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Introductory Note from IETA’s President and CEO

The Clean Development Mechanism, for all the complaints about slow speed and bureaucracy, has been
remarkably successful in delivering cost-effective emission reduction opportunities for developed
countries and flows of private sector resource and technology to developing countries. But there is a
growing understanding that the scale of the CDM is nowhere near adequate, given the size of the
problem. Over a number of years there have been repeated calls for “scaling-up” the CDM. The first
tentative steps in this direction were made by the Programme of Activities approach, which has generated
much interest but little commercial activity. Yet the climate change proposals put forward by many
governments, commentators and policy specialists around the world seem to be built on the assumption
of a very large increase in private finance and money from “carbon markets” - which currently has little
meaning other than the CDM.

This need for expansion of the role of the CDM and private finance has driven two of the major proposals
made in the UNFCCC Ad Hoc Working Groups over the past couple of years, for sectoral crediting and
NAMA crediting. Both ideas share the basic premise that emission-reducing activities in developing
countries should be defined and measured at a level and a scale well above the project, or programme of
projects, level; and that success in achieving emission reductions at that level should be rewarded by the
provision of units with a value in emission reduction compliance schemes elsewhere in the world (as well
as on the voluntary market).

Sectoral crediting has featured in formal climate policy statements in both the US and the EU. Climate
legislation passed recently by the U.S. House of Representatives contains provisions mandating sectoral
crediting for some developing countries after 2016. The EU describes sectoral crediting as a stage on the
way to sectoral trading, and has promoted both mechanisms as a means of moving away from “supply-
only” status for developing countries. But these motivations are not a necessary part of the design of
sectoral crediting, and need not be considered further in a paper whose purpose is to explore the practical
and technical issues around the detailed design of a sectoral crediting mechanism.

To move the idea forward, we need engagement between the policymakers and representatives of the
investors, financiers, lawyers and entrepreneurs whose buy-in and ability to manage the new mechanism
will be necessary if it is to fulfill its potential. A careful assessment and critique of design options is well
overdue, not least to ensure that negotiators’ texts do not run ahead of expert consideration of what will
work and what will not. This paper is intended to begin IETA’s contribution to that process.

All critiques are uncomfortable experiences. All new financial instruments go through many iterations of
design choices, identification of problems and testing of solutions to those problems. Ultimately, these
mechanisms work if they attract private investors to part with their money in the hope of not just getting
it back, but of making a return. In theory, the necessary investment could be provided by governments
exclusively from taxpayers’ money, but it seems clear that this is not what developed country
governments want to do, for reasons of their own national balance sheets as well as the efficiencies and
effectiveness that the involvement of private capital can provide. Leverage of private money necessarily
involves using a public sector contribution in a way that provides the private contributor with a return at
acceptable levels of risk.

So, this exercise involves facing up to a number of hard facts and difficult problems, which are spelled out
in the paper. These should not be taken as indications that IETA or the private sector generally is not
cooperative or supportive of the idea of sectoral crediting. But we have to test whether it can in fact work.
That testing needs to be done in conjunction with governments, not least because public involvement in
reducing the risk levels and enhancing the investment opportunities will probably be essential. This paper
opens the door to such detailed collaboration and dialogue.

Sincerely,

(me”‘/

.

Henry Derwent
President and CEO, IETA



Introduction

The design options elaborated in this document do not constitute IETA proposals nor does IETA
take any position in relation to them. This is a living document that may be updated as
discussions on this topic develop. The version and publication date is noted on the title page.

This document lays out three possible design options for a Sectoral Crediting Mechanism (SCM). IETA
believes that elaborating these ideas is a key step towards filling in the concept that has come to
mean the crediting of emission reductions achieved on aggregate at the level of a “sector” within any
given country, as opposed to crediting at the level of a discrete project or program, as under the
Clean Development Mechanism (CDM). The concept of sectoral crediting still means little to most
policymakers, and attempts to flesh out the details of how a SCM could function in practice have
been limited. IETA’s extensive experience with the CDM, however, has shown that careful
mechanism design will be crucial to ensuring a smooth transition into a more diversified global
carbon market. IETA’s work on new mechanisms, which spans several working documents, aims to
help facilitate such a transition by further considering the many complexities involved in the
implementation of Sectoral Crediting Programs (SCPs) under a SCM.

IETA’s Perspective

The first message in this document is that the creation of a SCM is not simply a step up from
traditional project- based CDM. It is a very different animal, requiring a new set of considerations and
bringing with it new challenges, likely greater and more complex than those of the CDM.

For one, sectoral crediting requires a much higher level of developing country government
involvement— the government must play a lead role in gathering sectoral emissions data, agreeing a
crediting baseline, and facilitating the reduction of emissions throughout the sector. Such an
increase in responsibility is inevitable as developing countries move toward making greater
contributions to the international climate change effort, but it brings with it new risks for investment
and, in so doing, questions about what the finance structure for such a mechanism might entail.

Sectoral crediting also brings risks related to the incentive structure embodied in its mechanism
design. Many would identify the defining element of the concept of sectoral crediting as the
aggregate nature of the crediting itself and, thereby, the aggregate nature of the ‘win or lose’ for the
installations within the sector. In many countries and sectors, however, such ideological stringency
threatens to alienate the private sector by binding their reward for emission reductions to the
achievements of other installations, over whose activities they have little or no control. It also places
a great deal of the responsibility for reducing emissions on developing country governments who
may need, or prefer, to share that weight.

Moreover, such a stringent view is unnecessary. It is important to remember that a SCM will be a
voluntary mechanism. If developed countries want to encourage developing countries to make
greater, unsupported contributions to the global mitigation effort and ensure increased international
offset supply then they must ensure that the mechanism designed is one with which developing
countries actually have an incentive to engage.

Instead of focusing on the aggregate nature of the win or lose of the mechanism, therefore, it may
make more sense to focus on designs that simply ensure: (1) a level of unsupported contribution to
global mitigation—through “stretching” the crediting baseline to below business-as-usual (BAU)
emissions— and (2) the successful incentivization of significantly scaled-up emission reduction
efforts. Indeed, negotiators at the climate change negotiations in Copenhagen contemplated the use
of the term “aggregate crediting” instead of “sectoral crediting” in order to alleviate developing
country concerns associated with so-called “transnational sectoral approaches”™ and to accommodate

' The term “sector” is used in this document very broadly and the paper’s discussion of sectors is
intended to be entirely sector neutral.

