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PART I

ETS LINKING IN THE BIG PICTURE: 
THEORETICAL AND LEGAL 

BACKGROUND

2
ETS AND ETSS LINKING: 

A REVIEW OF THE LITERATURE

Based on a literature review, this chapter introduces the theoretical background and 
practical cases for both the ETS (Chapter 2.1) and the ETSs linkage (Chapter 2.2).

2.1 ETS in the climate policy mix

2.1.1 Background: why the ETS?
Climate policy is growing rapidly in scale, scope and complexity. There is an 

increasing diversity in climate policies, and these policies can be grouped into two 
main types: non-market-based and market-based instruments.70

70  There exist, of course, different classifications of climate policy instruments. For instance, 
Gunningham & Gabrosky (1998) pp. 37-91 and Sorrell et al. (2003b) pp. 19-20 divided the 
climate policy mix into four categories: 1) education, information & moral suasion; 2) voluntary 
approaches; 3) economic instruments and 4) command-and-control instruments.
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Non-market-based instruments mainly comprise the ‘command-and-control 
regulatory instruments’ and the ‘information and voluntary approaches’ such 
as environmental product labeling and voluntary agreements (with polluters).71 
Command-and-control instruments constitute direct regulatory interventions 
by setting, mainly, the mandatory performance and technology standards such as 
emissions standard and energy efficiency standard, the limits on the input/output/
discharges as well as the requirements to disclose information and audits.72

By contrast, market-based instruments (also known as ‘incentive-based 
instruments’) are policy instruments that use markets, prices and other economic 
variables to provide incentives for polluters to reduce or eliminate the negative 
environmental externalities (of their pollution). Prominent examples include the 
environmentally related taxes (e.g. carbon tax), charges and subsidies, the ETS 
and other tradable permit systems as well as the ‘environmental liability rules’ that 
may incentivize entities with careful behaviors so as to minimize ‘accident costs’.73 
Particularly, the Pigovian tax (also referred to as ‘pollution tax’) remains one of 
the most common market-based instruments. It is usually imposed on the market 
activity by internalizing the ‘negative externalities’ on the environment.

Admittedly, governments have traditionally and largely relied on command-
and-control policies. Though it is generally believed that the command-and-control 
mechanism may provide a clear outcome, it has quite a few drawbacks. First, it may 
be very costly (or in some cases unfeasible) for regulators to gather all necessary 
information. Also, those policies are often uniformly applied without regard to, e.g., 
potentially broad difference among the marginal costs of compliance. Moreover, 
polluters have little choice about compliance and may not be sufficiently incentivized 
to invest in technologies (to reduce their pollution).74

In this regard, the last few decades have witnessed a proliferation of ‘market-based 
instruments’, which largely avoid the aforementioned drawbacks of command-and-
control measures and provide more flexibility to polluters (in terms of compliance). 
A striking example is a global emergence of carbon ETSs. Specifically, building upon 

71  See Görlach, 2013, pp. 1-3 of Annex I; Weishaar, 2014a, pp. 10-29.
72  See Görlach, 2013, pp. 7-11 of Annex I.
73  For a detailed explanation of ‘environmental liability rules’ in the ‘incentive-based’ context, see, 

e.g., Faure and Peeters, 2011; Weishaar, 2014a, pp. 14-17; for a discourse on ‘environmental 
taxes’, see, e.g., Faure and Weishaar, 2012, pp. 399-421.

74  See Harrington and Morgenstern, 2007, pp. 233-240.
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Ronald H. Coase’s insights on ‘social costs’ and ‘property rights’,75 Thomas Crocker 
proposed the ‘applicability of property rights system of pollution control for air’.76 
Later on, it was John Dales who first proposed a new policy instrument – known as 
‘markets in pollution rights’ – to tackle problems of pollution.77 The concept has then 
been experimented and applied by the US Environmental Protection Agency (EPA) 
since 1975 to address air pollution.78 One prominent example is the well-known US 
Sulphur dioxide (SO2) emissions trading program (for electricity producers) as of 
1995.79

