue
SE SUOTIOLIISAT JWIES {)70T 0207 £q o paseyd ul pappe dIouw (11 @seyd)
y3noiya pamoqe INAD Apsow suonedo[[e 321j €800 Ul pappe Surreys soSueyd
%£—9 ‘UOLBU £q SILIEA ABUBYI ON | *€TOT Ul pAUOmINE %G~ SALISNPUT MIN] uspang N TroTugre udisap Ny
paadacoe 10u Ansnput
sad£1100l01d 19130 My € puUE pue 103095 1omod 10§ Ansnput sued
£Ansa105 ‘pamole I[/INAD uonedo[[e 34 %00 01 dn £aeay 3sowr uonedo[[e (£007-S007)
%070 ‘uoneu £q satrep | Ioopj/3urfad aotid oN {paUONINE WNWIXEW 9% (0 101035 ToMOJ [euoneN. <yl 1 9seyd N
(se3 [eanyeu
9ATISAT ‘y10dsuen)
aseasour Aewr sad£1 pardoooe ddUBMO[[E $198811) Jwn 1940 SUISLIIIIP S10INqLIISIP [0
Jo quinu {pandadde 9o11d w03 drIew Ansnpur ‘A31011393]9 03 1CTOT f[erIsnpul 0707 4q
A[IUS1IND SI9SJO dISIWOP JO /0S=0%$ ‘U0l dImaw SOUEBMO[[E 391 JWIOS {CT0T 931e[ 101098 S[PA3] TT0T STOT Ur INOOY
sad£3 1noj fs319s330 94,8 03d) | /0T JO 100[j uondNY | ur pauondne sywad Jo ¢/~ romod :¢107 MO[q 9% ST ‘CTOT UTTNO9T BIuIOJED)
1dwoxa
uoneIsAIoJop
paidoooe Ansnpur pue aan3noude s3198181
$39S3J0 d1SIWOP 9%,00T AA®ay 01 UONEBIO[[® fa1sem 0104y U0
o3 dn pue [[/INAD %S'CT ud yng paroadxe 991 %699 YuM ‘C10T ‘110dsuen PasEq [249] crocut
01dn ‘¢ ur Suneis 9A0(QE UO0] dLIOW ur SuUOIdNE SUOHEIO[[E ‘Ansnpur des {0707 4q paxel INOTT
f§10T 03 C10T wody Ajuo /OT$V e 305 SuI[Id 31J %05~ P ‘€TOT Ul £aeay 3sowr S[PA91 000C +STOT 70}
$19sJ30 dnsawop 9, ¢ 01 dn 100p3 2oud oN | 9o1id paxiy uo3 dLRWY/ETEY €10109S 19MOJ MO[q %6 19s 304 J0u dep) elensny
S19SPO JUDWIUIBITOD 150D UONEBIO[[E dUBMO[[Y $10309s Pa12A0D) [049] des (1eak 10d
10§ siseq SU0) JLIJOW) JZIS

eunxoiddy

suorsiaoxd weidord Surpen suoIssIId PalddPs T dqe],

"Ajuo asn feucsied 104 "GT/ZT//0 Uo AisAIUN aNA Aq papino.d Ssa00y
B10'sme 1M fenuUR MMM WO} PBPEOIUMOQ ‘STZ-T6T:9#T0Z U0IT "IN0SSY A9y ‘NuuY

197

www.annualreviews.org * Carbon Markets: Past, Present, and Future



"SUOISSIWD JO SUO UOI[[I /{ A[YSN0I PII2A0D TT(T Ul PIIIPUILINS SIOUBMO[[E UOT[[IUU /T 3y} IEY) SUBIW PUB[LIZ MIN] UT UOISIA0IA [-10J-7 DY ] ¢
‘[eadax Aue 03 1o11d syuswapd uSisop wieroid Ayl 9qLIISIP IM “1AIMOF] “A[1 A[Burseaiour sxoof 2o1d uoqaed s erjensny jo [eadar oy 1Xa1 Y3 Ul AJ0U IM SY,
*JADENIU] SBD) 9SNOYUIALN) [eUOISY ‘[HDY ‘uonerudws(dwy jutof ‘I ouemofie NF ‘YN ‘wsiueydsapy 3uswdopadq ued) ‘N D SUONBIAIQQY

9AISI DUBMO[[E 070T 4q
$107¢ Ul $19s130 s198311 2o11d S[9A9] 00T soSueyd
wnwixew % e°¢ I[/INAD ON uoy StRwW/01-L§ adueyd oN adueyd oN MO[Rq %SY Nle6 10T 190U
SIOUBMO[[E 135]JO
[euonippe
S1yS19Y UIe1Id Yoeal s193311 Sury1e0 9o11d
sao11d J1 paadadoe s3asjjo uo3 dLRW/)[-L$
%0T 10 % TTOT Ul 819530 f€10T Ul U0} dLapw pauonone S[9A91 600C (+107-21d)
WNUWIXBW % ¢*¢ ‘I[/INAD ON /€6°T$ 3B 100[§ LI sadUBMO[[E [[B A[1BaN] | AJUO 101038 19MOJ MO[aq %0T NS9T DO
oum (sed [emeu
9ATISAT 19A0 Buiseardap Ansnpur ‘y10dsuen)
pardaooe oueMO|[e $1933113 A310113039]9 03 $9d0UBMO][B SI0INQLIISIP [a0J
S395JJ0 9, ¢ 031 dn <1978 2o1ad w03 ormow 2913 dwos ‘€107 £q :CTOT f[emsnpur 0207 49
paonpoaur oq Aew [[/INAD /0S—0$ ‘U0l drmPw pauonone 9,06 01 dn pue a81e[ 101098 S[9A9] S00T STOT Ur INS9T
faseyd 3511y Ul [[/INAD ON | /0T$ JO 100]j uondINY 10T ul pauonone 901~ Jomod :¢10¢T MO[Rq %S ‘€10T W INTT 2gand
SISO JUSWUILIUOD 150D UONEBIO[[E OUBMO[[Y $10303S PaIdA0)) [0A9] dea (readk xod
10§ siseq SU0) d11JoW) AZIS
srewnxoiddy