2 See Annex 1 to this document for a detailed elaboration of the 4 main conceptions of a “sectoral
approach” that have featured prominently in international climate change negotiations.



other ideas that would scale-up crediting through a different aggregation mechanism, such as
Nationally Appropriate Mitigation Actions (NAMAs).?

This paper will explore how different mechanism designs might affect the financial risks entailed in
the establishment and utilization of new mechanisms and the incentives for participation for both
governments and private entities. It will also explore how certain design features might ensure
contribution and incentivize scale-up without an “all or nothing” approach to crediting. Given IETA’s
expertise and a need to limit the length of this paper, this document will focus on those elements of
mechanism design that most impact the decisions of private actors to invest in the emission
reduction activities that a SCM is meant to drive.

Other Critical Issues

The aspects of mechanism design addressed here are a few among many. The environmental
integrity of the mechanism and its impact on the stability of the international carbon market depend
on the careful management of a number of complex technical, regulatory, and political challenges.
Before elaborating our contribution to the conversation about sectoral crediting, IETA would like to
flag the following key issues, which this particular document does not address, but which remain
critical to the development of a sound SCM:

¥ Data Collection: collection of accurate, robust data to facilitate the determination of crediting
baselines and to ensure against the crediting of “hot air”;

¥ Crediting Baselines: determination of whether baselines will be country-specific or global,
whether they will be absolute or intensity-based, and what level of ambition (i.e. developing
country contribution) to build in;

¥ Program Boundary: establishment of a boundary, geographical and/or quantitative, that
designates covered installations;

¥ Monitoring, Reporting and Verification (MRV): establishment of thorough, transparent MRV
systems to ensure that only real, verified emission reductions are credited;

¥ International Governance: establishment of a transparent international governance regime
to develop the mechanism’s modalities and procedures, evaluate and approve proposed
crediting baselines, monitor performance, and issue credits;

¥ Competitiveness: evaluation of possible effects on competitiveness and management of the
political ramifications likely to result;

¥ Supply and Demand Balance: evaluation of the risks of market instability that may result
from the mechanism’s initial (and possible enduring) uncertain credit supply and preparation
for and management of such instability; and

¥ Interaction with CDM: management of the relationship between a SCM and the CDM, in
particular, management of the transition from project-based to sectoral crediting in sectors
and countries that implement SCPs.

Special Thanks

The IETA Secretariat would like to thank Rob Fowler of Booz & Company in Sydney, Australia, for
sharing his time and creative effort during the drafting of this paper. We would also like to thank
David Moore, IETA’s fellow in Washington, D.C. for his substantive contribution to the development
of this paper.

Questions or Comments
Questions or comments in relation to this paper should be directed to its primary author, Kim
Carnahan, IETA’s Policy Leader for Flexible Mechanisms, at carnahan@ieta.org or +1 202 629 5983.

> This paper maintains focus on possible SCM designs but many of the ideas contained within it
would be relevant to a mechanism that aggregated crediting based on a grouping not confined to a
sector, such as NAMAs crediting.



Preface - Baselines and Boundaries: Each of the design options elaborated in the following pages
requires, as a first step, the establishment of a SCP boundary and associated SCP baseline. These
parameters will presumably be agreed between the relevant developing country host government
(hereafter, “host government”) and the international governance body responsible for overseeing SCPs
and issuing credits (hereafter, “credit issuing agency”). In order to ensure that the developing country
makes an unsupported mitigation contribution, the SCP baseline must be set somewhere below BAU
emissions. This will ensure that some emission reductions below BAU do not receive offset credits. The
level of unsupported emission reductions required— or, the “ambition” of the SCP— will be a political
decision and is not discussed in this document.

Option 1: Centralized Coordination of Mitigation and Crediting

1.0 Basic Design

¥ The host government designates or establishes a “coordinating entity” to direct efforts to reduce
the emissions of installations lying within the SCP boundary. The coordinating entity is likely to
be a government agency or a non-governmental sectoral body, such as a national steel
association.

¥ The coordinating entity sets a domestic emission reduction objective somewhere below the SCP
baseline and develops and implements an emission reduction action plan containing policy
initiatives to reduce emissions to that target level.*

¥ At the end of the crediting period for the SCP, the coordinating entity receives international offset
credits from the credit issuing agency based on whether and by what degree the aggregate
emissions of the sector have been reduced below the SCP baseline.

¥ The coordinating entity is responsible for determining if and how any credits issued or revenues
from credits issued are distributed to covered installations in the sector. Distribution to
installations is not mandatory. The government may choose to capture all credits and related
revenue.

1.1 Implementation Requirements

Successful implementation under this design option will require the ability to effectively coordinate
the reduction of emissions across a sector, which will vary drastically in difficulty depending on the
number and variety of installations covered. In most cases, the coordinating entity will need to be a
government agency with strong capacity for environmental and energy policy development and
enforcement. Only in sectors with high levels of internal coordination and a relatively small number
of installations would it be likely for an industry association to be capable of the necessary
coordination and discipline. Though less invasive measurement options may be possible, installation-
level emissions accounting will likely be required in order for aggregate emissions to be reported to
a degree of accuracy that satisfies the international credit issuing process.

1.2 Managing Credit Flows and Risks to Participants

Given the likely need for strong government direction of reduction efforts, many governments may
choose to be the sole credited entity and will, therefore, hold significant influence as to whether or
not emissions are reduced below the crediting baseline and to what degree. In other words, the
government will play a large role in determining the flow of offset credits from a SCP using this
design option.

* For example, the coordinating entity may introduce feed-in tariffs, establish minimum energy or
GHG efficiency performance standards, or set up training and technology transfer programs.
Depending on the level of regulatory capability, data availability, and MRV ability in the country, host
governments may also choose to establish a domestic sectoral emission trading system as the policy
tool through which their emission reduction objective is met. Due to the fundamental differences
between this and other policy options, however, the implementation of a domestic sectoral emission
trading system in the context of a SCM is considered as a separate design option in this document
(Option 2).