An ETS allows the regulators to limit the quantity of emissions within the 
system by determining the availability of allowances and encouraging entities with 
different abatement costs to trade. In this regard, it may be more socially acceptable 
(than, e.g., taxation paid to the public authorities) and technically feasible 
(compared to, e.g., liability law). For instance, climate change liability remains to 
be a remote possibility in most jurisdictions80 and also in the international arena,81 
especially when the conditions of applying liability law are not fulfilled. Prominent 
difficulties of evoking liability law in climate change litigation lie in, inter alia, the 
establishment of causal relationship between an emitting activity and the damage, 
the establishment of the ‘standing of citizens and environmental organizations’82 or 
the ‘standing of states/local-governments/non-government-organizations’.83

Moreover, with the emissions trading market, aggregate abatement costs could 
be reduced when covered entities with lower abatement costs sell their abatement 
efforts (in the form of ‘emissions allowance’) to those with higher abatement costs. 
At a later point in time, covered entities with more efficient performances in carbon 
abatement can be incentivized to invest in technological innovation and further 

75  See Coase, 1937.
76  See Crocker, 1966.
77  See Dales, 1968.
78  See Weishaar, 2014a, pp. 2-5.
79  See Rico, 1995.
80  See, e.g., Weishaar, 2014a, pp. 17-21, 27.
81  See, e.g., Voigt, 2015, pp. 152-166.
82  See, e.g., Section 4B ‘Urgenda’s standing’ in case Urgenda Foundation v. the Kingdom of the 

Netherlands, ECLI:NL:RBDHA:2015:7196C/09/456689/HA ZA 13-1396 (24 June 2015), 
Hague District Court.

83  See, e.g., Massachusetts v. Environmental Protection Agency, 549 U.S. 497 (2007).
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bring down the overall abatement costs in the long run.84 As such, the ‘cost-saving 
potential’ of the ETS becomes increasingly attractive to policy makers in an attempt 
to address global warming.85 Specifically, carbon ETS has emerged throughout the 
world from Europe (the EU ETS, Switzerland ETS) to North America, namely the 
Regional Greenhouse Gas Initiative (RGGI), the Western Climate Initiative (WCI) 
and the California-Quebec-Ontario ETS. Other systems include, inter alia, ETSs 
in New Zealand, Australia (once), Tokyo (Japan), South Korea, China, Kazakhstan 
(recently re-launched) and Mexico (in progress).86

2.1.2 Carbon emissions trading designs
There are a large number of design options available for a carbon ETS. This sub-

section presents elements that are crucial for the functioning of any carbon ETS and 
that will be examined in more detail in this dissertation.87

Abatement target setting
A GHG ETS may set a legal limit (i.e. cap) on the quantity of GHG emissions 

that can be emitted within a system over a certain period of time (compliance period 
or trading period).88 By imposing such a binding limit, a cap creates an allowance 
scarcity and a market price. Specifically, the ‘stringency of the target’ remains crucial 
to maintain a sufficiently high price and to incentivize covered entities to invest in 
technological innovation, research and development. Moreover, to create scarcity 
and abatement incentives, policy makers could set an absolute emission reduction 
target (absolute cap) to fix the maximum amount of emissions in the system, or set 
a relative emission reduction target (e.g. the prescribed standard in credit-and-trade 
system and intensity target) that is framed in relative form, i.e. the amount of GHGs 
emitted per unit of GDP or output.

84  See Weishaar, 2014a, pp. 5-6.
85  See Weishaar, 2014a, p. 5.
86  See Weishaar, 2014a, pp. 66-98; ICAP, 2017, pp. 7-17; ICAP, 2018.
87  See Weishaar, 2014a, p. 48. For a full picture of designing variables for an ETS, see, e.g., 

Tietenberg, 2006, pp. 75-183; Weishaar, 2014a, pp. 48-64.
88  See Zeng et al., 2016b.
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Coverage
Different ETSs may adopt varied coverage rules concerning the covered GHGs, 

sectors as well as the ‘entry thresholds’. By setting ‘entry thresholds’ or ‘capacity 
constraints’ for particular sectors (or sub-sectors), installations and firms (hereafter 
‘entities’) that exceed the criteria are obliged to monitor the regulated emissions 
and to submit allowances (or other admitted offset credits) to cover their actual 
emissions during a certain period of time (often referred to as ‘compliance period’, 
normally one year).