"Ajuo asn feucsied 104 "GT/ZT//0 Uo AisAIUN aNA Aq papino.d Ssa00y
B10'sme 1M fenuUR MMM WO} PBPEOIUMOQ ‘STZ-T6T:9#T0Z U0IT "IN0SSY A9y ‘NuuY

(panunuo)) 1 31qeL,

Newell + Pizer * Raimi

198



Annu. Rev. Resour. Econ. 2014.6:191-215. Downloaded from www.annualreviews.org

Access provided by Duke University on 07/12/15. For personal use only.

the resulting emissions credits are purchased by either nations or firms operating in certain
markets—namely the European Union.

3.1.2. EU Emissions Trading System. Although most European nations favored a carbon tax
going into the Kyoto negotiations, the European Union has created by far the world’s largest
carbon market: the EU ETS. The program’s initial design was highly decentralized, with EU na-
tions retaining significant discretion as to how to distribute emissions credits to different sectors
of their economies (Kruger 2007). In the program’s first two phases (2005-2007 and 2008-2012),
the vast majority of allowances were allocated to firms free of charge. National plans also specified
the number of CDM or ]JI credits available to market participants, with limits ranging from 0%
to 20% (European Commission 2009). The EU ETS has no floor or ceiling price for allowances.

3.1.3. United States. The United States withdrew from the Kyoto Protocol, does not have a na-
tional emissions market, and is currently pursuing federal regulations that may or may not in-
clude market elements (Tarr et al. 2013). Nonetheless, two substantial subnational programs
have developed.

First, the Regional Greenhouse Gas Initiative (RGGI, pronounced “Reggie”) began in 2009,
covers only the electric power sector, and comprises nine northeastern states. Nearly 100% of
allowances are sold at regular auctions that include a price floor that varies over time. A second US
market began in California in 2013. The program auctions roughly two-thirds of its allowances,
initially covering the power sector and large industrial sources and accounting for roughly 37 % of
the state’s GHG emissions. By 20135, the program will expand to cover 85% of GHG emissions,
including transportation fuels (California Code of Regulations 2011). California currently allows
emitters to meet up to 8% of their compliance obligations through domestic offsets, which are
certified by state regulators. The program maintains a $10 price floor for allowances and includes
atiered system of reserve allowances that can be tapped at prices of $40-50 per allowance (Murray
et al. 2009).

3.1.4. Canada. Canada ratified the Kyoto Protocol in 2002 but never passed comprehensive
national legislation to regulate emissions. Many Canadian policy makers are reluctant to act on
climate change without the United States taking comparable action. Nonetheless, several prov-
inces have made independent efforts to reduce GHG emissions (Canadian Government 2011,
De Souza 2011).

Quebec initiated a carbon market on January 1, 2013. The program will affect large industrial
sources but will not affect most electricity generators because nearly all of Quebec’s electricity
comes from non-carbon-emitting hydropower. Quebec developed the system to be compatible
with that of California, and the two programs linked together in early 2014 (we discuss linking in
Section S5.1).

The resource-rich province of Alberta, which produces roughly 35% of Canada’s GHG emis-
sions, has adopted an approach based on reducing GHG intensity (measured as GHG emis-
sions per unit of economic output). Most allowances are allocated freely to emitters, and as
of 2011, the program covered 106 facilities that accounted for roughly 45% of Alberta’s GHG
emissions (Environmental Defense Fund and International Emissions Trading Association 2013).
Although the program allows for allowance trading between firms, a significant allowance market
has not emerged.

3.1.5. New Zealand and Australia. In 2008, New Zealand launched an emissions trading pro-
gram that was designed to cover almost all emissions, with caps based on its 2008-2012

www.annualreviews.org * Carbon Markets: Past, Present, and Future

99



Annu. Rev. Resour. Econ. 2014.6:191-215. Downloaded from www.annualreviews.org

Access provided by Duke University on 07/12/15. For personal use only.

200

commitment under the Kyoto Protocol.” Given the country’s size, New Zealand’s program
includes a relatively small number of large emitters and was built around the idea of linking to
other markets such as the CDM. Industries facing international competition, horticulture, and
fishing receive up to 90% free allocation. There is a ceiling price of NZ$25, and there is no price
floor (New Zealand Government 2012).

In Australia, major carbon emitters pay a fixed carbon price set by legislation, with a plan to al-
low market trading to set the price beginning in 2015. In August 2012, Australia announced that
its program would link with the EU ETS, allowing emitters to surrender European allowances to
comply with up to 50% of their requirements (Australian Government 2012, Reklev 2012).
However, Australia’s conservative party, which has made repealing the carbon price “the top
priority” on its agenda, gained control of the parliament in mid-2013 and is moving in 2014 to
repeal the carbon price (Australia Liberal Party 2012). At the time of this writing, the repeal of
Australia’s carbon price looks increasingly likely but has not yet been finalized. As such, the
remainder of this article discusses Australia’s program as if it were to be implemented as planned.

3.1.6. China. China, the largest aggregate emitter of GHGs, is developing a series of subnational
carbon markets (Han et al. 2012), several of which launched in late 2013 and early 2014. The
markets will cover roughly 700 million tons of CO, per year and will be based on emissions
intensity targets, with the eventual goal of reducing emissions by 45% per unit of GDP by 2020
(Reklev 2013). Recent reporting indicates that, although the programs are regional, China may
intend to develop a nationwide market that is capable of linking with other national or regional
markets (Stanway 2013). To date, China’s primary contribution to international carbon markets
has been as a developer of CDM projects, although China appears poised to become a more
important market participant in the coming decades.