Compliance buyers, investors, market intermediaries, and covered installations will face three
distinct types of risk as a result of this design:

o Implementation Risk: The risk that the coordinating entity fails to adequately enforce or
coordinate the mitigation objectives of the entities in the sector, for reasons of
insufficient capacity, negligence, or institutional inertia;

o Default Risk: The risk that, after issuance, the coordinating entity fails to honor contracts
into which it has entered; and

o Performance Risk: The risk that the policy tools chosen, despite being fully implemented
and well enforced, prove insufficient to meet the emission reduction goals of the sector
and therefore delivery of contracted credits fails to occur.

All of these constitute versions of delivery risk, which will also entail a level of sovereign risk, or the
political risk that stems from the necessity of involving and, in most cases, largely relying on the
abilities of a sovereign government for direction and enforcement. Private sector actors will need to
evaluate and hedge all of these risks for every country, sector, and policy mix chosen. Options for
enforcement of a sovereign-to-private entity contract will be minimal, which will increase the
perception of sovereign risk by investors.

Similarly, predicting the emission reductions likely to result from any mix of policies will likely prove
very difficult. A number of factors unrelated to mitigation activities, such as changes in costs of key
inputs, are likely to impact the final emission reductions achieved, thereby enhancing the delivery
risk. In general, the risks to investors will be largely unknown at first, differ significantly from sector
to sector and country to country, and remain poorly understood for some time. It may not be
possible to develop risk management strategies for, and therefore invest in, many countries and
sectors due to an inability to acceptably determine risk.

While the host government may have significantly more information and insight than external
financiers and credit buyers, they too face significant risks in developing SCPs, as substantial capital
may be spent by the public sector as well as the private sector, without assurance of the
effectiveness of the emission reduction action plan developed or, in some cases, the market price for
credits generated. In the absence of a reliable basis to value the credits that may be issued, it is
likely that there will be few bids (at relatively low prices) for forward purchase from buyers, hence
leading to both liquidity and price risk in that market which will heighten the risk to capital and
reduce the potential returns. For those governments that choose to forgo forward selling, the global
price of carbon in the spot market years in the future will be largely unknown and, therefore, carry
significant price risk.

1.3 Finance Structure

Depending upon the mix of policy tools chosen by the coordinating entity, the types of finance
utilized under this design option may take several forms within the same SCP. For example,
acquiring finance to meet government-mandated energy efficiency standards will obviously work
differently than a government acquiring finance for a feed-in tariff. The finance structure will differ
most sharply depending on where the onus for acquiring finance lies—on covered installations or on
the government—as well as on whether or not the responsible entity can self-finance or must obtain
external financing.

Where the onus lies on governments, they will need to manage the inherent risks. Some host
countries may take market risk on the issuance of credits by selling them in the spot market, as
indicated above, but it is more likely that they will seek to hedge their risks by entering into long-
term sale agreements with compliance buyers or market intermediaries. The rationale for long-term
sale agreements would be to secure the forward sale of a sufficient number of credits at a price that
makes the undertaking financially attractive and thereby motivates participating entities and the
government to meet their emission reduction objective.

Should host governments elect to sell emissions credits under long-term agreements, they may
choose to partner with buyers able to make significant financial commitments commensurate with
the (possibly very large) emission reduction capability of an entire sector. Such buyers could include
developed country governments, large multi-lateral organizations, large aggregations of compliance
buyers, market intermediaries, or public-private special purpose entities acting as credit



clearinghouses. These buyers would also likely be a strong counterparty in terms of credit rating,
which would be beneficial for host governments because it implies reduced counterparty risk and
more secure revenue flow for the government. In instances where the host government cannot or
prefers not to self-finance, that buyer may also be called on to act as financier and bear some of the
financial risk of the undertaking. Most buyers are unlikely to be interested in taking on the risk of
financing these activities until the various risks of SCPs are more fully understood, however. In other
words, acquiring up-front financing will likely prove very challenging under this option.

Where the onus to acquire finance lies solely with covered installations, then they will likely need to
be able to access finance on the basis of their own financial standing and/or the ability of the project
to increase non-carbon related revenue, such as energy efficiency savings that result from emission
reduction activities. With few exceptions, finance will not be made available to individual installations
by commercial lending institutions or compliance buyers based on projected offset revenue if that
installation’s share of the resulting emission reduction credits depends upon the emission reduction
performance of the sector as a whole. The risks to each individual installation will be too high.

Where private sector finance is needed, for either installation-level or government-level activities,
government-backed guarantees on investment— provided by developed country governments or
International Financial Institutions (IFIs)— may prove essential for encouraging engagement with a
SCP. Indeed, investors have become more risk averse towards offset mechanisms as a result of
engagement with the international offset market over the past several years, yet they will need to
have an appetite for much higher levels of risk with a SCM. Investment guarantees may help to
bridge that divide.

1.4 Incentive Structure

Prima facie, the incentives for participation by individual installations are very low. Even if the
coordinating entity can be trusted to distribute offset credits equitably upon the overachievement of
the sectoral baseline, installations will have little incentive to lower their own emissions unilaterally,
because those efforts may be wholly or partially neutralized by another installation’s comparatively
inferior effort. In other words, for every ton of CO,equivalent reduced, the entity may only receive a
percentage of a credit. Indeed, if enough installations underperform, it may receive none at all.
Negative incentives could be established by the coordinating entity, for example, by fining
underperformers and compensating over-achievers for this discrepancy, but the impact of such
regulation in terms of incentive would, once again, depend on the enforcement ability of the
coordinating entity.

Given the likely need for a strong government role under this design option, the incentives for
participation for host governments are critical. They are also very complex. Unlike a private entity for
which the profit motive plays the central role in decision-making, the government response to the
economic incentives posed by sectoral crediting will be significantly muddled by both international
and domestic political and trade considerations. Moreover, a heavily government-directed effort will,
as a rule, be less responsive and less nimble in the face of changing circumstances, such as a decline
in demand for offset credits or an increase in domestic production of emissions-intensive output.
Situations where the coordinating entity contracts with, and possibly even receives financing from, a
developed country government or powerful private buyer may provide an extra incentive to closely
monitor changing circumstances and follow through with commitments. The influence of that strong
counterparty, which may include involving that party in the coordination of the mitigation activity,
would add an extra element of accountability into the equation and would, therefore, reduce the
perceived risk of the endeavor.

