EMISSIONS TRADING — HAS AUSTRALIA FOUND
THE RIGHT BALANCE?
DR BRUNO ZELLER*

Of the many aspects of the Carbon Pollution Reduction Scheme Bill 2009
(‘Bill’), this paper will investigate whether the emissions trading aspect is
compatible with relevant international instruments. The compatibility of
the Bill with the European Union regulations and, by necessity, with the
requirements embedded within the Kyoto Protocol will also be explored.
Without access to the international market the economic impact of the
Emissions Trading Scheme (‘ETS’) will be significant, as the Australian
market is small and, hence, prices will be inflated in comparison with the
open international market.

I
A

INTRODUCTION

The Australian Trading System

Australia has responded to the challenge of reducing greenhouse gases by signing
the Kyoto protocol. The instrument of ratification was signed on 3 December
20071 with the ratification coming into effect on 11 March 2008.2 As a result,
the draft of the Carbon Pollution Reduction Scheme Bill 2009 (Cth) (the ‘Bill’)
was released on 10 March 2009.3 In addition, the Minister for Climate Change
and Water, Senator Penny Wong, authorised circulation of the Exposure Draft:
Carbon Pollution Reduction Scheme Bill (2009): Commentary (‘Commentary’)4
to assist in the understanding of the Bill. The Commentary states:
Different levels of scheme caps will have different economic implications,
including on likely carbon prices and/or the flow of funds outside Australia
to purchase eligible international units. In addition, judgements about the
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appropriate level of the cap will take into account the carbon price and
economic impacts arising from observing the actual operation of the cap
in previous years.5
This statement accurately reflects the problems of the economic impact the Bill
could have on the Australian economy. It is one thing to state an aspirational
goal, but it is an entirely different thing to evaluate the strengths and weaknesses
of a proposed legislative framework. This is made particularly difficult without
having had the opportunity to observe the actual operation of the cap and trade
system in Australia, nor even of a pilot scheme with government participation.
The Australian carbon price was initially set at A$40 per ton,6 a price level above
any international market price. The Bill also proposes to introduce an auction
system.7 Of interest therefore are the results of the first auction of emission
units held in the US on 25 September 2008 under the auspices of the Regional
Greenhouse Gas Initiative (‘RGGI’),8 which shows that 59 separate entities
submitted bids to purchase four times the available supply of allowances.9 The
bids range from a minimum of US$1.86 to a maximum of US$12.00 with an
average mean of US$2.77. In its Carbon Review, the Australia and New Zealand
Bank (‘ANZ’) notes that the commodity prices have decreased, trading at around
A$10.90 in April 2009.10 The conclusion is that the prices are volatile and that they
are likely to drop further considering the issue of a high volume of free permits.
Even if the operations of other countries were considered, it would only give
an indication as to what is an appropriate system. The point is, that of all the
aspects of a regulatory framework, the real test is: ‘[d]oes it work, keeping in
mind the intended audience?’. A test has never been seriously attempted by
the Australian Government and, furthermore, it is generally understood that
economic modelling regarding cost implications by various interest groups has
not delivered consistent outcomes.
Not surprisingly, two months after the release of the Bill, major concessions
were granted to relevant industry groups by the government. These concessions
included increasing the conditional reduction target to 25 per cent below 2000
levels by 202011 and lowering the set carbon price per unit for Australian Emission
5
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Units (‘AEUs’) to A$10.12 Furthermore, the price of A$10 is fixed for the first year
and AEUs cannot be banked in the first year.13
Despite the assurances of the government, concerns regarding shortfalls and
inconsistencies are still being raised by industry and academics alike. This is not
surprising as the Bill heralds the beginning of a new structural adjustment. As
was pointed out, ‘we need to restructure our economies as we change the things
we produce and the way we produce them’.14
At a community level, it is accepted that a reduction of greenhouse gasses is a
priority. Doing nothing is simply not an option, as the effects of climate change
are already noted by academics, scientists and governments. From a business
point of view, it is also generally accepted that in doing so, painful structural
adjustments are needed.15 Business cannot absorb the costs of restructuring
alone, nor can it pass on all the costs to the end users. In response, the government
has indicated that structural adjustment packages are to be allocated.16 Indeed it
is understood within industry at large that ‘changes in policy occur on a regular
basis [necessitating] some form of structural adjustment’.17 Simshauser added
that the structural adjustment needed from the Carbon Pollution Reduction
Scheme has been rarely experienced with such intensity.18
The Australian Power Market believes that ‘a range of approximately [A]$12–$15
billion in wealth transfers [is needed] when an ETS case is compared to business
as usual on an asset base of [A]$53 billion’.19 The suggestion is that about a 30
per cent increase in costs is expected and few in this particular industry believe
that an adjustment package will be anywhere near those figures.20 The Minister
for Climate Change, Senator Penny Wong, in her address to the G20 Workshop,
said that the commitment included ‘the provision of [A]$500 million through the
National Low Emissions Coal Fund, and the development of a new legal framework
for carbon capture and storage’.21 Further provision for the promotion of clean
energy and complementary program in the 2009–10 Budget. The government
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committed a further A$3.5 billion through its Clean Energy Initiative.22 This
includes the Carbon Capture and Storage Flagship projects which will promote
innovative developments in ‘low emission coal technologies’.23
The power industry arguably would be one of the worst affected industries, but
the fact remains that adjustments are needed and they can be painful in some
circumstances. The problem so far is perceived to be the lack of direction offered
by the Bill. Senator Fielding noted that he is ‘concerned that the government
doesn’t really know what it wants to do’.24 The Bill was introduced in its present
form into the Senate on 15 June and in a doorstop interview, Senator Penny Wong
made it clear that the Bill needs to be passed in its present form because it is in
the national interest.25

