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CHAPTER 8 
 

 

Theoretical Aspects of Restricting the Kyoto Mechanisms 

 

 

 

 

8.1 Introduction 

 

According to North (1990), institutions shape human interaction by means of formal 

constraints, such as legal rules, and informal constraints, such as cultural values. 

Although several (law and) economics scholars acknowledge the importance of culture, 

Licht (2001) demonstrates that they lack the tools to analyze it. Therefore, after 

primarily using law and economics to understand the formal constraints posed by WTO 

and EC law to implementing permit trading as discussed in the previous two chapters, 

we will now largely turn to political science by analyzing the informal constraints to 

getting the Kyoto Mechanisms up and running. We will unravel cultural barriers and 

opportunities by analyzing (a particular set of) government-related attitudes, including 

equity values, towards these flexible instruments, both from a theoretical perspective in 

this chapter and from an empirical perspective in the next.  

Values are part of a nation’s political culture (cf. Almond and Verba, 1965). 

Values engage moral considerations and can be defined as ‘conceptions of the 

desirable’ (Van Deth and Scarbrough, 1995: 28). Values do not only guide, but also 

constrain social actions (Goodin and Klingemann, 1996: 19). For that reason, some even 

refer to a nation’s culture as the ‘mother of all path dependencies’ (Licht, 2001: 149). In 

line with this view, the IPCC acknowledges that values, social norms and attitudes 

could act as barriers to the realization of cost-effective climate measures (Banuri et al., 

2001: 45). In general, however, which is underestimated by Licht (2001: 200) who only 
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sees culture as an ‘old mother’ that is resistant to change, we argued in the second 

chapter that values not only act as barriers, but can also act as opportunities if their 

content is favourable to such change. Whereas legal constraints are designed, imposed 

and enforced by the government, cultural constraints rather emerge in society. In this 

chapter these informal institutions are only considered in so far they have an impact on 

formal institutional change.  

Values are not directly observable, but attitudes are (Van Deth and Scarbrough, 

1995: 22). The set of attitudes to be researched in the next chapter, on the basis of 

hypotheses to be developed in this chapter, consists of the opinions of high-level 

officials in the EU (European Union) about the European supplementarity proposal. 

This proposal was meant to define the supplementarity concept that was mentioned, but 

not elaborated in the Kyoto Protocol. According to this Protocol, adopted at CoP3 held 

in Kyoto in 1997, the Kyoto Mechanisms shall be ‘supplemental’ to domestic action 

(Articles 6.1(d), 12.3(b) and 17). The supplementarity provisions in the Kyoto Protocol 

try to prevent a situation in which the agreed emission targets would be met solely (or 

predominantly) by means of the Kyoto Mechanisms. Prior to CoP6 held in The Hague 

in 2000, the EU proposed to elaborate supplementarity by means of a quantitative 

restriction on the use of the Kyoto Mechanisms. Although this self-imposed barrier to 

trade was largely rejected at CoP6 Part II held in Bonn in 2001, as part of a compromise 

with countries that pressed for unrestricted trading, an analysis of the EU proposal is 

still useful to lay bare the underlying values of why some governments wanted to limit 

emissions trading in general and permit trading in particular.   

 Although the supplementarity issue has moved to the background of 

international environmental politics because it was solved in 2001, it was one of the 

largest political problems to implementing the Kyoto Mechanisms at the end of the 

nineties. At CoP4 (1998) in Buenos Aires the Parties drew up a work programme, the 

‘Buenos Aires Plan of Action’, in which the supplementarity issue was mentioned as 

one of its first elements (BAPA, 1998, Decision 7/CP.4, Annex). This work programme 

was reinforced at CoP5 (1999) in Bonn with a view to taking decisions on the Kyoto 

Mechanisms at CoP6 in The Hague in November 2000. However, this CoP6 meeting 

failed to produce an agreement on the institutional details of the Kyoto Mechanisms, so 

that a second meeting was held in Bonn under the name of CoP6 Part II. One of the 
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main reasons why the Parties did not reach consensus at CoP6 Part I were the political 

differences on the issue of supplementarity (e.g. Churie et al., 2000).  

The negotiating positions on supplementarity differed widely among the 

governments (SBSTA, 1999, 2000). There were two groups in the political debate. The 

United States (US) and the other so-called JUSCANZ countries (such as Canada, 

Australia and Japan) did not want to define supplementarity, believing that each country 

should decide for itself how much it wants to trade.1 They opposed a restriction on the 

use of the Kyoto Mechanisms. The EU, however, was the first to propose an elaboration 

of supplementarity by quantitatively restricting the use of the Kyoto Mechanisms. Later, 

the Europeans were followed by some developing countries (such as China and India) 

which made comparable (albeit different) proposals to restrict trading. The EU proposal 

roughly implied that 50% of the Kyoto commitments should be achieved domestically 

via a quantitative (or: ‘concrete’) ceiling on the use of the Kyoto Mechanisms. As will 

be discussed below, the EU drafted detailed rules for buyers (demand) and rules for 

sellers (supply). The rules which limit demand applied to all Kyoto Mechanisms, 

whereas the restriction on supply exempted units resulting from JI and CDM projects 

(EU Council, 1999).  

Building upon Woerdman (forthcoming (b); 2001e), this chapter systematically 

elaborates – and criticizes – various theoretical explanations of the EU proposal on 

supplementarity in the form of sixteen hypotheses, including political-strategic and 

political-normative objections against unrestricted trading (such as equity). The 

limitations of the theoretical analysis are treated. In addition, a review and assessment 

of economic analyses of the EU proposal on supplementarity is provided to specify the 

associated interests of the major political actors in the intergovernmental negotiations 

on climate change. This constellation of values (and interests) provides a theoretical 

insight into the cultural (and some other) barriers to implementing the Kyoto 

Mechanisms. 

                                                 
1 The so-called JUSCANZ group is an occasional coalition which incorporates Japan, the United States, 
Canada, Australia and New Zealand. The US also discusses the possible implementation of an emissions 
trading scheme with the so-called ‘Umbrella’ group incorporating the JUSCANZ countries (of which 
most are likely to be potential buyers) as well as Norway (an early European advocate of emissions 
trading) and the Russian Federation and Ukraine (potential sellers).  
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 The official EU proposal on supplementarity was directed against unrestricted 

use of all Kyoto Mechanisms, not against one of them in particular (such as emissions 

trading). At first glance, finding out why a restriction was proposed by interviewing key 

officials can give us more knowledge about attitudes that some policy-makers have 

against introducing markets in climate change policy, which in itself is deemed 

important by many authors (e.g. Banuri et al., 2001; Kuik and Gupta, 1996; Victor, 

1991), but can not shed more light on the question why the economically superior 

alternative of permit trading ranks low in the political hierarchy. However, when the 

objections of governments and key civil servants against trading are analyzed in detail, 

it will appear that some reasons only apply to emissions trading under IET Article 17 

and not to the project-based flexible instruments of JI and CDM. Consequently, the 

central question of this chapter is why the EU has proposed to limit the Kyoto 

Mechanisms by placing a quantitative ceiling on their use. The objective of this chapter 

is to provide several positive theoretical explanations for this EU proposal on 

supplementarity by arranging and elaborating as well as extending and criticizing the 

clarifications found in the existing emissions trading literature and papers. 

This chapter is organized as follows. Section 8.2 elaborates upon the definition 

of supplementarity proposed by the EU. Section 8.3 provides a review and assessment 

of the economic analyses of the EU proposal on supplementarity to find out whether the 

proposed trade restriction was in the economic interest of the EU. Not only the overall 

economic effects, but also the gainers and loosers of the proposal will be identified. 

Section 8.4 takes a political science perspective by systematically elaborating (and 

criticizing) various possible theoretical explanations of the EU proposal on 

supplementarity in the form of sixteen hypotheses, which will be tested empirically in 

the next chapter. The limitations of the theoretical analysis, as well as some alternative 

hypotheses, will be discussed as well. To facilitate transparency, this section also 

clusters the hypotheses ex post and indicates in which hypotheses equity values play a 

role. Finally, section 8.5 presents the conclusion.  
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8.2 Definition of Supplementarity 

 

Already in the pilot phase for emission reduction projects, the FCCC Parties recognized 

at CoP1 held in Berlin in 1995, under Decision 5/CP.1(c), that ‘(...) Activities 

implemented jointly under the Convention are supplemental, and should only be treated 

as a subsidiary means of achieving the objective of the Convention’ (CoP1, 1995: 18). 

In a similar fashion, the Kyoto Protocol mentions supplementarity, but does not define it 

in detail. According to JI Article 6.1(d) the acquisition of ERUs ‘(...) shall be 

supplemental to domestic actions for the purposes of meeting commitments under 

Article 3’. CDM Article 12.3(b) states that Annex B Parties may use CERs only for 

‘(...) compliance with part of their quantified emission limitation and reduction 

commitments (...)’ and also IET under Article 17 ‘(...) shall be supplemental to domestic 

actions (...)’. 

Contrary to the previous chapters, where we have started each time by giving 

our own definition of the key concept(s) involved, we will not start now by giving our 

own definition of supplementarity. The reason for this is simple: we will not develop 

our own definition precisely because in this chapter we investigate the definition of 

supplementarity offered by the EU. The definition of supplementarity of the EU, which 

was its negotiating position prior to and during CoP6 (e.g. SBSTA/SBI, 1999), roughly 

implied that 50% of the Kyoto commitments should be achieved domestically via a 

ceiling on the Kyoto Mechanisms, thereby limiting emissions trading. More 

specifically, the EU wanted to define supplementarity as follows.  

The EU proposal on supplementarity (EU Council, 1999) contained rules for 

buyers (demand) and rules for sellers (supply).2 Demand and supply were to be 

restricted for the five-year commitment period 2008-2012. The rules which limit the 

demand applied to all Kyoto Mechanisms, whereas the restriction on supply exempted 

units resulting from JI and CDM projects. With respect to supply (sellers), the EU 

proposal stated that a selling Party may not transfer more than 5% of its {(baseyear 

emissions multiplied by 5 plus its assigned amount) divided by 2}. With respect to 

demand (buyers), the EU proposal stated that the purchase(s) of an Annex B Party may 

                                                 
2 A thorough albeit preliminary economic analysis of the EU proposal on supplementarity is provided, for 
instance, by Baron et al. (1999).  
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not exceed the higher of either 5% of its {(baseyear emissions multiplied by 5 plus its 

assigned amount) divided by 2}, or 50% of its {(actual annual emissions of any year 

between 1994 and 2002 multiplied by 5) minus its assigned amount}. Nevertheless, the 

EU proposal approved of more emissions trading to take place in the case (and amount) 

of early action. The ceiling on net acquisitions (or net transfers) could be increased to 

the extent than an Annex B Party achieves emission reductions larger than this ceiling 

in the commitment period through domestic action undertaken after 1993, if 

demonstrated by the Party in a (albeit undefined) ‘verifiable’ manner and subject to an 

expert review process.  

Although the EU was the only political actor in 1999 to favour a ceiling on the 

use of the Kyoto Mechanisms, they were followed in 2000 by a some other Parties who 

made comparable proposals (albeit with different formulas, percentages and coverage) 

to limit emissions trading in quantitative terms, notably China, India, Saudi Arabia, 

Senegal and the Alliance of Small Island States (SBSTA/SBI, 2000). However, the 

political differences among them were (and still are) considerable, for instance because 

India favours a quantified ceiling on all mechanisms, whereas China only proposes a 

concrete ceiling on IET Article 17, thereby presumably excluding JI and CDM from 

such limitations. 

 The story ended with a partial defeat for the EU as well as for the 

aforementioned non-Annex B countries. The EU was willing to give up its proposal and 

accepted the unspecified requirement that domestic action shall be a ‘significant 

element’ of Annex B countries’ climate policy (CP, 2001a: 7). The EU made this 

compromise at CoP6 Part II, held in Bonn in July 2001, to prevent that some JUSCANZ 

(or Umbrella) countries would withdraw from the Kyoto Protocol, like the US had done 

a few months earlier in March 2001. This largely unexpected US decision had changed 

the game and the EU, who believed in the Protocol but was sceptic to unrestricted 

emissions trading (Oberthür and Ott, 1999), rather had a market-based Protocol than no 

Protocol at all. Nevertheless, some of the environmental concerns of the EU were 

accommodated at CoP6 Part II by means of restrictions on the use of sinks and the 

requirement, among other things, that each Annex B Party shall maintain a commitment 

period reserve which should not drop below 90% of its assigned amount, as discussed in 

earlier chapters.  
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The aforementioned decision by the FCCC Parties on supplementarity was 

reconfirmed in the Marrakesh Accords of CoP7, held in Marrakesh in 

October/November 2001, where it was determined that: ‘(...) use of the mechanisms 

shall be supplemental to domestic action and (...) domestic action shall thus constitute a 

significant element of the effort made by each Party included in Annex I to meet its 

quantified emission limitation and reduction commitments under Article 3 (...)’, (CP, 

2001b: 3). Moreover, although the Parties initially disagreed over the issue (Boyd et al., 

2001: 5), they also decided that the eligibility to trade (which depends on compliance 

with the emission accounting and inventory requirement under Articles 5 and 7) does 

not depend on a requirement for Annex B Parties to report on supplementarity. Instead, 

the CoP ‘requests the Parties included in Annex I to provide relevant information’ on 

supplementarity in relation to domestic action and their use of the Kyoto Mechanisms 

(CP, 2001b: 3). This means that reporting failures on supplementarity would not trigger 

a loss of eligibility to use those flexible instruments.  

Apart from some exceptions (e.g. Grimeaud, 2001), the EU proposal on 

supplementarity did not seem to have many supporters in the scientific community of 

climate change research, neither within nor outside Europe (e.g. Bohm, 1999; Petsonk, 

1999; Tietenberg et al., 1999). Scholars rather performed economic analyses of this 

proposal and put forward positive explanations for the EU position (e.g. Hourcade and 

Le Pesant, 2000; Yamin et al., 2000).  

 

8.3 Economic Analyses of the EU Proposal on Supplementarity 

 

If one wants to know why the EU proposed to limit emissions trading and analyze the 

underlying values, it makes sense to first explore whether it is in its economic interest to 

do so. If the proposal of the EU would completely follow from its economic interests, 

an analysis of values would not be necessary (or less relevant) to provide a positive 

explanation. Therefore, this section tries to identify the gainers and loosers of the EU 

proposal on supplementarity by presenting an overview and comparison of different 

economic studies. Such an analysis of economic interests might also explain the 

position of other governments who either opposed or supported a restriction on trade. In 

addition, the number and political power of the gainers and loosers gives us some idea 

 339



Chapter 8   Theoretical Aspects of Restricting the Kyoto Mechanisms 

of the chance that the EU proposal could have been adopted internationally before the 

Europeans abandonned their proposal. First we will discuss and nuance the economic 

studies that calculate the overall economic effects of the EU proposal on 

supplementarity (subsection 8.3.1), then we will identify the gainers and loosers of this 

EU proposal by comparing and criticizing different economic models (section 8.3.2).  

 

8.3.1 Overall economic effects of the EU proposal on supplementarity 

 

How ‘bad’ is the EU proposal in terms of overall economic effects? Economists agree 

that restricting the use of the Kyoto Mechanisms will raise the total costs of reducing 

GHG emissions in comparison with the cost-minimizing optimum (e.g. Haites, 1998; 

Tietenberg et al., 1999; Zhang, 2000b). This cost increase could be considerable. When 

comparing different studies, it turns out that the estimated cost increase in relation to a 

situation of unrestricted emissions trading varies in the literature from a few percentages 

(e.g. Rose and Stevens, 2001) to 50% (Gusbin et al., 1999) or more (Ybema et al., 

1999), depending on the model and its assumptions.3 However, the EU proposal could 

be put into perspective by looking at the basis of comparison in these calculations and 

by considering the simplifying assumptions behind the models from which these figures 

originate.  