1.5 Analysis

The probable use of only command-and-control regulation under this option generally runs contrary
to the principles of a market-based system. While the establishment of emissions performance
standards and feed-in tariffs may be essential steps towards reducing sectoral emissions, a system
whereby a target is met solely through these tools does not transmit a carbon price signal to private
entities, only to the coordinating entity. It does not teach installations to integrate such a price into
their bottom line nor provide them the flexibility to identify installation-specific, inexpensive and
efficient ways to lower emissions. In other words, this design option would constitute a market-based
mechanism in a limited sense. It would, however, require the development of capacity to measure,



report, and verify emissions data at a large scale, potentially facilitating a transition to cap-and-trade
in the future.

Given the significant uncertainty surrounding whether or not (and the extent to which) SCPs will
reduce emissions below their crediting baselines, calls for the creation of unilateral and multilateral
instruments or oversight bodies to regulate the supply and demand of credits will also be likely, and
their design will undoubtedly prove very contentious. Indeed, such ideas have featured prominently
in the studies exploring sectoral crediting that have been published to date (see, e.g. A Framework
for a Sectoral Crediting Mechanism: A Report for the Global Wind Energy Council, by Lambert
Schneider and Martin Cames, 2009).

This design option may be unattractive to both developing and developed country governments for a
number of additional reasons. First, it is primed to succumb to government inertia in many countries
due to internal bickering over policy choices and management of credit revenue. The developing
country government itself may need to finance sub-commercial lending for emission reduction
activities. While standards and feed-in tariffs may prove very effective under certain circumstances,
the use of only top-down regulation runs the risk of raising mitigation costs by removing flexibility
and taking decisions about how to make emission reductions out of private sector hands. This risk
will be greater in sectors where regulation requires the premature retirement of expensive capital as
well as in sectors where production processes and the product mix differ substantially from company
to company.

That being said, countries that have finance available internally, that prefer centralized control of
emission reduction activities and that are less amenable to the application of free market principles
may find this option preferable. Moreover, very strong governments will be able to keep tight control
on emission reduction activities, thereby controlling the amount of credits released into the market
and influencing global market price if the sector and country in question are sufficiently large.



Option 2: Domestic Sectoral Emission Trading System

Note: This design is easily confused with “sectoral trading.” To be clear, sectoral trading would entail an
internationally binding commitment to cap a sector’s emissions and thereby enable trading of emissions
allowances, not offset credits, internationally. The design elaborated here remains an offsetting mechanism,
albeit one that goes “beyond offsetting” as a result of its ambitious baseline. It is not legally binding, and there
is no penalty at the international level for failing to reduce emissions below the crediting baseline.

2.0 Basic Design

¥ The host government establishes a domestic sectoral emission trading system (i.e. a sectoral
cap-and-trade system) to facilitate the reduction of emissions within the SCP boundary,’
including rules for the allocation of emissions allowances® through auctioning,
grandfathering, or some combination of both.

¥ The government sets the emissions cap either at the level of the SCP baseline or at some level
below that baseline.

¥ At the end of each compliance period, installations are legally required to submit allowances
equal to the tons of CO, equivalent GHG emissions they emit during the compliance period.’

¥ After compliance obligations have been met, excess allowances held by covered installations
can be submitted to the international credit-issuing agency in exchange for an international
offset credit, which can then be traded domestically or internationally.?

¥ If the cap is set below the SCP baseline, the credit-issuing agency issues international offset
credits equal to the difference between the domestic cap and the SCP baseline to the host
government. The government then has discretion over if and how that tranche of credits is
distributed to covered installations.

2.1 Implementation Requirements

Successful implementation of this design option will require a very high level of regulatory capability,
data availability, and MRV ability, as strict installation-level accounting procedures must be
established. For that reason, it can be assumed that only the more advanced developing countries
would be able to undertake a SCP that utilizes this design option. The difficulties encountered
during the development of the UK ETS and EU ETS foreshadow the challenges that will be involved in
its implementation. Significant capacity building, data collection, and lengthy internal political
discussions to determine system design will undoubtedly be required in developing countries, as
they have been in developed countries.

2.2 Managing Credit Flows and Risks to Participants
Control over credit flows under this design will be determined in part by whether or not the host

government chooses to set the cap at the level of the crediting baseline or below it, and if below, by
how much. Given proper enforcement of regulation, the emission reductions that lie between the

> Several sectors could be grouped together within the same domestic cap-and-trade system to
increase market liquidity and provide more flexibility to covered installations. It would probably be
wise to explicitly allow such “bundling” of SCPs at the international level. Explicitly allowing such
bundling will ensure that no confusion arises when the bundled sectors receive international offset
credits yet one or more of those sector’s emissions do not, in fact, lie below their crediting baseline.
° Host government-issued permits to emit one ton of CO,equivalent. These allowances would only be
viable for domestic compliance, not tradable internationally.

7 It is important to note that the legally binding nature of the domestic sectoral emission trading
system is a device to ensure domestic, not international, compliance. The “no-lose” characteristic of
the SCM is not affected by legally binding domestic legislation because the government is not legally
bound at the international level to keep emissions at or below the sectoral crediting baseline.

8 If covered installations decide to hold excess allowances instead of trading them within the sector
because they can secure a higher price if traded internationally, installations requiring more
allowances would be unable to cover their compliance obligations (if the purchase of offsets is not
permitted) despite the existence of excess allowances under the cap. Host governments may view
this situation as being unacceptable and require that entities holding excess allowances trade
internally at the going market rate until all domestic emissions are covered. This decision will be at
the discretion of the government.



sectoral crediting baseline and the domestically enforced cap will indicate the guaranteed flow of
credits, which will reduce the perceived delivery risk associated with that tranche of credits in
countries with strong regulatory abilities. Sovereign risk will exist only in that the government will be
required to enforce its domestic cap-and-trade regulations.

Credit flows resulting from reductions made by installations below the domestically enforced cap will
face risks unique to the installation and the contractual relationship between the buyer and seller in
question. They will not be impacted by the risks of other covered installations, unless installations
are forced to sell domestically to meet domestic demand before selling internationally (see footnote
8). In other words, in most cases, the delivery risks would closely mirror that of the CDM, except
that the regulatory risk associated with the governance body would be transferred to the host
government and would be limited to ensuring fulfillment of basic requirements, such as distributing
allowances in a timely manner.