Allocation
Allocation is the process of distributing allowances to covered entities under 

an ETS. Allowances can be either given away freely or sold, e.g., by auction.89 In 
the context of free allocation, allowances can be freely allocated either based on 
‘historical emissions’ in a chosen base year or base period (grandfathering) or 
pursuant to the ‘performance indicators’ (benchmarking), e.g. the performance on 
average or a desired level in a specific (sub)sector.

It is generally believed that grandfathering tends to reward emitters with 
‘historically high emissions’, while the benchmarking rewards installations with better 
performance in carbon abatement as well as early actions. Further, grandfathering 
normally requires further provisions for ‘installations that join the system after an 
initial establishment of the ETS’ (i.e. new entrants).90 Benchmarking can more 
easily assimilate new entrants, because the allocation method provides a consistent 
allocation methodology for both new and existing installations. But due to the 
complexity in gathering data and defining benchmarks to account for diversity of 
products and processes, concerns were expressed over the defining or projecting of 
benchmarks in some (sub)sectors. In practice, it may be observed that some (sub)
sectors are more suited to grandfathering while others to benchmarking (e.g. the 
cement sector with a relatively uniformized process of production).91

89  See Weishaar, 2014a, pp. 58-59; ICAP, 2016; ICAP, 2017.
90  See ibid.
91  See ibid; see also UK Emissions Trading Group, 2005, pp. 1-6.
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MRV rules
In order to determine how many allowances must be surrendered, information 

on actual emissions is provided on the basis of MRV rules.92 Such provisions are crucial 
for achieving a credible ETS since they are key to determining whether each trading 
unit corresponds to one tonne of emissions. Thus, robust MRV rules are crucial to 
ensure the environmental integrity of any ETS.93 Different MRV practices can vary 
by identifying different ‘emissions scope’ (e.g. emitting activities/equipment/energy 
to be monitored and measured) or employing different methodologies to determine 
‘actual emissions’ (e.g. measure-based or calculation-based approaches). 

Cost management measures
Cost-management measures may be implemented within the ETSs to avoid 

strong price increases or decreases that may undermine abatement incentives, e.g. 
the offset provisions, banking/borrowing provisions or price cap/floor.

OFFSETTING

A carbon offset is a GHG reduction unit that can be used to ‘offset’ emission 
reduction obligations elsewhere. Different offset rules between ETSs may set 
different restrictions on either the quantity or the types/sources of offsets that can be 
used for compliance.

BANKING AND BORROWING

Both banking and borrowing facilitate the ‘intertemporal smoothing’ of 
allowance supply and demand patterns:94 banking allows covered entities to 
accumulate allowances and to use them for the compliance of next period, while 
borrowing denotes using allowances from a future period before they are allocated. 

92  See Weishaar, 2014a, pp. 147-150.
93  See Tuerk, 2009.
94  See Weishaar 2014 p. 204.
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Most of the ETSs (e.g. the EU ETS, China ETS, New Zealand ETS, California-
Quebec ETS) allow banking and forbid borrowing.95

PRICE CAP/FLOOR

A price cap is a pre-determined allowances price in case the market price rises 
above a certain level. One example is the Costs Containment Reserve (CCR) in 
RGGI. With the CCR, additional allowances can be auctioned when the auction-
clearing price passes a certain threshold.96 By contrast, price floor within an ETS 
can help to support minimum abatement efforts if price is lower than expected, 
thus helping to manage cost uncertainty.97 Common mechanisms of price floor 
include, inter alia, the auction reserve price (e.g. in California-Quebec ETS) and the 
government commitments to buy back allowances (e.g. in the Beijing pilot ETS).98

2.2 Linking ETSs: theoretical background and linking 
practices

As mentioned above, the linking literature identifies linkage in various forms 
and further maps out various consequences on a general level, including not only 
the benefits of linking but also the potential repercussions that may hinder effective 
linkages between the existing and proposed systems. This sub-chapter introduces 
the definition and varied forms of the ETSs linkage, examines its desirable and 
undesirable implications and analyzes the practical hurdles encountered in the 
existing and proposed cases of linking.