Firstly, the aforementioned studies focus on the theoretical optimum when 

judging the efficiency effects of a limitation on trade. However, instead of a (in itself 

legitimate) comparison with the ideal situation, one could also judge the effects of the 

EU proposal in relation to the initial situation (or: status quo) of no international trade at 

all. This makes clear that the EU proposal still leads to cost savings – albeit to a lesser 

extent than would have been possible: Zhang (2000b: 510), for instance, has calculated 

that the Annex B countries (belonging to the OECD) would still be able to reduce their 

total abatement costs by more than 66% under the EU proposal, compared to 87% under 

                                                 
3 The estimated cost increase induced by the EU proposal compared with unlimited emissions trading 
depends, among other things, on the shape of the marginal abatement cost (and benefit) curves, the 
market price for emission reductions, the level of competition and transaction costs as well as the 
stringency and design of the ceiling on emissions trading (for instance the presence or absence of an 
export limit next to the import limit or the interpretation of a ceiling as a percentage of either historic 
emission figures, assigned amounts or baseline emission projections).  
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full trading. This demonstrates that limited trading is economically worse than full 

trading, but still economically better than no trade at all.   

Secondly, we have seen that the cost increase of a limit on trade is usually 

compared with the market optimum which determines the theoretical cost savings under 

unrestricted emissions trading. Baron (1999b) argues that these projected cost savings 

are too optimistic, because they are typically calculated on the basis of to some extent 

unrealistic models which assume perfect competition without transaction costs in a 

market with many traders who all have complete information. Although there is no 

doubt that the EU proposal is inefficient, this would not only mean that the economic 

‘damage’ caused by the EU proposal may be less serious than suggested in several 

economic studies, but also that the concern about an ‘excessive’ use of emissions 

trading may be less serious (and the level of domestic action under emissions trading 

may be higher) than suggested by European negotiators. For instance, Zhang (2000b) 

projects that in a full emissions trading scenario Annex B countries would still 

implement about 30% of the required emission reduction efforts by means of domestic 

action.   

Thirdly, the role of market power, transaction costs and banking put the EU 

proposal into perspective. Gusbin et al. (1999) and Ciorba et al. (2001) calculate that the 

Russian Federation could perhaps supply as much as 70% of the permits, which may 

lead to monopoly behaviour and a limitation of the volume of permits supplied in an 

attempt to drive up their price. This implies that market power would have a similar 

effect as a ceiling on the volume of emissions traded. Ellerman (2000) stresses that even 

if the Russian Federation is unwilling or unable to exert market power, the export limit 

subsumed under the EU proposal approximates the result by restricting supply. Gusbin 

et al. (1999) also argue that transaction costs function as a ceiling on trading since they 

drive a wedge between the price the supplier receives and the buyer is prepared to pay. 

Although the actual effect depends on the form and level of transaction costs, it is clear 

that it might limit the potential losses associated with fixing a ceiling on the volume 

traded. In addition, the cost penalty of putting a ceiling on emissions trading may not be 

as high as sometimes suggested if Annex B Parties, which are potential suppliers, bank 

assigned amount units to subsequent commitment periods (as allowed under Article 
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3.13), which would raise the carbon price and lower the volume traded in the first 

commitment period.  

On the one hand, a different basis of comparison, imperfect markets and banking 

make the EU proposal look less ‘dramatic’ than sometimes suggested. On the other 

hand, they do not change the fact that the EU proposal has a negative effect on overall 

efficiency. What, then, is the effect of the EU proposal on the permit price? The EU 

proposal contains a restriction on demand as well as a restriction on supply. In principle, 

both have opposite effects: restricting demand lowers the permit price, whereas 

restricting supply increases the permit price. However, the demand restriction will lower 

the market price only in the case of perfectly competitive supply. If supply is 

monopolistic, the supplier – for instance Russia as indicated above – may have the 

opportunity and incentive to increase the permit price. One of the features of the EU 

proposal is that the rules which limit demand apply to all Kyoto Mechanisms, whereas 

the restriction on supply exempts units resulting from JI and CDM projects. This means 

that the demand restriction in the EU proposal is more binding than the supply 

restriction. Consequently, with the exception of some analyses (e.g. Mauch et al., 1999), 

most authors expect (assuming perfect competition) that the overall result of the 

demand and supply restriction effects of the EU proposal will be a lower permit price 

(e.g. Zhang, 2000b; Ybema et al., 1999). This is disadvantageous for sellers and may 

sound attractive to permit buyers (cf. Baron et al., 1999), but the latter should not forget 

that the demand restriction also forces them to make larger and hence more expensive 

domestic reductions than under unrestricted trading (Criqui et al., 1999).  

 

8.3.2 Gainers and loosers of the EU proposal on supplementarity 

 

Which countries are likely to benefit from the EU proposal on supplementarity and 

which are likely to be disadvantaged? Bohm (1999) claims that a ceiling on trade is not 

in the interest of any country, because it would make emission reductions globally more 

costly than possible. However, country interests should not be derived from economic 

effects on the global level, because such a macro-perspective is unable to identify the 

loosers and gainers from the EU proposal. Therefore, following the view of several 

political scientists that the allocation of such economic effects among countries matters 
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in international environmental politics (e.g. Van der Wurff, 1997), we rather define 

country interests at the level of (regions of) countries to see who will gain and who will 

loose under a ceiling on trade. Below, we will highlight the consensus in the economic 

literature that developing countries and Central and Eastern European countries will 

loose when a quantitative ceiling is placed on the use of the Kyoto Mechanisms. 

However, we will also demonstrate there is a lack of consensus among economists 

about which industrialized country will win and which one will loose under the EU 

proposal.  

 There seems to be agreement in the economic literature that the developing 

countries will loose if use of the Kyoto Mechanisms is restricted (e.g. Rose and Stevens, 

2001; Zhang, 2000b). However, there are both developing countries who oppose and 

support the EU proposal, which also indicates that they are no unitary actor and that 

some follow considerations other than economic ones. The EU proposal not only 

restricts IET and JI, but it also limits the demand for CDM projects, which deprives 

developing countries from a potential source of additional income. According to 

Dutschke and Michaelowa (1999), this economic disadvantage is the reason why the 

G77 did not encourage the EU in its effort to set a clear percentage for credit trading 

under Article 12. Their view seems to be correct in the case of China, which proposed 

in the beginning of 2000 (SBSTA/SBI, 2000) to place a concrete ceiling on IET Article 

17 in quantitative and qualitative terms based on equitable criteria, thereby presumably 

excluding the CDM (and JI). However, their view is incorrect in the case of India as 

well as Saudi Arabia, Senegal, the Alliance of Small Island States (AOSIS) and even 

Costa Rica, a pro-active host country of AIJ pilot phase projects, who have all pleaded, 

among other things, for a quantitative ceiling on the CDM (SBSTA/SBI, 2000).  

A reduction in CDM transfers caused by such a ceiling may not be perceived as 

problematic from an equity perspective of rich countries ‘buying their way out’ and 

‘picking low hanging fruits’ (cf. Trexler and Kosloff, 1998) or from an environmental 

perspective of possible carbon leakage and arguably weak project baselines (cf. 

Tietenberg et al., 1999). However, less CDM transfers are a problem for developing 

countries from a purely economic point of view. Zhang (2000b) calculated that a ceiling 

on all Kyoto Mechanisms would roughly halve the potential size of the CDM market 

compared to unrestricted transfers. Nevertheless, the negative effect of a trade 
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restriction may be smaller than suggested, because the potential size of this market is 

typically overestimated by neglecting the impact of political inertia and economic 

transaction costs (Austin et al., 1998), while the EU proposal on supplementarity limits 

the demand for all Kyoto Mechanisms, but exempts CDM (and JI) projects from the 

restriction on supply (Baron et al., 1999). Rose and Stevens (2001), for instance, come 

up with smaller figures than Zhang (2000b) when they only consider purchase limits.4 

Based on the OECD GREEN model, Yamin et al. (2000) predict a negative albeit small 

income effect for China and India when the CDM is restricted. Although the precise 

impact of the EU proposal on developing countries is difficult to quantify due to 

uncertainties, for instance about baseline emissions or costs and benefits, it is likely 

(assuming that CDM host countries have no market power to raise the carbon price in 

the face of demand restrictions on trade) that the developing countries, such as China 

and India, will economically loose from a ceiling on the use of the Kyoto Mechanisms.  

 There also seems to be a consensus in the economic literature that the countries 

in Central and Eastern Europe will loose, such as the Russian Federation and the 

Ukraine, if the EU proposal would be adopted and executed (e.g. Metz et al., 2001). 

Baron et al. (1999) estimate that the EU proposal would limit the supply of hot air to 

about one-third of its potential magnitude, which reduces the potential revenues for 

countries with economies in transition. Considered in isolation, Haites (2000) estimates 

that a limitation of hot air sales increases the carbon price, but strongly reduces the 

Annex B sellers’ net revenues received (from $45.4 billion under full trading to $12.8 

billion under restricted trading).  

Is it economically rational for the EU to propose and for the US to oppose a 

restriction on trade? Perhaps surprisingly, the economic literature is divided about who 

will win and who will loose in the group of industrialized countries when only limited 

use of the Kyoto Mechanisms is allowed. Some argue that the EU looses and the US 

gains (e.g. Bollen et al., 1999), whereas others argue that the EU gains and the US 

                                                 
4 It is also in the economic interest of developing countries to raise the demand for CDM credits by 
exempting projects hosted by developing countries from the proposed purchase limits and/or by 
excluding the hot air in Eastern Europe from the trading system (cf. Zhang, 2000b). Eastern European 
countries, on the other hand, prefer a trading system without developing countries, since the latter would 
undercut their ability to be the major permit sellers (Rose and Stevens, 2001).  
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looses (e.g. Zhang, 2000b). The main reason behind these opposing conclusions are 

different assumptions about the relative marginal abatement costs of these countries.  

If it is assumed that the EU has higher marginal abatement costs than the US, the 

EU looses and the US gains. Bollen et al. (1999) calculate on the basis of the 

WorldScan model that a restriction on trade is not binding for the US. Because the 

quantitative ceiling lowers demand, the price of transferred entitlements declines, so 

that the US increases its imports of permits and undertakes less domestic action. 

However, the EU is constrained by the restriction and has to make larger and more 

expensive domestic reductions as the cost increase outweighs the advantage of lower 

prices on imported permits. This implies that the EU burns its own fingers when it 

proposes to restrict such trade. Also Baron (1999b) contends on the basis of a survey of 

several different models that the negotiating position of the EU is economically 

irrational, because he claims that it would be in its self-interest to buy even a larger 

portion of its total commitment than North America.  

However, the results change if EU demand will be lower than US demand. If it 

is assumed that the EU has lower marginal abatement costs than the US, the EU gains 

and the US looses. Zhang (2000b) calculates on the basis of EPPA model that a ceiling 

on trade would lead to less cost savings for the US, but more cost savings for the EU. 

The ceiling would reduce the sum of abatement costs and permit expenditures of the EU 

by as much as 40% (compared to a cost saving of no more than a few percentages under 

full trading). Because the trade restriction reduces demand and thus lowers the 

international market price, as explained in the previous subsection, the EU proposal has 

the perverse effect – probably unanticipated by those who shaped the proposal with a 

view to strengthening domestic action – that the EU will buy more permits and will 

show less domestic action under restricted trading than under full trading. The reason 

for this is that the cost saving because of the lower international price is larger than the 

increased costs of domestic action (Ellerman, 2000).  

It should be stressed, though, that Zhang (2000b) has calculated the latter figures 

on the basis of official (and arguably optimistic and thus relatively low) GHG emission 

projections provided by the Annex B Parties themselves in their National 

Communications to the FCCC. The projections by most EU Member States are close to 

their targets, partly due to the redistribution (or: ‘burden sharing’) of the EU emission 
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reduction target of 8% under the Kyoto Protocol among its Member States, which leads 

to a low expected demand for emission reductions in Western Europe. Indeed, Zhang 

(2000b: 497) indicates that the official projections provided by EU Member States are 

much lower (and those provided by the US, Japan and Eastern Europe a bit lower) than 

most emission estimates used in other economic models, such as GREEN and 

WorldScan. These economic models thus predict a higher (unrestricted) demand for the 

EU than expected by the EU itself, but the demand will still be lower than in the US, for 

instance.5  

To make the issue even more complex and less transparent, there are some 

studies which have calculated certain ranges of ceilings which do not affect Annex B 

Parties, depending on the marginal abatement cost curves. For instance, Haites (2000) 

has calculated on the basis of the EPPA model, like Zhang (2000b) but with only one 

buyer and one seller, that a restriction between 40% and 70% reduces (and 56% 

minimizes) the compliance costs for the Annex B region as a whole. Before and beyond 

these percentages, the increase in domestic costs exceeds the fall of the market price. 

However, he did not make a distinction between the interests of actors within Annex B, 

such as the US or the EU. In a similar fashion, albeit with different cost curves and 

more trading regions, Criqui et al. (1999) have used the POLES model to calculate that 

an import limit of 15% would have no effect on Annex B abatement costs. Furthermore, 

the cost-minimizing solution for the US would be a 40% ceiling on trade and for the EU 

a 35% ceiling on trade. Beyond these levels, the increase in domestic costs would 

exceed the decrease in the market price. This would imply that both the EU and the US 

would have an interest in a ceiling, although a smaller one than preferred by the EU. 

The result that both the Europeans and the Americans gain by restricting trade is 

confirmed by Rose and Stevens (2001) who have also incorporated benefits in their 

analysis. Although mitigation costs rise due to the trade restriction, gross benefits 

                                                 
5 Ybema et al. (1999) try to open the ‘black box’ of the EU by identifying the gainers and loosers of a 
trade restriction within the union. They conclude that some Member States could economically loose 
from a ceiling on trade, such as France and Germany, whereas others may gain, such as the United 
Kingdom. However, the disadvantage is that this study is restricted to the EU and does not consider the 
rest of the world at all, thereby neglecting the (potential) demand by the US and the supply by Russia, for 
instance. The latter also implies that this study is unable to anticipate the effect, as noted by Zhang 
(2000b), that the EU is likely to buy more permits and abate less domestically (thereby reducing its 
compliance costs) under a ceiling on trade compared to unrestricted trading because of the lower 
international market price induced by the ceiling. This effect could change the cost distribution within the 
EU.  
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increase since overall mitigation is strengthened, mainly because Russia sells less hot 

air. However, similar to Criqui et al. (1999), they have not added an export limit to the 

model as initially proposed by the EU. Doing so might alter these findings and figures.  

Less research attention has been paid in the literature to the effect of a ceiling on 

trade with regard to the JUSCANZ countries other than the US. In most models, 

according to Capros et al. (2000), Japan is assumed to have even higher marginal 

abatement costs than the EU (and the US) and will loose from a ceiling on trade (e.g. 

Zhang, 2000b). In some models, Japan has relatively low marginal abatement costs and 

may actually gain under such a ceiling (e.g. Rose and Stevens, 2001). Few authors have 

modelled these effects separately for Canada, Australia and New Zealand. Because most 

calculate only very small effects of a ceiling on the latter three countries (e.g. Rose and 

Stevens, 2001; Zhang, 2000b) and because most authors expect Japan to loose, we 

assume that the countries of the JUSCANZ group other than the US have an economic 

interest in unrestricted trading.  