2.3 Finance Structure

Finance under this design option will resemble finance under any cap-and-trade system, although
installations in developing countries may face more difficulty accessing financing than equivalent
installations in developed countries due to general constraints on the availability of capital in
developing country markets. Each covered installation will need to access finance for their emission
reduction activities individually, based on their compliance requirements and the cost/benefit
analysis of making further reductions.

Installations that receive allowances through grandfathering may trade their allowances at any time
to other installations within the sector and use the revenue to finance the emission reduction
activities they plan to undertake. Depending upon the rules established by the host government
concerning the ability to hold allowances for sale internationally in the presence of existing domestic
demand?, installations may also be able to sign offset sale agreements with compliance buyers from
other countries or market intermediaries long before they are able to exchange them for
international offset credits. Similarly, if host governments require or desire financial assistance in
carrying out any planned policy initiatives, they too could sign offset sale agreements with the same
groups of buyers. Offset sale agreements can both help secure finance as well as improve the terms
of finance received.

2.4 Incentive Structure

Installations face both positive and negative incentives under this option. Each installation will face a
positive incentive to lower its emissions as much as possible because doing so will mean either that
it can sell excess grandfathered allowances or will have less obligation to purchase allowances at
auction or from other covered installations. The installation will be incentivized to continue searching
for emission reduction opportunities as long as its marginal abatement cost is lower than the going
price for sectoral allowances or international offsets. In addition, covered installations will face a
negative incentive in the form of the penalty encountered if compliance obligations are not met.

Host governments under this design option face no explicit negative incentives, as there is no
penalty at the international level for failing to reduce emissions below the sectoral crediting baseline.
The government will be required to undertake a very significant amount of preparatory activity to
establish the sectoral cap-and-trade system, however, and such effort would be unjustified if the
government did not take advantage of the inherent opportunities to raise government revenue'® and
drive low-carbon development. For example, by setting the cap below the crediting baseline and
capturing that tranche of international credits, the government could access financing for activities
such as developing clean energy infrastructure or establishing feed-in tariffs. As an added bonus, the
reduction of the perceived delivery risk associated with this portion of credits may result in a higher

° See footnote 8.

"% In addition to credit revenue, this option includes the possibility of generating very substantial
additional government revenue from the auctioning of emissions allowances. Decisions as to whether
to auction or grandfather allowances and how to use auction revenue is at the discretion of the host
government.

10



forward purchase price for them, which would increase the positive incentive to help facilitate
reductions and enforce cap-and-trade regulation.

2.5 Analysis

When compared with other possible SCM design options, a domestic sectoral emission trading
system may be preferred because it does not require “hands-on” coordination of emission reduction
activities but does provide an option to build-in (through setting the domestic baseline below the
international baseline) an additional government incentive, thereby increasing public buy-in.

Covered installations will be incentivized immediately and directly to lower emissions and begin to
incorporate the price of carbon into their bottom line under this option but the system would be
more flexible and cost-effective if the cap covered many sectors or the whole economy, rather than
only one sector. Creating an avenue for developing countries to take small steps towards
establishing economy-wide cap-and-trade systems, however, provides a step-wise approach to
building emission reduction capacity, regulatory capacity, and domestic political consensus that may
prove very useful in many developing countries.

The question is likely to arise as to why a country would prefer to implement a sectoral cap-and-trade
system under a SCM as opposed to simply making the move to accept a binding sectoral cap— a
concept that is now referred to as “sectoral trading”."" Agreeing a binding cap would clear the way for
countries to issue allowances and begin trading activities ex-ante, thereby cutting out several extra
steps and much of the risk of investment when compared with a sectoral cap-and-trade with ex-post
credit issuance. It would also allow the up-front monetization of the sectoral assigned amount units
(sAAUs), thereby providing a stream of project finance from the onset of the sectoral cap-and-trade
system. Capping emissions would also enable the sector to be integrated into the international
carbon market immediately and to trade AAUs or sAAUs with other countries with economy-wide or
sectoral emission caps. Many countries, however, have an ideological opposition to taking on binding
caps, despite these benefits, and would prefer that their emission reduction commitments remain
“no-lose” in the international sphere.

' See Annex 1 for complete definition.
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Option 3: Installation-Level Mitigation and Crediting
3.0 Basic Design

¥ Based on the SCP baseline, the host government sets an emission reduction objective for each
covered installation.

¥ Each installation is eligible for direct crediting from the international credit-issuing agency to
the extent that it overachieves its individual emission reduction objective and may request
issuance at pre-set intervals during the SCP crediting period (e.g. annually).

¥ In general, installations have discretion as to how they reduce their emissions, but
governments may implement policy initiatives to encourage or require some level of action.

¥ At the end of the crediting period, if the domestic inventory shows that crediting to individual
installations has occurred without the aggregate SCP baseline having been met or to a degree
higher than the aggregate over-achievement of that baseline, the host government is
responsible for obtaining and canceling an amount of international offset credits equal to the
over-crediting.

3.1 Implementation Requirements

Like a cap-and-trade system, this design option will require installation-level accounting procedures
to enable the monitoring of the domestic sectoral inventory and extensive capacity building to
establish and enable enforcement of such procedures. Installations could be assigned the same
emission reduction objective (e.g. a universal emissions intensity benchmark per unit of production)
in sectors with homogenous outputs, but this is unlikely given domestic considerations of the
economic impact of forcing comparatively less GHG-efficient installations to rapidly increase their
efficiency. The use of universal baselines would also likely mean that modern and already high-
performing installations would receive windfall profits for taking no action. Therefore, in sectors
with heterogeneous as well as homogeneous outputs, each installation will likely need a credible
historical baseline and future baseline prediction to determine its individual emission reduction
objective. This poses similar problems to those that currently hamper the establishment of crediting
baselines under the CDM.

3.2 Managing Credit Flows and Risks to Participants

The design of the mechanism itself limits the risk to installations, since each installation is
responsible only for its own performance. Regulatory risk is diminished under this option when
compared with the CDM because eligibility is certain. Sovereign risk is also minimal, because the
host government is not required to approve the installation’s plans to lower emissions or distribute
emission reduction credits. The government is responsible for setting the installation’s objective
before the start of the crediting period, but this action will take place before emission reduction
plans are made and contracts signed, so it will not factor into investment risk.

A critical feature in this option is the developing country government's commitment to obtain and
cancel international credits for over-issuances. This means that the government will take
responsibility for the extent to which each installation fails to achieve its emission reduction
objective. At first glance, therefore, this option seems to place a very high level of risk on the
developing country government.