B

International Linkages and Competitiveness

What ought to be obvious is that, purely from an efficiency perspective, and to
keep compliance costs to a minimum, any trading scheme must be compatible
with the prevailing international view. The cost factor is always a significant
consideration for business. Being competitive in the international market depends
on a cost structure which is at least in line with other competitors. In addition,
it can be confidently stated that EU and Chinese governments will assist their
industry to be competitive through tariffs, subsidies or tax concessions. To level
the playing field, Australia must look to introduce internal as well as external
effective border measures. These measures are not new and several countries
including Australia have flagged the introduction of a tax associated with imports
to complement climate change policies.26 It is obvious that these measures must
take into consideration Australia’s international trade commitments as well as the
political implications which would flow from the imposition of a tax, specifically
with developing nations.
Any international trade in carbon credits has two aspects which need to
be compatible. Firstly, there has to be a secure and standardised system of
registering permits and secondly, the allowable units which can be traded must
be in conformity with the global registration systems. It would be of no value to
have a domestic system of trade which is not compatible with an international
one. The reasons are many but are best encapsulated in the following comment
from the Australian Industry Group’s Chief Executive:
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Robust measures to ensure the competitiveness of trade-exposed industries
are critical while costs of greenhouse gas emissions imposed on domestic
industries are not also imposed on businesses in the countries with which
we compete.27
This observation is critical in the development of any domestic legislative
framework. It would be economically unsound — to say the least — to devise
a carbon reduction scheme which does not allow Australian industry full access
to the international trading markets and hence remain competitive. Industries
are quick to respond to business opportunities offered by overseas governments.
As an example, ‘[o]n March 23 2009, China’s Ministry of Finance and State
Administration of Taxation jointly issued a Notice on the Policy of Enterprise
Income Tax for China Clean Development Mechanism Fund (“CCDMF”) and
China Clean Development Mechanism (“CCDM”)’.28 In brief, the proceeds from
the sales of certified emissions reductions (‘CER’) attract a reduction of up to 65
per cent of the sales price of the CER. Furthermore, any enterprise that invests in
Clean Development Mechanism (‘CDM’) projects in China will be exempt from
an enterprise income tax for three years.29 It does not take much imagination
to realise that such an incentive will encourage relocation of companies and
that China will have a decisive influence in the trade of global carbon credits
specifically in CDM units. This is supported by the fact that 73 per cent of the
total volumes of CDM projects are located in China.30
It is argued that before a greenhouse abatement scheme is implemented, it ought
to have the mechanical aspects such as registration and trade well bedded down.
It would also be anticipated that these regulations pertaining to registration and
trade in carbon permits are easily understood and are compatible with the major
players. It is obvious that international trade in carbon credits can only progress if
the registration process is commonly accepted and therefore instils the necessary
confidence in the authenticity of the carbon credits.
Also, the tradable instruments must be accepted by potential buyers and sellers
as truly being of a tradable nature, that is, readily passed on. Whether the carbon
credits should be classed as financial instruments31 or goods is an issue which is not
discussed in this paper. It is sufficient to note that the lessons regarding financial
instruments triggering the Global Financial Crisis should not be forgotten.
Considering that the EU has the only legislated and operating trading scheme,32 it is
of value to compare the EU scheme with the proposed Australian one. Linkage in
itself may pose advantages but on the other hand may also have significant impacts
27
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on the Australian scheme. Some of the obvious problems are that a linkage of the
two schemes may have a significant impact on the Australian permit price
considering that the EU market is four to five times larger.33 Furthermore, the
coverage of the EU scheme is narrower than the Australian one. For example, it does
not include forestry or agriculture, which Australia may include at a later stage.34
This paper restricts itself to an examination of the compatibility of the Australian
registry with EU regulations and an analysis of the object of trade, namely the
various emission units. If the register and the surrendered emission units do
not match up, trade will simply not develop. Therefore, it is crucial to the
success of the Bill that Australian legislation is specifically synchronised with
international developments. This is of importance given the fact that Australia is
not a pivotal player.
It is already obvious that the ‘flipside’ of trade, namely dispute resolution
regulations, have been left out of the Bill. As mandatory arbitrations have not
been included into the Bill, it must be assumed that international private laws will
determine the applicable legal system where disputes can be resolved. Of course,
this observation does not extend to contracts executed on a derivatives exchange
or any direct contractual arrangements, but only to the legislative framework
dealing with trading aspects and Australia’s international commitments.
In summary, it is argued that a sound internationally compatible trading platform
is the foundation on which governments and business can build and change
domestic legislation and regulations where necessary to assist the international
competitiveness of Australian industry. The Commentary to the Bill does set
out the most important criterion, namely that ‘the Australian Carbon Pollution
Reduction Scheme creates a link between this scheme and the international
market for Kyoto units’.35 The question is: how liberal or restrictive is the link
between the Australian and EU systems?