To sum up, the picture of economic interests (and political positions) associated 

with the EU proposal is more complex than suggested by those who simply (seem to) 

claim that restricting the use of the Kyoto Mechanisms is bad for every country. The 

developing countries and the countries with economies in transition would 

economically loose under the EU proposal. China and the Russian Federation oppose to 

the EU proposal in line with their economic interests, but India and some smaller 

developing countries (such as Senegal) have proposed a quantitative ceiling on the 

CDM against their own economic interests. The JUSCANZ countries other than the US 

are also likely to be economically disadvantaged by the EU proposal and consistently 

argue against limiting the flexible instruments. The US may even gain from a trade 

restriction, but they have nevertheless argued against it. The opposition of large 

countries such as the US, Russia and China made it unlikely, already from the outset, 

that the EU proposal would be accepted, which is not only recognized in various studies 

(e.g. Barker et al., 2000), but even in a preliminary and internal draft note of the 

European Commission itself (EC, 1998).  

It was demonstrated above that the question whether the EU or the US gains 

from a ceiling on trade mainly depends on which of these actors has the lowest marginal 

abatement costs. These determine whether the disadvantage of increased domestic costs 
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due to a ceiling on trade is offset by the advantage of a lower international carbon price 

or not. Capros et al. (2000) make mention of the stereotype among (European) policy-

makers that the US has lower marginal abatement costs than the EU. They confirm this 

perception on the basis of a survey of ten economic models: most (but not all) of these 

models assume lower marginal abatement costs for the US than for the EU. The survey 

by Capros et al. (2000) suggests that the EU probably has higher marginal costs than the 

US, so that the EU would loose and the US would gain from a ceiling on trade, as 

calculated by Bollen et al. (1999), because the advantage for the Americans of a lower 

market price is bigger than the increased costs of domestic action caused by the trade 

restriction. If correct, this also implies that neither the EU nor the US have formulated 

their policy positions on the basis of (relatively recent) economic modelling.  

Does this mean that the US, the EU and some developing countries like India did 

not act rationally? The answer is no. Research indicating that the US might gain from a 

ceiling on trade was conducted in the course of 1999 and 2000, which was probably too 

early to be used (or to be available) when the US formulated its opinion on the EU 

proposal in 1999. Furthermore, it was shown above that the economic literature is still 

divided whether the US will gain or loose under a trade restriction. These insights rather 

suggest that the US has acted on the basis of a market-oriented perception that full trade 

is good for them as shaped by and confirmed in many earlier economic studies (e.g. 

Tietenberg, 1992; Richels et al., 1996), so that restricting trade must be bad since it 

would reduce their abatement opportunities. Similar remarks can be made for the EU 

and India. Although it follows from the analysis above that the EU formulated a 

negotiating position against its economic interests, the literature is still divided on this 

subject. The EU (later followed by India) has rather acted on the basis of the perception 

that restricting trade is rational because it serves policy goals other than cost-

effectiveness or efficiency. Which policy goals the EU had in mind when proposing to 

restrict the use of the Kyoto Mechanisms is hypothesized in the next section.  
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8.4 Theoretical Explanations of the EU Proposal on Supplementarity 

 

Although the EU proposal to quantitatively restrict the use of the Kyoto Mechanisms 

was rejected at CoP6 Part II held in Bonn in 2001, an analysis of this proposal is still 

useful to reveal the underlying values of why some governments want to limit 

international market-based climate policy in general and permit trading in particular. 

Below, we construct several hypotheses that are thought to explain those reservations 

against trading. In the formulation of these hypotheses, the terms ‘emissions trading’ 

and ‘Kyoto Mechanisms’ are used interchangeably, following a reasoning that these 

flexible instruments under the Kyoto Protocol are all variants of the original emissions 

trading concept (e.g. Dales, 1968; Montgomery, 1972; Tietenberg, 1992). Nevertheless, 

it will appear that some of the hypothesized reasons to restrict trading apply to all Kyoto 

Mechanisms, whereas others only apply to permit (or government) trading under IET 

Article 17 and not to the project-based flexible instruments of JI and CDM. Although all 

objections against unrestricted trading are interesting to find out what drives market-

sceptic governments, in particular the objections against permit trading are interesting to 

find why this economically superior alternative ranks low in the political hierarchy of 

the Kyoto Mechanisms.  

 The EU proposal to limit emissions trading (EU Council, 1999) was 

immediately followed by several scientific and policy analyses that mainly focused on 

its potential economic effects (e.g. Bohm, 1999; Criqui et al., 1999; Gusbin et al., 

1999). Only a part of the literature on the Kyoto Mechanisms and supplementarity also 

presents possible explanations why the EU proposed a ceiling on emissions trading (e.g. 

Hourcade and Le Pesant, 2000; Yamin et al., 2000; Ybema et al., 1999). This section 

not only gathers these explanations from the literature, but also elaborates them and 

expounds the theory which forms their basis. This results in the formulation of sixteen 

hypotheses (subsection 8.4.1), which are tested empirically in the next chapter. This 

section also sketches the limitations of the theoretical analysis (subsection 8.4.2) and 

clusters the hypotheses ex post to facilitate transparency and to indicate in which 

hypotheses (equity) values play a role (8.4.3).  
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8.4.1 Hypotheses on limiting the use of the Kyoto Mechanisms 

    

Hypothesis 1: hot air 

 

According to hypothesis 1, the EU wants to limit emissions trading in order to limit the 

use of ‘hot air’ (e.g. from Russia and Ukraine), since its use would affect the 

environmental effectiveness of the Kyoto Protocol.  

 

Theory 

The assigned amounts of some Parties have been set higher than their actual and/or 

future emission levels due to their negotiating power in combination with a lack of 

negotiation time and incomplete information at CoP3 in Kyoto in 1997. According to 

several studies, these Parties will be able to sell this surplus, notably the Russian 

Federation and the Ukraine (e.g. Victor et al., 1998). This means that AAUs, which 

would otherwise have remained surplus in the first commitment period, are mobilized 

and used to cover emissions that would not have been allowed in the absence of 

emissions trading. This is not possible in JI projects that involve reductions relative to 

actual emissions (provided that the micro-baseline is correct). 

Hot air trading disturbs effectiveness, in its ethical interpretation (as explained in 

the third chapter), because it makes overall emissions higher with than without 

emissions trading.6 Limiting the use of ‘hot air’ is mentioned by many scientists as (one 

of) the main reason(s) for the EU to propose a limit on emissions trading (e.g. Metz et 

al., 2001; Hourcade and Le Pesant, 2000; Yamin et al., 2000; Zhang, 2000b; Petsonk, 

1999). The IEA has calculated that the EU proposal would indeed limit the supply of 

hot air to about one-third of its potential magnitude (Baron et al., 1999). Hot air is an 

institutional feature that becomes an institutional barrier to get emissions trading up and 

running once actors view hot air as problematic and start to block the implementation of 

                                                 
6 In a formal interpretation, environmental effectiveness is achieved if the official aggregate emission 
target is attained. In an ethical interpretation, environmental effectiveness is achieved if aggregate 
emissions are reduced below the official target by refraining from those economically attractive actions 
that are legally possible but that would result in higher emissions or less emission reductions than without 
those actions (see third chapter). 
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the scheme. It is hypothesized here that this actually happened when the EU proposed, 

after the targets were negotiated, to limit hot air by restricting trading.  

 

Critical assessment 

Hot air affects environmental effectiveness in its ethical interpretation, but not in its 

formal interpretation: the official aggregate emission target is achieved also if hot air is 

traded. The environmental advantage of reducing hot air trading by restricting the use of 

the Kyoto Mechanisms comes at the expense of overall efficiency, which is reduced by 

limiting the possibility to trade. Some economists rather stress that expectedly cheap hot 

air is an allocative feature of the negotiation process without which the US (potential 

buyer) and Russia (potential seller) would not have accepted (their current level of) 

emission ceilings (e.g. Baumert et al., 1999; Boom, 2000b). They take an ex ante 

perspective on the negotiations (in which the targets are not seen as given) and show 

that hot air is a side-payment (or ‘bribe’) to make the emission ceiling acceptable for 

some countries. Without the hot air, the assigned amounts might have been less 

stringent to an extent that even exceeds the volume of hot air in the Kyoto Protocol. In 

addition, Eastern Europeans seem to consider the tradeable hot air as a legitimate 

compensation for the emission reductions induced by the economic decline which 

resulted from the deliberately established economic transition process (Bashmakov, 

1999). Consequently, placing a ceiling on emissions trading may lower the chance of 

ratification of the Protocol by the US and Russia and could make them unwilling to 

engage in future agreements on emission reduction (Boom and Nentjes, 2000; Hourcade 

and Le Pesant, 2000; Bohm, 1999). Also other measures against hot air are likely (and 

have proven) to be politically unacceptable, such as a renegotiation of the commitments 

of the Russian Federation that would require a three-fourth majority amendment of the 

Protocol according to Article 20.3.  

 Some authors contend that the hot air can possibly be excluded, while 

maintaining an effective and efficient (albeit potentially smaller) trading system, by 

demanding that participants must satisfy certain eligibility criteria, for instance with 

respect to adequate monitoring and enforcement, before they are allowed to trade. This 

would be expected to exclude those Parties that are also likely to supply hot air quota 

(cf. Yamin et al., 2000; Michaelowa et al., 1999c). Nevertheless, one of the 
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disadvantages of this eligibility approach is that it probably excludes those countries 

from the trading system that have the cheapest abatement options, thereby reducing the 

cost-saving potential of the Kyoto Mechanisms. Moreover, the exclusion of (notably 

Eastern European) countries, which are renowned for having a low quality of emission 

data, deprives them of the possibility to reduce costs by means of emissions trading, 

which may be perceived as unfair (Morlot, 1998).  

 The calculations by Baron et al. (1999) show that the EU proposal is not 

effective. It does not eliminate the hot air, but it limits its supply to about one-third. 

Moreover, this partial reduction could be offset by increased carbon leakage to 

developing countries (cf. Bollen et al., 1999). Environmental policies in Annex B 

countries will increase the price of energy-intensive products in the industrialized 

nations. Higher domestic costs as a result of inefficiencies induced by the quantitative 

ceiling could reduce the competitiveness of industrialized countries on energy-intensive 

markets. That gives the developing countries, which are not subject to emission targets, 

a comparative advantage. They will then attract energy-intensive industries and 

production. The increase in global emissions caused by this carbon leakage to 

developing countries could offset the reduction in hot air induced by the ceiling on 

trade. Finally, the EU proposal would not prevent the carry-over of hot air to a 

subsequent commitment period on the basis of Article 3.13. 

 

 

Hypothesis 2: equity 

 

According to hypothesis 2, the EU wants to limit emissions trading in order to stimulate 

domestic action with a view to equity or fairness, because Annex B Parties are 

responsible for the majority of historical GHG emissions and should not completely 

‘buy their way out’. 

 

Theory 

A common (albeit not the only) interpretation of equity in the context of climate change 

and emissions trading is the concept of (historical) responsibility (Banuri et al., 1996; 

Fermann, 1997). Because the Annex B Parties produced the majority of historical GHG 
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emissions (e.g. OECD/IEA, 1996), this equity principle concludes that the industrialized 

countries are responsible for creating the problem of climate change and thus should 

also solve the problem (e.g. Neumayer, 2000; Sari, 1999).  

Such an interpretation of equity requires that they should not (solely) ‘export 

sacrifices’ or ‘buy their way out’ of their responsibilities by purchasing cheap credits, 

permits or assigned amounts from abroad, but rather that they should ‘clean up their 

own mess’ by fundamentally changing their consumption and production patterns 

through domestic action (cf. Gosseries, 1999; Trexler and Kosloff, 1998). It would thus 

be unfair or irresponsible if Annex B Parties would not reduce any emissions at home. 

Because emissions trading would give them this ‘undesirable’ possibility (from the 

perspective of this equity principle), the use of emissions trading should be legally 

restricted (e.g. Aslam, 1999).  

It is sometimes also defended, for instance by Banuri et al. (1996: 105), that the 

historical responsibility approach to equity is already established in the FCCC (e.g. 

Article 3.1) and the Kyoto Protocol (e.g. Article 17) which indicate (a) that the Parties 

should protect the climate system on the basis of equity in accordance with their 

common but differentiated responsibilities and respective capabilities, (b) that the 

developed countries should take the lead in combating climate change and (c) that 

emissions trading should be supplemental to domestic action. The historical 

responsibility view has been ventured frequently by developing countries in the FCCC 

negotiation process (cf. Carpenter et al., 1998). Some authors mention factors which 

suggest that such equity considerations have also contributed to the shaping of the EU 

proposal to limit emissions trading (e.g. Boom, 2000b; Zhang, 2000b).  

 

Critical assessment 

Critics suggest that this approach is more or less arbitrary by objecting that, contrary to 

the concept of efficiency, there is no single interpretation of the concept of equity, 

neither in philosophical theory nor in political practice. In its most extreme form, 

libertarian or free market economists would argue that any allocation between domestic 

and cross-border emission reduction arising from an unrestricted emissions trading 

market is inherently fair (e.g. Hargrave et al., 1999b). In a more modest variant of this 

view, some neo-classical economists (e.g. Hourcade and Le Pesant, 2000) argue that 
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emissions trading is always supplemental, since domestic action will take place if its 

marginal cost is lower than the permit price. In their opinion, the supplementarity 

condition would then be automatically satisfied, because domestic action will always 

take place unless the domestic marginal abatement costs are higher than the permit price 

in which case it is supplemented by emissions trading. For instance, Zhang (2000b) 

projects that in a full emissions trading scenario Annex B countries would still 

implement about 30% of the required emission reduction efforts by means of domestic 

action.  

It can also be objected that reducing flexibility and cost-effectiveness by means 

of a ceiling on the Kyoto Mechanisms is in conflict with the FCCC (e.g. Article 3.3) and 

the Kyoto Protocol (e.g. Article 4.1), which emphasize the objective of flexibility or 

cost-effectiveness as well as the possibility for Parties to fulfil their commitments 

jointly. Moreover, some observers argue that the Annex B emission cap and the EU 

bubble do not change from emissions trading, assuming perfect compliance which is 

facilitated by the cost-reduction it provides, so that a ceiling on trade should only apply 

to the CDM. The main counterargument is that this is perceived to reduce potential 

CDM transfers to the developing countries (Dutschke and Michaelowa, 1999), while it 

may also give IET and JI an (additional) advantage over the CDM in the emissions 

trading market (Yamin et al., 2000).  

However, the latter reasoning would logically lead to a plea in favour of either 

unrestricted emissions trading or a (partial) exemption for the developing countries from 

the ceiling on trade. A different and more general point of view would be that this 

discussion merely illustrates that an efficient outcome is not necessarily (perceived as) a 

fair one, which is recognized by many economists and other (social) scientists (e.g. 

Rose and Stevens, 1993).  

 

 

Hypothesis 3: compliance  

 

According to hypothesis 3, the EU wants to limit emissions trading in order to stimulate 

domestic action with a view to compliance, because it gets more difficult for a Party to 

curb emissions in a second commitment period if it has implemented its Quantified 
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Emission Limitation or Reduction Commitment (QELRC) of the first commitment 

period mainly in other countries rather than initiating a trajectory of reducing emissions 

at home. 

 

Theory 

According to Hourcade and Le Pesant (2000), a dynamic inconsistency problem is the 

economic rationale behind this hypothesis: emissions trading avoids the short-term 

(political) costs of domestic abatement, but it may discourage the adoption of measures 

at home deemed necessary to reduce emissions in the long-term (Michaelowa et al., 

1999c). Limiting emissions trading stimulates domestic action and thus improves the 

conditions for compliance in a next commitment period. The importance of early 

domestic action is reinforced by the supposedly realistic case of rigid consumption 

patterns, ‘sticky’ capital and inflexible technical systems. Delaying domestic action by 

purchasing reductions from abroad avoids the costs of current emission reductions at 

home, but it also means that society does not break with the unyielding trend of carbon-

intensive lifestyles and growing emissions (for instance in the transport sector). This 

may thus lead to a proportionally larger increase in future costs or to a higher risk of 

non-compliance if the stringency of the targets in a second commitment period requires 

a sudden break with the trend of domestic emission growth, which would have been 

more easy to accept and implement if national measures had already been taken in the 

first commitment period instead of or supplemental to the purchase of foreign 

reductions (cf. Werksman, 1999a).  