3.1.7. Other markets, including voluntary markets. Recentlegislation passed in South Korea and
Mexico has laid the groundwork for new national-level programs beginning in 2015. Programs
are also under discussion in India, Japan, Vietnam, and Thailand, indicating an interest in carbon
markets across much of Asia. Other emissions pricing proposals are currently under discussion or
development in Brazil, Chile, and South Africa, among others (World Bank 2013).

Finally, voluntary carbon markets refer to a variety of private organizations that allow indi-
viduals or businesses to purchase offsets from emissions reduction projects. Since 2002, voluntary
markets have grown from $43 million in revenues to a peak of $705 million in 2008 and stood at
$523 million as of 2012 (Ecosystem Marketplace and Bloomberg New Energy Finance 2008—
2013). Dozens of organizations offer voluntary carbon offsets, and their standards for evaluating
and monitoring GHG reduction projects can be less stringent than those used for the CDM or
JI. Among the benefits of less stringent standards are reduced bureaucracy and the potential
for lower project costs; however, weaker standards may also lead to the certification of projects
that do not provide their stated benefits (Benessaiah 2012).

3.2. Key Normative Design Choices

Carbon market designers face a variety of choices with important implications for the cost-
effectiveness, economic efficiency, and distributional effects of emissions trading programs.

7New Zealand has not renewed its commitments under the 2013-2020 period of the Kyoto Protocol. However, its carbon
market will continue to seek reductions through negotiations within the UNFCCC framework.
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These choices inevitably involve trade-offs and can create challenges at the technical and po-
litical levels.

3.2.1. Cost-effectiveness. Our earlier discussion focuses on the need for “what, where, and when
flexibility” to maximize cost-effectiveness. “What flexibility” encourages the inclusion of as many
emissions sources as possible in a trading program. To date, most programs have focused initially
on large stationary sources such as power plants and industrial factories. Such sources have
relatively low monitoring costs and—from a political perspective—are often easier to target for
regulation than sources such as transportation. Heavy industrial processes (e.g., cement, alu-
minum, and lime) are covered by every major system other than RGGI. Transportation emissions
are covered (or will be covered) in New Zealand, Australia, California, and Quebec.

“Where flexibility”—which encourages flexibility to shift mitigation efforts across jurisdic-
tions—is evolving. Above, we discuss linkages between programs in Quebec and California, on the
one hand, and proposed linkages between programs in Australia and the European Union, on
the other. Given the observation that reductions in developing countries offer the largest potential
for low-cost mitigation opportunities (Weyant & Hill 1999), we might expect to see a larger focus
on international emissions offsets than on linkages among developed country jurisdictions. Indeed,
although specific provisions and restrictions vary, all programs to date include or envision in-
cluding international offsets in some capacity. Offsets from the CDM and JI played a major role in
the initial phases of the EU ETS, with some member states allowing up to 20% of emissions
reductions to be met with offsets (Ellerman et al. 2010). New Zealand has no limit on offsets.

Some programs emphasize local rather than international offsets. Offset projects based within
a program’s borders ensure that the associated investment stays close to home, although the
projects may cost more than international opportunities, implying higher costs for locally reg-
ulated industries.

“When flexibility” encourages flexibility to shift emissions over time among regulated sources.
With few downsides, banking provisions have been included in every major program, although
borrowing provisions have been less widely adopted despite the potential for economic benefits
(Fell & Morgenstern 2009).

3.2.2. Efficiency and uncertainty. Economicefficiency—as opposed to cost-effectiveness—requires
balancing costs and benefits and emphasizing relatively stable prices. There is no explicit balanc-
ing of costs and benefits in any program, and jurisdictions have taken a variety of approaches to
setting reduction targets and measuring progress. However, many programs have included price-
like elements that improve efficiency, as noted above. Australia and New Zealand incorporate a
price ceiling. California, Quebec, and RGGI have price floors. California and Quebec also include
a tiered system of reserves, although the effectiveness of such reserves as a ceiling has been
questioned (Bailey et al. 2012).

3.2.3. Allocation. After an early tendency to provide free allocations, new programs and revi-
sions to existing programs have moved toward auctioning allowances. However, almost no pro-
gram has explicitly directed auction revenues to be used to cut other distortionary taxes, as ad-
vocated on efficiency grounds, with the exception of Australia (and British Columbia, which has
a carbon tax and has no plans for a carbon market). In many programs (e.g., RGGI and those of
Alberta, Australia, and California), governments put a share of revenues from auctions toward
projects such as renewable energy, carbon capture and storage, and energy efficiency.

Where there has been free allocation, the focus has tended to be heavy industry, particularly
those firms facing competition outside the regulated region. Fearing economic dislocation,
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governments continue to give substantial free allocations to such firms. In every trading program
that includes heavy industry, trade-sensitive industrial sectors receive up to 95% free allocation.
When free allocation has gone to firms not facing competition outside the regulated region, they
generally pass along the opportunity costs of freely received allowances, reaping windfall profits,
a topic we return to below.

4. MARKET EXPERIENCE AND LESSONS

Having explored the initial design features associated with different carbon markets, we now turn
to market experience and evolution. We focus on the EU ETS, CDM, and RGGI, for which there
are at least several years of data, but we also include recent information on New Zealand and
California.

Figures 2 and 3 provide basic information on carbon prices and volumes. Carbon prices in the
EU ETS and CDM—the two largest markets—have generally fallen since 2008 in response to the
global economic slowdown. Nonetheless, trading volumes have remained robust.® Although new
markets in California and China will rival the EU ETS in pure volume of allowances, the EU ETS
has dominated the marketplace to date, with far greater volumes, liquidity, and price volatility
than any other market. The EU ETS is also the largest outlet for CDM and ]I credits. Additionally,
the EU system is the only one in which a significant secondary market has developed, with market
participants buying and selling standardized contracts up to 5 years in advance on a variety of exchanges.