95  Korea ETS is one of the very few ETSs that allow intra-phase borrowing of allowances for 
compliance. See Art. 28 of Act on the allocation and trading of greenhouse-gas emission 
permits (Act No.14839, 26. Jul, 2017; amended), available at: http://elaw.klri.re.kr/eng_service/
lawView.do?hseq=45670&lang=ENG; see also Art. 37 of Enforcement decree of the act on 
the allocation and trading of greenhouse gas emission permits (Presidential Decree No.27953, 
27. Mar, 2017., Partial Amendment), available at: http://elaw.klri.re.kr/eng_service/lawView.
do?hseq=44548&lang=ENG

96  See RGGI, 2016.
97  See Wood & Jotzo, 2011.
98  See Arts. 20-21, Beijing Development and Reform Commission, 2014; California Air Resources 

Board, 2017.
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2.2.1 Definition, taxonomy and pathway
The extent of linking varies by taking different forms from an indirect link to a 

direct one, or differs by degree from a ‘limited link’ to a full one. This is explained 
below.

Forms of linking
Two ETSs are linked if one country’s allowance can be used, directly or 

indirectly, by a participant in the other country’s scheme for compliance purposes.99 
Direct links allow trade between the linked schemes and could be either unilateral or 
bilateral depending on the ‘flow of allowances between the linking systems’.100 Under 
a unilateral link, entities in system A can purchase and use allowances from system B 
for compliance, but not vice versa.101 By contrast, in a bilateral link, allowances can 
be freely traded between the linked systems and each system’s allowances are equally 
valid for compliance in both systems.102 If more than two systems are considered, the 
‘bilateral link’ of course becomes a ‘multilateral link’.

To implement a link, coordination is needed to ‘synchronize the required 
adjustments to the legislation or rules governing the system’.103 Different modalities 
are available to implement such coordination, and the ultimate initiation of linkage 
may largely depend on the nature of the link to be established. For instance, a 
‘unilateral link’ can be established by simply including ‘clauses of recognizing 
foreign units’ into the legal architecture of each ETS.104 Unless otherwise specified, 
the procedures for adoption and its legal nature will follow the legal rules governing 
the ETS.105

By contrast, a bilateral link can be adopted through a formal international treaty, 
which binds its linking partner to a domestic implementation of the link, or simply 
through ‘reciprocal domestic legislation’ accompanied by an informal Memorandum 
of Understanding or other negotiated expression of intent’.106 However, pursuant to 

99  See Haites, 2004, p. 5.
100  See Ranson and Stavins, 2012, pp. 3-4.
101  See Sterk et al., 2006; Tuerk et al., 2009, p. 343.
102  See Haites and Mullins, 2001; Tuerk et al., 2009, p. 343.
103  See Mehling, 2009; Tuerk et al., 2009.
104  See Stewart and Sands, 2001; Flachsland et al., 2008.
105  See Mehling, 2009.
106  See Tuerk et al., 2009, p. 343.
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the general doctrine of sources of law, such a negotiated understanding will only 
be binding on the linked jurisdictions if it meets the formal requirements of an 
international treaty.107 Since a binding agreement generally brings greater certainty 
to markets than an informal memorandum,108 a ‘bilateral linking agreement’ may be 
preferred and can be created within the realm of international law. Accordingly, such 
an arrangement will be subject to, e.g., the Vienna Convention on the Law of Treaties 
(VCLT) in terms of its conclusion, interpretation, amendment and termination.109

In contrast to a direct link, an indirect link can be established via a ‘gateway’, an 
agent, or through ‘unilateral links with a common third system’. By means of trading 
between each system and the common third system, the supply or/and demand 
for allowances in one system could affect those in the other system. An example of 
such a common third system is the Clean Development Mechanism (CDM).110 For 
instance, because both the New Zealand ETS and Korea ETS accept certain types 
of CDM credits (for domestic compliance), the two ETSs can be considered as 
‘indirectly linked’ through CDM.

Pathway: linking by degree
A linkage can be established in full manner or with ‘linking restrictions’. A 

‘full link’ covers the entire market and the allowances issued to all sectors covered 
by each system. By contrast, the ‘restrained link’ may only apply to certain GHGs 
or sectors,111 e.g. only the designated sectors are allowed for trade or exchange of 
allowances across the linked systems.