 

Critical assessment 

Although this hypothesis may reflect existing perceptions of the necessity of early 

domestic action, it seems to conflict with much of the conventional economic and 

technological literature on climate change and emissions trading. Most economists 

contend that emissions trading facilitates compliance both in the short- and long-term 

(rather than impeding it as postulated above), because it lowers the overall costs of 

reducing emissions, which makes it easier to comply with the commitments (e.g. 

Anderson et al., 1999a; Tietenberg, 1992; Zhang and Nentjes, 1999). The stringency of 

the internationally agreed targets then determines the necessity to change lifestyles, 
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whereas the flexibility provided by emissions trading smoothens this change, thereby 

possibly avoiding the sudden break which is presumed in the hypothesis. In this view, 

emissions trading can be seen as a ‘soft landing’ (Crane et al., 1998) or ‘safety valve’ 

(Werksman, 1999a) for Annex B Parties, whereas a quantitative ceiling on emissions 

trading as proposed by the EU would make compliance more difficult.  

Furthermore, breaking with the trend now is more costly than doing so in the 

future (rather than cheaper as suggested above) if prospective technological 

developments will make it easier and cheaper to reduce emissions and comply with the 

commitments. The dynamic inconsistency problem as formulated above seems to 

assume low or even no technological innovation, which is unlikely not only from an 

economic (top-down) perspective, but also (and in particular) from an engineering 

(bottom-up) point of view (Jepma and Munasinghe, 1998).  

 

 

Hypothesis 4: technological innovation 

 

According to hypothesis 4, the EU wants to limit emissions trading in order to stimulate 

technological innovation. 

 

Theory 

Various authors agree that emissions trading leads to less domestic action, which 

therefore reduces the pressure for technological innovation (e.g. Barker et al., 2001, 

2000). In principle, a ceiling on trade would increase domestic action and raise overall 

compliance costs, which would accelerate research and development in abatement 

technology compared to unrestricted emissions trading. In this view, emissions trading 

is associated with an undesirable reduction of incentives for the industry to become 

‘first-movers’. This theory is mentioned in the literature as one of the possible reasons 

(e.g. Ybema et al., 1999) or even as one of the key arguments (e.g. Metz et al., 2001) 

behind the EU proposal to restrict emissions trading.  
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Critical assessment 

Several scientists stress that the negative effect of emissions trading on technological 

development is uncertain, because the pace of technological change is difficult if not 

impossible to predict (e.g. Metz et al., 2001; Yamin et al., 2000; Zhang, 2000b). Some 

even claim that emissions trading has a positive effect on technological progress, 

although the empirical evidence is scarce (Tietenberg, 1999). Dutschke and Michaelowa 

(1999), for instance, argue against limiting the CDM, not only because it raises costs, 

but also because such a restriction would give no dynamic incentive for innovation (as it 

would presumably lead to a slower diffusion of clean technologies). To achieve 

innovation, they rather prefer crediting to be gradually reduced in the long run (‘slowly 

discounting of credits’). Alternatively, some authors propose to determine a minimum 

permit price to stimulate innovation, which would also secure a reasonable price for 

sellers, while a maximum permit price should then prevent that compliance becomes too 

costly for buyers (e.g. Hourcade and Le Pesant, 2000; Rolph, 1983; cf. Rolfe et al., 

1999). 

Moreover, the fear that industrialized countries would have no need to innovate 

technologies under full trading because they would only buy foreign emission reduction 

entitlements, can be put into perspective. Economists have calculated that domestic 

action is still expected to take place if they trade optimally, albeit to a lower extent than 

under a scenario of limited or no emissions trading (e.g. Gusbin et al., 1999; Zhang, 

2000b). Furthermore, the aim of the Kyoto Protocol is to achieve certain emission 

reduction targets and not so much to attain a predefined level of technological 

development in itself. Rather, the level of technological innovation will adapt itself to 

the stringency of and compliance with the commitments as well as to the legal 

possibility and technical availability of options to buy reductions from abroad.  

 

 

Hypothesis 5: example-setting 

 

According to hypothesis 5, the EU wants to limit emissions trading in order to 

demonstrate the willingness to reduce emissions in industrialized countries so that 

developing countries are stimulated to adopt commitments in the future.  
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Theory 

The example-setting hypothesis is mentioned by Metz et al. (2001), Yamin et al. (2000) 

and Zhang (2000b), among others, as one of the explanations for the EU position on 

supplementarity. The assumption is that developing countries refuse to consider any 

binding constraint unless developed countries show credibility by reducing domestic 

emissions. Indeed, the non-Annex B countries have ventured this opinion preceding and 

during the FCCC negotiations (e.g. Carpenter et al., 1998). A ceiling on emissions 

trading, which should force Annex B Parties to abate more at home, is then expected to 

alleviate the concern that emissions trading leads to reductions abroad without 

substantial progress of domestic abatement in the industrialized countries. Assuming 

that the aforementioned opinion of the third world is unchangeable, it may even be in 

the interest of the industrialized countries to implement high cost domestic measures in 

order to reap the (perceived) benefits of developing countries (such as China and India) 

taking up commitments in the near future (cf. Yamin et al., 2000).  

 

Critical assessment 

It could be argued that Annex B Parties still set a credible example if they jointly 

succeed in reducing their overall GHG emission level by at least 5 percent, as agreed 

under Article 3.1 of the Kyoto Protocol, irrespective of which developed country abates 

at home and which developed country buys reductions from other Parties under the 

Annex B emission ceiling. From this perspective, it can even be concluded that the 

industrialized countries may trade as much as they want within the Annex B region as 

long as they attain their common target and as long as they are not allowed to solely buy 

cheap reductions from developing countries, so that a ceiling on trade should only apply 

to the CDM. Although the main arguments against the latter reasoning are already 

treated under the critical assessment of hypothesis 2, it should be noted here that 

unrestricted emissions trading within the Annex B region may also include hot air 

trading and next to that could increase the risk of non-compliance if an Annex B Party 

is not able or willing to realize the reductions already sold to another industrialized 

country. These phenomena have been mentioned as reasons to restrict the use of the 

Kyoto Mechanisms.  
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However, it has been argued before that hot air trading is not problematic from 

the perspective of formal effectiveness. Moreover, it was decided by the CoP in 2001 to 

prevent overselling by means of an obligatory commitment period reserve which should 

not drop below 90% of the assigned amount of each Annex B Party, as discussed in 

earlier chapters. Nevertheless, the main point here is that restricting the CDM would 

reduce potential transfers of income and technology to the developing countries (e.g. 

Dutschke and Michaelowa, 1999). Consequently, by restricting trade the industrialized 

countries do not only punish themselves, but also the developing countries. Apart from 

the question whether developing countries will perceive this to be fair, it could be 

contended that less income and less technology than would have been possible due to a 

restricted CDM make future targets for developing countries even less likely than under 

full use of the CDM.   

 

 

Hypothesis 6: liability 

 

According to hypothesis 6, the EU wants to limit emissions trading in order to reduce 

problems in the case of non-compliance, because emissions trading requires additional 

rules about who is responsible (buyer or seller liability) if assigned amounts, credits 

and/or permits have been traded which have not been backed up by real reductions. 

 

Theory 

Without any form of emissions trading, it is transparent that an Annex B Party with 

excess emissions is responsible for its own non-compliance under the Kyoto Protocol 

(Article 3.1). This is less clear when trading is allowed. Based on conventional practices 

in other areas of trade, some assume that the seller must be liable, in particular because 

the Kyoto Protocol does not indicate otherwise (e.g. Tietenberg et al., 1999). However, 

in a weak international enforcement environment, seller liability may not be a sufficient 

incentive for Parties to ensure that the units they sell are backed up by real reductions. 

In other words: seller liability may lead to ‘overselling’, in particular if sellers have a 

lower willingness to comply than buyers (Klaassen and Nentjes, 2002). This would 

imply that emissions trading increases the probability of non-compliance or aggravates 
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compliance problems under the Kyoto Protocol, because these units sold are in fact 

counted for as real emission reductions in the buying country. Overselling means that 

the traders would gain (in the short-term and from a static economic perspective), but 

the environment would loose.  

Some Annex B countries could be inclined to sell parts of their assigned 

amounts without taking corresponding emission reduction measures somewhere in the 

country, because they want to generate revenues and/or because they have a lax 

domestic enforcement system or culture. However, also ‘benevolent’ countries could 

fall into the trap of overselling. The initial uncertainty of projected emissions for 2012, 

and hence the uncertainty of the final compliance level of the first commitment period, 

increases as assigned amount transactions occur earlier. It implies that the less Annex B 

Parties can predict emission levels with full certainty for the first commitment period, 

the less they know in advance how much they need to acquire from or sell to the 

market. Baron (1999a) stresses that this could increase the risk of overselling (as well as 

the risk of ‘overbuying’, one might add for the sake of completeness).  

If buyers are (partly) liable for the trading behaviour of the sellers, the former 

will first want to check whether the units from the latter are (likely to be) backed up by 

real reductions before purchasing them. However, buyer liability (as proposed by the 

G77 and China) or shared liability (as proposed by the EU) turned out to be politically 

unacceptable for the JUSCANZ countries in previous negotiations of the CoP, because 

they would make market participants hesitant to trade and raise transaction costs by 

creating price uncertainty until the moment that compliance is checked (cf. SBSTA/SBI, 

1999). Therefore, instead of reducing the potential problem of overselling via buyer 

liability in the case of the Kyoto Mechanisms, the seriousness (not the nature) of this 

problem could be decreased, as hypothesized here, by limiting the use of these flexible 

instruments all together (JIQ, 2000b). Moreover, it could be argued that the result of 

less trading flows also makes the Kyoto Protocol more transparent, in particular in the 

case of non-compliance (Goldberg et al., 1998).  

 

Critical assessment 

Several authors are convinced that the Kyoto Mechanisms do not aggravate non-

compliance problems, but rather facilitate compliance, as was already explained in the 
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critical assessment of hypothesis 3, because they lower the overall costs of complying 

with the commitments (e.g. Goldberg et al., 1998; Tietenberg et al., 1999; Zhang and 

Nentjes, 1999). They acknowledge that such trade requires liability rules which would 

not have been necessary in the absence of trading, but as long as these rules are clear 

and trading flows are traceable, there should be no problem in identifying the liable 

entity in the case that non-compliance would occur.  

In this view, emissions trading should not be limited, but potential non-

compliance problems should rather be tackled by designing effective enforcement 

mechanisms. Annex B Parties would have the greatest incentive to comply with the 

commitments if they can lower their costs by means of trading, if they face substantial 

sanctions (such as fines which are much higher than the permit price) in the case of non-

compliance and if liability rules are simple and transparent. Whether the non-

compliance procedures decided upon in Marrakesh at CoP7 in 2001 are sufficiently 

strong to be perfectly effective is another question (discussed in the third chapter). 

Currently, seller liability is in place under the Kyoto regime: each Party remains 

responsible for its own level of emissions and buyer liability, which is not mentioned in 

the Marrakesh Accords (CP, 2001b), turned out to be unacceptable so far. The fact that 

buyer liability raises transaction costs could explain this, as it would have made those 

governments in favour of an efficient carbon trading scheme less willing to ratify the 

Kyoto Protocol (in particular after the withdrawal of the US from the Protocol in March 

2001). 

From the perspective of efficiency, seller liability is preferable to buyer liability, 

since buyers who bear no risk are more likely to become active in the market. From the 

perspective of environmental effectiveness, that is only if buyers have a stronger 

willingness to comply than sellers and if the international enforcement system is weak 

(Klaassen and Nentjes, 2002), buyer liability is preferable to seller liability, since it 

would strengthen compliance incentives by discouraging buyers to purchase emission 

reductions from (entities in) countries which appear to be heading towards non-

compliance. However, it must be stressed here that, both from an economic and 

environmental perspective, buyer liability is still preferable to a quantitative restriction 

on trade, because such a restriction crudely reduces the overall cost saving potential, 

whereas buyer liability increases transaction costs but leaves the efficiency untouched. 
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Moreover, restricting trade does not solve the problem of liability in the case of non-

compliance due to overselling.  

Nevertheless, the fear could remain that trading complicates liability, 

compliance and enforcement issues as well as their transparency, which may have lead 

to a call for limiting emissions trading. For instance, the additional administrative 

tracking and accounting system emissions trading requires could entail increasing 

pressure on administration and enforcement agencies compared to a non-trading 

situation (cf. Anderson et al., 1999a). Furthermore, those who approach emissions 

trading optimistically because of its economic advantages sometimes tend to 

underestimate the political difficulties and policy trade-offs associated with choosing a 

particular liability rule under an emissions trading scheme. The political complexity of 

choosing among or combining the possible liability rules is recognized by various 

authors (e.g. Zhang, 1999a).  

  

 

Hypothesis 7: imperfect markets 

 

According to hypothesis 7, the EU wants to limit emissions trading in order to limit the 

use of markets in environmental policy because they are likely to function imperfectly. 

 

Theory 

Emissions trading creates a market. In practice, relatively few markets meet the 

assumptions of perfect competition (Helpman and Krugman, 1989). A real carbon 

trading market may suffer from substantial transaction costs and market power if its 

design or functioning deviates from the neo-classical firm-to-firm trading blue-print 

which supposes, among other things, the implementation of a downstream trading 

system with little government oversight and many participants (e.g. Tietenberg et al., 

1999).  

Several economists, like Ciorba et al. (2001), analyze the cost-saving potential 

of emissions trading under the Kyoto Protocol assuming that there are no transaction 

costs. However, partly based on AIJ and US SO2 trading experience (e.g. Michaelowa 

and Stronzik, 2002; Klaassen and Nentjes, 1997; JIQ, 1997), the literature has predicted 
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transaction costs for the Kyoto Mechanisms roughly ranging from as low as 1% to more 

than 30%, where permit trading represents the lower, JI the medium and the CDM the 

higher figures (e.g. Haites, 2000). This hierarchy is presumed because permit transfers 

can be automatically registered and checked annually, whereas project-based 

transactions require advance government approval because of the baseline problem. In 

addition, projects in developing countries have the largest informational, institutional 

and infrastructural constraints (e.g. Sokona and Nanasta, 2000). Although the forecasted 

transaction costs of intergovernmental trading (contary to projects) are seldomly 

quantified, they are thought to be higher than transfers among firms (e.g. Tietenberg, 

1992).  

 In principle, the likelihood of market power increases if the number of 

participants is smaller or if the size of some participants is larger than the emissions 

trading blue-print assumes (cf. Tietenberg, 1992). For instance with respect to private 

trading (e.g. Zhang, 1998c), permit receivers can be restricted to fossil fuel producers 

(upstream system), who will pass on their permit costs in a mark-up on the fuel price for 

both small emitters (such as households and cardrivers) and large emitters (such as 

utilities and industrial sources). Another option is to allocate permits to fossil fuel 

producers and large emitters (hybrid system). Permits can also be exclusively 

distributed to large emitters, while small emitters are regulated via taxes or standards 

(mixed system). The domestic trading systems which have been implemented in 

Denmark and the UK (cf. Rosenzweig et al., 2002) as well as those that are under 

development, for instance in the Netherlands (e.g. VROM, 1999; Commissie 

Vogtländer, 2002), are all smaller markets than in the downstream blue-print and only 

focus on a particular subset of the polluters, each with different designs and trading 

rules.  

It is known from the economic literature that a sizeable monopolist or an 

oligopolistic trader may be able to exert market power in the permit market or a may 

use its market power on the permit market to gain power in the product market (cf. 

