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Learning by Doing:
A Comparative Analysis of EU 
and Chinese Emission Trading 
Systems
,ODULD�0D]]RFFR1 

Over the course of 2013 and 2014, seven pilot emission trading systems 
(ETSs) were launched in various cities and regions in China. This 
represents a huge potential testing ground for market-based solutions 
to pollution, both in China and internationally. In aggregate, the pilot 
markets represent the second largest cap and trade program in the world 
by emissions—second only to the EU ETS, which has been in place since 
2005. Lax enforcement, limited technical expertise, and gaps in the legal 
DQG� LQVWLWXWLRQDO� IUDPHZRUN�FRXOG��KRZHYHU��XQGHUPLQH� WKH�SURMHFW��%\�
comparing the evolution of the ETS, relevant laws and policies, as well 
as institutional capacity for China’s ETS and the EU ETS, the paper iden-
WL¿HV� FKDOOHQJHV� DQG� RSSRUWXQLWLHV� IDFLQJ� SROLF\PDNHUV�� ,Q� SDUWLFXODU��
the lack of central planning could have potentially damaging effects in 
the long-term even as it facilitates experimentation in the initial phase. 
Further collaboration between the EU and China on climate change and 
VSHFL¿FDOO\�(76�FRXOG�LPSURYH�WKH�ORQJ�WHUP�SURVSHFWV�RI�ERWK�V\VWHPV�

AS GOVERNMENTS COME UNDER INCREASING pressure 
to address environmental issues without undermining economic 
growth, they are turning to policy tools such as emission trading 
V\VWHPV��(76V���ZKLFK�DUH�VHHQ�DV�PRUH�HI¿FLHQW�WKDQ�SXUH�UHJXOD-
tion and more business-friendly than taxation. The development of 
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emission trading over the past few decades has been largely shaped 
by the interaction between academia, policy-making, and environ-
mental activism. In many ways, its intellectual foundations lie in 
Ronald Coase’s writings on property rights, developed in reaction to 
theories proposing to eliminate negative externalities from economic 
production through taxation.2 According to Coase’s argument, the 
PRVW�HI¿FLHQW�DOORFDWLRQ�RI�UHVRXUFHV�DQG�OHYHO�RI�RXWSXW²LQFOXGLQJ�
social costs such as pollution—can be obtained by clearly estab-
lishing property rights and a functioning market. Some economists 
throughout the 1960s and 70s, including John Dales, applied 
&RDVH¶V�LQVLJKWV�WR�WKH�HQYLURQPHQWDO�¿HOG��ZKLFK�HYHQWXDOO\�OHG�WR�
a more formal conception of an ETS.3 In very simple terms, an ETS 
requires a functioning market where polluting companies can trade 
the pollution licenses they were originally allotted according to their 
need. The US became an early testing ground for cap and trade, 
ZKLFK�ZDV�XVHG�WR�PLQLPL]H�VXOIXU�GLR[LGH�HPLVVLRQV�DQG�OHDG�IXHOV�
starting in the 1980s. At around the same time, several European 
countries began to implement tax-based solutions to emissions. 
 Unlike a tax, an ETS ensures optimal allocation of pollution 
allowances and a market-driven price for emissions; its effective-
ness, however, depends on the total number of licenses available on 
the market and the market conditions, something that has created 
VLJQL¿FDQW�FKDOOHQJHV�LQ�SUDFWLFH��7KH�WHQVLRQV�EHWZHHQ�WD[�EDVHG��
purely regulatory, and market-based policies in controlling carbon 
emissions continue to exist and inform the debate on climate change 
action. While most national policies involve a mix of different ap-
proaches, cap and trade has gained increasing popularity internation-
ally since the Kyoto Protocol (1998), which among other things led 
to the establishment of the European Union ETS (EU ETS) in 2005. 
In fact, while emission markets may have originated in the United 
States, the EU became one of the strongest backers for carbon trading 
as it moved away from carbon taxes, which were found politically 
inexpedient. The EU ETS now represents the largest greenhouse 
gas (GHG) market in the world, providing, for better or worse, a 

2 Coase largely reacted to the work of British economist A.C. Pigou and those who fol-
lowed his views on taxation (Pigouvian tax). 
3 Tom Tietenberg, “Cap-and-Trade: The Evolution of an Economic Idea,” Agricultural 
and Resource Economics Review 39, no. 3 (October 2010): 359–60. 
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model for other countries. If China were to succeed in establishing a 
nation-wide ETS, the two markets would be the largest in the world. 

7KH�6LJQL¿FDQFH�RI�&KLQD¶V�(76�3URJUDP

China’s unprecedented economic growth since the late 1970s has 
led to extraordinary social and environmental imbalances, which the 
government has become increasingly concerned with. Air quality 
is especially problematic from a political point of view due to its 
immediate impact on urban dwellers’ living standards, placing 
LQWHQVH� SUHVVXUH� RQ� WKH� VWDWH� WR�¿QG� VROXWLRQV��&KLQD�¿UVW� H[SHUL-
mented with pilot ETS programs on a limited scale in the 1990s. 
7KLV� ZDV� WKH� ¿UVW� VWHS� WRZDUGV� LQWURGXFLQJ� D� PDUNHW� V\VWHP� WR�
monitor environmental degradation and had no noticeable impact 
in the short term. It would take two decades for the country to move 
towards implementing a true carbon market. In 2011, the Chinese 
OHDGHUVKLS�DQQRXQFHG�LQ�LWV�WZHOIWK�¿YH�\HDU�SODQ�������������WKH�
launch of seven pilot markets in an effort to set the foundations of a 
nation-wide scheme. Between late 2013 and early 2014, six of the 
seven Chinese ETS pilots opened to trading. 
� &KLQD¶V� KLJK� SUR¿OH� VKLIW� WRZDUG� XVLQJ� PDUNHW�GULYHQ� LQ-
struments to reduce environmental degradation and pollution has 
VLJQL¿FDQW�LPSOLFDWLRQV�GRPHVWLFDOO\�DQG�LQWHUQDWLRQDOO\��$W�KRPH��
the recently established pilot carbon markets could serve as a model 
for a national ETS and help alleviate China’s air pollution and limit 
emissions. It could also drive institutional reforms in other sectors, 
VXFK�DV�ODZ�DQG�¿QDQFH��)URP�DQ�LQWHUQDWLRQDO�SHUVSHFWLYH��LI�VXF-
cessful, the Chinese carbon dioxide (CO2) markets would incentiv-
L]H�RWKHU�FRXQWULHV��OLNH�WKH�8QLWHG�6WDWHV��WR�DFFHOHUDWH�WKH�GHYHORS-
ment of national or regional ETSs. China could also offer a model 
for other emerging economies struggling to contain high levels of 
carbon emissions and inject new life in those existing systems whose 
future depends on the prospective of an integrated global market, 
like the European Union’s. Lastly, the carbon markets could play a 
VLJQL¿FDQW�UROH�LQ�&KLQHVH�GLSORPDWLF�QHJRWLDWLRQV�DW�WKH�XSFRPLQJ�
WZHQW\�¿UVW�VHVVLRQ�RI�WKH�&RQIHUHQFH�RI�WKH�3DUWLHV�WR�WKH�8QLWHG�
Nations Framework Convention on Climate Change (UNFCCC), 
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scheduled for 2015 in Paris. 
 Conversely, if the pilots are deemed a failure, the future of 
carbon markets will be at risk. Many factors, ranging from corrup-
tion to low institutional capacity and bad enforcement, could prevent 
WKH�VFKHPH�IURP�VXFFHVVIXOO\�UHGXFLQJ�HPLVVLRQV��,QVXI¿FLHQW�OLEHU-
DOL]DWLRQ�LQ�WKH�HQHUJ\�PDUNHWV��¿QDQFH��DQG�ODZ�FRXOG�DOVR�KLQGHU�
the adoption of carbon markets. Additionally, Beijing’s strategy of 
encouraging experimentation at the local level to develop skills, 
EXLOG�SROLWLFDO�VXSSRUW��DQG�¿QG�EHVW�SUDFWLFHV�FRXOG�KDYH�QHJDWLYH�
repercussions insofar as it will lead to the establishment of isolated 
markets with distinct rules. 
 Given the magnitude of the challenge, looking at experiences 
abroad could help Chinese policymakers avoid pitfalls and adopt 
best practices in developing emission markets. The EU’s cap and 
trade program traded 7.903 millions of tones in 2012.4�$QDO\]LQJ�
the EU ETS and comparing it to the Chinese ETS pilots can provide 
D�IUDPHZRUN�WR�LGHQWLI\�FKDOOHQJHV�DQG�GH¿QH�H[SHFWDWLRQV�IRU�WKH�
future of emission markets globally.
 While the EU ETS encompasses thirty-one countries, its 
aggregate volume of emissions is lower than China’s, which in 
2008 accounted for 23 percent of carbon emissions worldwide (by 
comparison that same year the EU27 countries excluding Estonia, 
Lithuania and Latvia accounted for 13 percent).5 In 2008, Shanghai’s 
emissions alone were estimated to be higher than those of Italy, 
the second largest manufacturing country in Europe. By the same 
HVWLPDWH��WKH�PRVW�LQGXVWULDOL]HG�HFRQRP\�LQ�WKH�(8�(76��*HUPDQ\��
was a smaller polluter than the city of Guangdong.6 The pilots are 
operating in geographic areas that account for approximately 42 
percent of China’s carbon emissions in 2008, which make them ag-
gregately the second-largest ETS in the world after the EU ETS.7 