A number of provisions could be added to this design to ensure that risk is shared between
installations and the government, however:
¥ The government could place a levy on all credits issued to installations.
¥ The government could require that a buffer of credits from each issuance be held in reserve
until the end of the crediting period and then be released to installations only if and to the
extent that the aggregate SCM baseline is not achieved.
¥ The government could implement a combination of a levy and a buffer as above.
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¥ The government could require that each installation achieve its individual emission reduction
objective or else pay a penalty.'

In all of the above, the chosen risk management tool(s) would generate funds to lessen but not
eliminate the economic risk faced by the government under this design option. The revenue
generated from these tools could be used to wholly or partially compensate for any over-crediting
that occurs at the aggregate level, and thus reduce the government’s risk. In the event that the
sector reduced emissions below its SCM baseline, the levy would generate positive government
revenue.

No matter the government’s chosen approach to apportioning risk, however, the extent to which
emissions fall below the established SCP baseline, and the resultant credit flows from the
implementation of this design option, would be determined primarily by the installations themselves,
not the government. It is unlikely that individual installations would hold significant market power.

3.3 Finance Structure

Financing under this option would closely resemble typical project finance, even more so than with
project-based CDM. Installations in the host country could sign sale agreements with compliance
buyers or market intermediaries and use those agreements to boost the attractiveness of the project
and help secure finance for their emission reduction activities. In fact, because of the low regulatory
risk, such sale agreements may even be able to drive financing decisions under this mechanism.
Conversely, monetizing so-called Emission Reduction Purchase Agreements (ERPAs) under the CDM is
not usually possible because of the long timelines and high registration uncertainty."

Finance may also be easier to obtain under this option because the installations themselves will likely
be the private entities acquiring the finance. Under the CDM, outside project developers often
undertake projects in plants they do not own; if, instead, the installation drives the project, receives
the emission reduction credits and acquires the finance, it can use its own equity to acquire a loan.

The offset credit price repercussions of the use of a buffer and/or levy will depend on a number of
factors. All other things being equal, the use of a levy would cause installations to face higher
mitigation costs per credit issued than they would if no levy was issued. The use of a buffer would
cause, all other things being equal, forward-sold credits to trade at a discount to offset credits
generated from projects without links to the performance of other installations in their sector. SCPs
will benefit however from the diminished regulatory risk and reduced transaction costs associated
with the avoidance of the CDM registration process. Sectoral credits may also receive preferential
treatment under the EU and US Emission Trading Systems. Combined, these two factors may very
well outweigh any increased mitigation cost per offset credit issued. Moreover, any sale agreement
used with a SCP under this design option would likely focus on “secure” credits, i.e. those that
depend only on the installation’s individual performance. Any additional credits released from the
buffer would likely be captured as an option in the contract, therefore affording sectoral credits an
even higher value than traditional project-based credits and further neutralizing the increase in per-
credit mitigation cost.

Installation-level reductions will be at such a manageable scale that they can be monitored by
investors and compliance buyers, if desired, thus reducing the perceived delivery risks. A relatively
small group of investors or a domestic bank would prove sufficient to obtain the capital required in
most cases and investment opportunities would be flexible. One could foresee relatively small as well
as very large buy-ins.

2 This provision would require that installations meet their objective but would not require that they
reduce emissions below it, so any reductions below it would still result in direct crediting to the
installation.

'3 Banks cannot monetize an ERPA unless the project is already approved. By the time projects are
approved under the CDM, however, they have usually begun operations and thus must already have
acquired finance.
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3.4 Incentive Structure

Under this option, individual installations face a direct, positive incentive to lower emissions, as long
as their own marginal cost of abatement is less than the price of carbon. This is the most simple,
straightforward way to transmit the carbon price signal to entities in developing countries in lieu of a
cap-and-trade system. The addition of a levy or buffer provision may reduce that incentive depending
on the percentage of credits held back or levied off, but the incentive will remain direct and positive.

A buffer, however, will also add a more complex incentive for investors. Given the influence which
broader sector performance will have on whether the buffer credits are released to the installations,
there will be an extra incentive for investors to finance emission reduction activities at multiple
installations in order to raise the likelihood of capturing a portion of the extra credit revenue that
will be released to the installations if the aggregate sectoral objective is achieved.

On the government side, the fact that the government holds at least some of the risk of failure to
meet the sectoral reduction target provides the government with a negative incentive to become
more active in the sector’s efforts to reduce emissions. To this end, the government could take any
number of actions to encourage the achievement of the sectoral objective. These actions could range
from the purely facilitative, such as addressing barriers to technology transfer or providing training,
to more interventionist activities, such as implementing GHG efficiency performance standards or
introducing feed-in tariffs.

If the government chooses to add a levy provision to a SCP, or a combination of a buffer and a levy
provision, the government then also faces a positive incentive to facilitate emission reductions
because it will capture part of the revenue in the event of over-achievement of the aggregate sectoral
baseline. The revenue from these credits may fund further activities that facilitate emission
reductions in that or other sectors, thereby helping to ensure that the sectoral objectives in the next
crediting period will also be achieved and more revenue will flow to the government. The aim would
be for this to become a reinforcing cycle of increasing levels of emission reduction, where carbon
revenue captured is reinvested in further emission reduction activities.

3.5 Analysis

A key question for this design option is where the incentive to scale-up emission reductions lies if
installations face only individual, positive incentives as opposed to a requirement to reduce
emissions on aggregate. The nature of this design option is that it applies a straightforward
incentive in order to simplify implementation and let loose the private sector to reduce emissions.
The motivation for choosing this option would be a concern that shackling the interests of all
covered installations together and putting the government in charge of coordinating them is more
likely to lead to paralysis than action.

The assurance of direct crediting would be likely to incentivize emission reduction activity from day
one, rather than in response to a slow, tedious, and inflexible process of coordinating emission
reductions among many disparate installations. The benefit of providing the private sector with the
incentive to begin emission reductions immediately and to achieve as much reduction as possible
should not be underappreciated. In many sectors, key market players will set the stage for emission
reduction at the aggregate level simply by leading by example. Market leaders will demonstrate to
the rest of the sector the monetary benefits that result from reducing emissions and drive their
competitors to improve efficiency if they want to remain competitive.