II

TRANSACTION LOGS

The EU, pursuant to the Commission Regulation No 2216/2004,36 developed a
standardised and secure system of registries, taking into account the importance
of a worldwide connecting system. The preamble noted:
The Community independent transaction log will perform automated
checks on all processes in the Community registries system concerning
allowances, verified emissions, accounts and Kyoto units, and the UNFCCC
33
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independent transaction log will perform automated checks on processes
concerning Kyoto units to ensure that there are no irregularities. Processes
that fail these checks will be terminated to ensure that transactions in the
Community registries system comply with the requirements of Directive
2003/87/EC and the requirements elaborated pursuant to the UNFCCC
and the Kyoto Protocol.37
Article 1 further elaborates on the technical requirements of the transaction logs
but specifically notes that there must exist an efficient communication system
between the interdependent logs of the EU and United Nations Framework
Convention on Climate Change (‘UNFCCC’).38
The implication for an Australian scheme is apparent. The minimum requirement
is compliance with the system as proposed by the UNFCCC and the EU, otherwise
international trade of Australian permits is not possible, or at best difficult. At a
cursory glance, compliance is not obvious, as Part 7 of the Bill merely includes
legislation in relation to a national Registry of Emissions unit.39 Section 145 (3)
states that ‘the Registry is to be maintained by electronic means’ and subsection
(4) notes
The purposes of the Registry are as follows:
(a) to be a registry for Australian emissions units:
(b) to be Australia’s national registry for Kyoto units.40
Whilst the EU Regulation uses language which is decisive and clear, the Bill
is devoid of detail. The Commentary does mention ‘that the Registry must be
maintained by electronic means in the form of a standardized electronic database’,
and refers to s 145 (3) and (4). The Bill does refer in the definitional section to the
existence of the international independent transaction log which is established,
operated and maintained by the Secretariat of UNFCCC,41 and it can be assumed
that the Australian Registry is compatible with the international transaction log.
It would have created greater certainty if this information had been included in s
145 (4) (c) in order to clarify the relationship between the Australian registry and
the UNFCCC log.
It must be assumed that at some stage further legislation and regulations need
to be passed to fill these gaps if the legislation is to become compatible with
an international trading system. Furthermore, art 6(3) of the EU directive
points to the fact that the Commission ‘may instruct the Central Administrator
to temporarily suspend the communication link between a registry and the
Community independent transaction log’.42
37
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It appears most likely that the same procedure would also be applied to any nonEU register which wishes to interlock with the EU Community independent
transaction log. This is important, as art 10(3) describes the sequence and the
units of registrations.43 In particular, art 7 clearly states that the registration is
only completed ‘through the exchange of data via the UNFCCC independent
transaction log and thereon to the Community independent transaction log’.44
The EU Directive in essence elevated the UNFCCC as the overarching controller
and conduit of registration of allowances, verified emissions, accounts, automatic
national allocation plan table changes and Kyoto units.45
The Bill on the other hand does not specify any method by which a transfer can be
affected. Section 112(1) does allow a transfer of Kyoto units to a foreign account,
however s 112(2) also indicates that regulations can be made for the purpose of
either restricting or preventing a transfer to a foreign account or from a foreign
account to a Registry account.46 It is therefore possible that regulations can be
introduced to isolate the Kyoto units to domestic trade only. However, of interest
are ss 109 and 110, where it appears that a person can give notice to the Authority
to ‘transfer the units from the relevant Registry account … to a foreign account
kept by another person’.47
Taking EU Directive 2216/2004 into consideration, it appears that the Australian
Authority will follow the procedure laid down in the EU directive and perform
all relevant steps to transfer — for the purpose of this paper — units from an
EU account via the UNFCCC transaction log into the Australian log and then
into the relevant ‘personal’ registry account. However there is no clear indication
contained within the legislation as to whether the flow as described above will be
executed. It appears logical that the Authority should perform these tasks, and at
a cost which will be determined in the future. The effect of this process is that
business needs to factor in not only the cost to purchase the permits but also the
various registration and transfer costs, which include the administrative time and
processes allocated to this task by individual businesses.
A further point which has not been clarified is whether Australia is actually
compliant with international requirements. The commentary to the Bill does
acknowledge this fact and states that ‘[i]f Australia does not satisfy the set of
eligibility requirements no transfers of Kyoto units will be allowed’.48 The
eligibility requirements for Australia, an Annex I country, to trade under the
Kyoto Protocol are set out in art 6.49 One of the commitments is listed in art 3,
which in brief notes that Australia needs to reduce its ‘overall emission of [GHG]
gases by at least 5 per cent below 1990 levels in the commitment period 2008 to
43
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2012’, and that it has ‘made demonstrable progress in achieving its commitments
under this protocol’.50 However, no guarantee is given that at this stage the
eligibility requirements are satisfied.
In contrast, EU Regulation 2216/2004 gives clear indications as to how the process
will work. Arguably, it would instil greater confidence in the Bill if this crucial
aspect of the trading system had been positively noted. It is quite obvious that if
Australia fails to be compliant, trade would be restricted to the domestic market
only and higher cost implications would follow. A further point must be added.
The EU Regulation also makes note of the CDM registry, which is established,
operated and maintained by the executive board of the CDM pursuant to art 12
of the Kyoto Protocol.51 The Bill, on the other hand, does not make a clear
mention of the fact that two central registries are maintained by different
international bodies