4.1. Lesson: Positive Prices Imply Emissions Abatement (but How Much Is Unclear)

The mere presence of a consistently positive price on carbon suggests that carbon markets are
having at least some impact on behavior with regard to emissions levels. Program design, un-
derlying fuel prices, and larger economic forces affect the behavior of market participants, but
primarily due to the youth of the EU ETS and other programs, research on the effect of each of
these three variables relative to the carbon price remains limited.

One way to approach the abatement question is to estimate emissions reductions on the basis of
elasticities derived from related analyses. A rough analysis of a variety of modeling projections in
the United States suggests emissions semielasticities of 0.0015-0.0035 per dollar in the year 2020
(Fawcett et al. 2009, Newell et al. 2014). That is, for each $10/metric ton increase in the price
of US CO, allowances, emissions in 2020 would be between 1.5% and 3.5% lower compared
with a scenario with no price on CO, emissions. If similar economic dynamics are at play in the
EUETS, the program’s phase I average allowance price of $16/metric ton would suggest that emis-
sions fell between 2% and 6% compared with a business-as-usual (BAU) scenario.

Existing research falls in line with this estimate. Empirical research on phase I of the EU
ETS suggests that during 2005-2007, emissions fell by 2-5% compared with a BAU scenario
(Anderson & Di Maria 2011, Ellerman et al. 2010). Because phase II of the ETS only recently
concluded, we lack empirical research on abatement for 2008-2012. However, by using the
semielasticities noted above, the $20/metric ton average price of EU allowances (EUAs) from
2008 through midyear 2012 implies a reduction of 3-7% compared with a BAU scenario with no
emissions trading system in phases I or II. With prices hovering at approximately €5 through 2013,
the potential for emissions reductions will likely be significantly reduced if prices remain low.

$Reports indicated a 23% decline in EU ETS volumes in late 2013 compared with a year earlier. This decline may be connected
to a continuing shift from brokers to exchange-based trading (Szabo 2013).

Newell + Pizer * Raimi



Annu. Rev. Resour. Econ. 2014.6:191-215. Downloaded from www.annual reviews.org
Access provided by Duke University on 07/12/15. For personal use only.

$35 T T T T T T T

CDM
$30

425 b EVETS / \\
ol ™ [ N\
\ / -

$15 AN

N \ / New Zeaand \

\/ | . . RGGI . \\.K

0
2005 2006 2007 2008 2009 2010 2011 2012 2013

Figure 2

CO, prices (annual average price per metric ton CO,, nominal US$). Exchange-traded prices are through August 29, 2013, as reported
by the following sources: Point Carbon (http://www.pointcarbon.com/news/marketdata/euets/forward/eua/), RGGI COATS

(http://www.rggi.org/market/tracking/coats-platform), and Ecosystem Marketplace and Bloomberg New Energy Finance (2008-2013).
Abbreviations: CDM, Clean Development Mechanism; EU ETS, EU Emissions Trading System; RGGI, Regional Greenhouse Gas Initiative.

A key question—and potential criticism—of current market-based policies is the degree to
which they encourage long-term investment in new technologies rather than solely short-term fuel
switching and energy conservation. Much has been written about the importance of long-term
investment to address climate change and the potential effectiveness of market-based policies to
drive it (Jaffe et al. 2002, Newell 2010). However, markets for CO, may be too new to fully inspire
the long-term confidence to make those investments, and early research into the EU ETS suggests
that such investments may be limited (Calel & Dechezleprétre 2013, Leiter et al. 2011). In the
case of RGGI, emissions fell well below the cap by late 2012 due to fuel switching and weak eco-
nomic growth, which likely limited investment in long-term emissions reductions. In the CDM,
which was partly intended to deploy existing technologies to developing nations, innovation has
been less of a focus.

4.2. Lesson: Without Banking, Prices Can Crash

The first release of actual EU ETS emissions data in 2006 showed emissions levels charting a course
well below their phase I cap. Because EUAs in phase I could be used only between 2005 and 2007,
an oversupply of allowances meant that prices were likely to drop—and drop they did.” In the first
quarter of 2006, spot EUAs traded at €25/metric ton. By the final quarter of 2007, spot prices were
essentially zero, at €0.06/metric ton (see Figure 2).

This precipitous drop did not represent the underlying value of carbon mitigation, nor was it
solely a problem of limited data; rather, it reflected the inability of market participants to bank
allowances for use in future phases. Had emitters been able to use their remaining phase  EUAs in
phase II, prices would still have dropped in response to news of a current-period oversupply but
would not have approached near-zero levels. The rationale for not allowing banking was the

?Although 2005-2007 EUAs could not be banked, CDM credits could be moved forward. However, few CDM credits had up
to this point been issued.
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desire to separate phase I, which coincided with the first Kyoto compliance period, from the phase
I trial period—Dbut the consequences of this decision were clear. Spot prices for phase I allowances
approached zero even while contract futures prices for phase I EUAs hovered above €20/metric
ton. The European Commission, as well as designers of all other existing and proposed programs,
now allows unlimited banking of allowances between phases.

An emerging question is exactly how much banking an emissions trading system can (and
should) support. Analyses of the failed Waxman-Markey bill suggested that by 2022 (10 years
after trading’s hypothetical start date), firms would have accumulated 7-12 billion metric tons
of banked allowances, 140-240% of the program’s 2022 cap (Energy Information Administra-
tion 2009). Recent EU ETS estimates suggest that market participants in 2012 were banking
nearly 2.5 billion allowances, roughly 119% of phase II’s annual cap, for carryover into phase III
(Neuhoff et al. 2012). A large volume of banked allowances may make current prices more
sensitive to changing future expectations, a topic we return to in Section 5.2.