Through the use of a buffer, the positive incentive transmitted to the government would likely be
reinforced by pressure from installations and investors eager to ensure the release of the buffer
credits. Such a combination could prove to be the right combination of incentives to spark key public
sector reforms as well as the development of required infrastructure. The possible sharing of risk
between the private sector actors and the host government in the event of a combined levy and
buffer approach would then add an extra layer of incentive, intertwining the efforts of the public and
private sector so to encourage cooperation to achieve a joint reward.
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Conclusion

The three design options for a sectoral crediting mechanism elaborated in this paper are certainly
not the only alternatives, and IETA looks forward to reading the work that others put forth as the
discussion concerning the operationalization of a SCM progresses. Some elements contained in each
of these options could be swapped out for others or tweaked in numerous ways to adjust the
risk/reward relationships for governments, installations, and the various types of investors and
market intermediaries that may be involved. While SCM designs certainly exist that would entail
risks to investment that could severely curtail the ability of private finance to play a significant role,
this paper has shown that various options also exist that could incentivize scale up, achieve
mitigation objectives, and still meet the needs of private investors.

Of course, as explained in the introduction, providing adequate incentives for participation and
ensuring that sufficient finance will be available are critical, but several other aspects of mechanism
design are also integral to the creation of a mechanism that has strong environmental integrity and
the confidence of participants in the global carbon market.

A number of complex technical, regulatory, and political challenges await us, including the ability to
collect accurate, robust data; establish appropriate crediting baselines; set program boundaries;
develop strong MRV systems; establish a transparent and credible governance system; tackle
concerns about the impact on competitiveness and the supply and demand balance of the global
carbon market; and ensure a smooth transition that protects current investments in the CDM and
ensures the continued successful operation of the CDM in the future.

Though IETA has not broached those topics in this paper, we hope that laying out these three design
options and making explicit their consequences with respect to risk, finance, and incentive will kick
off a more focused and detailed debate about how the proposals for a SCM can be practically and
thoughtfully taken forward.

The debates at COP15 in Copenhagen did not seem to be headed in this direction quite yet, however.
They provided a reminder that developing countries are suspicious of sectoral approaches in general
and uncomfortable with reliance on private investment to assist them with climate change mitigation
activities. One of the main arguments put forth by developing countries in the context of the climate
change negotiations is that reliance on the private sector brings with it an uncertainty of outcome in
terms of the finance provided.

This brings forth a dilemma. Developed country governments, as well as countless reports on climate
finance, have made it clear that the private sector must provide the majority of the funds required to
reduce global emissions to the levels that science requires. And, certainly, if investment is to be
tallied as private expenditure, then investors must be free to decide when to invest and when the
risks to investment are simply too large to bear. Private investors are more likely to withdraw from
the emission reduction credit market, or never enter, if they do not understand the mechanism they
are being asked to invest in, or if their analysis of it concludes that the risks it entails are not
commensurate with the potential reward.

IETA understands that the politics surrounding this issue is likely to remain tense. Given the need for
private finance, however, it is in the interest of all countries to take forward the issues of design that
this paper puts on the table, digest them, and begin a dialogue with the private sector. IETA stands
ready to engage with developed and developing countries alike to explore all options and create a
mechanism that is designed to meet the objectives of all involved.
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Annex 1: An Overview of Sectoral Approaches

The concept of sectoral approaches for regulating greenhouse gas emissions has evolved over time
into a key consideration in the ongoing international climate change negotiations as well as in the
domestic political debates of the governments taking part in those negotiations.

Interest in sectoral alternatives to economy-wide monitoring and regulation arose from the
realization that approaching the task of reducing emissions sector-by-sector provides a way to
logically segment the ambitious task of reducing global emissions. Countries could identify the
sectors most responsible for greenhouse gas emissions and then focus on them when identifying
mitigation potential, setting emission reduction goals, and planning necessary mitigation activities.
Moreover, if those sectors compete internationally, utilizing a sectoral approach that harmonizes
goals and enforcement globally might help to address competitiveness concerns that arise when
emissions are regulated differently, or not at all, in different countries.

The term “sectoral approach” does not have a static meaning, however, and new variations on the
original concept have emerged as the negotiations have continued and political sensitivities become
clearer. This paper explains the concept in its original form before elaborating the three key
variations that are now at the center of international and domestic debates.

ORIGINAL CONCEPT

Global (or, Transnational) Sectoral Approach: A global (or, transnational) sectoral approach entails
a system of transnational agreements that set comparable/equitable goals for emission reductions or
limits on emissions from all major players in a given sector', regardless of whether in a developed or
developing country. The term “global sectoral approach” does not denote whether emissions limits
would be binding or voluntary in nature.

It has been commonly suggested that under a global sectoral approach primary responsibility for
ensuring emission reductions would be assigned to an international trade group or other
representative body whose members include most or all of the firms active in a given sector. If a
binding agreement, however, national governments would likely play a large role in negotiating and
enforcing limits, and the responsibility for enforcement under a binding transnational agreement
would, by necessity, lie with national governments.

In its most extreme form, all competitors within the sector would face identical rules and obligations,
so that no company would be disadvantaged by unequal emissions constraints. One alternative to
this strict interpretation envisions companies in different countries being required to slowly converge
toward a common greenhouse gas intensity per unit of production. Under this variation, developing
countries, or countries with higher greenhouse gas intensities, would be allowed more time to reach
the global goal. The weakest form of a global sectoral agreement would set non-binding goals to
encourage participants to meet their common goals cooperatively through transfer of technology and
transmission of best practices.

As the basis for a comprehensive international mitigation regime, global sectoral approaches have
found little traction, particularly among developing countries. Many developing countries believe that
they should not be faced with equivalent greenhouse gas reduction obligations, because they have
historically emitted significantly less. Given that national variations in industrial carbon-intensity
often correlate with a country’s state of development, developing country advocates often argue that
companies operating in the most energy and carbon-efficient countries would enjoy a competitive
advantage over competitors in less-developed economies.