III

TRADABLE UNITS

In order to give effect to the Bill, the Australian and EU systems of emission units
and associated gateways will be discussed and compared. This is important as only
the EU is currently operating an emission reduction scheme. The Commentary to
the Bill correctly notes that ‘determining the emissions units that can be used for
surrender is fundamental to the operation of the scheme’.52 As a surrender of units
is fundamental, it is also imperative that the Australian scheme is compatible
with international registries and units. In other words there needs to be a seamless
exchange of units and every register must be able to handle a through flow of all
units as described by international models. Any other scheme in Australia would
weaken economic competitiveness.
Several criteria are outlined in the Commentary, namely that the emission units
are tradable and that Australia must fulfil its obligation under the Kyoto protocol
by retiring Kyoto units.53 However the commentary also makes it clear that, at
least initially, not all Kyoto units will be able to be surrendered.54 The legislation
left room to prescribe additional units which can be issued in accordance with
the Kyoto Protocol.55 In addition, the government will not allow the Australian
emission units to be exported. The problem is that at the current proposed cost of
A$10 per tonne, nobody would be able to sell the units, as the current price on most
derivative markets is or could be well below the Australian mark. Furthermore,
50
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unless the final Bill, which will be accepted by Parliament if it passes through
the Senate, makes it compulsory to purchase domestic units and only accepts
primarily Australian Emissions Units for the purpose of surrender, industry will
not buy domestic emission units unless they are issued free of charge, which
is anticipated. The structure of the auction system arguably supports the above
argument, as the ascending clock auction will be employed. The system is
explained in the white paper as follows:
the auctioneer announces the current price. Bidders indicate the number
of permits they are prepared to purchase at that price. If demand exceeds
supply, the auctioneer raises the price in the next round and bidders
resubmit their bids. This process continues until the number offered is
equal to or greater than demand. Bidders then pay the price from the
previous round.56
The obvious problem is that companies will purchase where the costs are lowest.
Hence, absent legislative restrictions to the contrary, the auction system will form
part of a profit induced mechanism. In other words, companies will know where
the market is lowest and will purchase in that market and not necessarily in the
domestic auction system. This means that in the initial years an outflow of funds
is inevitable, which of course means that the Authority would arguably have
problems balancing their accounts.
The Bill in s 82 mentions three types of units: the Australian emission units,
Kyoto units and non-Kyoto international emissions units. However, the scheme
makes a distinction between ‘eligible emission units’ and other units which are
not allowed to be surrendered within the Australian Scheme. Section 5 merely
defines an eligible emission unit as ‘an Australian emissions unit or an eligible
international emissions unit’.57
However, under the Bill it is clear that some Kyoto Units can not be used for
compliance purposes. Assigned Amount Units (‘AAUs’) will not be able to be
used for compliance purposes.58 AAUs are of particular importance, as they
represent a country’s allocation under the Kyoto Protocol regarding the amount
of emissions that an Annexe 1 country can produce during a given commitment
period.59 Furthermore, ‘temporary and long term certified emissions reductions’
as a result of forestry based projects cannot be used for compliance purposes
either.60 Simply put, more detail would have been useful in understanding the
scheme in a global context.
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A

Australian Units

The Australian emission units (‘AEUs’) are issued on behalf of the Commonwealth
pursuant to s 83 and are identified by a unique number.61 The last four identification
numbers relate to the year of issue.62 However, because of Australia’s unique
system where a financial year is different to a calendar year, the Bill has introduced
the term of ‘vintage year’.
As an example, where a number identifies 2011, the eligible financial year would
be 30 June 2011, but from an international point of view the eligible year ends on
30 December 2011. As the AEUs have no expiry date,63 this distinction of vintage
years appears to be of little if any utility, especially considering that the units can
be banked and additional units can be borrowed.64 The issue is: how will imported
units with no identification of a vintage year affect the surrendering provisions?
The AEUs, pursuant to s 88, can either be issued as a result of an auction or
pursuant to s 89 for a fixed charge. Alternatively an AEU may also be issued
free of charge as part of an emission-intensive trade-exposed assistance program.
Section 93 explains that the issue of AEU ‘equals the national scheme cap for
that vintage year’.65 It is doubtful whether the authority will be able to sell all the
proposed AEUs for the reasons discussed above. However, there is no debate that
all the free AEUs will be taken up, which raises the question: who bears the cost
of issuing the AEUs? It can confidently be argued that the uptake of A$10 AEUs
will be limited, and will be less than the issue of the free units. Furthermore,
as units are issued ‘equal to the cap’, any imports of international units will
increase the volume of available units, leading to a price fall of Australian
AEUs. Already approximately 11 brokers are operating in Australia,66 which
means that every business will be able to access international units via
brokers. Furthermore, AEUs which have been issued free of charge can still be
sold by the Authority if they have not been transferred.67 It is not clear whether the
free units can or will be sold into the derivatives market and repurchased when
there is a price differential.