4 European Commission, The EU Emissions Trading System (EU ETS) Factsheet 
�3XEOLFDWLRQV�2I¿FH�RI�WKH�(XURSHDQ�8QLRQ��2FWREHU�����������KWWS���HF�HXURSD�HX�FOLPD�
publications/docs/factsheet_ets_en.pdf.
5 United States Environmental Protection Agency, Global Greenhouse Gas Emission 
Data, last updated September 9, 2013, http://www.epa.gov/climatechange/ghgemis-
sions/global.html.
6 Kong Bo and Carla Freeman, “Making Sense of Carbon Market Development in 
China,” Carbon & Climate Law Review 7, no. 3 (September 2013): 195.
7 Ibid.
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The latter regulates about 45 percent of EU GHG emissions and aims 
to cover 65 percent of emissions by 2020.8 Whatever the long-term 
achievements of the Chinese and EU ETSs, they represent some 
of the most ambitious experiments in reducing carbon and GHG 
emissions.
� ,�ZLOO�¿UVW�DQDO\]H�WKH�KLVWRU\�DQG�FXUUHQW�VWDWXV�RI�WKH�(8�
ETS and then provide an overview of the seven Chinese carbon 
market pilots, followed by a comparative analysis. The comparison 
will focus on the institutional dimension and the challenges that 
the Chinese pilots face due to low coordination and bureaucratic 
capacity. Finally, I will provide suggestions for cooperation.

The European Union Emissions Trading System

The EU is a supranational institution and regulatory giant that 
was slowly built through an intricate web of laws and agreements 
between sovereign nations. This means that while implementa-
tion is generally left to the individual country, there is a common 
framework negotiated at the top. The Commission, the top executive 
DJHQF\�OHG�E\�QDWLRQDO�DSSRLQWHHV��DFWV�DV�D�KDUPRQL]HU�E\�LVVXLQJ�
directives that guide domestic policies in the member states. As a 
consequence, the EU countries’ laws and policies are converging 
overall, particularly in those areas under the Commission’s jurisdic-
tion. Governments, however, still have strong incentives to favor 
their domestic businesses when it comes to handing out permits and 
LVVXLQJ�¿QHV��HVSHFLDOO\�ZKHUH�WKH\�IHHO�WKDW�RWKHU�VWDWHV�DUH�GRLQJ�
the same. Each country has to pass proposed EU regulation through 
LWV�QDWLRQDO�SROLWLFDO�V\VWHP��DGDSWLQJ�LW�WR�LWV�VSHFL¿F�EXUHDXFUDWLF�
structure, which leads to differences in implementation. In the case 
of common targets, the tools through which these are achieved are 
left to the individual states, meaning that very different policies 
may be adopted toward the same ends. These competing forces and 
multiple layers of bargaining are essential to understanding EU gove 
nance and the development of the EU GHG emission market.
 The EU ETS covers over 11,000 power stations and in-
GXVWULDO� SODQWV� DFURVV�(XURSH� DV�ZHOO� DV� DLUOLQHV�À\LQJ�ZLWKLQ� WKH�

8 European Commission, The EU Emissions Trading System (EU ETS) Factsheet, 1.
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European Economic Area (EEA).9 The system was developed as a 
policy tool to facilitate compliance with the Kyoto Protocol com-
mitments undertaken by the original EU member states (EU-15). 
In aggregate, the EU-15 countries committed to reduce emissions 
by 8 percent compared to the 1990 levels by 2012.10 With the EU 
accession rounds of 2004, 2008, and 2013 the new EU member 
states were also integrated into the ETS and the low-carbon targets, 
along with Iceland, Liechtenstein, and Norway. 
 While the EU ETS was established to help EU member states 
meet their commitments under the Kyoto protocol, it functions as one 
of four legislative instruments developed to achieve the so-called 
20-20-20 targets set by EU leaders in 2007 and enacted in 2009 
with the climate and energy package. The targets provide a common 
framework for member states to pursue low-carbon development. 
0RUH�VSHFL¿FDOO\� WKH\�FRQVLVW� LQ�� UHGXFLQJ�*+*�HPLVVLRQV�E\����
percent from levels in 1990, raising the share of renewable energy 
resources consumed in the EU to 20 percent, and improving of energy 
HI¿FLHQF\�E\����SHUFHQW�E\������11 The climate and energy package 
includes national targets for reducing and monitoring emissions not 
included in the ETS, national targets for increasing renewable energy 
sources, and legislation setting the bases for developing of carbon 
capture and storage facilities.12�7KH�(8�HQHUJ\�HI¿FLHQF\�GLUHFWLYH��
which EU member states were required to implement by June 2014 
(with some limited exceptions), was drafted separately, but is also 
considered instrumental to the achievement of the 20-20-20 goals. 
EU planning also takes into consideration the wealth and base level 
of member states, requiring countries with better environmental 
infrastructure to commit to higher targets (this is consistent with the 
approach used for the Kyoto protocol commitments).
 The EU GHG emission market has been implemented in 
WKUHH�GLVWLQFW�SKDVHV��3KDVH�,�������������ZDV�RI¿FLDOO\�ODXQFKHG�
the same year the Kyoto protocol entered into effect. This initial 
9 European Commission, The EU Emissions Trading System (EU ETS) Factsheet, 1.
10 Pew Center on Global Climate Change, The European Emissions Trading Scheme 
(EU-ETS) Insights and Opportunities (Center for Climate and Energy Solutions, 2005), 
2. http://www.c2es.org/docUploads/EU-ETS%20White%20Paper.pdf.
11 “The 2020 Climate and Energy Package,” European Commission, last updated July 9, 
2014, http://ec.europa.eu/clima/policies/package/index_en.htm.
12 Ibid.



