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Abstract
i

The EU is in favour of linking carbon markets, recognizing it as a cost effective
way to reduce emissions and show political leadership. China is piloting
emissions trading with the plan to scale up. Linking the two schemes as an
option came on the horizon. We surveyed 13 high-profile stakeholders about
their willingness to link the EU ETS and the Guangdong ETS, the largest of the
seven pilots. The results vary from different interest groups. Our findings are in
line with the European Commission’s position. An immediate linkage is not
possible due to current diverging market design features but further robustness
studies about future convergence of the two markets would be highly welcome.
The stakeholder consultation found that the majority of surveyed stakeholders
involved in the EU ETS were sceptical that direct linkage negotiations with the
Guangdong ETS could start immediately, but would embrace any suggested
options for exploring the robustness of a potential future common market,

exchange information and good practices.
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Intfroduction

Attempts to develop a global agreement in response to the risks of climate
change have focused on two pathways (Ranson and Stavins, 2013):

1) Extending the Kyoto Protocol commitment period and the Durban Platform
for Enhanced Action which aims to develop, by 2015 for implementation from
2020,

2) A new protocol or other legal instrument under the UN Framework
Convention on Climate Change (UNFCCC) applicable to all Parties (both

developed and developing countries).

In theory, it would be economically optimal if a global agreement could be
reached which would lead to a global carbon emission cap with all nations
participating in a single carbon market. However, the past experiences and
lessons of international climate negotiations suggest that reaching a global top-
down international agreement to address climate change is extraordinarily difficult
and a single global carbon market is an unlikely outcome of the current
negotiations.

Challenges to a top-down international climate policy agreement include the fact
that each nation applies a portfolio of different emission management approaches,
including economy-wide cap and trade ETSs, low-carbon fuel standards, national
renewable energy targets or obligations, energy efficiency targets, fuel taxes,
carbon taxes, and technology standards. Each approach leads to a different cost
of carbon within its targeted sector or country either explicitly through the carbon
allowance price or implicitly through the incremental cost of policy requirements.
A successful linkage of ETS schemes requires creating a single carbon cost and
equitable access to the prevailing low cost abatement opportunities (WBCSD,
2012). These differences in the cost of carbon across even a single economy can
lead to inefficiencies in the allocation of capital to reduce emissions, which could
be exacerbated by an ETS linkage to another economy with its own unique
portfolio of emission management approaches. To be successful, a linkage of
ETS schemes should be accompanied by convergence towards a single cost of
carbon, and equitable access to the prevailing low cost abatement opportunities.

In November 2011, China commenced seven pilot ETSs, in Beijing, Chonggqing,



carbon market in a developing country, , itself covers 388 MtCO2e in 2013,
similar to the size of France’s emissions in 2012 (World Bank, 2014: 64). The GD
ETS became operational on 19 Dec 2013. In 2014, the Chinese government
announced a plan to establish a national carbon market in 2016. Setting up a
national carbon market may require linking individual carbon markets within
China.

At the same time it is clear that linking with other markets will currently only be
considered if such markets share similar features with the EU ETS, as has been
the case in the linkage of the EU ETS with Iceland, Norway and its forthcoming
linkage with Switzerland. The main requirements in regard to market compatibility
are the existence of an absolute cap on emissions as well as a limited use (if any)
of international carbon offsets (Carbon Market Watch, 2015; European Commission,
2014c).

Although the EU ETS and China’s ETS will be the two largest carbon markets,
there is still a lack of literature on understanding international stakeholders’ views
on linking these markets. The study aims to investigate European stakeholders’
views on linking the EU ETS with the Guangdong ETS.
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Methodology

The current willingness to link the EU ETS and the Guangdong ETS was
evaluated by interviewing a broad range of stakeholders, holding key positions on
the European side of international carbon market outreach, allowing us to capture
complementing perspectives from the European Commission/Parliament, civil

society, advocacy groups, academia and business.

A qualitative research methodology was chosen to answer how and why research
questions via in-depth analysis of experiences and attitudes (Dawson, 2009). The
stakeholder consultation was conducted in the form of semi-structured interviews
allowing participants to express their own experiences and ideas without pre-

structuring their answers.