B

Kyoto Units

In s 105, the Bill provides that Australia can issue assigned amount units, which
are defined as a unit ‘issued in accordance with the relevant provisions of the Kyoto
rules. It is immaterial whether the unit was issued in or out of Australia’.68 The
61
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proposed legislation does not make a clear distinction between a Kyoto unit and
the AEU. The Commentary notes though that the Kyoto Protocol only provides
for an ‘overarching framework with relevant decisions made by the Meeting of
the Kyoto Parties providing the detail’.69 This may be true but it has not deterred
other parties such as the EU to progress past the initial framework.
Of interest is the distinction to be found within the Bill between the provisions
relating ‘to holding and transferring Kyoto units and those relating to surrendering
of eligible international units’.70 Some units such as assigned amount units are not
eligible to be surrendered but are able to be held and transferred in the Australian
Registry71 This is puzzling as the Bill in s 5 defines Kyoto units as meaning:
An assigned amount unit,72 or a certified emission reduction73 or an
emission reduction unit74 or a removal unit75 or prescribed unit issued in
accordance with the Kyoto Protocol.76
The Bill also provides that regulations can be made to ‘prevent, restrict or limit the
transfer of Kyoto units’77 between accounts. It appears that s 112(2) is inconsistent
with the functioning of an international registry. Article 63, for example, dealing
with the retirement of Kyoto units in the European scheme notes that ‘the registry
administrator shall transfer any quantity and types of Kyoto units’.78 However,
under the EU scheme not all Kyoto units can be used for compliance purposes.
Besides the European Union allowance units, (‘EUAs’), only CERs and ERUs
can be used.79 Furthermore art 25 of the Directive 2003/87/EC80 clarifies the
relationship with other trading schemes. This article states:
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Article 25
Links with other greenhouse gas emissions trading schemes
1. Agreements should be concluded with third countries listed in Annex
B to the Kyoto Protocol which have ratified the Protocol to provide for the
mutual recognition of allowances between the Community scheme and
other greenhouse gas emissions trading schemes in accordance with the
rules set out in Article 300 of the Treaty.
2. Where an agreement referred to in paragraph 1 has been concluded, the
Commission shall draw up any necessary provisions relating to the mutual
recognition of allowances under that agreement in accordance with the
procedure referred to in Article 23(2).
However, the point is, if a unit is included in the interdependent logs of the EU
and UNFCCC, Australian limitations will be contrary to the stated aim of the
Bill which purports to be ‘internationally friendly’. Senator Wong also pointed
out that the government has ‘chosen a market-based approach’,81 which arguably
is not completely reflected in the Bill as a ‘market’ in a globalised world is
international in character.
It can be argued that if a unit is included in any independent log, and specifically
in the independent log managed by the UNFCCC, any contrary view found in the
Bill is counterproductive and only leads to confusion. Furthermore, any global
corporation will find legitimate ways and means to overcome any restrictions
as products on the derivatives market are globally traded. Additionally, interand intra-company transfers of units would be difficult to control. Hence the
distinction within the Bill between eligible and non-eligible international Kyoto
units appears to be artificial and at first glance defies logic.82
In addition, it does not appear that the current Bill is easy to understand and
easy to implement. The only clear matter is the fact that the Bill only mentions a
registry and not several registries. It can be assumed that all Kyoto units must be
recorded in the same registry. If that were the case, why then distinguish between
different types of units? It is only of utility if the five named types of Kyoto units
would attract either a different trading price, differing values for offsets, or are
traded on different markets. It must be understood that CDMs are different as they
are recorded in a specially dedicated log. That does not mean that the differing
types of Kyoto units should not have different labels, as it clearly indicates their
origin and allows the trader to make a decision as to which product they prefer.
Therefore, it is of little utility — unless clearly demonstrated — that the transfer
of Kyoto units distinguishes between domestic and international transfers and
outgoing and incoming transfers, as found in Division 3 of the Bill. It only adds
to the complexity of trading in carbon credits.
81
82
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A further point needs to be added in relation to the international transfer of units
which is addressed in s 129 under the heading ‘How eligible emissions units are
surrendered’. The Commentary notes that the government retains the right to
exclude certain types of Kyoto units from being transferred into the registry in
order to ensure the environmental integrity of the scheme and to ensure that the
scheme is not ‘open to a “flood” of compromised units’.83 The problem with this
section is, as the EU regulation correctly points out:
The UNFCCC84 independent transaction log will perform automated
checks on process concerning Kyoto units to ensure that there are no
irregularities. Processes that fail these checks will be terminated to ensure
that transactions in the Community registries system comply with the
requirements of the Directive 2003/87/EC and the requirements elaborated
pursuant to the UNFCCC and the Kyoto Protocol.85
Simply put, if the UNFCCC transaction log refuses entry of a unit, all national
registers would follow suit. Therefore it is puzzling to note that Australia reserves
the right for unilateral decisions of refusal. It can only lead to conflict and
additional costs if the situation arises where the UNFCCC log is at odds with the
Australian registry or vice versa. Simplicity of a system would dictate that as long
as a unit is registered in the UNFCCC log it should be accepted in all national
registries. Besides what principles would the authority use to declare a unit as
being compromised?
It must also be understood that carbon units are not only a cost but — as they
are proprietary rights — also a value. This leads to a suggestion that it would be
easier and more cost effective not to buy a Kyoto unit but to engage in ‘carbon cost
pass through’. The quantity of carbon emitted as a result of producing the goods
is passed on by the seller as part of a contract in a supply chain as a discount to the
buyer. The discount would be the total cost when the carbon units are surrendered
in the buyer’s country. In other words, an EU buyer would procure an allowance
and then surrender it through the EU log. It stands to reason that if the greenhouse
gas emissions are proprietary rights, not only the unit but the actual emission
is tradable. A contractual arrangement would be sufficient as long as it is not
in conflict with the Bill or EU regulations, which it does not appear to be. The
simple advantage is that strategic ‘carbon cost pass through’ will overcome any
problems of whether any units could be compromised or could not be surrendered
in Australia. Cost effectiveness would also be a feature.
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C