Moreover, both quantitative and qualitative restrictions (or barriers) are discussed 
on the trading of allowances cross the systems. This can be done by: 1) imposing 
‘import quotas’ on the quantity and types of allowances that may be traded across 
the linked systems; 2) introducing ‘qualitative restrictions’ and thus determining 
‘values assigned to foreign allowances’, e.g. ‘exchange rates’ or ‘discount rates’ 

107  See Mehling, 2009; Görlach et al., 2015.
108  See Tuerk et al., 2009, p. 343.
109  See, e.g., Art. 60 of VCLT on the ‘termination or suspension of the operations of bilateral 

agreement’; Mehling, 2009; Görlach et al., 2015. See also the termination provisions in the 
existing linking agreements (introduced in Chapter 2.2.4). Pizer and Yates (2015) further 
discusses the potential cost-effectiveness implications of different delinking policies.

110  See Roßnagel, 2008, pp. 396-397.
111  See id, pp. 396-399.



Chapter 2

26

whereby trading units from the system with relative targets would be discounted 
against units from the system with absolute caps; 3) imposing a ‘border tax’ on the 
imported or exported allowances so as to influence the economic incentives for such 
importation or exportation.112

Yet, such restrictions on linking may prove less desirable due to their side 
effects. This is because those restrictions may render the system more complex, 
entail considerable transaction costs and thus undermine the efficiency in the 
linked systems.113 Moreover, they may distort market incentives by ‘driving a wedge 
between jurisdictional price signals’ and thus give rise to competitive distortions.114 
Altogether, potential complications can reduce the benefits that could have arisen 
from a full and unrestrained link and thus affect the willingness to integrate markets.

2.2.2 Benefits of linking
Linking ETSs can lead to economic, environmental and political benefits. First, 

in the standard partial equilibrium analysis, linking cap-and-trade systems could 
lead to significant efficiency gains when allowance prices (marginal abatement costs) 
across schemes are equalized.115 It is generally believed that the aggregate abatement 
costs will be reduced in proportion to the difference between pre-linking allowance 
prices.116 Specifically, with the convergence of carbon prices, the ETS with higher 
abatement cost (and thus higher pre-linking price) could then benefit from lower 
abatement cost in its linked partner’s system.

Linking also creates a larger and more liquid carbon market, thus reducing 
volatility and benefiting the covered entities and investors as a whole.117 For instance, 
with different compliance periods between the linked ETSs, linking may create 
demand for allowances at different periods of time, hence increasing the liquidity of 
carbon market.118 Moreover, more differentiated goods in the market after linking 

112  See Sterk et al., 2006; Eyckmans and Kverndokk, 2010; p. 16, Mehling et al., 2011; Quemin and 
de Perthuis, 2017.

113  See Lefevere, 2005, p. 511; Eyckmans and Kverndokk, 2010; Zeng et al. 2016.
114  See Quemin and de Perthuis, 2017, p. 5.
115  See Edenhofer, 2007; see also Flachsland, 2009, p. 7.
116  See Blyth, 2004; Anger, 2008.
117  See McKibbin et al., 2008.
118  See Jotzo and Betz, 2009, p. 409.



ETS and ETSs linking: a review of the literature

27

2

may create new investment opportunities and thus benefit the investors.119 In 
addition, linking may help to eliminate any competitive distortions that might arise 
from different pre-linking carbon prices between linking partners.120

The literature has further identified political and environmental gains from 
linking. On the one hand, potential challenges such as a lack of legally binding 
force and requirement on a ‘universal participation’, mentioned in Chapter 1, may 
cast doubts on the effectiveness of Paris Agreement. Until the long-awaited practical 
implementation of Paris Agreement is undertaken, a ‘bottom-up approach’ of linking 
carbon ETSs may prove valuable for gradually involving negotiating parties and 
also deepening international cooperation (political benefits).121 On the other hand, 
linking can serve as a government commitment device to safeguard the stability of 
climate policy and thus, at the very least, contribute to the consistency of climate 
change mitigation efforts (environmental gains). For instance, adjusting caps relative 
to announced trajectories would tend to be more difficult in a linked scheme than 
in autonomous schemes.122

2.2.3 Concerns about linking
The linking literature does of course not only analyze the benefits of linking but 

also observes the potential side effects that may hinder a potential linkage.
First, linking may weaken government’s control over domestic climate policy in 

a more complex system (‘autonomy loss’).123 For instance, a direct bilateral linkage 
may expose one system to the aftermath of ‘ad-hoc regulation’ from its linked 
partner’s system and thus introduce ‘liquidity shock’ into the carbon market. This 
may pose a considerable challenge to the effectiveness of domestic carbon regulation. 
As such, the ‘threat of losing regulatory control’ may constrain ‘political appetite’ of 
some governments for linking.124

119  ‘Investors’ herein refers to individual and institutional investors as well as the financial service 
institutions.

