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Essay

Carbon Emissions Trading:
Is It Possible?

by Mikael Skou Andersen

The challenge to reduce global greenhouse gas emissions to sustainable levels is a formidable

one--political, technological, and economic barriers must be overcome. It was hardly surprising,

then, that in the preparations for the 1997 Kyoto Conference, key energy-consuming countries

hesitated to accept binding targets. These countries realize that although some energy efficiency

measures can be undertaken at little or no cost, the overall control and reduction of greenhouse

gases is likely to entail substantial expenditure.

To attain agreement in Kyoto, and in particular to assure acceptance by the US government, it
was necessary to include provisions that will allow "trading" of carbon emissions and other

greenhouse gases. What is meant by emissions trading and the associated term of joint
implementation? Emissions trading of SO2 has been in place in the United States since 1977,

and since 1992 it has been extended into a full-fledged national system for the trade of SO2

emission permits. It allows individual companies or emitters a choice between undertaking the
required SO2 emission reduction themselves or aquiring emission reduction credits from other

emitters, who may be able to undertake these reductions at a lower cost. Permits for SO2

emissions are now bought and sold like commodities. Permits not in use can be saved through a

banking system.

The United States has argued that a similar emissions trading system at the global level would

make it possible to undertake reductions of greenhouse gases in a more cost-effective way. It
would allow countries a choice between undertaking domestic CO2 emission reductions buying
the reductions from countries where they could be made available at lower marginal costs. The

Kyoto protocol therefore includes a clause that allows for future emissions trading among the
so-called Annex 1 countries that comprise OECD members and several East European

countries, including Russia.

However, the conditions for trading will first need to be defined more precisely. Closely

associated with the emissions trading idea is the principle of joint implementation, which also

became incorporated into the Kyoto protocol. Joint implementation means that two countries

may agree to cooperate to reduce greenhouse gases: a donor country transfers funds for

emissions reduction projects in a host country, and receives emissions-reduction credits in

return. The main difference between the trading of general emissions and the concept of joint

implementation seems to be the more active involvement of a donor country under the latter

scheme.

The Kyoto protocol contains the now infamous "8-7-6 percent" reduction targets. Although the

European Union has accepted a binding 8 percent reduction target, the United States has

agreed to 7 percent, and Japan to 6 percent. It may be noted that these targets fall well below
what is required to stabilize carbon concentrations in the atmosphere, but they may provide a

first platform for the control of greenhouse gases. The countries of the former Soviet Union,
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notably Russia and the Ukraine, have hesitated--despite the decline of their domestic industrial

production and the associated CO2--to accept reductions. In Kyoto they agreed only to a

stabilization target for CO2 and the other five greenhouse gases. Russia and the Ukraine are

therefore among the most likely candidates of the Annex 1 countries to become involved in

emissions trading with the United States, since they will possess vast amounts of "unused" CO2

emission rights.

By buying CO2 emission credits cheaply from Russia and the Ukraine, other countries may be

able to escape the need for domestic controls. The EU has been concerned, for example, that

CO2 reductions acquired through emission trading would amount to little more than "hot air"

reductions only on paper that will not signal a sincere effort toward controlling greenhouse gas

emissions. The EU has proposed that at least 50 percent of the CO2 reductions should take

place domestically, but the Kyoto protocol needs clarification on this point. The EU position on

emissions trading is not without ambiguity: the EU has designed an internal "bubble" that will
allow burden-sharing among EU member states within the overall reduction target of 8 percent.

Although member states such as Germany and Denmark have committed themselves to
reductions of more than 20 percent, the EU wishes to allow other member states such as

Portugal and Greece to increase their CO2-emissions. The EU countries will not establish a
system for emissions trading, however. The EU bubble relies on political agreement among the

15 member states, and its implementation will be overseen and controlled by relevant EU
institutions, including the European Commission and the European Court of Justice.

The issues of emissions trading for greenhouse gases and the EU bubble raise a range of
questions. First, the ethical and moral problems connected with the allowance of emissions

trading are evident, since it will benefit those with sufficient pecuniary power on the market at
the expense of those without these means.

Significant legal and factual difficulties will also crop up. These difficulties can be understood by

considering the similarities as well as the differences between the established emissions trading
systems in place in the United States for SO2 on the one hand, and the desired regional and

global systems for greenhouse gas emissions trading on the other. While the global emissions
trading system will raise the most serious questions, the EU bubble seems to be better and more

firmly anchored in the legal and institutional framework of the European Union.