 57

phase served as a testing ground to help develop necessary institu-
WLRQV�DQG�SURYLGH�DQ�DGMXVWPHQW�SHULRG�WR�¿UPV�DQG�KXPDQ�FDSLWDO�13 
7KH�V\VWHP�ZDV�DGRSWHG�E\�DOO�WKH�WZHQW\�¿YH�(8�PHPEHU�FRXQWULHV�
at the time and covered only CO2 emissions from combusting in-
stallations.14 Permits applied to the plants themselves instead of the 
company.15 The national governments allocated most of the allow-
ances for free. 
 Member countries were entirely responsible during this 
period for permit allocation and emission monitoring. National 
governments submitted National Allocation Plans (NAP) to the 
Commission for review, describing how they intended to implement 
the ETS and meet the country’s commitments under the Kyoto 
protocol. The Commission could request changes to some of the 
plans. In practice, the few revision requests related to scenarios 
where the volume of allowances exceeded projected emissions and 
when member states planned to redistribute permits after the initial 
allocation.16 Beyond the design of the system, the Commission’s 
role was limited to ensuring that all countries followed its directives 
and developed responses to issues as they emerged. Each member 
country was responsible for identifying the right number of allow-
ances to issue and establishing proper monitoring and enforcement 
mechanisms.17  
� 7KH�(8�(76�3KDVH�,�KDV�EHHQ�PRVWO\�FULWLFL]HG�IRU�WKH�RYHU�
allocation of permits by member states despite the Commission’s 
UHFRPPHQGDWLRQV� DQG� VXEVHTXHQW� ZLQGIDOO� SUR¿WV� IRU� FRPSDQLHV�
with excess allowances.18� /DFN� RI� UHOLDEOH� GDWD� DQG� KDUPRQL]HG�
practices meant that national governments were allowed to use 
various methods to distribute emission allowances, leading to their 

13 Peter Sopher and Anthony Mansell, “European Union” in The World’s Carbon 
Markets: A Case Study Guide To Emissions Trading (Washington, DC: Environmental 
Defense Fund and International Emission Trading Association, March 2014), 2.
14 Richard Mao et al., Environomist: China Carbon Market Research Report 2014 (Bei-
jing: Environomist Ltd., 2014), 11-12.
15 Ibid.
16 “National Allocation Plans,” European Commission, last updated July 9, 2014, http://
ec.europa.eu/clima/policies/ets/pre2013/nap/index_en.htm.
17 Ibid. 
18 Tim Laing et al., Assessing the Effectiveness of the EU Emissions Trading System 
(Centre for Climate Change Economics and Policy, January 2013), 23.
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over allocation.19 To counter this trend, the Commission rules that 
licenses from the 2005-2007 period could not be used in the second 
phase.20 The Commission’s own assessment highlighted the lack of 
transparency and the time-consuming procedures involved with the 
NAP.21�,W�DOVR�FRQFOXGHG�WKDW�¿UPV�QHHG�FOHDU�VLJQDOV�IURP�LQVWLWX-
tions in order to adjust production accordingly before new rules are 
put into place.22  
 Phase I of the EU ETS was always designed to be a trial 
WHVW� WR� LGHQWLI\�ÀDZV� DQG�GHYHORS� LQVWLWXWLRQDO� FRPSHWHQFLHV��7KH�
Commission expected Phase II (2008-2012) to correct issues that 
emerged in previous years in order to target emissions more effec-
tively. The changes in the ETS Directive—the legal basis for the 
cap and trade program—strengthened the system by streamlining 
procedures, improving transparency, and reducing the number of 
allowances.23�7KH�JOREDO�¿QDQFLDO�FULVLV��KRZHYHU��FUHDWHG�VHYHUDO�
unforeseen challenges for policymakers. First of all, the recession 
dampened some governments’ commitment to implement a program 
WKDW�PLJKW�SODFH�D�EXUGHQ�RQ�SURGXFHUV�DQG�VLJQL¿FDQW�H[HPSWLRQV�
were introduced to aid struggling industries throughout Europe. 
Even more importantly, as economic activity slowed down so did 
emissions. The fall in emissions not only lowered the market price 
IRU� FDUERQ�� LW�PDGH� LW� VLJQL¿FDQWO\� KDUGHU� WR� DVVHVV� WKH� HIIHFWLYH-
ness of the program.24 While the Commission reduced the volume 
of allowances by 6.5 percent compared to 2005, the demand fell 
even faster; the result was that many installations held on to unused 
permits, suppressing the market price.25 Part of the problem was 
that projected emissions were based on reported emissions from the 
19�/XFDV�0HUULOO�%URZQ��$OH[�+DQD¿��DQG�$QQLH�3HWVRQN��The EU Emissions Trading 
System: Results and Lessons Learned (Washington, DC: Environmental Defense Fund, 
2012), iiv. http://www.edf.org/climate/eu-emissions-trading-system-report.
20 “EU ETS 2005-2012,” The European Commission, last updated July 9, 2014, http://
ec.europa.eu/clima/policies/ets/pre2013/index_en.htm.
21 “National Allocation Plans.”
22 Ibid.
23 Peter Zapfel and Vicky Pollard, “The EU ETS: A Review of the Back-Loading De-
bate,” in Emissions Trading Worldwide ICAP Status Report 2014��HGV��&RQVWDQ]H�+DXJ�
et al. (International Carbon Action Partnership, 2014), 8. https://icapcarbonaction.com/
news-archive/209-emissions-trading-worldwide-icap-status-report-2014.
24 Laing et al., Assessing the Effectiveness of the EU Emissions Trading System, 9.
25�³1DWLRQDO�$OORFDWLRQ�3ODQV´��0HUULOO�%URZQ��+DQD¿��DQG�3HWVRQN�7KH�(8�(PLVVLRQV�
Trading System, 11-12.