Hahn, 1984; Malueg, 1990; Westskog, 1995). In particular if IET Article 17 creates an 

intergovernmental emissions trading market (next to or instead of firm trading), some 

countries may be sufficiently large to exercise market power. The Russian Federation, 
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for instance, is expected to contribute as much as 70% to the total supply of tradeable 

reductions (Gusbin et al., 1999; Ciorba et al., 2001).  

Consequently, it is hypothesized that the Kyoto Mechanisms create a market 

which involves transaction costs and could lead to market power, in particular if only 

intergovernmental trading is allowed (at least in the short-term). It could thus be 

postulated that the EU has proposed to limit trade in order to limit the problems of 

imperfect competition associated with these flexible instruments.  

 

Critical assessment 

Although it seems that a ceiling on trade, at first glance, could only reduce the size and 

not the nature of imperfect competition, it might even increase transaction costs and 

market power. Firstly, transaction costs could increase under the EU proposal, because 

Annex B Parties would be required to demonstrate and quantify their abatement actions 

before they are allowed to sell reductions (Baron et al., 1999). A pre-approval of each 

trade is then required to make sure that a transaction does not fall behind the national 

treshold (Zhang, 2000a: 323). Secondly, market power could increase due to the ceiling 

on supply and demand as proposed by the EU, because the demand restriction lowers 

the international carbon price which could stimulate the suppliers to raise the prices for 

which they sell their reductions.  

 Economists seem to agree or assume that the issue of market power is mainly (or 

even only) relevant in the case of intergovernmental trading. Some authors claim that 

even with many countries, which would theoretically reduce the possibility of market 

power, large participants may still dominate the market (e.g. Mullins and Baron, 1997: 

32). Therefore, to reduce transaction costs and avoid market power, economists would 

insist that politicians follow their policy advice of designing a downstream trading 

system with many participants (e.g. Anderson et al., 1999a; Nentjes, 1998; Tietenberg, 

1992).  

However, in this respect, the problem remains that politicians may prefer to start 

incrementally, to use Lindblom’s (1959) term, with a small private (or government) 

trading scheme which only has a few traders to ensure transparency and facilitate 

learning-by-doing (as demonstrated in the Danish scheme, for instance, and in the 

proposed scheme for the whole of the EU (COM, 2000a)). The set-up costs of a full and 
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disaggregated scheme may be high, as discussed in earlier chapters, for instance due to 

lobbying efforts of firms with respect to permit allocation. There are also concerns 

about administration costs when including consumers, but these can be reduced by 

combining downstream trading with upstream monitoring (e.g. Nentjes et al., 2002), as 

demonstrated in the fourth chapter. Moreover, in practice, the number of permit holders 

could still be sufficient to avoid market power: in a small country such as the 

Netherlands, for instance, the number of producers and importers of fuel is about 40 to 

50 (Koutstaal, 1997). 

Several options have been mentioned in the literature to address market power in 

a private trading market (e.g. Bohm, 1999; Tietenberg et al., 1999). The first option is 

an auction of a certain portion of the permits, which reduces the amount of permits that 

large participants can hoard in an attempt to drive up the price. The second option is the 

direct sale of a small percentage of allowances at a fixed price; if these allowances are 

not bought, they are added to the auctioned amount. The third option for all Kyoto 

Mechanisms is an information exchange or clearing-house which helps to reveal 

marginal abatement costs and reduce transaction costs, while credit trading could be 

applied for transfers under JI Article 6 and baseline standardization could be used for 

transfers under CDM Article 12, as discussed in the fifth chapter, among others. Given 

the aforementioned options and considerations, it is no wonder that most economists see 

a quantitative ceiling on trade to combat transaction costs and market power as the 

wrong tool for a righteous goal (e.g. Tietenberg et al., 1999). 

 

 

Hypothesis 8: negotiating power regarding the flexible instruments 

 

According to hypothesis 8, the EU wants to limit emissions trading in order to wield 

negotiating power with respect to elaborating the rules of the Kyoto Mechanisms 

(Articles 17, 12 and 6) at CoP6, because at previous CoP-meetings the EU has been able 

to exert influence on the level of country emission targets, but less on the choice of 

instruments.  
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Theory 

Various scientists (e.g. Anderson, 1997; Ringius, 1999; Vogler, 1999) indicate that the 

EU has succeeded in speeding up both the climate change agenda formation process and 

the adoption of commitments by the developed countries, including the US (before they 

abandonned the Kyoto Protocol in March 2001), mainly because of the EU negotiating 

efforts to plead for a GHG emission reduction target of 15% for the industrialized 

world.  

The US government initially (and strategically) signalled only to be willing to 

adopt a stabilization target, but the outcome of the negotiations in Kyoto was a 

reduction target of 7% for the Americans (and minus 8% for the Europeans). However, 

to get this result the EU had to make a compromise with regard to the instruments of 

achieving this target. The US Senate and Congress clearly stated that they would not 

ratify an agreement which may harm the US economy (among other things), which lead 

the US government to demand international emissions trading (tradeable permits and, to 

a lesser extent, joint implementation) as a precondition for accepting a commitment. 

The EU strongly opposed the use of market instruments (because they feared, among 

other things, that the US would not reduce domestic emissions), but finally had to 

accept their inclusion in the Protocol to obtain a meaningful American GHG emission 

reduction commitment. Therefore, the EU cannot plead for deleting Article 17, 12 and 

6, because this would imply a renegotiation of the Protocol, which would probably 

cause the US to refrain from implementing and complying with its current reduction 

commitment.  

The ‘second-best’ option, from the perspective of a presumably green albeit 

trade-reluctant EU, would then be to try to limit the application of the Kyoto 

Mechanisms, which would explain the inclusion of the unelaborated supplementarity 

provisions in the Protocol as well as their elaboration in the form of a concrete ceiling 

as subsequently proposed by the EU. Furthermore, by proposing to restrict something 

the US eagerly wants (i.e. emissions trading), the EU has something to give away (i.e. 

the restriction) in return for some favourable compromises. In particular, this strategy 

may wield negotiating power for the EU with respect to elaborating the details of an 

emissions trading system, since decisions have to be made, at the time the EU made its 
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proposal, among other things, on sinks, supplementarity, hot air, eligibility, compliance, 

liability and non-distortion of competition (BAPA, 1998).  

 

Critical assessment 

It could be argued that the EU wanted to limit trading, not so much to be able to 

influence the elaboration of the Kyoto Mechanisms, but rather to ensure the prevalence 

of domestic action (for reasons mentioned in other hypotheses, such as hot air and 

equity). In this view, the European proposal is not so much a strategic move, but rather 

the revelation of a true preference for domestic action which would reflect the EU view 

that cost-effectiveness should not be the only or primary policy criterion in 

implementing the Kyoto Protocol (e.g. Yamin et al., 2000).  

However, it could still be maintained that the EU proposal on supplementarity 

will probably have the (arguably unintended) effect of wielding negotiating power. 

Furthermore, the EU position on supplementarity is likely to be a strategic standpoint 

similar to its proposal of a 15% reduction which preceeded the Protocol negotiations in 

1997. The latter proposal was also seen as a bargaining position rather than a revelation 

of true preferences; even the EU itself emphasized that it was a negotiating position 

rather than a unilateral commitment (COM, 1997: 18) and at the same time the EU 

agreed on an internal burden sharing agreement among its Member States of no more 

than 10% emission reduction (EU Council, 1997). Likewise, the EU proposed in 1999 

to place a ceiling on cross-border emissions trading (EU Council, 1999), whereas the 

EU declared in 2000 that it will develop an internal emissions trading regime without 

mentioning anything on limiting such trade between its Member States (e.g. COM, 

2000a).  

On the one hand, if the EU proposal to restrict trade is a bargaining position, it 

could be argued that the Europeans did not make very clear what it wanted to have in 

return for loosening its position. Rather, it seems that the EU signalled only to be 

willing to give up its position if they gained consessions from the other Parties on a 

whole intransparent range of issues, such as sinks, hot air, liability and compliance. On 

the other hand, it could be argued that the latter negotiating issues are consistent in that 

they all emphasize environmental effectiveness. In other words: considering the entire 

range of EU views on elaborating the Kyoto Mechanisms, it seems that the Europeans 
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have given indications that they were willing to give up their proposal for a ceiling on 

trade if the environmental integrity of the Protocol and its flexible instruments would be 

guaranteed.  

 Finally, the conclusion that the US was most influential in determining the 

instruments and the EU in setting the targets of the Kyoto Protocol is a simplification of 

the negotiation process. For instance, the US also succeeded in attaining a ‘flexible’ 

commitment period (2008-2012) for achieving the targets instead of a fixed target date 

(2010) as initially proposed by the EU (Anderson, 1997). Moreover, the US strived for 

the international approval of firm-to-firm trading across national borders, but the EU 

succeeded in preventing its explicit inclusion in the Protocol of 1997. Nevertheless, 

after 1997, the EU developed its own plan for a European permit trading system (COM, 

2000a) and, also to prevent that other countries would withdraw from the Protocol like 

the US did in March 2001, a text was included in the Marrakesh Accords of 

October/November 2001 that a Party may authorize ‘legal entities’ to transfer and/or 

acquire under Article 17 (CP, 2001b: 53-54).   

 

 

Hypothesis 9: negotiating power regarding the FCCC 

 

According to hypothesis 9, the EU wants to limit emissions trading in order to wield 

negotiating power with respect to the FCCC decision-making process in general, 

because the proposal gives the EU ‘something to negotiate about’ which could increase 

the likelihood of favourable compromises at CoP6. 

 

Theory 

This hypothesis is a variant of hypothesis 8. The idea is that the EU has proposed to 

limit emissions trading, not only because it wants to influence the elaboration of the 

Kyoto Mechanisms, but rather because it seeks to influence the upcoming FCCC 

negotiations in general. It was already explained in discussing hypothesis 8 that by 

proposing to restrict something the US as well as the other ‘Umbrella’ countries eagerly 

desire (i.e. emissions trading), the EU has something to give away (i.e. the restriction) in 

return for some favourable compromises with respect to climate change issues which 
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are not necessarily or strictly related to emissions trading alone, such as technology 

transfer, capacity-building, compliance, the role of the GEF, national communications, 

agenda-building, competence of FCCC institutions and the possible adoption of a 

second commitment period (cf. BAPA, 1998).  

 

Critical assessment 

Apart from the remarks already made under the critical assessment of hypothesis 8, it 

can be contended that the most controversial issues to be decided upon with respect to 

the overall implementation of the Kyoto Protocol are still related to emissions trading, 

such as sinks, supplementarity, hot air, the role of the private sector and compliance, 

precisely because the complexity of these issues follows from the joint execution of the 

agreements across national borders instead of domestic action. This would imply that 

the EU proposal on supplementarity is more likely to have been intended to wield 

negotiating power concerning the elaboration of the Kyoto Mechanisms than 

concerning the negotiating process in general.  

 

 

Hypothesis 10: climate leadership 

 

According to hypothesis 10, the EU wants to limit emissions trading in order to not to 

loose the ‘climate leadership’ to the US. 

 

Theory 

The EU has the ambition and perception of being an international environmental leader 

(COM, 1999a), while recognizing its difficulties in stabilizing or reducing GHG 

emissions, and it succeeded in performing a leadership role with respect to defining the 

targets of the Kyoto Protocol (e.g. Anderson, 1997; Ringius, 1999; Vogler, 1999). The 

EU can be labelled as a directional leader, a political actor which is able to generate 

ideas for the development of a regime, in shaping the direction of the emission 

reduction targets of the climate regime (cf. Gupta et al., 2000). However, the EU was 

not able to maintain its leadership in the field of choosing the instruments to achieve the 

targets, where the US appeared to be more dominant by demanding and attaining the 
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possibility of trading emissions across national borders under Article 17 (cf. Ringius, 

1999; Oberthür and Ott, 1999). It could be claimed that the EU looses its leadership if 

the novelty of emissions trading, to its dissatisfaction, would become the major (or the 

only) means of implementing the Kyoto Protocol. In this view, the EU is thought to 

have proposed a ceiling on trade in order not loose its (directional) climate leadership to 

the US.  

 

Critical assessment 

It can be objected that you cannot loose something you do not have. Indeed, Gupta et al. 

(2000) claim that the EU aspires but does not show a credible leadership, because the 

majority of its Member States failed to stabilize or reduce their GHG emissions with a 

view to reaching the targets of their national environmental policies and the Kyoto 

Protocol. Furthermore, it may be false to conclude that the EU has lost its leadership on 

the basis of the failure to prevent the inclusion of emissions trading in the Kyoto 

Protocol, because the latter inclusion was part of a compromise in order to reach 

substantial reduction targets for the industrialized countries as prefered by the EU (e.g. 

Ringius, 1999). Nevertheless, at least before the US abandonned the Kyoto Protocol in 

March 2001, it appears that the ability to generate ideas for the development of the 

climate regime has, to some extent, shifted to the US and the other JUSCANZ countries 

by pursuing emissions trading as one of the (main) innovative instruments of achieving 

the Protocol targets.  

 

 

Hypothesis 11: incrementalism 

 

According to hypothesis 11, the EU wants to limit emissions trading in order to prevent 

too radical policy changes (from standards/taxes to emissions trading). 

 

Theory 

It is widely acknowledged that the US has much more experience with emissions 

trading than the EU (e.g. Jepma et al., 1998; Tietenberg et al., 1999). The US started to 

experiment with the concept of emissions trading (credit trading) in the seventies, while 
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Europe started to develop environmental policy mainly on the basis of standards and 

taxes. According to Hourcade and Le Pesant (2000), the fear that emissions trading will 

dismantle the European policy of taxes and standards, and thus the concern about the 

compatibility between emissions trading and existing or future energy taxation, partly 

explains the proposal by the EU to limit such trade.  

In this view, the application of emissions trading would be a radical policy 

change for the Member States of the EU. Emissions trading would require European 

policy-makers to stop determining the price of emission reduction in the form of the tax 

level or fixing the means of implementing environmental policy in the form of 

standards, such as predescribed equipment requirements or energy-efficiency norms. 

Rather, they would have to leave both prices and the choice of the means to reach the 

goals to the market. This may be perceived as a drastic policy change, in particular 

because of the inherent price uncertainty.  

Moreover, if Member States of the EU would allocate their assigned amounts to 

firms in the form of permits, the distribution of wealth between firms could be changed 

depending on the permit allocation rule (cf. Rolph, 1983) – although the efficiency of 

the scheme will not be affected by such allocation decisions under perfect competition 

(cf. Tietenberg, 1992). A complete transfer to emissions trading could imply that 

previous emission limits and energy efficiency requirements defined per installation by 

the EU under the IPPC (Integrated Pollution Prevention and Control) Directive – as well 

as by individual Member States – will not be met, because the focus in a trading system 

will only be on reaching the overall emission reduction goal, while allowing flexibility 

for individual installations (Yamin and Lefevere, 2000). Therefore, limiting emissions 

trading would give more room to and would in this view limit the inconsistencies with 

traditional and existing environmental policies in the EU, thereby facilitating an 

incremental, to use Lindblom’s (1959) term, and thus possibly more acceptable policy 

change.   

 

Critical assessment 

The question is why the EU would want to cling to its current environmental policies, 

which have not been able to place its Member States on a trajectory of decreasing GHG 

emissions so far (e.g. COM, 2000e). Moreover, it could be argued that the cost savings 
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generated by emissions trading are likely to be an economic precondition for achieving 

the emission reduction requirements under the Kyoto Protocol. Nevertheless, apart from 

these environmental and economic considerations, there is the political difficulty (or 

impossibility) of replacing an entire system of experience and institutions related to 

taxation and command-and-control by a new emissions trading system, which would 

require the renegotiation of existing agreements with politicians and stakeholders.  