VARIATIONS ON THE ORIGINAL CONCEPT
1) Sectoral Trading: Sectoral trading would entail an international commitment by a developing

country to a legally binding emission reduction cap for one or more sectors, as opposed to its entire
economy. If such caps were agreed through the UNFCCC process, sectoral Assigned Amount Units

14 “Sector” is generally understood in this context to refer to activities at a broad level, i.e. steel, oil

and gas, pulp and paper, transport, electricity, etc.
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(sAAUs) would be issued to the developing country government in an amount equal to the cap for
that sector, similar to how AAUs are issued to developed countries under the Kyoto Protocol."

sAAUs would be completely fungible with AAUs and would be available for trading ex-ante at the
government level, therefore providing an opportunity to generate up-front revenue for the
government to use to fund emission reduction activities. In contrast, the CDM, which is the only
existing avenue for developing country participation in the international compliance carbon market,
requires the ex-post certification of emission reductions and issuance of emission reductions credits.

Acceptance of and engagement with sectoral trading by developing countries is now often associated
with the parallel establishment of a domestic sectoral cap-and-trade or emissions trading system
(ETS) to facilitate the reduction of emissions among installations in the sector. A domestic sectoral
ETS would function almost identically to an economy-wide ETS, with the same requirements for
allowance allocation, allowance cancellation, etc.

2) Sectoral Crediting: Sectoral crediting would entail crediting for emission reductions achieved on
aggregate in any given sector.'® Though various design options have now been elaborated, the
original design envisioned that credits would only be issued if and when the aggregate emissions
from all installations or activities included in the sector were proven to have been reduced below a
sectoral crediting baseline that was agreed internationally.

A Sectoral Crediting Mechanism (SCM) would be an “offset” mechanism, like the CDM, and generate
emission reduction credits— likely to be called Sectoral Certified Emission Reductions (sCERs). sCERs
should be seen in contrast with AAUs, sAAUs, and emissions allowances under domestic emission
trading systems, which are all permits to emit rather than credits for not emitting. Sectoral crediting
avoids the practical quandary of defining the “additionality”'” of emission reduction efforts, which has
caused significant difficulties within the CDM. Sectoral emission reductions below the agreed
crediting baseline are, by definition, additional and require no further additionality tests by the
developing country government or the covered installations.

Sectoral crediting baselines would be based on country and sector-specific projected business-as-
usual (BAU) emissions growth, and all designs put forward to date envision that the baseline would
be set to some degree lower than the sector’s projected BAU emissions in order to include an
amount of developing country “contribution” to international emission reduction efforts.'”® The
concept of setting the baseline below BAU emissions is often referred to as “stretching” the crediting
baseline, adding “ambition” to the crediting baseline, or going “beyond offsetting.” The latter term
refers to the fact that an ambitious baseline entails the generation of emission reductions beyond
those being used to offset developed country emissions, since some emission reductions will go un-
credited. If a sectoral crediting baseline is set below the BAU baseline, the difference between BAU
and the ambitious baseline constitutes the sector’s expected contribution to international climate
mitigation efforts. In this case, the first SCM credit earned would represent a net benefit to the
environment (i.e. a benefit in addition to developed countries’ emission reduction commitments).

As with the CDM, participation in mitigation efforts through SCM would be voluntary. Developing
countries need not be required to propose or implement a Sectoral Crediting Program (SCP), and if
they did, there would be no internationally legally binding commitment to follow through. Sectoral

' Sectoral trading is commonly understood to entail the acceptance of an absolute cap on emissions,
though some commentators have argued that sectoral trading could be implemented through the
use of a binding cap on emissions intensity. The question of how many sAAUs to issue in such an
arrangement remains a difficult question to answer.

'® Most commonly, the term connotes emission reductions achieved in a sector within one country,
but there is no fundamental reason why a SCP could not cover the installations/activities of a sector
across several countries, if those countries entered such an arrangement voluntarily and were
relatively small or shared an electricity grid.

17 “Additionality” refers to the determination that a given project’s mitigation benefits would not
have occurred in the absence of carbon finance incentives.

'8 Some governments and other commentators have suggested that it might be appropriate to set
the baseline at a level that excludes low-cost abatement options in order to drive ambitious
technological transformation.
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crediting is thus also referred to as a “no-lose” crediting mechanism. The lack of an internationally
binding commitment to reduce emissions means that, as with the CDM, crediting for emission
reductions is ex post.

3) Sectoral CDM: Depending upon the source of the definition, the concept of Sectoral CDM can be
given two quite distinct meanings. Some sources use the concept “sectoral CDM” interchangeably
with “sectoral crediting”, meaning it has the same definition as the one outlined above. Other
sources use the term to mean a system that entails crediting at the installation-level for a reduction
in emissions intensity per unit of output (e.g. ton of cement, megawatt of electricity, or kilometer
traveled) below a corresponding emission intensity benchmark established for any given sector and
country.

Sectoral CDM would differ significantly from traditional CDM in that it would streamline the
registration and issuance process for emission reduction activities being undertaken within the
sector. It would avoid the process of establishing an installation-specific crediting baseline, and
reduction below the benchmark could also constitute the determination of additionality for that
installation.

Unlike all of the other conceptions of a sectoral approach, sectoral CDM would remain fundamentally
a project-level mechanism, except that the “project” could entail a number of different emission
reduction activities within the installation (which would likely require multiple methodologies and
multiple, individually registered projects under the CDM) in order to reduce the installation’s per-unit
emissions below the benchmark. Crediting would not be linked to the performance of the sector on
aggregate.

It is important to note that there is significant overlap between the concept of sectoral crediting and
the concept of “multi-project, standardized baselines” as discussed in the UNFCCC Kyoto Protocol
negotiations on CDM reform. The concept of multi-project, standardized baselines encompasses a
use of benchmarks but may also include other standardization methods, like deemed value
approaches and default values. All of these would systematically reduce costs to project participants,
clarify and simplify the validation and verification work of CDM Designated Operational Entities
(DOEs), and clarify and simplify the decision-making process of the CDM Executive Board. It is
frequently suggested that easing the registration process in this way would incentivize greater
participation in the CDM in any sector for which these standardization methods were incorporated.

Like sectoral crediting, sectoral CDM could be designed in such a way that some developing country
“contribution” was built in by setting an ambitious benchmark, at some level below the BAU
emissions intensity in the sector.

'9 please see IETA’s previous publication entitled, “Multi-Project Standardized Baselines and Beyond:
Explaining a Key Issue in the Reform of the Clean Development Mechanism” available at www.ieta.org
for an in-depth explanation of multi-project standardized baselines.
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