4.3. Lesson: Free Allocation in Competitive Markets Does Not Help Consumers

Every major carbon market allocates at least some free allowances to heavy industry and, in some
cases, to power generators. In phase I of the EU ETS, the program allocated a large share of
allowances to the power sector at no charge, due to government concern about a rise in consumer
electricity prices and due to calls from industry. In competitive markets such as Germany, power
generators passed along the opportunity costs of these free allowances to their customers, allowing
generators to extract rents roughly comparable to their proportion of freely allocated allowances
(Ellerman et al. 2010, Sijm et al. 2008). Put simply, power companies effectively charged customers
for permits they had received for free.

This predictable market outcome demonstrated that free allocation did not necessarily protect
consumers but did have distributional and political consequences (Gow 2006, Harrison 2009).
The European Commission responded by limiting free allocations and increasing the proportion
of allowances sold at auction. Because some industrial sectors face significant international

Newell + Pizer * Raimi


http://www.pointcarbon.com/news/marketdata/euets/forward/eua/
http://www.rggi.org/market/tracking/coats-platform
http://www.rggi.org/market/tracking/coats-platform

Annu. Rev. Resour. Econ. 2014.6:191-215. Downloaded from www.annualreviews.org

Access provided by Duke University on 07/12/15. For personal use only.

competition, many industrial firms continue to receive substantial free allocations in the EU ETS.
In contrast, EU power generators receive limited free allowances, and only in specified nations.

4.4. Lesson: There Have Been No Significant Competitiveness Impacts (at Least at
Low Prices)

In the absence of a global regime, reduced economic competitiveness of covered sectors is often
mentioned as a key concern for carbon taxes or emissions trading programs. Two distinct issues
arise in this context. First, an emissions trading program entails economic costs and can re-
distribute economic activity—Dboth jobs and capital—away from regulated sectors, particularly
emissions-intensive manufacturing. These costs and redistribution are economic issues. In ad-
dition, some of this manufacturing activity may shift to unregulated jurisdictions, with emis-
sions reductions reappearing in another region or nation. This potential shift amplifies the
economic issues and creates the environmental issue of emissions leakage. If significant, leakage
draws into question the underlying environmental rationale for emissions pricing within a par-
ticular region. However, a review of the (limited) empirical literature indicates that, at least for
the early phases of the EU ETS and RGGI, competitive losses and leakage appear to have been
small in the few sectors where it has occurred.

Ellerman etal. (2010) find “no observed impact” on competitiveness in the oil refining, cement,
aluminum, or steel sectors during phase I of the EU ETS. Demailly & Quirion (2008) find that
phase I of the EU ETS created only a small loss of competitiveness in the iron and steel sectors.
Lacombe (2008) finds a similar limited impact on the EU refining sector during phase I. Reinaud
(2008), analyzing the EU aluminum sector, finds no statistical evidence of negative competitive-
ness impacts from the program but notes that information gaps remain. Most recently, a gov-
ernment-commissioned report finds no evidence of relocation but some anecdotal evidence that in-
vestment flows have shifted out of Europe (ECORYS 2013).

If the relatively low estimates from the European Union are accurate, these minimal compet-
itiveness impacts and leakage rates may reflect the modest emissions reduction target under the
first phase of the EU ETS. Additionally, uncertainty over emissions reduction policies around the
world may delay firms from making decisions on relocating, as firms may expect GHG policies to
come into effect in a growing number of jurisdictions. These observed competitiveness impacts
and leakage generally fall below the levels predicted by some analyses of emissions pricing in the
United States (Aldy & Pizer 2009, Fischer & Fox 2009, Ho et al. 2008, Interagency Com-
petitiveness Analysis Team 2009).

Leakage and competitiveness issues in RGGI have also been a concern. Because RGGI states
operate in an electricity market that is integrated with power markets in non-RGGI states, the
potential for leakage in the power sector clearly exists. Some modeling suggests leakage rates ranging
from 28% with $3 allowance prices to 90% with $7 allowance prices (Chen 2009, Kindle et al.
2011, Wing & Kolodziej 2009). However, low carbon prices resulting from a weak economy
and low natural gas prices appear to have prevented extensive leakage in RGGI (Kindle et al. 2011).

4.5. Lesson: Offsets Can Work, but They Are Complex

The Kyoto-established CDM and JI mechanisms have supported tens of thousands of emissions
reduction projects. We focus here on the CDM, as CDM projects outnumbered JI projects by more
than 12 to 1 from 2007 to 2011 (Fenhann 2012).

For offsets to truly reduce emissions, credits can be given only to projects that would not have
occurred were it not for the offset credit program, thereby providing additionality. Although much
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research indicates that the CDM has resulted in real emissions reductions, a variety of studies
describe cases in which nonadditional projects received credits under the program (Elsworth &
Worthington 2010, Lambert 2011, Wara 2008, Zhang & Wang 2011). The most problematic
project type in the past has involved the destruction of HFC-23, a refrigerant that is used in
industrial processes and that has roughly 10,000 times the global warming potential of CO,
(UNFCCC 2012). Because of this high global warming potential, projects that reduce HFC-23
receive large numbers of credits. Lambert (2011) finds that inadequate baseline measurements
helped create a perverse incentive, encouraging HFC-23 emitters to temporarily increase their
emissions and allowing them to later reduce HFC-23 output and claim thousands of valuable
credits. In the wake of such research, the European Commission voted to disallow credits from
projects destroying HFC-23.

The CDM was envisioned as more than just an offset program—it was designed to speed
broader development objectives, such as economic growth and technology transfer. However, the
achievement of these goals remains uncertain (Dechezleprétre et al. 2008, Lecocq & Ambrosi
2007, Olsen 2007, Popp 2011, Schroeder 2009, Sutter & Parreno 2007).

It is impossible to conclude a discussion of offsets without noting the collapse of the CDM
market at the end of 2012. After remaining in the €10-15 range for most of 2009, 2010, and the
first half of 2011, CDM prices fell steadily to less than €1 in late 2012 and hovered at ap-
proximately €0.50 through most of 2013 and early 2014. This fall has been ascribed to a weak EU
ETS market, to increased limitations on the use of CDM credits in the EUETS, to uncertainty about
future demand, and to increasingly robust supply—issues that will need to be sorted out for
investors to continue to have confidence in offset markets.