Possibly, the only politically acceptable way to make a transition to a European 

emissions trading system, if desirable, is by making small steps and incremental policy 

changes (e.g. Rolph, 1983), for instance by starting with (inter)national credit trading 

(e.g. Haddad and Palmisano, 2001) or with a limited number of traders or by placing a 

ceiling on the Kyoto Mechanisms as proposed by the EU. However, if there would be a 

relation between incrementalism and the proposed ceiling on trade, the proposal of the 

EU would mean that it imposes its desire for incrementalism also on other countries, 

such as the US and Japan, which could be seen as unfair implication that violates their 

sovereignty.  

 The fact that the European Commission argued in favour of starting an 

experimental EU-wide carbon trading scheme among large emitters by 2005 in a Green 

Paper (COM, 2000a) and drafted a Directive to establish such a scheme (COM, 2001a) 

could be regarded as an argument against the incrementalism hypothesis. Apparently, 

the EU is willing to accept the drastic policy change of introducing market mechanisms 

in environmental policy, which seems to be inconsistent with its proposal to restrict 

such trade internationally.  

However, it could be postulated that the status and the content of the proposal 

for a European trading market, to some extent, point in another direction. Firstly, the 

status of the Green Paper on EU-wide carbon trading is nothing more (and nothing less) 

than an innovative discussion paper written by the Commission. Its proposal for a 

Directive is clearly an important political initiative, but it is not equal to a formal EU 

decision taken by the Member States of the European Council in codecision with the 

European Parliament. Although the discussion document and in particular the Directive 

are important steps, the EU has not yet accepted and decided to start with internal 

emissions trading. Secondly, the content of the Commission’s documents do not refute 

but rather reflect the desire for incremental change, because they suggest ‘(...) to follow 
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a prudent step-by-step approach in the development of emissions trading (...)’ (COM, 

2000a: 10) by confining itself to large fixed point sources of carbon dioxide. The 

Commission writes: ‘(...) there are sound scientific and practical reasons why the 

Community might not wish to establish a comprehensive scheme at this stage’ (COM, 

2000a: 10), such as the complexities and uncertainties surrounding permit allocation, 

administration and monitoring. In the proposal for a Directive 46% of estimated EU 

CO2 emissions in 2010 are covered: the chemical sector and the waste incineration 

sectors are excluded, for instance, to avoid ‘administrative complexity’ and 

‘complexities of measuring’ (COM, 2001a: 10). Similar desires for incrementalism 

might thus also have lead the EU to propose to start with limited instead of full-scale 

international carbon trading.  

 

 

Hypothesis 12: allocation problems 

 

According to hypothesis 12, the EU wants to limit emissions trading in order to reduce 

the scope for allocation problems associated with emissions trading, since permit 

allocation gives emitters an incentive to inflate baseline emissions, triggers endless 

debates about which distribution is fair and could induce competitive distortions. 

 

Theory 

Hourcade and Le Pesant (2000) mention permit allocation and the associated equity and 

environmental problems in the context of potential explanations for the EU to propose a 

ceiling on emissions trading. Firstly, if emitters know that permits will be grandfathered 

on the basis of historical emissions, which has been the most frequently used allocation 

rule in existing emissions trading systems (e.g. Rolph, 1983; Tietenberg et al., 1999; 

Varilek and Marenzi, 2001), they have an incentive to inflate their emissions before the 

allocation in order to receive an emissions budget as generous as possible (e.g. Rolfe et 

al., 1999). Secondly, different political actors have different opinions (and interests) 

about which allocation of permits is fair or desirable. For instance, in the case of 

grandfathering, decision-makers have to choose an allocation criterion to distribute the 

permits, such as energy-efficiency or historical emissions. Under the first criterion 
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energy-efficient emission sources get more permits than heavily polluting emission 

sources, which is likely to be perceived as unfair by the relatively dirty sources, since 

they have to make the largest and most expensive reductions. Under the second criterion 

energy-efficient emission sources get less permits than heavily polluting emission 

sources, which is likely to be perceived as unfair by the relatively clean sources, since it 

would perversely reward the former polluters who have been lazy towards reducing 

emissions in the past.  

 In addition, permit allocation could lead to competitive distortions and 

subsidization depending on the assumptions and perspective taken. In the case of 

international firm-to-firm trading it may occur that permits are grandfathered to sector 

or firm x in country A and auctioned to an identical sector or firm y in country B. 

Grandfathered firms do not have a cost advantage over auctioned firms abroad, mainly 

because they have to include the opportunity costs of using the permits in the product 

price (e.g. Nentjes et al., 1995). However, grandfathered permits are a capital gift to the 

firm, inducing a windfall profit, which implies that a similar firm abroad which has to 

buy its permits has a higher cash outflow and hence less financial resources (e.g. Bohm, 

1999).  

The concept of competitive distortion can be interpreted as inefficiency or as 

inequity (Van der Laan and Nentjes, 2001). Competitive distortions, interpreted as 

inefficiency, may arise under imperfect competition, mainly because a grandfathered 

firm can outlast an auctioned firm, or a potential entrant, in a price war (Nentjes et al., 

1995). Furthermore, it follows from the financial position argument that competition is 

distorted, interpreted as inequity, if the allocation of permits leads to unequal changes of 

firms’ relative financial positions (as discussed in the previous two chapters). The latter 

view does not object to the fact that the competitive positions of firms are or can be 

unequal, but it rather requires that the competitive positions of firms are not allowed to 

change because of the political process of permit allocation itself. Without international 

harmonization, such unequal changes are likely to occur in practice, for instance if, say, 

the cement sector in country A gets its permits for free, whereas the cement sector in 

country B has to buy its permits from the government. From an equity perspective, 

grandfathering could then be seen as an actionable subsidy under WTO law 

(Woerdman, 2000a) or as state aid under EC law (Woerdman, forthcoming (a)).  
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 It could be hypothesized that a limit on trade has been proposed by the EU, 

because it would reduce the scale of the potential problems associated with allocating 

permits. It is then assumed, for instance, that a grandfathered firm or a firm which has 

been allocated a generous emissions budget has less economic possibilities to profit 

from its financial advantages on the international level when use of the Kyoto 

Mechanisms is quantitatively restricted.  

 

Critical assessment  

Restricting the Kyoto Mechanisms to reduce the scale of the permit allocation problem 

is rather unrefined, because it also reduces the scope for JI and CDM projects. 

Moreover, the suggestion could be that only emissions trading involves allocation 

problems, which is simply not the case because standards and taxes also have implicit 

distributional consequences. The point is, however, that private trading makes the 

distributional aspects of environmental policy explicit by either grandfathering or 

auctioning the allowances. The result is that the allocation problem of permit trading, 

which involves a top-down (re)allocation of property or user rights under an emission 

ceiling, is more manifest and pressing than under other environmental policy 

instruments.  

 Crane et al. (1998) indicate that an emissions trading scheme implemented by 

means of grandfathering on the basis of historical emissions has usually been 

supplemented in US practice by some measure of performance so as to not penalize 

emitters that have previously taken steps to reduce emissions (Rolfe et al., 1999). 

Furthermore, to prevent baseline inflation prior to permit allocation, an emission 

reduction target can be chosen on the basis of a reference year sufficiently back in time 

to prevent such strategic behaviour (Lyon, 1982). In addition, the equity discussions 

surrounding the allocation of permits may be a substantial political barrier in organizing 

an emissions trading scheme, but the debate need not be endless as postulated, because 

several systems have overcome this problem in practice, for instance via the side-

payment of allocating some hot air permits, which also occured, to a limited extent, in 

the SO2 tradeable allowance scheme in the US (e.g. Klaassen and Nentjes, 1997: 402).  

Finally, it follows from the opportunity cost argument that international 

differences in domestic permit allocation procedures will not lead to inefficient 
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competitive distortions or to subsidization as long as markets are perfectly competitive, 

which would then imply that harmonization is undesirable (e.g. Bohm, 1999). However, 

it has been indicated above that competition may be distorted both under some 

exceptional cases of imperfect competition, which could occur in practice (e.g. 

Helpman and Krugman, 1989), and from an equity perspective, which plays an 

important role in politics and law (e.g. Banuri et al., 1996), as demonstrated in the 

previous two chapters. Nevertheless, when trade is restricted, permits still have to be 

allocated, so that the basic allocation problems remain, but it might be perceived as to 

reduce some of their negative consequences, which could have played a part in the EU 

proposal to restrict trade. Unfortunately, limiting the use of the Kyoto Mechanisms not 

only reduces the undesirable consequences, if any, but also the positive effects of trade. 

Moreover, if there would be a relation between allocation problems and the proposed 

ceiling on trade, the proposal of the EU would mean that it imposes its desire for 

reducing such problems also on other countries, such as the US and Japan, which could 

be seen as unfair implication that violates their sovereignty. 

 

 

Hypothesis 13: macro-economic and secondary benefits 

 

According to hypothesis 13, the EU wants to limit emissions trading in order to 

stimulate the economy, because domestic action (despite its higher micro-economic 

costs) has more positive macro-economic impacts than emissions trading (e.g. in terms 

of an increase in domestic employment and reduction of non-CO2 air pollution 

(secondary benefits)). 

 

Theory 

Although most economists stress that emissions trading lowers overall compliance costs 

relative to domestic action (e.g. Bohm, 1999), some also indicate that domestic action 

could have certain secondary (or: ancillary) benefits which emissions trading does not 

have (e.g. Barker et al., 2001, 2000). A distinction has to be made between secondary 

environmental effects and secondary macro-economic effects.  
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Firstly, domestic action (instead of buying reduction units from abroad) can lead 

to lower local pollution, less traffic congestions, a reduction of non-GHG air pollution 

(such as SO2) and more technological innovation. Secondly, domestic action has both 

positive and negative macro-economic effects. On the one hand, domestic action has 

economic benefits as national expenditures increase when reduction technologies are 

bought from domestic industries. This could raise competitiveness and domestic 

employment (provided that revenues are appropriately recycled). On the other hand, 

domestic action has economic costs when buying permits from abroad would have been 

cheaper than reducing emissions at home.  

 According to Pearce et al. (1996: 218), the total of these secondary 

environmental and economic effects benefits - depending on the (assumptions about) 

local circumstances - could theoretically offset 30% to even 100% of abatement costs in 

the US and the EU. Nilsson and Huhtala (2000) contend that secondary benefits could 

thus alter the balance of costs and benefits of emissions trading in favour of domestic 

action. Metz et al. (2001) and Yamin et al. (2000) indicate that limiting the use of the 

Kyoto Mechanisms is sometimes justified on the basis of the argument that domestic 

action would yield such secondary benefits.  

 

Critical assessment 

On the one hand, Pearce et al. (1996) suggest that it is strange to defend domestic GHG 

emission reduction on the basis of its positive side-effects on other policy areas instead 

of its positive effects on the primary goal of combating climate change. Moreover, the 

overall cost savings of emissions trading could still (and are even likely to) outweigh 

the secondary benefits of domestic action. However, if this would not be the case, a 

ceiling on the use of the Kyoto Mechanisms as proposed by the EU could make some 

sense to ensure that Annex B countries can reap the presumed benefits of domestic 

action, while still allowing some (restricted) level of emissions trading to increase the 

overall cost-effectiveness of abatement (Barker et al., 2000). In any case, it could be 

demanded that these side-effects should first be quantified to be able to fully assess the 

merits of emissions trading. 

 Another peculiarity of the hypothesis is that it only considers the buyers’ point 

of view. It says that potential buyers of reductions from abroad will enjoy secondary 
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benefits when they reduce emissions themselves. However, the other side of the coin is 

that the potential seller is then deprived of secondary benefits. A seller would have 

obtained such benefits if a buyer would have purchased reduction entitlements, which 

would have necessitated the seller (unless it has hot air) to reduce its emissions in order 

to create these entitlements. The emission reductions in the seller’s country, for instance 

an Eastern European or developing nation, may also generate local secondary benefits. 

From this perspective, it could even follow that the EU proposal is inequitable, because 

the consequence of restricting the flexible instruments is that the industrialized countries 

deprive countries like Russia and China from secondary benefits and claim them for 

themselves.  

 A counterargument could perhaps be that the secondary benefits in third world 

and Eastern European countries are smaller than in industrialized countries. However, 

this is not clear. Therefore, an optimal and comprehensive policy analysis – instead of a 

fragmented one – would have to consider all primary and secondary effects and 

interdependencies of domestic action and trading, thereby turning ancillary benefits into 

co-benefits of GHG mitigation (cf. Barker et al., 2000). Unfortunately, (secondary) 

benefits are difficult to quantify and may easily lead to scientific disagreement and 

speculation (cf. Kopp and Toman, 2000: 68).  

 

 

Hypothesis 14: uncertainty and risk 

 

According to hypothesis 14, the EU wants to limit emissions trading in order to 

facilitate a step-wise introduction of the Kyoto Mechanisms thereby hedging against 

uncertainties and reducing the associated risks.  

 

Theory 

Emissions trading is surrounded by uncertainties, risks and controversies. Only a glance 

at the aforementioned hypotheses already reveals many of them. Without trying to be 

exhaustive, we will limit our discussion to some apparent environmental and economic 

uncertainties associated with emissions trading. For instance, due to the inherent 

uncertainty of business-as-usual emissions (future emission levels without emission 
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limits), among other things, it is not clear how much hot air will be traded under the 

Kyoto Protocol, although most estimates, as concluded in the third chapter, seem to 

vary from about ten to thirty percent of the reduction efforts necessary to meet the 

aggregate emission target (e.g. Haites, 1997; Hamwey and Baranzini, 1999; Victor et 

al., 1998).  

Furthermore, emissions trading inherently involves price uncertainty, since the 

price of assigned amounts (and – if available – permits) will be determined by supply 

and demand on the market. The carbon price will rise, for instance, if demand increases 

because of economic growth or inflation (Baumol and Oates, 1988). Price estimates 

seem to vary from a few dollars to more than one hundred dollar per ton of CO2 (e.g. 

Jepma et al., 1998). In the fourth chapter, we presented a survey of studies that project 

CO2 equilibrium prices which appeared to vary between 10 and 40 $/tCO2, whereas 

other surveys came up with lower figures (e.g. Varilek and Marenzi, 2001) as well as 

higher figures (e.g. Baron, 1999b). In addition, it is not clear if and to what extent 

domestic action could have more positive secondary benefits relative to the cost savings 

emissions trading would provide.  

 JI and CDM involve environmental uncertainties, as discussed in the third 

chapter, because the emission reductions are measured from a micro-baseline which 

estimates future emissions at the project site in the absence of the project (e.g. JIQ, 

2000b). The emission reduction is calculated on the basis of the difference between the 

baseline emissions and the (lower) actual emissions at one or more points in time. By 

definition, JI and the CDM involve an ex ante uncertainty, because the baseline is an 

estimate of emissions which will never occur because of the implementation of the 

project. This estimate can only be constructed by making assumptions on (uncertain) 

future developments with respect to, for instance, economic growth, energy use and 

available technology. Some authors (e.g. Begg et al., 1999a) have proposed to reduce 

the inherent environmental uncertainty by using ex post baselines in which the baseline 

is adjusted during the project if the actual circumstances appear to deviate significantly 

from the ex ante baseline assumptions. However, ex post baselines not only reduce 

environmental uncertainty, but also increase economic uncertainty, because the amount 

of credits generated by the project – and therefore its cost-effectiveness –  may turn out 

to be lower than predicted in the case that the baseline has to be adjusted downwards. 
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This makes the choice against or in favour of ex post corrections mainly a matter of risk 

preference in which a trade-off between the environment and the economy cannot be 

avoided.  

Ybema et al. (1999) contend that a step-wise introduction of the flexible 

instruments would enable Annex B Parties to gain more insight into these and other 

uncertainties and risks, which are sometimes mentioned to explain the proposed ceiling 

on the Kyoto Mechanisms (cf. Hourcade and Le Pesant, 2000; JIQ, 2000b; Yamin et al., 

2000). The fear is that the Kyoto Mechanisms, once they are up and running, turn out to 

have undesirable consequences which have not been anticipated due to the uncertainties 

and risks involved. Restricting trade would not avoid these uncertainties and risks, but it 

would limit their scale, thereby reducing the level and seriousness of potential 

undesirable effects.  