 59

previous periods, meaning that the early over allocation by national 
government persisted into the second phase as well.
 The most visible changes during Phase II were the expansion 
to twenty-seven countries (to include the new EU members Bulgaria 
and Romania) and the inclusion of nitrous oxide (N2O) in the 
system. The Commission also established a series of directives to 
VWDQGDUGL]H� WKH�1$3� DQG� SURYLGH�PRUH� LQIRUPDWLRQ� WR� WKH� SXEOLF�
to promote transparency. To this end, in 2012, it launched a public 
European Union Transaction Log (EUTL), an online database that 
collects all information on permits and installations participating 
in the ETS. The EUTL replaced the national registries to ensure 
FRQVLVWHQF\��SUHYHQW�GRXEOH�DFFRXQWLQJ�DQG�IUDXG��DQG�V\VWHPDWL]H�
permit registration across countries.26 This was also a preliminary 
step in shifting permit issuance from the individual member states 
to the Commission.
� $IWHU� ������ ¿QHV�ZHUH� UDLVHG� IURP� IRUW\� HXURV� SHU� WRQ� RI�
carbon to one hundred euros per ton.27 Single member states 
UHPDLQHG� UHVSRQVLEOH� IRU� PRQLWRULQJ�� UHSRUWLQJ�� DQG� YHUL¿FDWLRQ�
(MRV). Given the EU bureaucratic structure, the Commission 
cannot directly enforce regulation in the member countries nor can 
it carry out large-scale MRV activities directly. Since the different 
member countries have very different budgets and environmental 
SROLFLHV�� WKH� &RPPLVVLRQ� IRXQG� LW� VLJQL¿FDQWO\�PRUH� FKDOOHQJLQJ�
than anticipated in early feasibility studies to ensure a homogeneous 
level of compliance with its directives on the ETS across countries.28  
 The EU ETS entered Phase III in 2013 and is planned to last 
through 2020. The new system includes a set of more stringent rules, 
including the shift from national to EU-level permit approval.29 The 
Commission is now directly responsible for auctioning and allocat-
ing permits and the NAP has been discontinued. This allows the 
Commission to reduce the number of allowances and to coordinate 
the inclusion of new sectors into the scheme. Among those permits 
26 “Union Registry,” European Commission, last updated July 9, 2014, http://ec.europa.
eu/clima/policies/ets/registry/index_en.htm.
27 Mao et al., Environomist, 11.
28 Braden Smith, “Transnational Carbon-Trading Standards: Improving the Transpar-
ency and Coordination of Post-Kyoto Carbon Trading Markets,” Pace Environmental 
Law Review 30, no. 1 (Fall 2012): 368.
29 Mao et al., Environomist, 12.
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that are being approved, more are being auctioned rather than 
allocated in a gradual move toward a fully market-driven system.
 With regard to MRV, the Commission continues to play an 
LPSRUWDQW�UROH�LQ�KDUPRQL]DWLRQ�DQG�RYHUVHHV�WKH�VR�FDOOHG�FRPSOL-
ance cycle. Operators are required to self-report using electronic 
WHPSODWHV�DQG�DUH�YHUL¿HG�E\�DQ�DFFUHGLWHG�WKLUG�SDUW\�E\�0DUFK����
every year; they must then submit the appropriate number of allow-
ances by the following April 30.30  
 Overall, the system relies heavily on the presence of a central 
regulator that can ensure common standards, consistency over 
time, and credibility. This is especially the case when differences 
in national policies, budget allocations, and laws create regional 
discrepancies. As a consequence the Commission is becoming in-
creasingly important, and its role is crucial in a market that is still 
developing. In addition to monitoring pricing, the standards it sets 
KHOS�EROVWHU�RSHUDWRUV¶�FRQ¿GHQFH�E\�HQVXULQJ�ORZ�FRUUXSWLRQ�DQG�
FUHGLEOH�DFFUHGLWDWLRQ� IRU� WKLUG�SDUW\�YHUL¿HUV��2Q� WKH�RWKHU�KDQG��
the lack of credible institutions has created some controversy in the 
approval of offsetting investments, or the credits earned by GHG 
emitters through the funding of projects in developing countries, 
particularly in the case of the Clean Development Mechanism 
(CDM). 
 Whatever its effectiveness in offsetting global GHG 
emissions, the CDM has been one of the main channels through 
ZKLFK� WKH� (8� KDV� LQÀXHQFHG� &KLQD¶V� HPLVVLRQ� UHGXFWLRQ� VWUDWH-
gies. The CDM as established in the Kyoto protocol is aimed at 
promoting emission-reduction investments in developing countries. 
It was hoped that this mechanism would reduce overall emissions 
while introducing low-carbon technology and market-driven tools 
for environmental management in lower income countries.31 There 
has also increasing scrutiny of these projects due to what has become 
known as the question of “additionality.” This refers to a foreign 
company funding projects abroad to offset its domestic emissions 
30�³0RQLWRULQJ��5HSRUWLQJ�DQG�9HUL¿FDWLRQ�RI�(8�(76�(PLVVLRQV�´�European Com-
mission, last updated July 9, 2014, http://ec.europa.eu/clima/policies/ets/monitoring/
index_en.htm.
31�/XFDV�0HUULOO�%URZQ��$OH[�+DQD¿��DQG�$QQLH�3HWVRQN��The EU Emissions Trading 
System: Results and Lessons Learned (Washington, DC: Environmental Defense Fund, 
2012), 23. http://www.edf.org/climate/eu-emissions-trading-system-report.
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that would have been carried out built regardless—undermining the 
very idea of a carbon emission-offsetting project. For example, the 
government of a given country may have already scheduled to build 
a renewable energy power plant, but by making it appear as though 
this project was designed for the CDM it can obtain external funding 
in this way. The problem with this is that if the CDM recipient country 
would have carried out the project anyway then the mechanism is 
QRW�EULQJLQJ�DQ\�EHQH¿W²DQG�(8�FRPSDQLHV�DUH�QRW�WUXO\�RIIVHWWLQJ�
their emissions, and there is no additional emission reduction taking 
place. Until 2013 China was the largest recipient of CDM projects, 
and the country where the issue of additionality was allegedly most 
common. As a consequence the EU in 2011 announced that starting 
in 2013 it would accept only offsets from projects carried out in least 
developed countries, making BRIC countries like China ineligible.32  
� 7KH�(XURSHDQ�¿UPV�IXQGLQJ�WKH�&'0�SURMHFWV�HVWDEOLVKHG�
a market and local stakeholders with strong interests. The latter 
have become players in the Chinese ETS debate as they hoped to 
receive domestic funds to replace the European ones to fund their 
renewable projects after the latter are phased out.33 It is no secret that 
the Commission hopes to link the EU ETS to other carbon markets 
to ensure the long-term sustainability of the project and make the 
program more effective.34 An agreement was made with Australia 
to link its ETS with the European one by 2015, but the new gov-
ernment in Canberra repealed the legislation for carbon pricing, 
effectively dismantling its carbon markets, in July of this year.35 The 
EU Climate Action Commissioner Connie Hedegaard was quick to 
express regret and clarify that the dialogue over linking the EU ETS 

32 Bo and Freeman, “Making Sense of Carbon Market Development in China,” 198.
33 Ibid. 
34 “International Carbon Market,” European Commission, accessed March 21, 2014, 
http://ec.europa.eu/clima/policies/ets/linking/index_en.htm. 
35 Michelle Innis, Stanley Reed, and Coral Davenport, “Australia Tax Repeal Is Big 
Blow to Fight Against Emissions,” The New York Times, July 17, 2014, http://www.ny-
WLPHV�FRP������������EXVLQHVV�LQWHUQDWLRQDO�DXVWUDOLD�WD[�UHSHDO�LV�ELJ�EORZ�WR�¿JKW�
against-emissions.html; Lenore Taylor, “Australia Kills off Carbon Tax,” The Guardian, 
July 17, 2014, http://www.theguardian.com/environment/2014/jul/17/australia-kills-off-
carbon-tax.
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to Australia’s would be discontinued.36 Thus, China, a new player in 
WKLV�¿HOG��PD\�KDYH�DOUHDG\�EHFRPH�RQH�RI�WKH�(8�(76¶�EHVW�KRSHV�
for the future. 