5. THE FUTURE OF CARBON MARKETS: NEW ISSUES

In the late 1990s, most intellectual and stakeholder debate focused on a single global trading
program as the primary vehicle to address global climate change.'® Today, that form of top-down
global program seems unlikely, if not impossible. Instead, we see a multiplicity of regional, na-
tional, and subnational programs emerging. Moreover, we now have real experience with carbon
markets. At the same time, the future of climate change policy in the United States—the largest
developed country emitter and the original protagonist of emissions trading—is uncertain. The
current trend in the United States is traditional, sector-by-sector regulation at the federal level
coupled with state- and regional-level carbon market initiatives. When and if a more compre-
hensive US policy will emerge are unclear. Furthermore, we do not know whether that policy will
be in the form of an emissions trading program, an emissions tax, a tradable performance
standard, or something else. These developments raise new issues that received little attention in
the previous literature and that in some cases were not fully anticipated or understood during the
design of existing carbon markets.

5.1. Linking Carbon Markets

Front and center in the new discussion of carbon markets are how, whether, and when different
markets can be linked so that regulated entities in one jurisdiction can use allowances or credits
from another jurisdiction for compliance, and possibly vice versa (Jaffe et al. 2009). This

%Hahn & Stavins (1999), for example, consider how an international trading system will interact with domestic policies that
may or may not involve emissions trading.
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possibility is exemplified by the link between California and Quebec in early 2014. Previous
negotiations over a link between Australia and the European Union have essentially ended as
Australia plans to wind down its carbon price. The RGGI program is also a linked system: Each
state in RGGI has regulated emissions within its own jurisdiction, using its own distinct legal
authority. Under those same regulations, allowances from other RGGI jurisdictions are also
simultaneously recognized.

There are a variety of possible motivations for these linkages: achieving cost savings and gains
from trade, increasing domestic market liquidity and stability, and creating momentum for global
action, among others. At the same time, there are challenges to linking, most notably the risk to
environmental integrity, the need to harmonize features (and the corresponding loss of sovereignty
over program design), the need to evaluate appropriate cap levels, and the distributional con-
sequences of higher (or lower) prices.

Much of the academic work on linking has focused on the mutual gains to trade. Indeed, the
early analysis of the Kyoto Protocol focused on how much cheaper a global trading system would
be compared with a collection of autarkic systems (Weyant & Hill 1999). As domestic emissions
trading proposals began incorporating features like price ceilings, additional work showed that
certain features in one system could lead to increased emissions if two systems were linked (Fischer
2003). As linking discussions have moved forward, researchers have begun to think about exactly
which features have to be aligned, and which do not, to avoid such issues (Burtraw et al. 2013,
Mace et al. 2008, Tuerk et al. 2009).

Recent work has also focused on different ways that systems might link (Mace et al. 2008,
Mehling & Haites 2011). In practice, linkages may be one way or two way. In a one-way linkage,
credits in one system can be used for compliance in another, but not vice versa. In a two-way
linkage, both systems mutually allow the other’s credits to be used for compliance.'" It is useful to
further distinguish within each direction of linkage between the buy- and sell-linkage decisions and
how they relate to the aforementioned concerns (any buy-linkage decision by one actor represents
a sell-linkage decision by the seller). A buy linkage represents the decision by one trading system to
accept allowances or credits offered for sale by another system. Sell linkages represent an implicit
or explicit decision by one jurisdiction to allow or encourage other jurisdictions to use its
allowances or credits.

Concerns about environmental integrity typically arise in the program expecting to become
a buyer. Concerns about harmonizing features can arise in either system, depending on which
party has more power in the linking negotiation; this is frequently a function of the relative market
size. For example, the European Union set the terms for Norway, Iceland, and Liechtenstein to enter
the EU ETS, and California largely set the terms in the recent Quebec-California linkage. Meanwhile,
the CDM as a seller of credits remains independent, although the European Union and other buyers
have unilaterally set certain conditions on the kinds of CDM credits they will accept.

One might expect internal distributional concerns to arise in a jurisdiction expecting to become
a seller. For the buying system, linking lowers prices with the same environmental outcome. Lower
prices generally mean less redistribution among various market agents. For the selling system, however,
linking raises prices. There are still gains to trade for the selling system as a whole, but higher prices
generally mean more redistribution among buyers and sellers within the selling system.

Yet another question is how delinking might work (Pizer & Yates 2013). In May 2011, New
Jersey governor Chris Christie announced that his state would exit the RGGI program at the

"Linkages can also be indirect: If A links to B and B links to C, A will have an indirect linkage with C. For example, A’s credits
can be used for compliance in B, freeing up B’s credits to move to C. The net result would be credits leaving A and entering C.
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end of 2011. Although one might imagine that such an action would have disrupted the RGGI
market, New Jersey’s withdrawal proceeded smoothly.'> This process begs the question of what
can be learned from this experience, which may become more common as linking expands.

5.2. Policy Revision and Uncertainty

A second emerging issue for carbon markets has been uncertainty stemming from the central role
of policy. Because governments create emissions markets (excluding voluntary markets), their
decisions—or debate over decisions—to change policy have the potential to dramatically affect
those markets.

For example, as the EU ETS faces low prices in its third phase, the European Commission has
moved forward with a delay in auctioning millions of EUAs, which has somewhat supported
short-term prices. However, unless those allowances are retired permanently, they will eventually
come back into the market, suppressing future prices. RGGI saw a decrease in the size of its market
when New Jersey suddenly withdrew from the program in 2011. The program has also revised
the level of its cap, with a 45% reduction taking effect in 2014, bringing the cap more in line with
actual emissions levels and boosting allowance prices. As mentioned above, Australia’s new
government has vowed to eliminate that country’s proposed emissions trading program. In New
Zealand, rules were revised to allow one allowance to be surrendered for two metric tons of
emissions during a transition phase to cope with the global economic downturn, although this
transition phase appears to be continuing indefinitely (Fallow 2009).