In the process we interviewed 13 people from March to June 2015.
The interview sample consisted of:

= 4 members of the European Commission, DG Climate Action

= 3 senior NGO representatives

= 2 senior business representatives from industries directly affected by linkage
= 2 representatives of academia, both being active and knowledgeable carbon
market researchers, who worked with and for the DG Climate Action in the
past

In addition we actively participated in the Missing Link Forum in Brussels from 5th
of May, 2015. Speakers included members of the European Parliament, the
European Commission and various NGOs, all representing key actors in past and
future carbon market linkage negotiations. The analysis of these discussions and
main arguments complemented our findings. We also conducted an extensive
analysis of publications of the European Union governmental bodies and a
thorough review of existing academic literature on the topic in order to interpret

the interview findings in a broader context.
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Results

Different stakeholder groups had divergent views on their willingness to link.
Although business stakeholders seemed keen to embrace a direct near term
linkage, NGOs were more cautious and favoured a thorough exploration of the
robustness of the two markets first, before considering any kind of formal linkage
negotiations.

Overall averaged stakeholdergroup’s willingness to
link on a 1 to 10 scale

Academia

NGOs and Third Sector

Organisations B Averaged stakeholdergroup’s

willingness to linkona 1 to 10
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Business

Political Decision Makers

L

o
N
N
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Figure 1: The average willingness to link across stakeholder groups is 6.5; while all participants could see
the potential benefits in political leadership and economic gains, the main concerns were the current
divergence of market designs and MRV considerations

Business representatives were in general the most pronounced in favouring
direct and immediate linkage. Core arguments put forward were the reduction in
compliance costs by introducing coherent legislation, minimizing general
transaction and operational costs, as well as the avoidance of carbon leakage.
The interviewees recognized the difficulties posed by the diverging market
designs between the EU and Guangdong schemes and recommended that an
analysis be carried out on the possibilities of heterogeneous linkage, building on
the current research of the World Bank to overcome these difficulties. One of the
key suggestions made in the World Bank's research papers is to introduce a ratio
between different carbon prices, similar to a currency exchange regime (The World
Bank, 2015). The respective organizations of the interviewees! will highlight the



advantages of linking carbon markets to policy makers before the COP-21 summit
in Paris this year, to support the introduction of a global carbon pricing scheme
(Financial Times, 2015).

NGOs have shown the strongest scepticism about a common carbon market
between Guangdong province and the European Union. Two NGOs which had
been consulted in the majority of past decisions about international carbon market
linkage, both expressed the view that the EU ETS is currently focused inwards
and is trying to stabilize the carbon price by cutting the oversupply of allowances
in the market. The introduction of the market stability reserve and back-loading
were only made possible by the application of considerable political capital,
making various political decision makers adverse to any measures which could
introduce volatility into the market in the near term. Interviewees were generally in
favour of exploring future linkage options, but emphasized that the EU ETS would

first have to consolidate its internal reforms.

Interviewees from Academia diverged significantly in their perspective on linkage.
While one interviewee raised concerns about a direct linkage, the other favoured
an early exploration of options for sectoral linkage. In this context sectoral linkage
has been mentioned as an attractive way to achieve efficient emission reductions
without a significant impact on the carbon price, reducing the amount of
potentially imported systemic instability while increasing overall mitigation in a

cost efficient manner.

The most significant concerns related to the integrity of the Guangdong MRV
procedures, the current domestic focus of the EU ETS and security issues
occurring as a consequence of linkage. One interviewee argued that a problem in
one jurisdiction can quickly become a problem for all when carbon markets are
linked and security or MRV problems are occurring?. The Guangdong ETS would
have to mature further — a process in which the EU should support Guangdong
strongly — to allow future compatibility between the schemes and ensure that all
entry points across future markets will be equally secure. To complement that, it
was pointed out by both stakeholders that questions of political accountability
cannot be settled by current existing institutions. Questions of political
accountability and shared governance mechanisms to address them should be

analyzed in future research.

