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Abstract

It has been a widely accepted opinion that economic development
by way of heavy dependence on natural resources is not sustainable for
China and coping with climate change has also become an inseperated
part of the change of growth model. China unilaterally promised a GHG
reduction goal based on emission intensity of GDP and started to play an
active role in international negotiations on climate change. Following the
7 — pilot successful operation, China has embarked on a road to ETS.

Legislatures and administrative branches both at the national and
pilot level have step by step drafted, promulgated and put into effect
various sets of laws and regulations, establishing a preliminarily complete
framework for ETS. All the 7 pilots have different characteristics but
generally stick to the basic rule of setting the cap and allocating the
allowances according to their respective goals of emission intensity of
GDP stipulated by the State Council Consequently, the absolute
amount of the 7 pilot-caps is going to climb slightly in the next coming
years, featuring a cap-and-trade system with an increasing annual cap.

With Shenzhen Special Economic Zone ETS the debutante in June
2013 and Chonging ETS lastly launched in June 2014, the Seven Sisters
represent an overall Chinese ETS market of an annual cap of 1. 2 billion
tons, covering 2247 industrial emitters. As of August 29, 2014, the
trade volume of secondary markets reached 13 million tons or 500 million
RMB in amount. Auction market in Guangdong pilot turned out 11
millions tons of over 600 million RMB. Except for Chongging and
Hubei whose compliance cycles are not due until next June, the other 5

pilots witnessed a first compliance in the history of China’s ETS. About
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97% of covered emitters surrendered their allowances with a very close
to 100% of all certified emission. It is a good start for China’s ETS.

A lot of issues have also been reported in the 7 pilots, among
others, the transparency and stability of policies and information, poor
liquidity of the markets, outstanding seasonal trading and the separated
and thus isolated CCER markets due to the various restrictions to the use
of CCER offset.

Free allocation of allowances accounts for 99% of the overall cap of
the 7 pilots. For power sector, except for Guangdong in 2013
compliance year, all the pilots have adopted a methodology of allowance
allocation based on actual amount of electricity generation. In terms of
other industries, emitters in 4 pilots ( Beijing, Tianjin, Shanghai and
Guangdong) do not have the opportunity to get more allowances should
their actual production turn out to be bigger, while companies in 3 pilots
( Chongqing, Shenzhen and Hubei ), although subject to certain
limitations, are entitled to an amount of extra adjusted allowances based
on the actual production of the individual emitter.

Different policies have led to different market behavior in the 7
pilots. In Beijing pilot, the authority has non-enterprises emitters
( governmental buildings and public zoos for instance) covered in the
ETS and emission reduction from Certified Energy Saving Projects are
qualified as offset, which is a very interesting experiment. Local
authorities in Shanghai pilot have passed and published all the relavent
legal documents before launching the market in November 2013,
promising a more transparent and stable market. In Tianjin, the
transaction model is so unique that it can practically accommodate
forward contracts. Chongqing pilot has claimed that the local
government does not have the intention to aquire additional
administrative influential power over the market by not adopting a
governmental reserve allowances as generally accepted by other pilots and

releases power plant the burden of the emission of the electricity power
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uploaded to the grid, consequently avoiding double calculation.
Shenzhen has adopted an allocation rule strictly based on the emission
intensity of value-added production which in effect entitles every emitter
a pre-compliance adjustment of free allowances and a very friendly
Quualified Investor Rule, aiming at a better market liquidity. Guangdong
is the only pilot that has a mandatory percentage of allowance auctioned
for all the covered emitters in 2013. Hubei has the best liquidity so far
among all the 7 pilots and the most strigent allocation thus a large scale of
carbon exposures for the local emitters.

Price spreads are so big that the highest reaching 130. 9 RMB /ton
in Shenzhen and lowest 17 RMB/ton in Tianjin. The most outstanding
feature of the markets behavior is the so-called seasonal trading. During
the several weeks prior to the compliance date, trade volume has reached
a stunning 700, 000 tons per day and most of the markets have been
witnessing near zero trade volume for several months after often crowded
and exciting launching ceremonies. There has been no secondary
transaction reported ever since Chongging pilot opened its door.
Dormant CCER market reported several contracts negotiated among
market players but no secondary transaction since first tonnage of CCER
is not to be issued by NDRC until the fourth quarter of 2014. Although
CCER is widely regared as the salvation of an already-separated Chinese
ETS market as its regulation comes from the national level, the numerous
restrictions on the use of CCER offset in the pilots pose an eminent
threat to Chinese ETS and people could be looking at a very different
CCER prices in the 7 pilots.

Keywords: Climate Change Carbon Emission Right; Carbon
Allowance ; Emission Trading System; CCER ; ETS Pilot
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