Unlike conventional regulation, in which the financial consequences of policy revisions are
limited mainly to impacts on the value of physical investment, revisions to carbon market rules (or
carbon taxes, for that matter) affect the value of financial liabilities associated with emissions.
Such revisions also affect the value of financial assets—existing allowances; government receipts
from future allowance sales; or, in the case of free allocation, the value of future free allowance al-
locations. Banking provisions in most programs lead to all these effects being priced in the market
much sooner: Although policy changes may not take effect for several years, any expected change
in future allowance prices immediately affects current prices (Murray et al. 2009)."*> Moreover,
market prices can move on mere speculation over policy changes.

This interrelationship between policy revision and market prices, coupled with the un-
predictable behavior of governments and the vagaries of market sentiment over that behavior,
implies that policy revision can create considerable price volatility. This price volatility, in turn,
has real costs, as near-term mitigation efforts fluctuate in response to those prices. What do these
market impacts imply for the broader issue of policy design and revision? Although this is an
important area for further work, we offer a few observations here.

First, policy revision must still happen. Coupled with the interdependence of policies in dif-
ferent jurisdictions, revisions to carbon markets are essential to long-term efficiency (Murray et al.

2For example, Maryland’s surprise lack of participation in the first year of the NO, trading program in the United States
caused a price collapse in 1999 (Burtraw & Szambelan 2009).

3This price dynamic is a significant difference between pollution taxes and emissions trading. Changes in future tax rates
affect future liabilities, whereas changes in future emissions trading rules, through price arbitrage, can affect the current
price and hence immediate liabilities. Both types of changes can affect current asset values, and both can be influenced by
speculation. However, this distinction of price arbitrage in carbon markets, but not with carbon taxes, implies that
jurisdictions have more latitude to attenuate the financial consequences of future policy changes by using carbon taxes and
announcing changes well in advance.
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2009). Although markets and affected stakeholders may crave certainty, governments cannot
guarantee certainty where it does not fundamentally exist.

Second, governments should strive for transparent and orderly policy revisions. Many gov-
ernment agencies, from central banks to regulators to courts, regularly make decisions that have
significant market consequences. Regulatory agencies, courts, and legislatures need to pursue
market-sensitive decisions in a way that gives all market participants equal access to information
as well as advance notice of the sequence and timing of the decision process.

Finally, and most relevant to the topic of policy design, emissions trading policies can be made
more amenable to revisions. For example, one legislative proposal in the United States would have
implemented a schedule for 5-year reviews and revisions, with presidential submission of rec-
ommendations shortly after the compliance year ended and expedited congressional action within
6 months.'* California appears to be taking a similar approach, announcing its timeline for policy
planning well in advance (California Air Resources Board 2013). This approach stands in contrast
to the 2013 debate in the EU parliament, where votes on revisions to the EU ETS have spurred
significant market movements, highlighting the issues created by uncertain policy conditions.

Another option is to put decisions about market-sensitive policy changes, particularly those
balancing emissions mitigation and cost, into the hands of an independent oversight entity. This
role would be similar to that of a central bank seeking to balance economic growth and inflation. '
Such an entity would be responsible for periodic reviews and changes to the emissions limit or other
rules and would have the flexibility to act deliberatively and outside the explicitly political sphere
of legislatures. Given experiences with central banks and monetary policy, this approach has some
appeal. However, the continuing divergence of views about the appropriate level of response to
climate change—even among experts—would create challenges.

5.3. Alternative Policies and Comparability

The range of policy responses emerging in various jurisdictions suggests that we are heading not
only into a world of decentralized, bottom-up emissions trading regimes with varying rules, but
also into one in which emissions trading may often take a back seat to emissions taxes or more
traditional regulation. For example, policy-related emissions reductions in the United States over
the past few years have arisen from tighter regulations on automobile fuel economy and tailpipe
GHG emissions, renewable electricity capacity additions associated with federal and state sub-
sidies and mandates, and (the expectation of) new power plant emissions regulations under the
Clean Air Act.'®

This diversity of policy approaches was not altogether unexpected. Under the Kyoto Protocol,
there is no requirement to implement a domestic emissions trading program. The EU ETS covers
only roughly half of European emissions, with traditional regulation or taxes used elsewhere. And
in the United States, the competitiveness provisions of the Waxman-Markey bill did not seek to
require trading partners to have an emissions trading program but would have required only
a “nationally enforceable and economy-wide greenhouse gas emissions reduction commitment

for that country that is at least as stringent as that of the United States.”'”

“Low Carbon Economy Act of 2007, S. 1766, 110th Congress. See §102(b), §501(b), and §501(c).
13See discussion in Pizer & Tatsutani (2008) and Newell et al. (2005).

1eThe economic downturn and low natural gas prices have also had a downward impact on emissions in the United States
over the last few years.

7 American Clean Energy and Security Act of 2009, H.R. 2454, as passed by the House of Representatives, §767(c)(1).
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Differing national and regional approaches to reducing GHG emissions highlight the need to
measure the comparability of policies. Among trading programs, comparability is necessary for
jurisdictions to consider linking. In addition, comparability is necessary to avoid escalating con-
cerns over competitiveness and emissions leakage that could threaten the sustainability of het-
erogeneous policies. The Kyoto Protocol solved this issue by having countries negotiate agreed
targets for one another on the basis of a 1990 baseline. During the lead-up to the Copenhagen
Accord, there was considerable debate over the adequacy and comparability of various countries’
pledges.'®

Most discussions of comparability look at emissions reduction efforts in one of five ways: (a)
emissions reductions versus a historic baseline (e.g., percent reductions compared with 1990 levels,
2005 levels), (b) emissions reductions versus a BAU baseline (e.g., percent reductions compared
with projected levels in 2020), (¢) reductions in emissions intensity (e.g., percent reductions per unit
of gross domestic product, energy use, or power generation against a historical baseline or future
projection), (d) reductions in emissions per capita (also measured against a historical baseline or
future projection), or (e) the realized carbon price. However, there is no agreement on which metric
is best. Many of these metrics raise practical issues (e.g., conversion among currencies and cal-
culation of BAU forecasts), and different metrics yield dramatically different views.