Political decision makers appreciated the opportunity to explore linkage to the
Guangdong ETS as a way to foster the leadership and lighthouse role which the
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EU ETS enjoys among global carbon markets (European Commission, 2014). In
addition, the exploration of the robustness of a potential future common carbon
market with Guangdong province was described as an innovative way to learn
more about the general development of other pilot schemes in China as well as
the future Chinese national ETS. Two core concerns expressed by this
stakeholder group related to MRV - such as allocation methods, double counting
and the general transparency of the Guangdong ETS - as well as the current EU
ETS paramount focus on internal reforms. The commission favoured further
robustness studies about the future convergence of the two markets while also
exploring ways of transferring good practices.

What are the main barriers to starting immediate direct linkage negotiations?

Shared governance and political accountability

Currently incompatible market design

Unclear future about the Guangdong ETS in Chinese
National ETS

The Guangdong ETS needs to mature further, in particular
in regard to MRV and security matters

The EU ETS needs to focus on inner reforms first

Other

o
N
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Figure 2: A distribution of the most important barriers in regard to immediate linkage; the three most
pronounced answers per interviewee were used to create the graph (n=39)

Furthermore, all but one interviewee were in favour of reducing the information
gap about the Guangdong ETS and supporting its development by offering
lessons learned and exploring options for mid- to long-term linkage, while
conducting further robustness studies on the convergence of the two markets.



What is the value in supporting the transfer of good
practices and explore long-term robustness studies
between the two markets ?

L Very Valuable
A MValuable
' H Little Value

M No Value at all

i Can’t say

Figure 3: 69% of consulted stakeholders assessed the exploration of future linkage options either as
valuable or very valuable - in contrary to 15% who didn’t see a value in exploring future linkage possibilities.

In conclusion across all stakeholder groups two main perspectives recurred.

1) A linkage under current conditions is not immediately desirable.
2) The robustness of a future linkage of the two markets should be explored and the
exchange of good practices facilitated.
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Discussions

The two main recurring answers across all stakeholder groups will be discussed
in two parts.
1) Incompatible market design, MRV concerns and the inner reforms of the
EU ETS
2) Timing of linkage and facilitating transnational cooperation

Part one will focus on the concerns about immediate linkage of the two markets
in their current state. In the second part the importance of the timing of linkage
and its equivalent in political theory will be explored.

Incompatible market design

The main and obvious reason preventing a linkage at the moment is the
incompatibility of ETS designs in the two jurisdictions. This can be attributed to
three diverging design features, which are:

1) The Guangdong carbon market’s emission intensity target which
contrasts with the EU ETS absolute cap,

2) The types of offsets which are currently allowed in both jurisdictions
and finally

3) The existence of price controls in the Guangdong ETS34.

Security and MRV concerns in regard to the Guangdong pilot scheme

Concerns about security issues were especially pronounced among interviewees
from an academic background. The EU ETS has been struggling with security
issues since the introduction of the carbon market in 2005. One of its most
famous cases was the theft of emission allowances worth $7m from a Czech
account in 2011 (Financial Times, 2011). Since June 2012 national registries have
been replaced by one Union wide single registry system. The EU has undertaken
numerous further improvements to the security of the ETS and is actively
addressing constantly emerging risks (The European Commission, 2015). Other

? The diverging design features will not be analyzed in depth at this point; for a detailed comparison between the design features
compare section 4 of the report



relevant innovations include the replacement of the Community Independent
Transaction Log with the European Union Transaction Log and the introduction of
a Know your Customer system to further ensure compliance with the EU ETS
rules (The European Commission, 2015). According to one interviewee, past
security problems and the subsequent considerable effort to eradicate them,
might be a considerable barrier and potentially result in a reluctance to any form
of a linkage with a less secure system. Linkage would create further access
points to the EU ETS providing entry gates for cyber theft and hacking of
accounts, thereby undermining stability and the reputation of the EU ETS. This
perspective is also reflected in the emphasis that the EU has put on security
concerns in past linkage negotiations. Promising solutions to overcome such
problems do exist and should be explored collaboratively in the future (European
Commission, 2013b).