China’s Emission Trading System

6LQFH� ������ VL[� SLORW� PDUNHWV� VWDUWHG� RSHUDWLQJ� LQ� *XDQJ]KRX��
%HLMLQJ��6KDQJKDL��+XEHL��7LDQMLQ��DQG�6KHQ]KHQ��&KRQJTLQJ�ZDV�WKH�
ODVW�PDUNHW�WR�VWDUW�WUDGLQJ�LQ�-XO\�������ZKLOH�WKH�FLW\�RI�+DQJ]KRX�
is also in the process of developing its own market.37 The current 
Director General of Climate Change at the National Development 
and Reform Commission (NDRC), Su Wei, recently declared that 
emissions from heavy polluters such as Hebei, as well as Inner 
Mongolia and Shanxi, could be regulated through a carbon market 
in the near future, signaling the powerful agency’s commitment to 
a nation-wide scheme.38 There are already agreements among other 
administrative units that are considering developing their own ETS, 
LQFOXGLQJ�+DQJ]KRX�DQG�6X]KRX��+HEHL�� ,QQHU�0RQJROLD��6KDQ[L��
and Shandong signed an agreement for future cooperation with 
Beijing in developing their ETS.39 These trends point to a strategy 
of gradual expansion of individual systems rather than creating a 
top-down regulatory framework like the European one.40 
 The Chinese government’s decision to launch several pilots 
DW�WKH�VDPH�WLPH�LQ������UHÀHFWV�WKH�1'5&¶V�DJJUHVVLYH�SXVK�WR�¿QG�
more effective, market-driven systems to manage pollution control, 
coupled with a well-established approach of testing policies at the 
36 “Connie Hedegaard: ‘The EU Regrets the Repeal of Australia’s Carbon Pricing 
Mechanism’,” European Commission, July 17, 2014, http://ec.europa.eu/commis-
sion_2010-2014/hedegaard/headlines/news/2014-07-17_01_en.htm.
37 “International Carbon Action Partnership (ICAP),” International Carbon Action Part-
nership, accessed May 2, 2014, https://icapcarbonaction.com.
38 Kathy Chen and Stian Reklev, “China Says Could Add Big-Polluting Regions to 
Carbon Market,” Reuters, May 1, 2014, http://www.reuters.com/article/2014/05/01/us-
china-carbon-idUSKBN0DG0AG20140501.
39 “Beijing Starts China’s Third Carbon Exchange With First Trades,” Bloomberg, 
November 29, 2013, http://www.bloomberg.com/news/2013-11-29/beijing-starts-china-
V�WKLUG�FDUERQ�H[FKDQJH�ZLWK�¿UVW�WUDGHV�KWPO�
40 While it is true that Denmark and the UK already had voluntary markets in place, 
which did provide some inspiration for the EU ETS, they were not established through a 
EU-wide effort and did not have as large of an impact as the phase I in the development 
of institutions beyond those individual countries. 
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local level before implementing them at the national level.41 China 
has been remarkably successful in creating regulatory frameworks ex 
IDFWR��OHJLWLPL]LQJ�SUDFWLFHV�WKDW�HPHUJHG�DW�WKH�ORFDO�OHYHO��XVXDOO\�
in response to broad directives at the central level). This is meant 
to mitigate political risk tied to establishing a nation-wide system, 
identify a successful model, and rectify problems on a smaller scale. 
 There are however some risks tied to the ground-up policy: a 
successful ETS requires a sophisticated bureaucratic apparatus and 
technology to guarantee market mechanisms, as well as administra-
tive capacity to carry out MRV activities and enforce punishments 
and compliance. It is unclear if local governments can muster the 
resources needed for this kind of project. In the case of the EU, the 
Commission’s directives function within a highly regulated legal 
IUDPHZRUN�DLPHG�DW�VWDQGDUGL]LQJ�QDWLRQDO�SROLFLHV�� ,Q�&KLQD�� WKH�
1'5&�ZLOO�DOVR�EH�LPSRUWDQW�DV�D�KDUPRQL]LQJ�IRUFH�LQ�ZKDW�UHPDLQV�
a very fragmented system, ranging from the highly regulated and 
VSOLQWHUHG�HQHUJ\�DQG�¿QDQFLDO�PDUNHWV� WR�GHFHQWUDOL]HG�GHFLVLRQ�
making by local governments. Allowing each pilot to experiment 
with very different rules will undoubtedly create problems in 
creating a single market. While the UK and Denmark already had 
voluntary ETS, which provided models for the EU ETS, the union-
wide market itself was developed separately. It remains to be seen 
LI�WKH�EHQH¿WV�RI�SURPRWLQJ�FUHDWLYLW\�DQG�WHVWLQJ�ZLOO�RXWZHLJK�WKH�
problems in coordination that will emerge. A plan for a countrywide 
(76�LV� OLNHO\� WR�EH�DQQRXQFHG� LQ� WKH�QH[W�¿YH�\HDU�SODQ� LQ�������
DQG�1'5&�RI¿FLDOV�KDYH�PDGH�SXEOLF�VWDWHPHQWV�VHWWLQJ������DV�WKH�
launch date for a national ETS.42 
 It is still early to assess the successes and failures of the indi-
vidual schemes, which are still in an experimental phase. All of the 
pilots’ initial trading periods, however, are scheduled to end in 2015, 
ZKLFK�PHDQV�WKDW�SROLF\PDNHUV�DUH�DOUHDG\�DQDO\]LQJ�DFKLHYHPHQWV�
and failures.43 The main traits of the programs already reveal some of 
41 Bo and Freeman, “Making Sense of Carbon Market Development in China,” 196-197. 
42 Gerard Wynn, “China Expects to Launch National Carbon Market in 2018-Govt Of-
¿FLDO�´�RTCC, May 30, 2014, http://www.rtcc.org/2014/05/30/china-expects-to-launch-
national-carbon-market-in-2018/.
43 “Diving into the Details: Planned and Operating Emissions Trading Schemes Around 
the World,” in Emissions Trading Worldwide ICAP Status Report 2014��HGV��&RQVWDQ]H�
Haug et al. (International Carbon Action Partnership, 2014), 47-53.



 64

the issues that might emerge in the future. All pilots report emissions 
and comply with monitoring yearly, although allowances are issued 
annually in some systems and for the entire period in others.44 So 
far CO2 is the only emission traded on any of the markets although 
JRYHUQPHQW�RI¿FLDOV�KDYH�LQGLFDWHG�WKDW��VLPLODUO\�WR�WKH�(8�(76��
more types of emissions may be included in the future. 
 All pilot markets in force at the time of writing monitor 
HPLVVLRQV�E\�¿UP��WKLV�LV�GLIIHUHQW�IURP�WKH�(8�(76��ZKLFK�WDUJHWV�
single installations.45 Because all Chinese pilots require compliance 
IURP� ¿UPV� WKDW� HPLW� DERYH� D� FHUWDLQ� WKUHVKROG�� FRPSDQLHV� FRXOG�
potentially evade restrictions by breaking up into smaller legal 
entities. This would create an even larger number of polluters that 
FDQ�HYDGH�FRQWUROV�PRUH�HDVLO\�GXH�WR�WKHLU�VL]H��2Q�WKH�RWKHU�KDQG��
¿UP�OHYHO� PRQLWRULQJ� UHGXFHV� WKH� EXUGHQ� RQ� ORFDO� JRYHUQPHQWV��
whose resources dedicated to the ETS MRV are likely to be spread 
thin already. This practical consideration may have played a role in 
WKH�GHFLVLRQ�WR�RSW�IRU�¿UP�OHYHO�PRQLWRULQJ�
 The ETS pilots vary in terms of the industries and sectors 
covered. For example, Shanghai’s ETS includes airlines and key 
service industries, Beijing and Tianjin require compliance from 
ODUJH�SXEOLF�EXLOGLQJV�� DQG�*XDQJGRQJ�DQG�6KHQ]KHQ�DUH� FRQVLG-
ering incorporating the transportation sectors.46 This diversity in 
requirements may facilitate in the long run the extension of the ETS 
to a wider variety of players, something that the EU cap and trade 
program has struggled with—as proved by the controversies sur-
URXQGLQJ�WKH�H[SDQVLRQ�WR�LQFOXGH�ÀLJKW�HPLVVLRQV�47  This remains 
speculative, as it is still unclear what a nation-wide ETS would look 
like in China. 
 The expansion of the ETS to include a broader number of 
polluters is likely to take place at the local level before we even see 
a national scheme. Already, all ETS pilots require a broad number of 