This question of comparability is compounded when one evaluates the actual implementation
of policies and their outcomes as opposed to economy-wide emissions pledges. That conversation
is only just beginning as countries embark on negotiations over a new climate change agreement
based on the 2011 Durban Platform for Enhanced Action and as nations grapple with domestic
stakeholders that are frequently concerned about whether other major emitters, particularly their
economic competitors, undertake their fair share of emissions reductions. In contrast to the sit-
uation in Kyoto, in which the dimension of comparability was a relatively narrow range of
deviations from 1990 emissions levels, future comparability discussions will be much more
complex.'’

5.4. International Negotiations

What does the above discussion imply for future international negotiations concerning carbon
markets? Unlike earlier negotiations that focused on top-down, larger-to-smaller emissions
trading issues—national emissions caps, trading rules, and further details such as the CDM—the
post-Durban negotiations will necessarily focus on the tools for a bottom-up approach. On the
one hand, a new agreement will need to support concerns over comparability and transparency
of effort. Those countries pursuing and already engaged in carbon markets will want assurances
that other jurisdictions will do their fair share.

On the other hand, a new agreement will need to focus on ways to provide institutional support
for markets themselves. Despite the various challenges that the CDM continues to face, it has an
institutional structure that allows it to evolve, and it benefits significantly from its credibility
derived from its role in the agreed international architecture. The negotiations could look for ways
in which a wider variety of country contributions could be supported. For example, some

18Sce, for example, Jotzo (2010), Levin & Bradley (2009), and Pew (2011).

"“Targets under the Kyoto Protocol ranged from 8% below 1990 emissions levels for the European Union to 10% above 1990
emissions levels for Iceland (http://unfccc.int/kyoto_protocol/items/3145.php). The targets were somewhat renegotiated in
the Marrakech Accords, which established limitations on the use of forestry sinks for compliance with the original targets
(http://unfccc.int/methods_and_science/lulucf/items/3063.php). This relatively narrow range of targets had dramatically
different consequences for countries facing different growth rates or other structural changes after 1990.
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developing countries might want something like model rules for establishing a domestic trading
program that could link to developed country programs. Although rules for carbon markets and
other abatement programs could emerge organically without an anchor in international agree-
ments, creating model rules could be valuable, particularly for the many countries that will be too
small to pursue an entirely customized approach. The CDM structure may also aid nations in
developing Nationally Appropriate Mitigation Actions (NAMAs)—programs that help fund
nationwide emissions reduction goals.*°

There are also questions about the future of the CDM itself. Decisions in December 2012
will limit future access to the CDM to countries participating in the current phase (2013-2020) of
the Kyoto Protocol. This approach steers the CDM away from a role in a decentralized global
carbon market by limiting its relevance to the subset of Kyoto participants. To increase efficiency,
future negotiations should be creating opportunities for linkages, not blocking them.

6. SUMMARY

The overarching messages from this survey are that carbon markets are sizable, they have been
expanding rather than contracting, market rules are evolving and not static, and a new archi-
tecture based on a bottom-up international design raises a suite of new questions. As existing
markets evolve and new trading programs emerge, market participants will take these and other
developments into account.

The design of carbon markets is benefiting from experience. Experience with windfall profits
from free allowance allocation has led to an increased use of auctions. Efforts to moderate high
and low prices are improving efficiency and providing lessons on what works and what does not.
Perhaps most importantly, we are seeing that carbon markets encourage emissions reductions,
although the market signals for future investment are unclear. Arguably, the strength of those
signals hinges on confidence in the emissions market, on the underlying regulatory framework and
its stringency, and on the broader investment climate.

The evolving nature of carbon markets and associated design changes imply that governments
cannot provide market certainty where it does not fundamentally exist. Nonetheless, market stability
would benefit from authorities being clearer and more orderly about policy revisions and recognizing
the consequent impacts on market price, market participants, and future market confidence.

Among the many issues facing markets in the future, the emergence of multiple emissions
trading programs has highlighted the question of how, whether, and when these programs will
link. A variety of motivations drive interest in linking, and we have seen a number of linking
models emerge. An important question is whether links can be designed to better address various
concerns ranging from harmonization and environmental integrity to the risk of a future delink.

Another issue is what role international negotiations will play regarding carbon markets in
a bottom-up world. One role is to address the issue of comparability among different trading
systems as well as among emissions trading, taxes, and traditional regulation. Comparability
among trading systems supports linking, and comparability more generally can help avoid esca-
lating competitiveness concerns. The latter concerns, related to both emissions and economic
leakage, represent one of the greatest challenges to the long-term sustainability of carbon markets
and to international climate negotiations more broadly. In addition to exploring comparability,
exploring how international institutions can more directly support carbon markets in a more
decentralized regime will be useful. The CDM has been a significant contribution in this regard.

2%For more on NAMAs, see http://unfccc.int/focus/mitigation/items/7172.php.

www.annualreviews.org * Carbon Markets: Past, Present, and Future

211


http://unfccc.int/focus/mitigation/items/7172.php

Annu. Rev. Resour. Econ. 2014.6:191-215. Downloaded from www.annualreviews.org

Access provided by Duke University on 07/12/15. For personal use only.

212

Fifteen years after the signing of the Kyoto Protocol and the creation of the first vehicle for
carbon markets, the Kyoto model of a top-down, global carbon trading system is essentially over.
However, carbon markets are not over. The challenge now is to determine how they can work in
a much more complex—but clearly more realistic—world.
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