For instance, if an approved and certified CDM project in reality generates more 

local leakage than calculated in the baseline, making the project less environmentally 

friendly than the project partners and the FCCC think, the undesirable inflation of the 

assigned amount of the Annex B investor associated with the unanticipated leakage 

would be limited if the validity of the credits would be reduced beforehand by 50% as 

roughly proposed by the EU. A more or less similar reasoning could be set up for hot air 

trading under IET Article 17. Hot air sales do not correspond with genuine reductions 

(although they are sold under an emissions cap), so that restricting trade limits the use 

of the uncertain amount of hot air. In sum, limiting the use of the Kyoto Mechanisms, it 

is thought, also limits the consequences of bad choices, mistakes and unforeseen effects 

in setting up an international carbon trading market.  

 

Critical assessment  

Considerable efforts have been and are being undertaken (e.g. AIJ pilot projects, intra-

firm emissions trading by Shell and BP-Amoco, permit trading in Denmark and the UK) 

and will probably be undertaken to gain experience with and thereby reduce the 

uncertainties of flexible instruments (e.g. Rosenzweig et al., 2002; Cozijnsen, 2000; 

VROM, 1999). Furthermore, although the level of cost savings is possibly lower than 

predicted by theoretical models (Baron, 1999b), most economists still agree that the 

Kyoto Mechanisms will certainly lower the overall costs of reducing GHG emissions 
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compared to domestic action (e.g. Tietenberg et al., 1999). Moreover, although hot air 

trading may occur under the emission ceiling, emitters will certainly not exceed their 

permits or quota provided that compliance is assured. Leakage can be taken into 

account in CDM project baselines, although this may not be an easy exercise.  

However, uncertainty will never completely dissappear, so that it should not be 

used as an argument in its own right to impede or delay the improvement of (the 

efficiency of) environmental policy. In addition, the most relevant point seems to be that 

a step-wise introduction of emissions trading does not necessarily require a ceiling on 

trade, but it could also be pursued, among other things, by starting with unrestricted 

trading while limiting the number of participants (for instance to large emitters or fossil 

fuel producers and importers) and, for instance, by standardizing baseline determination 

for (CDM) projects in order to prevent (strategic) baseline inflation. 

 

 

Hypothesis 15: pressure on the US 

 

According to hypothesis 15, the EU wants to limit emissions trading in order to force 

the US to reduce emissions at least partly at home, since they are the biggest source of 

greenhouse gas emissions.  

 

Theory 

At the time the EU made its proposal on supplementarity in 1999, the US had not yet 

withdrawn from the Kyoto Protocol (which they did in 2001). Based on data that were 

then available, the US was known to be responsible for 24% of the world’s total CO2 

emissions, thereby exceeding all other large nations, such as China (12%) and Russia 

(8%) (OECD/IEA, 1996: 25). Hence, it was (and still is) considered important that the 

US substantially contributes to the international combat against global warming by 

reducing at least part of its domestic GHG emissions. This view draws upon several 

(aspects) of the aforementioned hypotheses. In particular, it is feared that the US would 

‘buy its way out’ of its historical responsibility (equity perspective) by buying cheap hot 

air from Russia and the Ukraine who would not have to reduce emissions (hot air 

perspective), which would lead to an artificial compliance on paper – provided that 
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overselling can be effectively prevented by the international community – without 

initiating a necessary trajectory of curbing domestic emission growth (compliance and 

innovation perspective). This scenario could be an explanation of the EU proposal to 

place a ceiling on the use of the Kyoto Mechanisms (Hourcade and Le Pesant, 2000; 

Oberthür and Ott, 1999), which would force the US to reduce more pollution at home 

than in the case of unrestricted emissions trading (e.g. Zhang, 2000b). 

  

Critical assessment 

It is the question whether the EU proposal will force the US to reduce more of its 

domestic GHG emissions. There are calculations, as demonstrated in the previous 

section, that a restriction on trade is not binding for the US. If so, the EU proposal 

would induce the Americans to buy even more permits and reduce less domestically 

than they would have done under full trading (e.g. Bollen et al., 1999). However, this 

particular result assumes relatively low marginal abatement costs for the Americans and 

there is still a debate in the economic literature whether this is the case (e.g. Capros et 

al., 2000).  

If this is not the case, a ceiling on trade would would urge the Americans to 

undertake (more) domestic action. However, forcing the US to reduce at least part of its 

GHG emissions at home would raise its costs of implementing climate policy measures 

(e.g. Zhang, 2000b). A ceiling on emissions trading would then not only make 

compliance in the first commitment period more expensive and thus more difficult for 

the US, but from a dynamic perspective it is also likely to endanger their ratification of 

the Kyoto Protocol as well as their acceptance of an ambitious target in a second 

commitment period. If the proposed ceiling on trade would scare away the US from 

current or future climate change agreements, the result would be that the US does not 

reduce, but increases its emissions. Hence, if the EU proposal is indeed intended to put 

pressure on the US, it could be argued that this is a risky strategy with a view to the 

global climate system.  

A trade restriction, it is sometimes argued, could also hinder the desirable 

accession of new countries to the set of Annex B Parties, because it lowers the potential 

gains of possible new entrants from the G77 and Central/Eastern Europe (Hourcade and 

Le Pesant, 2000; Bohm, 1999). However, the latter reasoning assumes, among other 
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things, that the trade restriction will also be applied in a second commitment period and 

that it is impossible or undesirable to offset the revenues foregone by allocating more 

quota to the new-comers.  

Another point of criticism, perhaps the most relevant one, is that the EU already 

‘forced’ the US to adopt an emission reduction commitment under the Kyoto Protocol 

(although at that time it had not yet ratified this legal document) as part of a 

compromise which would also allow for trading under the Kyoto Mechanisms. From 

this perspective, demanding a restriction on trade can be seen as an attempt to 

renegotiate the Protocol. For other counterarguments, which will not be repeated here to 

save space, see also the critical assessments of hypothesis 1 on hot air, hypothesis 2 on 

equity, hypothesis 3 on compliance and hypothesis 10 on climate leadership. 

 

 

Hypothesis 16: pressure on Russia 

 

According to hypothesis 16, the EU wants to limit emissions trading in order to prevent 

Russia from selling hot air and trading questionable emission reductions, since it has a 

weak enforcement regime. 

 

Theory 

The Russian Federation is likely to be the biggest seller of hot air (next to the Ukraine 

and Australia, for instance), leading to the trading of Russian AAUs, which are used to 

cover emissions that would not have been allowed in the absence of emissions trading 

(cf. Gusbin et al., 1999; Hamilton, 1998; Victor et al., 1998). Furthermore, due to 

(presumably unintended) problems of measurement, monitoring and enforcement 

combined with the incentive to generate revenues (cf. Kessler, 1998; Yamin et al., 

2000), Russia might sell even more than its available hot air without taking 

corresponding emission reduction measures somewhere in the country. Even if clear 

liability rules have been adopted it is still questionable whether the Russian government 

is able and willing to effectively stimulate and eventually force its companies to take the 

required emission reductions in order to reverse the ‘overselling’. This fear, which 

combines aspects of hot air, liability and compliance, may have lead the EU to propose 
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a quantitative ceiling on the use of the Kyoto Mechanisms (Yamin et al., 2000). A 

ceiling on trade might also urge the Russians to improve their monitoring and 

enforcement regime.  

 

Critical assessment 

Restricting trade will not improve the enforcement system of the Russian Federation, 

unless the EU gives them the prospect that full trading (from which the Russians are 

likely to gain) will be allowed after such an improvement. The point is that the EU gave 

no signs that it would then give up the trade restriction, making this particular part of 

the theory behind the hypothesis unlikely. If certain actors are worried that Russia will 

sell hot air under a supposedly weak enforcement regime, the case could be made that 

they should rather adopt eligibility criteria on adequate monitoring and enforcement 

which Annex B countries would have to satisfy before they are allowed to join the 

trading system, thereby possibly excluding the Russian Federation who would then be 

indirectly forbidden to trade its hot air (e.g. Tietenberg et al., 1999). At CoP7 in 

Marrakesh in 2001, it was decided that an Annex B Party’s (e.g. Russia’s) eligibility to 

trade depends on that Party’s compliance with the emission accounting and inventory 

requirement under Articles 5 and 7 (CP, 2001b: 4).  

Nevertheless, if the Russian Federation would not satisfy these eligibility 

requirements, this would not only reduce the availability for buyers of low-cost 

reductions from Russia, but it would also pose an equity problem, according to Morlot 

(1998), if the Russian Federation would be deprived of the possibility to reduce the 

costs of its climate policy by not being allowed to sell assigned amount or emission 

reduction units. Furthermore, perhaps Russia would not have accepted its stabilization 

target if the export of hot air would have been impossible as a compensation for its 

economic crisis (e.g. Bashmakov, 1999; Boom, 2000b).  

A ceiling on emissions trading would not only reduce Russia’s incentive to sell 

hot air (although it is unclear whether the amount of hot air will be large (e.g. Zhang, 

2000b)), but it would also hurt the developing countries by reducing potential CDM 

transfers, so that, arguably, a ceiling on trade would ‘overshoot’ its goal. For other 

counterarguments, which will not be repeated here to save space, see also the critical 

assessments of hypothesis 1 on hot air and hypothesis 6 on liability.  
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8.4.2 Alternative hypotheses and limitations of the theoretical analysis 

 

It is possible to formulate additional hypotheses or variants of the aforementioned 

sixteen hypotheses. An example could be that the EU specifically wants to limit the 

Kyoto Mechanisms in order to reduce the environmental impact of project-baseline 

uncertainty, in particular in the case of sinks under the CDM which could result in 

‘tropical air’ (JIQ, 2000b). Another example is that the EU wants to limit these 

mechanisms because it would limit the possibilities of its trade rivals to lower their 

abatement costs (Kopp and Toman, 2000; Wiener, 2000b; Yandle, 1998).  

Such alternative hypotheses or variants have not been explicitly incorporated 

into the research. First, they are not considered here, simply because we found them 

‘too late’ in the literature, as we will explain. In the next chapter it will be clarified that 

the hypotheses have been tested on the basis of an opinion analysis (next to a document 

analysis and a bargaining analysis) by sending questionnaires to high-level EU officials 

(from the environmental ministries of EU Member States and from the European 

Commission). The first mailing of questionnaires occurred in March 2000. Hypotheses 

or variants we have found in the literature after March 2000 are not considered in the 

previous subsection, because we have not been able to test them empirically (such as the 

trade rivalry hypothesis). Second, it could be argued that some possible alternative 

hypotheses (such as the baseline uncertainty hypothesis) are implicitly included in other 

hypotheses (such as the hypothesis on uncertainty and risk) which will in fact be tested 

empirically. Although there is no doubt that the sixteen hypotheses described above 

reflect a large part of the literature on the supplementarity subject, the mere existence of 

other possible hypotheses indicates that our list of hypotheses is not complete, which 

imposes a limitation on our analysis.  

 A difficulty when formulating the hypotheses, which was done in the beginning 

of 2000, was that the principles, modalities, rules and guidelines for trading under the 

Kyoto Mechanisms had not yet been defined by the FCCC Parties. For instance, it was 

not clear whether Article 17 would be limited to intergovernmental trading or whether 

private trading would also be (or was already implicitly) included: some discussions 

centred on the first interpretation, for instance in the debate on market power, whereas 

in others the latter is assumed, for instance in the debate on permit allocation. However, 
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in some discussions the distinction between different types of trading is less relevant, 

for instance with respect to the issue of negotiating power. Therefore, where possible 

and relevant, the starting point and the assumptions of the discussion have been 

indicated above when explaining the theory behind the hypotheses. Although the reader 

may find some hypotheses to be more obvious or likely than others, the important point 

is that they will be tested for their relevance in the empirical analysis of the next 

chapter.  

 

8.4.3 Ex post clustering of the hypotheses and equity 
 

For the sake of transparency and simplicity it is possible to cluster the hypotheses (ex 

post) into a small number of different types of conjectures, as portrayed in Table 8.1. 

Although there are several possibilities to form such groups, we have created four 

clusters of hypotheses which supposedly express the EU’s:  

• environmental reasons to restrict the use of the Kyoto Mechanisms (hypotheses 1, 3 

and 6 on hot air, compliance and liability respectively); 

• political-normative reasons to restrict the use of the Kyoto Mechanisms (hypotheses 

2, 5, 11, 12 and 14 on equity, example-setting, incrementalism, allocation problems 

and uncertainty and risk respectively); 

• political-strategic reasons to restrict the use of the Kyoto Mechanisms (hypotheses 

8, 9, 10, 15 and 16 on negotiating power regarding the flexible instruments, 

negotiating power regarding the FCCC, climate leadership, pressure on the US and 

pressure on Russia respectively);  

• technological-economic reasons to restrict the use of the Kyoto Mechanisms 

(hypotheses 4, 7 and 13 on technological innovation, imperfect markets and 

secondary benefits respectively).  

 

The attitudes of political actors are partly determined by values (Van Deth and 

Scarbrough, 1995: 33), such as equity. Attitudes do not only arise from social norms, 

but they are also influenced by other considerations, such as political-strategic ones. 

This proposition is reflected in our theoretical ex post clustering of hypotheses.  
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Table 8.1 Theoretical clustering of hypotheses (ex post) 

 

The EU proposed to limit the use of the Kyoto Mechanisms because of: 

 

Type of reasons 

 

Clustering of hypotheses 

Environmental reasons 

 

H1, H3, H6 

Political-normative reasons 

 

H2, H5, H11, H12, H14 

Political-strategic reasons 

 

H8, H9, H10, H15, H16 

Technological-economic reasons 

 

H4, H7, H13 

 

Key: 

Hx   = hypothesis x; 

 

 

Two of the four clusters created are based upon value-driven hypotheses: the cluster of 

environmental reasons reflects the so-called ‘green’ values on (improving) 

environmental integrity and the cluster of political-normative reasons reflects equity  

values. From our positive (not normative) perspective on social norms, it can be 

observed that these equity values include: 

• the (historical) responsibility of industrialized countries for creating (and thus 

for having to solve) the problem of climate change (hypothesis 2 on equity and 

hypothesis 5 on example-setting), 

• the desirability of incremental policy changes (and thus the undesirability of 

radical policy changes) (hypothesis 11 on incrementalism), 

• the desirability of equal changes of the financial positions and competitive 

relations among comparable firms as a result of permit allocation (hypotheses 12 

on allocation problems), 
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• the desirability to minimize environmental, economic and political uncertainties 

and risks (hypothesis 14 on uncertainty and risk).   

 

The other two clusters are based upon political-strategic and technological-economic 

reasons to restrict the use of the Kyoto Mechanisms. These do not so much represent 

values, but rather include explanations for the initial EU position on supplementarity in 

terms of negotiating power and political pressure as well as technological and economic 

spill-over effects of trading greenhouse gases.  

However, the clustering of hypotheses in Table 8.1 does not make a distinction 

between the different Kyoto Mechanisms. Such a distinction would be relevant to find 

out why the economically superior alternative of permit trading ranks low in the 

political hierarchy. Therefore, an additional clustering is performed in Table 8.2 that 

makes a differentiation between (a) objections of EU policy-makers against the Kyoto 

Mechanisms in general and (b) those against permit trading under IET Article 17 in 

particular.  