44 Ibid.
45 Mao et al., Environomist, 49.
46 “Diving into the Details: Planned and Operating Emissions Trading Schemes Around 
the World,” 47-53. 
47Smith, “Transnational Carbon-Trading Standards,” 334; Susanna Twidale and 
Barbara Lewis, “EU Compromise on Airline Emissions Faces Opposition,” Reuters, 
March 13, 2014, http://uk.reuters.com/article/2014/03/13/eu-ets-aviation-idUKL6N-
0MA2CM20140313.
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¿UPV�LQ�GLIIHUHQW�VHFWRUV�WR�UHSRUW�RQ�WKHLU�HPLVVLRQV�RQ�VHYHUDO�W\SHV�
of GHG.48�7KH�6KHQ]KHQ�OHDGHUVKLS�KDV�DOUHDG\�DQQRXQFHG�LWV�SODQV�
to gradually expand the ETS to those sectors that are currently only 
being monitored.49 In all cases, an expansion in the next couple of 
years would represent an ambitious goal; challenges include highly 
regulated markets that prevent energy companies from passing costs 
to consumers, low local government capacity to enforce compliance, 
and the trading of allowances between different markets that have 
QRQ�KDUPRQL]HG�VWDQGDUGV�50 
 The Development and Reform Commissions (DRCs), the 
local branches of the NDRC, are the main institutions responsible 
for developing and implementing the ETS pilots. This ensures some 
level of coordination through the NDRC and the State Council. 
Even if the NDRC is not imposing standards at this time, it will be 
more able to do so by acting through the DRC rather than other, less 
powerful, local agencies. 
 The involvement of other actors in the design of the ETS, 
including universities, research centers, and exchange platforms 
could also produce a positive spillover effect in terms of developing 
human capital and institution building. This will be very important to 
establish a nation-wide system, especially given the need to strength-
en overall technical capacity, MRV, and enforcement mechanisms. 
Some international institutions like the Asian Development Bank 
and the World Bank (through its Partnership for Market Readiness 
LQLWLDWLYH��KDYH�DOUHDG\�SURYLGHG�¿QDQFLDO�DQG�WHFKQLFDO�VXSSRUW�IRU�
the development of the ETS pilots and other low-carbon projects.51 
The EU-China Partnership on Climate Change, established in 2005, 
provides a framework for collaboration between the two regions 
and EU institutions have already been cooperating with China on 
48Mao et al., Environomist, 6.
49�&KLQD�(PLVVLRQV�([FKDQJH��³&KLQD¶V�)LUVW�(76��$�%ULHI�,QWURGXFWLRQ�WR�WKH�6KHQ]KHQ�
Carbon Market,” in Emissions Trading Worldwide ICAP Status Report 2014, eds. Con-
VWDQ]H�+DXJ�HW�DO���,QWHUQDWLRQDO�&DUERQ�$FWLRQ�3DUWQHUVKLS�������������KWWSV���LFDSFDU-
bonaction.com/news-archive/209-emissions-trading-worldwide-icap-status-report-2014.
50 Bo and Freeman, “Making Sense of Carbon Market Development in China,” 196-197.
51 More information on the projects funded by the Asian Development Bank and the 
:RUOG�%DQN�DUH�DYDLODEOH�RQ�WKH�RUJDQL]DWLRQV¶�ZHEVLWHV��³$GYDQFLQJ�6KDQJKDL�&DUERQ�
Market through Emissions Trading Scheme,” Asian Development Bank, 2012, http://
www.adb.org/projects/46054-001/details; “China,” Partnership for Market Readiness, 
2013, https://www.thepmr.org/country/china-0.
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developing more sustainable paths to urban development, par-
ticularly for the low-carbon city project in Tianjin.52 Recent reports 
indicate that cooperation on GHG market development may soon 
increase; the Directorate-General for Development and Cooperation 
�(XURSH$LG��KDV�KLUHG�DQ�$PHULFDQ�FRQVXOWLQJ�¿UP�WR�KHOS�LW�VSH-
FL¿FDOO\�RQ�WKLV�LVVXH�53 

Challenges

:KLOH�LW�LV�GLI¿FXOW�WR�HYDOXDWH�WKH�FXUUHQW�FKDOOHQJHV�IDFHG�E\�SROL-
cymakers implementing the pilots without qualitative and quantita-
tive data, it is possible to assess them on the basis of the fundamental 
requirements for any ETS. For a carbon emission market to function 
there is a need for an emission cap, permits (allowances), a market 
platform for the trading of permits, enforcement, and monitoring 
mechanisms.54 Without effective enforcement and monitoring, 
permits will loose value. Similarly, if there is no way to effectively 
trade the allowances, then the whole system is bound to fail. Finally, 
a cap is necessary to achieve an actual reduction of emissions. 
Overall, the experience of the EU ETS suggests that strong institu-
WLRQV�ZLWK�VLJQL¿FDQW�FHQWUDO�FRRUGLQDWLRQ�DUH�LPSRUWDQW�LQ�HVWDEOLVK-
ing a cap and trade system that is sustainable in the medium-term. 
*LYHQ�WKH�FXUUHQW�OHYHO�RI�GHFHQWUDOL]DWLRQ�LW�ZLOO�EH�LQWHUHVWLQJ�WR�
see whether linking independent local schemes—the current trend 
in China—will lead to the development of an effective national cap. 

+DUG�&DS

The advances made in developing institutions by the NDRC and 

52 “Joint EU-China Climate Statement: Chief Executive of EU Climate Initiative Re-
sponds,” Climate-Kic, April 2, 2014, http://www.climate-kic.org/press-releases/joint-eu-
china-climate-statement-chief-executive-of-eu-climate-initiative-responds/.
53 “US Consultancy ICF Wins Bid to Help Plan China Carbon Market,” Reuters, 
January 30, 2014, http://www.reuters.com/article/2014/01/30/china-carbon-idUSL3N-
0L412J20140130; “ICF International Wins €5 Million European Commission Contract 
to Support Development of Emissions Trading Systems in China,” ICF International, 
-DQXDU\�����������KWWS���ZZZ�LF¿�FRP�QHZV���������LFI�ZLQV�HXURSHDQ�FRPPLVVLRQ�
contract.
54 Bo and Freeman, “Making Sense of Carbon Market Development in China,” 200-202.
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the local DRCs over the past three years are remarkable, especially 
LQ�GHYHORSLQJ�PHFKDQLVPV� IRU�PRQLWRULQJ�DQG�HQIRUFLQJ�¿QHV� IRU�
QRQ�FRPSOLDQW�¿UPV��+RZHYHU�WKHUH�LV�VWLOO�PXFK�PRUH�WR�EH�GRQH�55 
For example, at the moment only one pilot—Chongqing’s—has 
established a hard cap (for the year 2013 it was set at 125 Mt CO2; 
annual reduction factor: 4.13%), and since the program only started 
in June 2014 it is too early to assess its effectiveness.56 Other pilots 
are opting instead for carbon emissions per GDP reduction targets.57 
In recent statements, He Jiankun, chairman of China’s Advisory 
Committee on Climate Change, announced that a hard cap on carbon 
HPLVVLRQV�ZRXOG� EH� DQQRXQFHG� LQ� WKH� QH[W� ¿YH�\HDU� SODQ� ������
2020).58 However, the modalities through which the cap would be 
implemented—for example if this would be announced along with 
a national system or for individual markets—have so far not been 
addressed.
 The EU adopted a hard cap approach for its ETS from 
the beginning, even though during Phase I national governments 
allocated enough allowances to make the cap effectively null. 
Similarly, overestimating emissions for the 2008-2012 period also 
led to low carbon permit prices and to some plants holding excess al-
ORZDQFHV��7KH�UXOHV�ZHUH��KRZHYHU��DOUHDG\�LQ�SODFH�DQG�¿UPV�ZHUH�
aware of the inevitability of having to eventually have to reduce 
WKHLU�HPLVVLRQV�RYHUDOO��3URYLGLQJ�¿UPV�ZLWK�JRRG�LQIRUPDWLRQ�WKDW�
FDQ�KHOS�WKHP�PDNH�WKH�ULJKW�GHFLVLRQV�WR�LPSURYH�HI¿FLHQF\�LV�NH\�
WR�HQVXULQJ�WKH�VXFFHVV�RI�D�FDUERQ�PDUNHW��:LWK�WKH�FHQWUDOL]DWLRQ�
of EU ETS permit auctioning and approval, now handled directly by 
the Commission, there has been a renewed push to control emissions 
through permit scarcity. 