*              *               *

An emissions trading system for greenhouse gases will need an institutional framework that

secures transparency, verification, and control. The experience from SO2 emissions trading in
the US clearly shows this. In the 1970s, emissions trading slowly got off the ground. The holders

of emissions credits hesitated to sell them because they wished to reserve them for future
activities. With the lack of available credits, the authorities came under pressure from companies

and industries who needed such credits to expand or initiate new production. Under this
pressure, some authorities proved able to tamper with the principles of emissions trading and to
allow somewhat dubious transactions. A well-known example was that of the state of

Pennsylvania, which wanted a car manufacturer to build a new plant in the state. But because it
proved impossible to acquire the needed emission credits, the state approved a transaction in

which emissions reduction credits achieved through new surface on state roads were sold to the
manufacturer. However, emissions from road surfaces were not originally within the scope of the

emissions trading system, and the renovation of road surface had been initiated for reasons other
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than air pollution control and would have taken place anyway.

Other companies, too, were able to profit from emissions reductions achieved through the
closure of units that would nevertheless have been modernized. (These and other examples are

described in a series of books written in the 1980s by the American researcher Richard Liroff.)
After the reform of the Clean Air Act in 1992, the emissions trading system was expanded, and

interstate trades became possible. However, a lack of clarification regarding the associated
taxation rules for utility operators of power plants meant that trading became barred in several

states. It was unclear whether the economic benefits from emissions trading should go to the
utility operators or to the electricity customers. Although such problems can be solved, this lack

of clarification shows that many aspects need more consideration; it underlines the wisdom of
Nobel laureate Ronald Coase that no market is likely to function without well-defined rules and

rights.

The Kyoto protocol so far envisions emissions trading only among Annex 1 countries, the so-
called industrialized countries. The inclusion of developing countries was originally considered,
and this consideration is likely to resurface as they make commitments toward the control of

greenhouse gases. If we think about emissions trading today, however, the most likely
candidates--Russia and the Ukraine--present tremendous obstacles and pitfalls.

To receive emissions credit, a baseline of former CO2 emissions must first be established. These

baselines depend on the availability not only of sophisticated measurement equipment, but also
of reliable information about production raw materials and output. CO2 emissions are frequently

calculated via proxies, i.e. energy supplies, so that an auditing procedure needs to be in place,
not only for the baseline but also for control of the permanence of the reduction. Unlike under

joint implementation, the monetary transfer, i.e. the payment for the emission reduction, will not
match the costs of emission reductions, but merely the market price for such credits. If the

agreement is breached, the extent to which it will be possible to reclaim the money transferred
for the emission reduction will depend on the permanence of the legal entities with which the
transaction has been agreed. If transactions have been made with former state enterprises, that
subsequently are privatized, who is then to be held responsible? Since state enterprises prevail in

many Russian regions as well as in the Ukraine, this question is not only of academic interest.

The economic situation of Russia and Ukraine today is dicey; GDP is about 40-50 percent
below the 1991 level, and corruption is widespread in government institutions. Although this is

supposed to be well known outside the region, the positions of environmental institutions and

authorities are less known, and remain a concern mainly for specialists. The Environment

Ministry, which was established under Mikael Gorbachev, was in 1996 reduced to a powerless
state committee without a minister in the government, and several of its important agencies were

handed over to production-oriented ministries for industry and trade. This means that

environmental concerns and interests have limited influence on political decision-making,

although integrating energy and raw material efficiency would seem obvious in the economic
transformation of Russia. Underfinancing is another Russian phenomenon, which also affects the

environmental sector. It means that although money is allocated in the federal budget, none has

actually been transferred. For long periods the officials of environmental institutions have not
received their salaries. (Some of the deficit seems to have been financed from the income from

environmental charges and taxes.) With monthly salaries of approximately US$50 to $100,

morale is low, as it is in other public institutions in Russia and the Ukraine.

To imagine that an emissions trading system would enable actual and verifiable reductions under
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the present circumstances in Russia and Ukraine is difficult, to put it mildly. A great danger

seems to exist that emission credits could be made available at symbolic prices, provided the

right people are bribed with the right amounts. There seems to be little chance for the
establishment of effective control, even by an external institution. Thus, the effect would be that

the greenhouse gas reductions achieved due to the economic breakdown of the Soviet Union

gradually would be transformed into new emissions in other and richer parts of the world.
Should Russia and the Ukraine experience economic growth again, political pressure would

quickly mount to a level where ways would be found for the authorities to tamper with any

restrictions stemming from the Kyoto protocol or the emissions transactions undertaken in the

meantime. Against this background, emissions trading seems to be a far more dangerous path
for the effectiveness of the Kyoto protocol than the mechanisms of joint implementation or the

EU bubble. Whether these other mechanisms are ethically or politically less controversial,

however, remains to be seen.
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