Non-Kyoto International Emissions Units

The Bill describes these units in s 5 as meaning:
A prescribed unit issued in accordance with an international agreement
(other than the Kyoto Protocol) or a prescribed unit issued outside Australia
under the law of a foreign country.
The Commentary notes that a unit ‘would only be prescribed as a non-Kyoto
international emission unit where the intention is to add to the types of international
units that can be used for surrender’.86 Several questions come immediately to
mind. Firstly, if only units that appear in the UNFCCC transaction log can be
universally traded, why run the risk of allowing a unit to be included into the
Australian registry which subsequently may prove to be unsaleable? The only
advantage is that such a unit may at least be able to be surrendered possibly in
Australia only.
Secondly, it is not clear what situation could possibly arise which would make it
necessary to create another type of a unit, as already five Kyoto units are described
in the Protocol. Furthermore, any dealings with non-Kyoto countries would
most likely result in CMD-type units, which are registered in a different log.
It can be argued that for the sake of a label, the simplicity and ease of
understanding of the Bill has been diminished, and the utility of such a
possible event must be questioned.

D

EU Tradable Units

The EU Regulation 2216/2004 clearly describes the units which can be traded
on the open market through the independent transacting log. Article 7(3) lists
the following types: allowances, verified emissions accounts, Kyoto units and
automatic national allocation plan table changes.87
In essence, the tradable units as described in the EU regulations are similar, if
not the same, as the ones described in the Bill. This is not surprising, as the types
of units and their descriptions are based on the Kyoto Protocol, and both the
European Community and Australia are signatories to the treaty.88 However, the
significant difference is the way the registries or the transaction logs deal with the
various types of units. The EU does not appear to register ERUs and CERs within
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its transaction log, but art 11(a), adopted by Directive 2004/101/EC,89 allows the
operators to use CERs and ERUs to be exchanged for AAUs. There is, however,
a cap in place as a particular percentage of allocations of ‘allowances … to be
specified by each Member State in its national allocation plan for that period’.90
This appears to be a better solution than the one advocated by the Bill. The problem
as to the recognition of ERUs, which are the result of Joint Implementation
(‘JI’) projects, and CERs resulting from CDM projects has become a purely
domestic one.
The problem with these units is that double counting is possible. Specifically in JI
projects an investor may wish to transfer the units to his base company in another
state. Hence the:
[Transformation] of an on-going JI project into an installation subject to
allowance trading may result in legal and contractual difficulties for both
the investor and the host country that have made a bilateral arrangement
for the acquisition and transfer of ERUs.91
The problem is not only restricted to ERUs but also to CERs. As mentioned above,
the Chinese government allows significant benefits accruing to CDM projects.
The problem is that inconsistencies between registers can lead to disputes. The
EU has somewhat resolved this issue by the exchange of units into allowances,
hence any dispute is kept within a member state and is subject to local laws.
It is not helpful to argue that ‘we and the EU have different design features in
our schemes reflecting our different industrial structures and comparative
advantages’.92 If a global system and international connections are priority design
features of a scheme, it must be at least compatible with international trade in
carbon credits. If it is not, it will disadvantage Australia, and not the EU, as only
Australia is a minor player.

E

Mutual Recognition of Tradable Units

A further problem appears to be the transfer of allowances and Kyoto units by
accounts holders pursuant to art 49(2).93 Transfers of allowances into or out of the
EU log is only allowed:
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where an agreement has been concluded in accordance with Art 25(1)
of Directive 2003/87/EC and such transfers are in accordance with any
provisions relating to the mutual recognition of allowances under that
agreement drawn up by the Commission pursuant to Art 25(2) of Directive
2003/87/EC.94
The Bill does not make any specific mention of the necessity to require mutual
recognition with the EU log or even with the log managed by the UNFCCC. The
problem is that the Australian Bill has not clearly worked out the relationship
of transfers in and out of national registers. Specifically it does not address the
problem of allowances bought in the derivatives market. It can be assumed that
the transfer will take place at a later stage similar to shares bought at the stock
exchange. However it does not eliminate the problem of mutual recognition
between registers. It appears that if that is the case, a potential source of disputes
has been created, and the maxim of caveat emptor would hardly be a defence in
these cases.