120  See Blyth, 2004; Anger, 2008; McKibbin et al., 2008; Carbone et al., 2009; Jaffe et al., 2009; 
Jotzo and Betz, 2009, p. 409; Tuerk et al., 2009; Zetterberg, 2012, p. 6.

121  See Tangen and Hasselknippe, 2005; Tuerk et al., 2009, p. 344; Weishaar, 2014a, p. 191.
122  See Flachsland et al., 2009.
123  See Stavins et al., 2007, pp. 15-17; Flachsland et al., 2009, p. 10; Tuerk, 2009; Weishaar, 2014a, 

pp. 192-193.
124  See Weishaar, 2014a, pp. 192-193.
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Second, environmental concerns may arise from different ETS designing choices 
or regulatory features between the linked ETSs. For instance, a lack of a stringent 
abatement target, robust MRV rules or effective enforcement in one ETS can 
generate uncertainty over the intended environmental outcome and thus undermine 
the environmental effectiveness of the joint ETSs. One of the most striking issues 
is the ‘additionality’ of offset credits. An offset is considered as additional if the 
emission reductions or sequestrations it realizes would not have happened but for 
the incentives created by the offset program.125 Accordingly, different requirements 
for the stringency of ‘additionality’ (of offsets) can give rise to considerable 
environmental integrity concerns and thus constitute a significant barrier to linking.

Furthermore, linking may give rise to efficiency concerns. In principle, a linked 
system allows for the minimization of aggregate abatement costs when marginal 
abatement costs (MACs) are equalized across the systems. But if, for instance, there 
is ex-post adjustment of allocation in its linked partner’s system, the credibility and 
predictability of the carbon price will be jeopardized following such a ‘liquidity 
shock’ in the joint carbon markets. In this case, since the decision making of covered 
entities and the ETS guidance effects may be distorted, the carbon price may 
fail to incentivize the most efficient level of abatement and give rise to efficiency 
losses. Moreover, linking may also give rise to implementation costs and higher 
administrative costs to governments such as information costs and negotiation costs.

In addition, linking leads to the convergence of allowance prices across the 
linked ETSs, inevitably creating winners and losers in each of the linked ETSs 
(‘distributive effects’).126 Due to the potentially asymmetric effects of linking on the 
industrial competiveness, linking may lead to ‘lobbying (rent-seeking)’ and thus 
welfare reducing.127

In particular, differences in the ETS designs and carbon regulatory features that 
may jeopardize environmental effectiveness or efficiency of the linked ETSs will be 
examined below in Chapter 4 in terms of whether to jeopardize a linkage.

125  See Trexler et al., 2014, pp. 31-32.
126  See Weishaar, 2014a, p. 193.
127  See Krueger, 1974, pp. 291–303; Tullock, 2013, pp. 29-40, 73-78.
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2.2.4 Ongoing and proposed linking practices
In light of the potential benefits of linking, it may not be surprising to observe 

several cases of linking in practice. Prominent examples include the forthcoming 
ETSs linkage between the EU and Switzerland (as of 2019), the previous endeavor 
between the EU and Australia as well as the existing linkage of Ontario’s system with 
the joint Quebec-California ETSs.