0RQLWRULQJ�DQG�(QIRUFHPHQW

Monitoring and information are also important factors to the success 
55 Ibid., 196.
56 “Chongqing Pilot System,” International Carbon Action Partnership, accessed July 
22, 2014, https://icapcarbonaction.com.
57 Mao et al., Environomist, 10-28.
58 Kathy Chen and Stian Reklev, “China Plans Absolute CO2 Cap from 2016,” Re-
uters, March 6, 2014, http://uk.reuters.com/article/2014/06/03/china-climatechange-
idUKT9N0NH02W20140603.
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of an ETS; the Chinese government has a poor track record when it 
comes to enforcing environmental regulation, especially at the local 
level. If the ETS permits were revealed to be worthless due to the 
lack of effective monitoring and enforcing this would have serious 
repercussions on the credibility of the system as well as its effective-
ness. This is already one of the major challenges in international 
trading, especially for middle income and developing countries; it 
has also been an issue for CDM projects.59  
 In the EU, credibility of the system depends on strict guide-
lines on how member states implement monitoring and reporting 
UHJXODWLRQ�DQG�WKLUG�SDUW\�DFFUHGLWDWLRQ�DQG�YHUL¿FDWLRQ��(PLVVLRQV�
must be reported using the standard templates available on the 
&RPPLVVLRQ¶V� ZHEVLWH�� WKH� UHSRUW� WKHQ� KDV� WR� EH� YHUL¿HG� E\� DF-
credited third party agencies that comply with the guidelines and 
ISO standards.60 Reports must be made available to the public to 
ensure transparency and promote oversight from civil society. Key 
to the success of the system is the credibility of the accreditation 
V\VWHP�RI�WKH�WKLUG�SDUW\�YHUL¿HUV��ZKR�HQVXUH�WKDW�¿UPV�DUH�XS�WR�
WKH�&RPPLVVLRQ¶V� VWDQGDUGV��7KH� UHOLDQFH�RQ�H[WHUQDO�YHUL¿FDWLRQ�
also allows the Commission to collect information without over-
extending its capacity. Without such mechanisms or the capacity 
to collect data on emissions and compliance, policymakers have a 
limited ability to assess the effectiveness of the program and the 
need to adjust permit prices.
 The challenges the EU ETS faces in coordinating national 
allowance allocation and reporting are a poignant reminder that a 
system is only as effective as its implementation. Chinese policy-
makers are already wary of the danger posed by pressure on local 
JRYHUQPHQWV� WR� SURWHFW� GRPHVWLF� LQGXVWU\�� 7KH� FR]\� UHODWLRQVKLS�
between the business sector and local governments, especially in the 
case of State Owned Enterprises (SOEs), has been a big obstacle to 
enforcing environmental protection regulation in China in general. 
It would not be unthinkable for local governments to overestimate 
HPLVVLRQV�DQG�VXSSUHVV�WKH�SULFH�RI�FDUERQ�LQ�WKH�VKRUW�WHUP�WR�EHQH¿W�
local SOEs, following the EU pattern. The best solution is to ensure 
access to reliable information regarding emissions at the local level 
59 Smith, “Transnational Carbon-Trading Standards,” 329-335.
60�³0RQLWRULQJ��5HSRUWLQJ�DQG�9HUL¿FDWLRQ�RI�(8�(76�(PLVVLRQV�´
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to the authorities managing the ETS so that they can act upon it to 
adjust the number of permits and monitor emissions. In addition to 
ensuring effective monitoring, policymakers will have to consider 
HVWDEOLVKLQJ�D�XQL¿HG�UHJLVWHU�DV�WKH\�H[SORUH�WKH�SRVVLELOLW\�RI�OLQNV�
with other markets.
 In creating a fully integrated national carbon market, the 
1'5&�ZLOO� DOVR� KDYH� WR� KDUPRQL]H� HQIRUFHPHQW� DQG�PRQLWRULQJ�
SUDFWLFHV��DQG�HQVXUH�WKDW�D�VWURQJ�FHUWL¿FDWLRQ�V\VWHP�IRU�WKLUG�SDUW\�
YHUL¿HUV�LV�SXW�LQWR�SODFH��$OO�WKH�SLORWV�DOORZ�EHWZHHQ���SHUFHQW�WR�
10 percent or less of emissions to be offset through domestic carbon 
UHGXFWLRQ� SURMHFWV� FHUWL¿HG� WKURXJK� WKH� &KLQD� &HUWL¿HG� (PLVVLRQ�
Reduction (CCER), which is the modeled after the CDM. There will 
be a need to ensure high national standards in the CCER projects as 
well to boost the credibility of the program. 

)LQDQFLDO�DQG�/HJDO�6\VWHP

A whole other set of problems arises when looking at the under-
GHYHORSHG�¿QDQFLDO�PDUNHWV� LQ�&KLQD��:KLOH� WKH�(8�LV�FRPSRVHG�
of sovereign countries and has no real central executive power, 
LWV�¿QDQFLDO�PDUNHWV� DUH�ERWK� VRSKLVWLFDWHG� DQG�KLJKO\� LQWHJUDWHG��
3URSHUW\�ULJKWV�DUH�DOVR�ZHOO�SURWHFWHG�DQG�LQYHVWRUV�DQG�¿UPV�KDYH�
access to a broad array of credible legal instruments. China’s highly 
controlled capital markets and still-transitioning legal system thus 
could pose an obstacle in establishing a resilient carbon permit 
exchange.61�2SHQLQJ�WKH�¿QDQFLDO�V\VWHP�DQG�HQFRXUDJLQJ�¿QDQFLDO�
innovation as announced during the Third Plenum of the Eighteenth 
Central Committee in November 2013 will be key to the success of 
emission trading.62  
� $Q\�FKDQJHV�WR�WKH�¿QDQFLDO�DQG�OHJDO�V\VWHP�ZRXOG�KDYH�WR�
be centrally mandated, with the possible exception of the Shanghai 
Free Trade Zone (FTZ). This creates a problem for local govern-
ments that do not have the power to make this kind of reform on a 
61 Bo and Freeman, “Making Sense of Carbon Market Development in China,” 202.
62 “CCP Central Committee Resolution Concerning Some Major Issues in Compre-
hensively Deepening Reform,” China Copyright and Media, trans. Rogier Creem-
ers, November 15, 2013, http://chinacopyrightandmedia.wordpress.com/2013/11/15/
ccp-central-committee-resolution-concerning-some-major-issues-in-comprehensively-
deepening-reform/.
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local level. Similarly, the central government would have to remove 
price caps to achieve deregulation in the energy market. This will 
be crucial for the success of those ETS pilots that include emissions 
from heating and electricity (for example, Beijing and Shanghai). If 
XWLOLW\�FRPSDQLHV�DUH�WR�DFKLHYH�KLJKHU�HI¿FLHQF\�LQ�WKH�ORQJ�WHUP�
they will need to be able to pass some of the rising costs posed by 
the cap and trade program to consumers.63   
� :LWKRXW�D�QDWLRQ�ZLGH�(76��SROOXWLQJ�¿UPV�PD\�¿QG�LW�OHVV�
costly to move to less populated and regulated areas in the western 
part of the country rather than invest in research and development 
to reduce emissions. Policies such as subsidies and tax-breaks that 
encourage companies to relocate to western provinces to promote 
economic growth in the less developed areas of the country have 
already been in place for over a decade. There is growing evidence 
that the government is now pursuing such policies with the further 
objective of reducing environmental pressure on the densely 
populated eastern cities, for example by establishing large coal 
bases in northwestern China that include coal mines, power plants 
and chemical plants.64 Moving polluting industries away from 
urban centers would do nothing to reduce overall emissions or to 
LPSURYH�HI¿FLHQF\��EXW�LW�PLJKW�VOLJKWO\�LPSURYH�DLU�TXDOLW\�LQ�WKH�
short term for some cities. The lack of public plans for emissions 
trading schemes in western, poorer regions of the country could thus 
indicate a lack of commitment to cutting GHG emissions.