IV

DISCUSSION

If the Bill is read from a macro point of view, it can be argued that it is in tune
with international obligations and with the EU regulations. However, it still lacks
the clarity of the EU regulation and Directives and is unnecessarily complicated.
It also lacks the precise technical quality that the EU Directives display. The Bill
seeks to cover not only reasonable possibilities, but attempts to devise solutions
for non-existent problems. British Petroleum (‘BP’) significantly noted:
The cornerstone of a successful emissions trading program is having a
robust and credible system in place to measure, and where appropriate,
verify the greenhouse gas data used in the trading scheme.95
It is argued that the Bill did not apply the lessons learned which relate to market
fundamentals such as a simple system which is target specific and specifically:
[It is critical] to establish a clear set of simple trading guidelines —
designed for the 90% of ‘good actors’ instead of focusing on the 10% of
bad actors.96
This statement sets two parameters. Firstly, governments must introduce a cap and
trade system which achieves the goal of a broad compliance. Secondly, a trading
system should be implemented which in essence, must be global, should be simple,
and must be arguably without undue interference of governments and have strong
94
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and robust international linkages. After all the ‘big players’ are multinationals or
organisations that operate in supply chains which are multinational in character.
It has been stated that the ‘Climate Change framework is cast in terms of
three pillars, all with a significant economic dimension’.97 That is indeed true,
and the government intended to achieve this with an ‘innovative and marketbased approach’.98 However, the problem is that innovative and market-based
approaches still ought to be situated within a compatible global system; otherwise
the innovative approach may deliver negative results. Considering that the first
pillar lists as the key objective: ‘to introduce an explicit long-term forward
price for carbon, bringing the externality of climate change into investment and
behavioural decisions’99 a long term forward price arguably will not be achieved,
as the derivatives market already quotes cheaper prices than the proposed A$10.
It is unlikely that a derivatives market will deliver explicit long-term forward
prices as there will always be a difference between spot and futures prices.
Furthermore, prices under an auction system are known to be extremely volatile.
Also as the government decided to declare carbon units as financial products100
the lessons of the Global Financial Crisis speak against long term explicit prices
given the character of the product. Therefore the Bill, and for that matter any
other legislation, will simply not achieve such a goal.
The second pillar of the Bill is to take account of the risk of the adaptation to
climate change, which is unavoidable.101 The Bill does attempt to do so by the
issue of free AEUs, as well as the attempt to create an assistance program for
emission-intensive, trade-exposed industry sectors. Whether the assistance is
sufficiently broad and effective needs to be road tested first. Australia cannot
afford to get it wrong as it is understood that otherwise, climate change has the
‘potential to be catastrophic — threatening GDP growth, living standards, prices
and industry prospects’.102
The third pillar is ‘forging a global solution to the challenge [and] to arrive at
a global solution’.103 It is specifically this area which is of concern. The point
is, how can Australia arrive at a global solution as a very small player if only
the EU has a system which is operational? It can be argued that the government
ought to wait at least until the end of the year after the Copenhagen Conference,
the 15th Conference of the Parties (‘COP’), before any decisions are made. It is
extremely doubtful, if not impossible, to believe that the US and other big players
will take note of the Bill. It is already noted in this paper that compatibility with
the EU system is not clear and no precise functional legislative policies have
been implemented or are on the table. The Minister herself noted in her keynote
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address that the scheme ‘has been designed so as to link eventually with other
international schemes as these schemes are implemented and mature’.104 The
problem to link ‘eventually’ into other systems is contrary to logic and also to the
advice by Treasury.
The modelling by the Australian Treasury certainly is correct in noting that
‘changing policy involves potentially stranding assets, particularly long-lived
assets like power stations or industrial plants’.105
This raises the important question as to why the push to have a legislation passed
is so strong when it will only come into effect in 2011, when the impact of the
Bill can be assessed comparatively with other legislative frameworks once they
are put into operation. It is interesting to note that New Zealand106 is waiting for
Australia, and Canada for the USA, to ‘make a move’. It can be argued that the
higher the stakes the more careful one ought to be.
In relation to carbon leakage, the government stated that the trading scheme
‘has been designed to avoid creating incentives for carbon leakage’107 — that is,
the relocation of emitters to third countries, which inevitably increases global
emissions.108 It has been amply demonstrated that industry will relocate, and
examples especially in the textile and footwear industry are abundant where
industries relocated to China to reduce their costs and remain competitive in a
global market.109 Australia appears to be vulnerable as, unlike the governments
of the EU and other countries, the Australian government is not enthusiastic to
introducing tariffs or export subsidies to protect domestic industries. The EU
has recognised the factor of ‘carbon leakage’ and the Commission is already
preparing for such an event by identifying by 2010 possible energy intensive
sectors which may be subject to carbon leakage. In anticipation, it is proposing
to allocate up to 100 per cent free allocations, or an effective carbon equalisation
system could be introduced.110 Several leading Australian businesses, for
example Onesteel, Australia’s second biggest steel maker, have also expressed
the view that the current design of the ETS will ‘lead to job losses and force
new investments offshore’.111 This view has not changed significantly despite the
recent concessions by the government.112
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One of the possible solutions is to create a system where the reverse is encouraged.
Considering the efforts China is undertaking to attract industry, it is difficult
to imagine that some industries will not be attracted and shift their operations
to China, specifically in the field of CDMs. As pointed out above,113 China is
offering a reduction of up to 65 per cent from the proceeds of the sales of CDM
units and any enterprise investing in CDM projects is exempt from an enterprise
income tax for three years.114 It is difficult to see whether a company that already
receives tax cuts and other benefits should also be allowed to transfer CERs into
its own registry. Arguably, a case of double counting can be made. It is therefore
imperative that this area needs to be controlled by bi-lateral agreements or,
alternatively rewrite existing Free Trade Agreements (‘FTAs’).
Carbon leakage can also be avoided if at least transitional assistance is
implemented. There is no doubt that countries such as Japan, as well as the
EU specifically, will introduce subsidies and tariffs to maintain a competitive
industry sector. The Australian Government has at least noted that:
The challenge for central economic agencies is to design efficient and
effective mechanisms; to ensure that such arrangements are not a guise for
protection; and to phase out these arrangements as rapidly as possible.115
It is arguably a good time to reconsider protection, even if it means subsidies in
one way or another. In a sense, free AEUs can be classed as subsidies, especially
as they can be traded.