Concerns about less robust MRV had been raised by political decision makers
and NGO representatives. These ranged from issues such as double counting
and diverging compliance periods, to a general questioning of the MRV integrity
measures applied by the Guangdong ETS in its current state. The surveyed
stakeholders testified to the importance of these issues, but generally perceived
them as solvable. It turned out that the rather sceptical assessments of integrity
expressed by interviewees were less based on fact, but rather resulted from
knowledge gaps about the Guangdong ETS. This lends another argument to the
importance of reducing information asymmetry to build trust between the two

markets as will be discussed below.

Inner reforms of the EU ETS

The preoccupation of the European Union on internal reforms was raised across
stakeholder groups as one of the key arguments against a near term linkage. The
European Union is currently focusing on reforming the EU ETS. All stakeholder
groups stated that the introduction of back-loading and the market stability
reserve would currently not allow a direct linkage with a large carbon market,
since it would have the potential to destabilize the EU ETS by importing systemic
risk and price volatility.

On the other hand members of the European Commission welcomed the
possibility of maintaining a leadership role for the EU ETS, by creating channels



to transfer knowledge and good practice as well as conducting further robustness
studies.

In conclusion, exploring measures to increase the convergence between the two
carbon markets was deemed necessary across all stakeholder groups, as long as
the timing and the primacy of aligning the design of the markets was kept in mind.

Timing of Linkage

Even though interviewees were sceptical about an immediate direct linkage, all
stakeholder groups were in favour of exploring options for linkage over a five to
ten year horizon. Current experiences from the Swiss ETS and EU ETS linkage
seem to confirm that this is a realistic time frame. In a recent study Carbon
Market Watch pointed out that the negotiations for linking the EU ETS and Swiss
ETS began as early as 2010, only to be finalized in late 2015 (Carbon Market
Watch, 2015).

Starting to explore the robustness of the two systems, while establishing
mechanisms for transferring good practices, would be promising ways to build up
the necessary political capacity and create an environment in which constructive
negotiations could be held over the next couple of years. Consequentially we
recommend that the European Union avoid missing optimal entry points for
negotiations - resulting in an overall delay of potential linkage and thereby risk
losing its global ETS leadership (Carbon Market Watch, 2015). The importance of
early dialogue is also consistent with recent findings about China’s future

economic development and its implications on carbon market design.

A study conducted by the London School of Economics and published in June
2015 found that emissions in China will peak by 2025 at the latest; as a
consequence the introduction of an absolute cap by that time should be much
less problematic (Green et al., 2015) Guangdong province is one of China’s most
advanced economies and, due to its accelerating shift from a high carbon heavy
manufacturing towards a low carbon high-tech service sector economy, the
province will likely experience its emission peak much earlier than most other
parts of China (Green et al., 2015). This has significant implications for the
convergence of market design, in particular the feasibility of an absolute market
cap in Guangdong, which could be introduced by the turn of the decade.
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one interviewee the use of CERs is likely not to pose a barrier for market
convergence in the future, as the market will gradually decrease the amount of
CERs while at the same time improving their quality. This is reflected in past
experiences of the EU ETS which allowed the use of CDM credits in its first
trading period but has restricted their use to those from Least Developed
Countries under its current regime (Carbon Market Watch, 2015).

So how can we solve the puzzle of an obvious unfavourable short-term
perspective by key stakeholders on the one hand and the desire to foster
cooperation and explore ways to increase the convergence of the two markets in
the mid-term on the other hand?

From small scale cooperation to shared governance of carbon
markets

Reflecting the consultation findings from a political science perspective, aides
contextualize the answer patterns. In particular neo-functionalist theory provides
arguments rationalizing the desire to gradually increase cooperation and
incremental problem solving in an international area, explaining shifting

preferences over time

Neo-functionalist Theory is rooted back to David Mitrany and its ground-breaking
work Working Peace System (Rosamond, 2010). It provides a theory of regional
integration, transnational economic ties, policy spillover and mutual cooperation,
which have been embraced by many leading international political economy and
international relations scholars (Rosamond, 2010; Keohane, 2005). In general the
theory focuses on a form follows function policy design. In this theory the creation
of transnational institutions such as a common carbon market is a result and not
a prerequisite of cooperation (Katzenstein, 1998; Keohane, 2005). Such a
development is made possible by starting small scale cooperation in a policy
niche area and the subsequent reduction of information asymmetry which in turns
allows a build-up of trust and political capacity between jurisdiction, supporting
ever increasingly complex negotiation processes (Rosamond, 2000)