EU – Switzerland ETSs linkage
Switzerland introduced an ETS on voluntary basis in 2008 with Swiss CO2 

Act.128 The Swiss Federal Council formally approved negotiations in December 2009, 
intending to conclude a bilateral linking agreement with the EU.129 A year later, in 
December 2010, the Council of the European Union authorized the negotiations 
and issued a corresponding mandate to the European Commission,130 pursuant to 
the procedure specified in Para. 1, article 25 of the EU ETS Directive. Negotiating 
parties have, for instance, addressed the connection of the Swiss and EU registries, 
the need for market oversight, data security rules and a potential inclusion of aviation 
in the linked ETS.131

A ‘significant review’ of the Swiss CO2 Act in 2011 allowed for a harmonization 
of the ETS designs by aligning the Swiss ETS with the EU ETS in terms of key 
ETS designs, e.g. voluntary participation, the cap setting and the enforcement 
regime under the ETS.132 Accordingly, the Swiss ETS has become mandatory for 
large emitters and imposes an absolute limit on aggregate GHG emissions from 
covered sectors as of 2013. Another major design difference between the (previous) 
Swiss ETS and the EU ETS relates to the coverage of large electricity generating 
units, which requires further harmonization. Particularly, the exemptions that large 

128  The Swiss CO2 Act refers to ‘Federal Act on the Reduction of CO2 Emissions of 23 December 
2011 (Status as at 1 January 2013)’. See Federal Assembly of the Swiss Confederation, 2011. See 
also Görlach et al., 2015, pp. 76-77.

129  See Bundesamt für Umwelt /Federal Office for the Environment (FOEN), 2009.
130  See Council of the European Union, 2010.
131  See FOEN, 2013.
132  See Federal Assembly of the Swiss Confederation, 2011; p. 3, Hawkins and Jegou, 2014; 

Görlach et al., 2015, p. 77.
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electricity generating units enjoyed in Switzerland shall be revoked in the event of a 
link with the EU ETS.133

The negotiations between Switzerland and the EU on ETSs linking have 
concluded on January 25th, 2016.134 The Federal Council approved the signing 
of the corresponding ‘linking agreement’ on August 16th, 2017. The European 
Commission has also adopted proposal for the signature and ratification of the 
agreement and has submitted them to the Council of the European Union for 
approval. Eventually, the linking agreement concluded on December 23, 2017 
and is expected to enter into force at the start of the 2019 after the approval of 
the European Council and Parliament in 2018.135

Intended EU-Australia linkage
In November 2011, Australia adopted the Clean Energy Act 2011 to introduce a 

Australian Carbon Pricing Mechanism (ACPM) as of 1 July 2012.136 It was designed 
as a ‘permit system’ with fixed carbon prices that would later turn into an ETS from 
1 July 2015 onwards.137 The Australian scheme was, however, dismantled in 2014 
due to a shift in the domestic policy orientation of Australia following the 2013 
federal elections and a change in parliamentary majorities.138

Prior to the repeal of the legislation, the EU and Australia had announced a plan 
to establish a link between the EU ETS and ACPM, starting as a ‘unilateral direct 
link’ from 1 July 2015, and converting into a ‘full bilateral link’ by 1 July 2018.139 
Yet, the linking negotiations were never concluded, let alone an agreement adopted.

133  See Görlach et al., 2015, p. 77.
  Specifically, this took force on the date of the signature of this Agreement. See Annex 2 of FOEN, 

2017.
134  See FOEN, 2016.
135  See FOEN, 2017; European Commission, 2017. For ‘text of agreement’, see Council of the 

European Union, 2017. Agreement between the European Union and the Swiss Confederation 
on the linking of their greenhouse gas emissions trading systems (Interinstitutional File: 
2017/0194 (NLE)). Brussels, 7 November 2017. Available at: http://data.consilium.europa.eu/
doc/document/ST-13073-2017-INIT/en/pdf

136  See the Parliament of Australia, 2011.
137  See id.; see also EDF and IETA, 2014; Görlach et al., 2015, p. 77.
138  See Tiche et al., 2014.
139  See Commonwealth of Australia and the European Commission, 2013, p. 8.
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Pursuant to the interim arrangement, Australian covered entities would have 
been unilaterally allowed to use EU allowances for domestic compliance as of 1 
July 2015.140 Also, it requires the ACPM to harmonize certain designs so as to align 
it with the EU ETS, not vice versa.141 Major ETS designs of the ACPM that were 
to be harmonized concern the future removal of the price floor, an adjustment of 
setting price ceiling (in reference to the expected price in the EU ETS) as well as the 
quantitative restrictions on the use of project-based credits issued under the Kyoto 
Protocol (e.g. the land-based offsets).142 Other linking discussions regard the MRV 
arrangements, measures to support the competitiveness of European/Australian 
industries that are deemed to an exposure of carbon leakage risks and comparable 
market oversight.143