A

The Effect of the Bill on Australia’s Other International
Obligations

As indicated earlier, Australia is party to a number of agreements and is also a
member of several organisations such as the World Trade Organisation (‘WTO’).
Two points need to be noted: firstly, the potential clash with FTAs’ and Bilateral
Investment Treaties (‘BITs’); and secondly, whether the problem of carbon leakage
has been properly addressed.
In addressing the first point, the government should incorporate general principles
contained in the agreements into the Bill, such as ‘most favoured nation’
principle,116 and the ‘national treatment’ principle.117 Environmental measures are
a new consideration in international trade rules and the commitments of individual
countries do not take into consideration the affect of climate change measures
(such as ETS) on international trade. Establishing a coherent association between
trade in bilateral and multilateral agreements is growing in importance. Whilst
current international agreements do not include specific provisions to address
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environmental measures, the WTO agreement and a small number of FTAs do
have indirect mechanisms which have potential use for resolving climate change
challenges. However, these are not specific to climate change, and it is likely
that the applicability will be decided through a dispute settlement mechanism. A
closer study is essential in order to describe accurately the influence of the Bill on
Australia’s commitment to multinational agreements.

V

CONCLUSION

This paper merely examined one small aspect of the cap and trade system, namely
the registration of permits and the types of tradable units. A comparison with the
current system of the EU indicates that the two systems are not the same. Whether
an interlocking and smooth transfer of units between the two systems is possible
is not certain. The differences may appear superficial, however the significant fact
is that there is a difference. It can be argued that any difference can either lead to
disputes, or business will simply find a way around the problem. This can have
economic ramifications if Australia is perceived to have a comparatively more
complicated register. It is not clear why the government is attempting to push the
legislation through the two houses of parliament at this time, but implement it in
2011. It would be prudent to listen to the stakeholders who have genuine concerns
that can be addressed immediately. It would seem logical that the purpose of
any draft Bill is to listen to genuine concerns, and it is equally obvious that the
government should not take self-serving suggestions into consideration.
This observation is given weight if the fact is taken into consideration that the
EU started to devise a legal framework in 2003. The current EU system is the
result of many amendments based on practical experiences and discussions with
stakeholders. Unfortunately, the same cannot be said of the Australian legislative
framework. It would make more sense to discuss the matter further and take note
of academic research that is taking place at the moment. It can easily be seen that
Australia is a minor player, and as the government does not have an appetite for
subsidies and tariffs, Australian industry is nervous. If the government does not
devise the legislative framework on a cap and trade system correctly, an Australian
recovery from the financial crisis could be prolonged. It is simply not the time
to add an additional cost burden on the economy in a time when the business
sector is recovering from the Global Financial Crisis. It is strongly argued, that
specifically in this case, Australia should sit back and watch and make a decision
when the time is right. To be the leader in a field may be an advantage, but in this
instance it is of little utility. It is surprising that the government is determined
to have the Bill passed as soon as possible, despite the more sensible option of
exploring the outcome of the Copenhagen Conference in December 2009 before
committing to any targets and timetables.
It will be inevitable that disputes emanating from the cap and trade legislation will
arise. Australia is not in a good position, as our legal system has little experience
in this area, unlike the United States. Despite the fact that the US cap and trade
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system is not yet developed, any dispute resolution mechanism concerning credits
and trading will rely significantly on the precedent of the sulphur dioxide trading
system (EPA) under Title IV of the Clean Air Act 1990 (US).118
Lessons from the past twenty years should not be forgotten, as the general move
towards international uniform laws has proven to be of advantage. Indeed, this
current financial crisis has demonstrated that solutions based on domestic policies
and laws do not supply the best solutions. Schwarzman commented in the Wall
Street Journal:
As the global economy becomes more interconnected, we need better
global over-sight. It is unimaginable that America’s financial market could
function effectively if we had to rely on 50 separate state regulators. But
we are trying to do essentially that at the global level.119
The trade in carbon credits is a prime candidate for inclusion into the uniform
international law regime. It is argued that as Australia is insignificant in the
international trade of emission units, it ought to take note of developments in the
EU and the United States. It is imprudent to develop ‘an Australian solution’ as, in
the end, our economic wellbeing and competitiveness can be compromised. Can
Australia afford to reduce its manufacturing and agricultural base any further?

118 Clean Air Act 42 USC Title IV (1990).
119 Stephen Schwarzman, ‘Some Lessons of the Financial Crisis’, Wall Street Journal (New York) 4
November 2008.
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