This pattern can also be observed in the EU ETS context. Various national
governments, especially carbon-intensive economies, were reluctant to expose
their economies to regulation under the EU ETS in the first place. Therefore the
market was designed in a way that it could evolve from national caps and



registries in Phase | to a single EU wide cap and a Union wide registry in Phase
Il (European Commission, 2015). Respecting national sovereignty in key areas -
while at the same time building up transnational functional cooperation -

increased the convergence and led to the gradual harmonization of the markets.

Our analysis found a comparable structural problem for linking the EU ETS and
the Guangdong ETS. ETS linkage affects cross departmental features of an
economy, including economic and environmental policies as well as sovereignty
and shared governance issues. Reducing uncertainty and building trust between
different markets is thereby central for increasing probabilities of a successful
long-term linkage.

These arguments are discussed by reference to various real-world ETS
examples in a recent study by the Kennedy School of Governance which
concluded that the level of information between two carbon markets plays an
important role in determining successful linkage (Ranson, 2015). Building on a
model of Tinbergen, developed to understand the existence international trade
treaties, the study identifies three key factors for successful linkage: geographic
proximity, supply in both markets and demand in both markets (Tinbergen, 1962).

In the case of a hypothetical Guangdong ETS and EU ETS linkage, supply and
demand can be perceived as given. Guangdong represents the biggest regional
carbon market in China while the EU ETS is still the largest carbon market in the
world by volume, guaranteeing supply, demand and liquidity in a common carbon
market. The lack of geographic proximity between Europe and Guangdong on the
other hand is clearly a factor.

Geographic proximity is defined as a function of transportation costs and
information about markets (Ranson, 2015). Arguably transportation costs play a
negligible role in trading a purely digital, non-material good. This is reflected in
the past linkage plans between Australia and the EU ETS. Publicly available
documents do not mention geographic distance a single time as a significant
barrier for linking the two markets.

The core factor thereby seems to be grounded in the lack of information between
the two carbon markets, resulting in high uncertainty and perceived policy risk as
expressed by various interviewees. This increases the costs of cooperation,
decreases trust between actors and negatively impacts predictability of outcomes
which in turn leads to shared concerns about governance and political
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perspective it becomes clear why the desire to establish learning processes first
and gradually build-up informal cooperation to reduce information asymmetry are
prerequisites to any formal negotiation processes.
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Conclusion

The current gridlock of international climate change negotiations prevents
effective top down legislation including the introduction of a global carbon price or
any other form of a binding emission reduction framework. Consequentially
bottom-up approaches in the form of regional carbon markets are mushrooming
around the globe. The interest in linking markets to increase liquidity and
economic efficiency is increasing (Ranson, 2015). Nonetheless carbon market
linkage faces many political barriers, from system incompatibility to lack of
political capacity to handle shared governance issues. The EU ETS is
championing the further linkage of carbon markets, as was shown by the recent
integration of Iceland and Norway into the linked market and the introduction of a
Swiss EU ETS linkage by the end of the year.

The survey of EU ETS key stakeholders found that an immediate linkage
between the Guangdong ETS and the EU ETS is not possible at the moment.
The main arguments raised by interviewees were the incompatibility of market
designs, MRV concerns and the current focus of the EU on domestic reforms of
its ETS. As the Guangdong ETS gradually matures - while reaching its emission
peak in the next decade - the convergence of the markets will be much more
robust in the long-term. The majority of interviewed stakeholders therefore
expressed the desire to conduct further robustness studies to reduce the
information asymmetry between the two markets, transfer good practices and
build up political capacity for long-term linkage. This assessment of linking the
two markets finds its equivalent in current academic
literature, historic examples and political theory.
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