California-Quebec-Ontario ETSs linkage
California and Québec – both as Western Climate Initiative (WCI) members144 

– entered an arrangement on October 1st, 2013 (‘California-Québec Agreement’) to 
link both ETSs as of 1 January 2014.145 Admittedly, the California ETS and Québec 
ETS are generally deemed ‘highly compatible’. Still, intense negotiations and several 
years of preparation ensued to facilitate the eventual linking.146

140  See Commonwealth of Australia and the European Commission 2013, pp. 8, 13.
141  See Ranson and Stavins 2013, p. 16.
142  See Commonwealth of Australia and the European Commission, 2012; Commonwealth of 

Australia and the European Commission, 2013.
143  See Commonwealth of Australia/European Commission 2012.
144  On February 26th, 2007, five U.S. states signed a ‘Western Regional Climate Action Initiative 

Agreement” (WCI MoU)’, which became the basis of the Western Climate Initiative (WCI). 
As a non-binding Memorandum of Understanding, this agreement stipulated the objective of 
establishing binding emissions caps by 2012. See WCI 2008.

  Currently, the remaining members of WCI are the California as well as the Canadian provinces 
British Columbia, Manitoba, Ontario and Quebec. However, while the WCI has not been 
officially dissolved, the initiative is no longer active as such. See Görlach et al., 2015, p. 70.

145  The ‘California-Québec Agreement’ refers to the ‘Agreement between the California Air Resources 
Board and the Gouvernement du Québec concerning the harmonization and integration of cap-
and-trade programs for reducing GHG emissions’. This agreement is structured in five chapters 
including ‘General Provisions’, ‘Harmonization and Integration Process’, ‘Operation of the 
Agreement’, ‘Miscellaneous’ and ‘Final Provisions’. See California Air Resources Board and the 
Gouvernement du Québec, 2013.

146  See Görlach et al., 2015, pp. 70-71.
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Prominent issues throughout the negotiation include, e.g., the harmonized 
auctions, compliance requirements, MRV rules as well as the integrity of the systems. 
Particularly, central to the establishment of link is the commitment of ‘providing for 
mutual recognition of the compliance instruments issued by the Parties (e.g. carbon 
allowances)’ and of ‘permitting the transfer and exchange of compliance instruments 
between entities registered with the Parties’ respective ETSs using a common secure 
registry’.147 Other challenges during the process were the ‘different languages and 
thus legal terminologies’ in the applicable regulations of each jurisdiction, different 
‘legal cultures and procedural frameworks’ (e.g. for public consultations).148

In September 2017, Ontario, Quebec and California signed an agreement that 
formally brings Ontario into the existing joint carbon market of the WCI.149 As 
of 1st January 2018, the joint California-Quebec cap-and-trade system includes 
Ontario, which has been running its own cap-and-trade system since January 2017.

2.3 Conclusion
This chapter has introduced the theoretical background and practices regarding 

both the ETS and ETSs linking such as the benefits and concerns associated with 
linking. As mentioned above, the current linking literature has identified potential 
obstacles when two ETSs are to be linked, such as various ETS designing differences 
(e.g. in cap setting) and regulatory challenges (e.g. the stringency of enforcement). 
Yet, the literature available focuses on mapping out general ‘linking obstacles’, and 
the scarce studies addressing the associated legal and economic issues have yet to 
emerge in the context of the EU and China.

147  See California Air Resources Board and the Gouvernement du Québec, 2013, Art. 1b and c; see 
also Görlach et al., 2015, pp. 70-72.

  Article 6 of the California-Québec Agreement further clarifies that ‘mutual recognition of the 
Parties’ compliance instruments shall occur as provided for under their respective cap-and-trade 
program regulation.’ In addition, ‘[e]ach Party recognizes and respects the authority of the other 
Party to take actions to recover or void compliance instruments that have been surrendered or 
that are held by registered entities in their respective cap-and-trade programs.’

148  See California Air Resources Board and the Gouvernement du Québec, 2013; Görlach et al., 
2015, p. 70.

149  See Gouvernement du Québec, The Government of California and The Government of Ontario, 
2017.
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