 

Table 8.2 Theoretical differentiation of hypotheses (ex post) 

 

The EU proposed to limit the use of the Kyoto Mechanisms because of: 

 

Type of objections 

 

Clustering of hypotheses 

Objections against all Kyoto Mechanisms 

 

H2, H3, H4,H5, H6, H7, H8, H9, H10, H13, 

H14, H15, H16 

Objections against permit trading  

 

H1, H11, H12 

 

Key: 

Hx   = hypothesis x; 
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Contrary to permit trading under IET Article 17, as explained in the second and third 

chapter (among others), JI and CDM projects do not only avoid the mobilization of hot 

air (and generate real reductions if they are additional), but they are also incremental as 

they avoid the allocation problem of (re)distributing property (or user) rights. In line 

with these earlier findings, two clusters of hypotheses are created which supposedly 

express the EU’s:  

• Objections against all Kyoto Mechanisms (hypotheses 2, 3, 4, 5, 6, 7, 8, 9, 10, 

13, 14, 15 and 16 on equity, compliance, technological innovation, example-

setting, liability, imperfect markets, negotiating power regarding the flexible 

instruments, negotiating power regarding the FCCC, climate leadership, pressure 

on the US and pressure on Russia respectively);  

• Objections against permit trading (hypotheses 1, 11 and 12 on hot air, 

incrementalism and allocation problems respectively).  

 

There are ‘only’ three hypotheses (1, 11 and 12) in the second cluster, which 

exclusively relates to permit trading under IET Article 17. Although the remaining 

hypotheses, in the first cluster, relate to objections against all Kyoto Mechanisms, it 

would be possible to put more hypotheses in the ‘permit trading cluster’: some 

objections that can, in principle, be directed against all Kyoto Mechanisms, are mainly 

used, in practice, against permit trading, as can be heard in (European) policy debates. 

For instance, hypothesis 16 about putting political pressure on Russia postulates that the 

EU wants to restrict trading to prevent that Russia sells hot air or questionable emission 

reductions. Hot air trading is only possible under IET Article 17, not under JI Article 6 

– as explained before. This would suggest placing hypothesis 16 in the second cluster. 

However, questionable emission reductions can also be sold under JI Article 6 if its 

domestic enforcement regime is weak. Although we believe that the hot air argument 

usually dominates in policy debates (which means that the pressure on Russia 

hypothesis would be primarily directed against emissions trading and not so much 

against projects), we have chosen to use a strict interpretation and place hypothesis 16 

in the first cluster that refers to all Kyoto Mechanisms.  

 Which cluster of hypotheses (that is, which particular type of explanation within 

Table 8.1 or which particular type of objections within Table 8.2) is most able to clarify 
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why the EU proposed to quantitatively restrict the use of the Kyoto Mechanisms can 

only be determined by means of an empirical analysis. Such an analysis will be carried 

out in the next chapter. The political science literature, both the general literature on 

political culture (e.g. Van Deth and Scarbrough, 1995) as well as the literature on 

climate change and emissions trading (e.g. Bressers and Huitema, 1999), expects that 

values, such as equity, will play a significant role in explaining the desire of European 

policy-makers to restrict trade. 

 

8.5 Conclusion 

 

Although several (law and) economics scholars acknowledge the importance of culture, 

Licht (2001) demonstrates that they lack the tools to analyze it. This, however, is a 

traditional field of analysis for political scientists, who operationalize culture in terms of 

values (e.g. Almond and Verba, 1965). Values, such as equity, engage moral 

considerations and can be defined as ‘conceptions of the desirable’ (Van Deth and 

Scarbrough, 1995: 28). Because values can be seen as informal institutions that 

constrain social actions (e.g. Goodin and Klingemann, 1996; North, 1990), Licht (2001: 

149) even refers to a nation’s culture as the ‘mother of all path dependencies’. In line 

with this view, the IPCC acknowledges that values (among other things) could act as 

barriers to the realization of cost-effective climate measures, like the Kyoto 

Mechanisms (Banuri et al., 2001: 45).   

Values are not directly observable, but attitudes are (Van Deth and Scarbrough, 

1995: 22). The set of attitudes to be researched in the next chapter, on the basis of 

hypotheses developed in this chapter, consists of the opinions of high-level EU officials 

(from the environmental ministries of EU Member States and from the European 

Commission) about the European supplementarity proposal. This proposal was meant to 

elaborate those parts of the Kyoto Protocol which require that the Kyoto Mechanisms 

shall be ‘supplemental’ to domestic action (Articles 6.1(d), 12.3(b) and 17). Prior to 

CoP6 held in The Hague in 2000, the EU proposed to elaborate supplementarity by 

means of a quantitative restriction on the use of the Kyoto Mechanisms. Although this 

self-imposed barrier to trade was largely rejected at CoP6 Part II held in Bonn in 2001 

(as part of a compromise with countries like the US and Japan that pressed for 
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unrestricted trading), an analysis of the EU proposal is still useful to lay bare the 

underlying values of why some governments wanted to limit the Kyoto Mechanisms in 

general and permit trading in particular.   

The negotiating positions on supplementarity differed widely among the 

governments before and during the bargaining process (e.g. SBSTA, 1999, 2000). There 

were two groups in the political debate. The so-called JUSCANZ countries (such as the 

US, Canada, Australia and Japan) did not want to define supplementarity, believing that 

each country should decide for itself how much it wants to trade. They opposed a 

restriction on the use of the Kyoto Mechanisms. The EU, however, was the first to 

propose an elaboration of supplementarity by quantitatively restricting the use of the 

Kyoto Mechanisms. Later, the Europeans were followed by some developing countries 

(such as China and India) which made comparable (albeit different) proposals to restrict 

trading. The EU proposal roughly implied that 50% of the Kyoto commitments should 

be achieved domestically via a quantitative (or: ‘concrete’) ceiling on the use of the 

Kyoto Mechanisms. The EU drafted detailed rules for buyers (demand) and rules for 

sellers (supply): the rules which would limit demand applied to all Kyoto Mechanisms, 

whereas the restriction on supply exempted units resulting from JI and CDM projects 

(EU Council, 1999).  

The supplementarity conflict was resolved at CoP6 Part II, held in Bonn in July 

2001, with a partial defeat for the EU (as well as for the aforementioned non-Annex B 

countries). The EU was willing to give up its proposal and accepted the unspecified 

requirement that domestic action shall be a ‘significant element’ of Annex B countries’ 

climate policy (CP, 2001a: 7). This decision was reconfirmed at CoP7 in Marrakesh in 

October/November 2001 (CP, 2001b: 3). The EU made this compromise to prevent that 

some JUSCANZ countries or even the Russian Federation (a potential seller) would 

withdraw from the Kyoto Protocol, like the US had done a few months earlier in March 

2001. This largely unexpected US decision had changed the bargaining game and the 

EU, who believed in the Protocol but was sceptic to unrestricted emissions trading 

(Oberthür and Ott, 1999), rather had a market-based Protocol than no Protocol at all. 

Nevertheless, the defeat was partial, because some of the environmental concerns of the 

EU were accommodated at CoP6 Part II, for instance by means of the adoption of 

restrictions on the use of sinks and the adoption of the requirement that each Annex B 
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Party shall maintain a commitment period reserve which should not drop below 90% of 

its assigned amount, as discussed in earlier chapters.  

In this chapter we hypothesize that values play a significant role in explaining 

why the EU proposed to restrict the use of the Kyoto Mechanisms. To make this claim, 

we have first provided a review and assessment of economic analyses of the EU 

proposal to see whether restricting such trade is in their economic interest. If the 

proposal of the EU would completely follow from its economic interests, an analysis of 

values would not be necessary (or less relevant) to provide a positive explanation. It 

appeared that an analysis of values is useful, because a restriction on trade, as proposed 

by the EU, is not likely to be in the interest of the EU (a potential buyer).  

There is a lack of consensus among economists about which industrialized 

country will win and which one will loose under the EU proposal. The question whether 

the EU or, for instance, the US would gain from a ceiling on trade mainly depends on 

which of these political actors has the lowest marginal abatement costs. These 

determine whether the disadvantage of increased domestic costs due to a ceiling on 

trade is offset by the advantage of a lower international carbon price (which occurs 

because a ceiling lowers demand). If it is assumed that the EU has higher marginal 

abatement costs than the US, like Bollen et al. (1999) do on the basis of the WorldScan 

model, the EU looses and the US gains. However, if it is assumed that the EU has lower 

marginal abatement costs than the US, like Zhang (2000b) does on the basis of EPPA 

model, the EU gains and the US looses. Capros et al. (2000) make mention of the 

stereotype among (European) policy-makers that the EU has higher marginal abatement 

costs than the US. They confirm this perception on the basis of a survey of ten 

economic models: most (but not all) of these models assume lower marginal abatement 

costs for the US than for the EU. The survey by Capros et al. (2000) thus suggests that 

the EU would probably loose and the US would gain from a ceiling on trade, as 

calculated by Bollen et al. (1999), because the advantage for the Americans of a lower 

market price is bigger than the increased costs of domestic action caused by the trade 

restriction. If correct, this also implies that neither the EU nor the US have formulated 

their policy positions on the basis of (relatively recent) economic modelling.  

Does this mean that the EU and the US did not act rationally? The answer is no. 

Research indicating that the US might gain from a ceiling on trade was conducted in the 
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course of 1999 and 2000, which was probably too early to be used (or to be available) 

when the US formulated its opinion on the EU proposal in 1999. Furthermore, it was 

shown above that the economic literature is still divided whether the US will gain or 

loose under a trade restriction. These insights rather suggest that the US has acted on the 

basis of a market-oriented perception that full trade is good for any country, including 

themselves, as shaped by and confirmed in many earlier economic studies (e.g. 

Tietenberg, 1992; Richels et al., 1996), so that restricting trade must be bad since it 

would reduce their abatement opportunities. Similar remarks can be made for the EU. 

Although it follows from the analysis above that the EU formulated a negotiating 

position against its economic interests, the literature is still divided on this subject. The 

EU has rather acted on the basis of the perception that restricting trade is rational 

because it serves policy goals other than cost-effectiveness or efficiency. Which policy 

goals the EU had in mind when proposing to restrict the use of the Kyoto Mechanisms 

is hypothesized in this chapter.  

The EU proposed a quantitative restriction on the use of the Kyoto Mechanisms 

to prevent a situation in which the agreed emission targets would be met solely (or 

predominantly) by means of trading greenhouse gases. To find out on a detailed level 

why the Europeans wanted to prevent such a situation, this chapter systematically 

elaborates – and criticizes – various theoretical explanations of the EU proposal on 

supplementarity in the form of sixteen hypotheses. By clustering them ex post, it can be 

postulated – from a positive (not normative) perspective – that the EU wants to restrict 

trading: 

• for environmental reasons, namely to limit the use of hot air (hypothesis 1), to 

stimulate compliance in a second commitment period by initiating a trajectory of 

reducing domestic emissions in the first commitment period (hypothesis 3) and 

to reduce liability problems in case of non-compliance in the first commitment 

period (hypothesis 6); 

• for political-normative reasons, namely to achieve a more equitable outcome by 

preventing that the industrialized countries, which are historically responsible 

for climate change, ‘buy their way out’ (hypothesis 2), to stimulate developing 

countries to adopt commitments in the future by demonstrating that the 

industrialized countries are willing to reduce emissions (hypothesis 5), to 
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facilitate incremental policy changes and prevent too radical changes from the 

current EU policy of energy-efficiency standards, taxes and covenants 

(hypothesis 11), to reduce the scope for allocation problems, such as the 

possibility that permit allocation distorts (fair) competition (hypothesis 12) and 

to minimize environmental, economic and political uncertainties and risks 

(hypothesis 14); 

• for political-strategic reasons, namely to wield negotiating power during the 

bargaining process of the CoP with respect to elaborating the Kyoto 

Mechanisms (hypothesis 8) or with respect to the FCCC decision-making 

process in general (hypothesis 9), to prevent that political ‘climate leadership’ is 

lost to the US (hypothesis 10), to put pressure on the US, which is the biggest 

source of GHG emissions in the world, to reduce its emissions partly at home 

(hypothesis 15) and to put pressure on the Russian Federation, which has a weak 

enforcement regime, to prevent that it sells hot air or questionable emission 

reductions (hypothesis 16); 

• for technological-economic reasons, namely to stimulate technological 

innovation by means of domestic action (hypothesis 4), to limit the use of 

markets in climate policy because they are likely to function imperfectly 

(hypothesis 7) and to stimulate the economy because domestic action has more 

secondary benefits and positive macro-economic impacts than emissions trading 

(hypothesis 13).  

 

Although the hypotheses we have constructed are thought to explain the EU position, 

we have also paid attention to theories that criticize their content. We will not repeat all 

critical remarks here, but we can give two examples. The first example is that some 

economists have questioned whether the hot air under hypothesis 1 is an environmental 

problem, because without it, some Parties might only have accepted less stringent (or 

even no) commitments to an extent that could have exceeded the volume of hot air in 

the Kyoto Protocol. The second example of criticism is the assumption under hypothesis 

7 that markets are likely to function imperfectly. Although the hypothesis was 

formulated in this way on purpose (to find out in the next chapter whether European 

policy-makers actually believe this), it can be argued that a carbon trading market is 

 394



Part IV   Cultural Barriers and Opportunities 

likely to function well if it is designed for a number of participants sufficient enough to 

prevent market power and that the EU proposal actually increases transaction costs as it 

requires a pre-approval of each trade to make sure that a transaction does not fall behind 

the national treshold.  

The attitudes of political actors are partly determined by values (Van Deth and 

Scarbrough, 1995: 33), such as equity. Attitudes do not only arise from social norms, 

but they are also influenced by other considerations, such as political-strategic ones. 

This proposition is reflected in the aforementioned ex post clustering of hypotheses. The 

first two clusters created are based upon value-driven hypotheses: the cluster of 

environmental reasons reflects the so-called ‘green’ values on (improving) 

environmental integrity and the cluster of political-normative reasons reflects equity 

values. These equity values include responsibility (the desirability that industrialized 

countries solve the problem of climate change for which they are historically 

responsible) and equality (the desirability of equal changes of the financial positions 

and competitive relations among comparable firms as a result of permit allocation). The 

other two clusters do not so much represent values, but rather include explanations for 

the initial EU position on supplementarity in terms of negotiating power and political 

pressure as well as in terms of technological and economic spill-over effects of trading 

emissions. 

The official EU proposal on supplementarity was directed against unrestricted 

use of all Kyoto Mechanisms, not against one of them in particular (such as permit 

trading). At first glance, the hypotheses give us more theoretical knowledge of why 

some policy-makers oppose to introducing markets in climate change policy, which in 

itself is deemed important by many authors (e.g. Banuri et al., 2001; Kuik and Gupta, 

1996), but would not appear to shed more light on the question why the economically 

superior alternative of permit trading ranks low in the political hierarchy. However, it is 

shown that hypotheses 1, 11 and 12 on hot air, incrementalism and allocation problems 

respectively do not apply to JI and the CDM and are only relevant for permit trading 

under IET Article 17. As explained in the second and third chapter (among others), 

permit trading mobilizes the negotiated hot air (whereas projects generate real 

reductions if they are additional) and permit trading is a non-incremental policy option 
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due to the allocation problem of (re)distributing property (or user) rights (whereas 

projects do not require an initial distribution of such rights before trading can begin).  

 This chapter hypothesizes that there are cultural barriers to implementing the 

Kyoto Mechanisms in general and permit trading in particular. Given the importance of 

culture in explaining the attitudes of political actors (e.g. Van Deth and Scarbrough, 

1995; Bressers and Huitema, 1999; Licht, 2001), these barriers, which include equity 

values, are expected to have played a significant role in the EU supplementarity 

proposal to quantitatively restrict the use of the Kyoto Mechanisms. Whether and to 

what extent cultural values are actually able to explain the content of this proposal will 

become clear in the empirical analyses of the next chapter. There, it will also be 

indicated that cultural change is one of the opportunities to overcome these barriers and 

can contribute to a break-out.  

 

 