The Way Forward

One of main differences in the development of carbon markets in 
China and the EU observed so far has been the top-down approach 
of the latter versus the ground-up method of the former. While dif-
ferences in the two political systems and institutional experience 
63 Bo and Freeman, “Making Sense of Carbon Market Development in China,” 202.
64 “China Outsourcing Smog to West Region Stirs Protest,” Bloomberg News, March 7, 
2014, http://www.bloomberg.com/news/2014-03-06/china-outsourcing-smog-to-west-
region-stirs-protest.html; Richard Martin, “The Great Coal Migration,” Fortune 170, no. 
1 (July 21, 2014): 14–16; Edward Wong, “China’s Energy Plans Will Worsen Climate 
Change, Greenpeace Says,” The New York Times, July 23, 2014, http://www.nytimes.
com/2014/07/24/world/asia/greenpeace-says-chinas-energy-plans-exacerbate-climate-
change.html.
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in conducting reform and consolidating power explain the relative 
DGYDQWDJHV�WR�D�GHFHQWUDOL]HG�DSSURDFK�IRU�FUHDWLQJ�(76V�LQ�&KLQD��
WKHUH�DUH�VLJQL¿FDQW�ULVNV�DV�ZHOO��,Q�DGGLWLRQ�WR�WKH�FKDOOHQJHV�SRVHG�
E\�PDUNHW� UHIRUP��EXGJHWV��PRQLWRULQJ� FDSDFLW\�� DQG� VWDQGDUGL]D-
tion, there is also the question of what role the ETS will play in the 
broader environmental protection strategy. 
 Without a broader environmental policy framework, an 
ETS can only achieve limited results. The EU system is part of a 
VHW� RI� WRROV� DLPHG� DW� SODFLQJ� LQFHQWLYHV� IRU�¿UPV� DQG�KRXVHKROGV�
WR� UHGXFH� FDUERQ� FRQVXPSWLRQ� DQG� LPSURYH� HI¿FLHQF\�� (YHQ� VR��
there is an ongoing debate over the actual impact that the ETS has 
had on curbing emissions. A 2013 working paper published by 
the UK-based Centre for Climate Change Economics and Policy 
and The Grantham Research Institute on Climate Change and the 
Environment Several surveyed several studies and found that most 
agreed that the reduction in total capped emission due to the ETS (as 
opposed to other policies and the economic crisis) has been between 
2 and 3 percent, or about 40–80 MtCO2.65 Can China do better? 
 Enforcement mechanisms and technical expertise do not 
emerge from a vacuum. While Beijing, Tianjin, and Shanghai have 
run voluntary trade exchanges since 2008, there is still an institutional 
DQG�KXPDQ�FDSLWDO�JDS�WR�EH�¿OOHG�66 The National People’s Congress 
adopted a new environmental protection law last April that offers 
a legal framework for pursuing more aggressive environmental 
policies and seems to demonstrate renewed commitment to ensuring 
energy independence.67 There may still be, however, a learning 
curve facing China’s policymakers and enforcement agencies, 
which will need a larger staff and budget as well as enhanced legal 
instruments. Incentive structures will also have to be put in place, 
IRU� H[DPSOH�E\�PDNLQJ�RI¿FLDOV� DFFRXQWDEOH� IRU� WKH� SHUIRUPDQFH�
of the ETS, which could provide a tangible, measureable standard 
to ensure local governments’ commitment. The central government 
KDV�XVHG�WKH�FDGUH�HYDOXDWLRQ�V\VWHP�WR�SULRULWL]H�SROLFLHV�SURPRWLQJ�
65 Laing et al., Assessing the Effectiveness of the EU Emissions Trading System, 25.
66 Peter Sopher and Anthony Mansell, “China,” in The World’s Carbon Markets: A Case 
Study Guide to Emissions Trading (Washington, DC: Environmental Defense Fund and 
International Emission Trading Association, March 2014).
67 “China’s Legislature Adopts Revised Environmental Protection Law,” Xinhua, April 
24, 2014, http://news.xinhuanet.com/english/china/2014-04/24/c_133287570.htm.
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GDP growth at the local level for decades. The top leadership has 
already signaled that it intends to reform it to include environmen-
tal targets as well. This will be important also because the DRCs 
rather than Environmental Protection Bureaus (EPBs) that answer 
to the Ministry of Environmental Protection (MEP), are managing 
the pilots,. The DRCs are generally considered more powerful than 
the EPBs and are more likely to have the resources and leverage to 
overcome the gaps in enforcement however they are responsible for 
economic development as well as the ETS. 
 The Chinese leadership appears to be invested in establish-
ing an effective national ETS; this does not mean that all the ETS 
pilots must be successful. The European experience suggests that an 
initial pilot period is likely to be more useful in identifying design 
ÀDZV�DQG�EXLOGLQJ�SROLWLFDO�DQG�LQVWLWXWLRQDO�VXSSRUW�WKDQ�UHGXFLQJ�
emissions per se. Continued central government involvement, 
however, is important to ensure the emergence of a functioning 
ETS, leading to an actual reduction in emissions. 
� 7KH� (8� KDV� DOUHDG\� SURYLGHG� VLJQL¿FDQW� WHFKQLFDO� DQG�
¿QDQFLDO� VXSSRUW� WR� &KLQD¶V� HQYLURQPHQWDO� SURJUDPV�� ,W� VKRXOG�
continue to do so, but with an eye to developing better relations 
between China, the EU, and its member states. An ETS would be 
D�SRZHUIXO�ZD\�WR�PRELOL]H�&KLQD¶V�JUHHQ�LQYHVWPHQW�FDSDELOLW\²
something that could have a massive impact globally. Given the EU 
DQG�VHYHUDO�RI� LWV�PHPEHU�VWDWHV¶�H[SHUWLVH� LQ� WKLV�¿HOG�� WKHUH� LV�D�
JUHDW� SRWHQWLDO� IRU� PXWXDOO\� EHQH¿FLDO� FROODERUDWLRQ�� 'HYHORSLQJ�
common standards for future trading and third party monitor-
ing could be a possible joint research topic for the DRCs and the 
Commission. It could also provide a basis for dialogue ahead of the 
UNFCCC Paris conference next year, especially given the history of 
mistrust between European countries and China in climate change 
diplomacy over the past few years. Similarly, building on the ex-
perience with previous CDM projects, private investors could be 
encouraged to work with the Chinese local governments to develop 
new environmentally friendly infrastructure. 
 In conclusion, the future of the Chinese ETS pilots remains 
KDUG� WR� UHDG�� 7KH� VFKHPHV� DUH� VWLOO� LQ� ZKDW� FDQ� EH� GH¿QHG� DV� D�
“learning-by-doing” phase, comparable to the EU ETS’s Phase I. To 
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avoid some of the pitfalls experienced by the EU system, Chinese 
SROLF\PDNHUV�ZLOO�KDYH�WR�HQVXUH�WKDW�JRRG�PRQLWRULQJ�DQG�YHUL¿FD-
tion systems are in place. These may hinge on the credibility of third 
party accreditation. More central coordination and comprehensive 
¿QDQFLDO�� OHJDO�� DQG� SULFLQJ� UHIRUP� ZLOO� DOVR� EH� QHHGHG� DW� VRPH�
point in order for the schemes to succeed. It is likely that in this 
process, pressure on the central leadership to demonstrate progress 
on air pollution and climate change will be crucial. It will be the 
central leadership’s responsibility to ensure that economic, legal and 
administrative reforms continue to support efforts at the local and 
national level to establish successful carbon markets throughout the 
country.


