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Chapter I

1. The Architecture of the International Climate Change Regime

Beginning in 1970s, climate change, then commonly referred to as global warming, started to be recognized as a serious environmental problem that can affect the stability and sustainability of life on the planet. Following First World Conference on Climate Change, United Nations Environment Program (UNEP) and the World Meteorological Organization (WMO) have set-up Intergovernmental Panel on Climate Change (IPCC) – an international body that surveys and periodically summarizes scientific consensus on the issue of climate change for the global community. Currently little doubt remains that human activities leading to the production of carbon dioxide, methane, and nitrous oxide are directly linked to the increases in the concentration of greenhouse gases in the atmosphere that may result in changes of climate patters at the regional and global level.

At the Rio Earth Summit in 1992, and in follow-up to the release of IPCC First Assessment Report, 161 countries signed the United Nations Framework Convention on Climate Change (UNFCCC), which epitomized the result of several years of preceding international negations. The ultimate objective of the Convention is to stabilize greenhouse gas concentration in order to prevent anthropogenic impacts on the global climate system. The purpose of the Convention was to serve as a foundation for the creation of a global regulatory framework to for the consolidation of the international efforts to reduce greenhouse gas emissions.

The UN Framework Convention on Climate Change
The Convention establishes general framework of the climate change regime, stipulating its objectives, general guiding principles and parties responsibilities (e.g. such as reporting), as well as administrative structure for the formulation and amendment of international climate policies. One of its main features is establishment of “common but differentiated responsibilities” of all Parties in achieving its objectives. The Parties are thus divided into Annex I, or industrialized countries, which include OECD countries and economies in transition, and Annex II countries, or developed countries, which are limited to OECD countries only. 
According to Convention’s provisions its Parties which are developed countries or countries in transition and which are included in Annex I to the Convention have concrete obligations concerning implementation of policies aimed at the reduction and limitation of GHG emissions as compared to 1990 levels, as well as protection and enhancement of GHG sinks. Countries included in Annex II to the Convention, must not only pursue national policies and implement necessary activities regarding mitigation of climate change impacts but also facilitate technology transfer to the developing countries and provide assistance in their adaptation and capacity building for climate change.

The Kyoto Protocol and its Flexible Mechanisms 

The Kyoto Protocol, adopted by the Third Conference of the Parties (COP-3) in Kyoto, Japan, in 1997 is a legal amendment to the UNFCCC, which strengthens the commitments expressed in the convention and introduces concrete means for their realization. According to Article 3 of the Protocol, the Parties to the Convention have agreed by consensus that developed countries will have a legally binding commitment to reduce their collective emissions of six greenhouse gases by at least 5% compared to 1990 levels by the period 2008-2012. 
The Protocol addresses a number of key issues relating to the implementation of the Convention
:
· Commitments, by setting legally binding emissions targets for industrialized countries
· Implementation, including domestic steps and three new international mechanisms

· Minimizing impacts on developing countries, by introducing an Adaptation Fund

· Accounting, reporting and review, by introducing in-depth review of national reporting 

· Compliance, by setting up a Compliance Committee to assess and resolve problem cases.

In order to assist Annex I parties in fulfilling their commitments regarding GHG emissions reduction, the Kyoto Protocol envisages the introduction of a number of international market mechanisms for trading GHG reductions, which are known as “flexible mechanisms” – emissions trading (ET), joint implementation (JI), clean development mechanism (CDM). 

· Joint Implementation (Article 6 of the Kyoto Protocol) envisages implementation of joint projects aimed at the reduction of GHG emissions or their removals by sinks by Annex I countries in any sector of the economy. 

· Clean Development Mechanism (Article 12 of the Kyoto Protocol) envisages implementation by Annex I countries projects aimed at the reduction of GHG emissions or their removals by sinks in non-Annex I (developing) countries. 

· Emission Trading (Article 17 of the Kyoto Protocol) envisages the possibility for any Annex I country to transfer part of its assigned amount to another Annex I country.

Fourteen countries ‘undergoing the process of transition to a market economy’ are included in the Annex I of the UNFCCC and are thus eligible for international emissions trading and joint implementation (JI) under Kyoto Protocol.
 Their inclusion in Annex I roughly reflected their degree of industrialization and consequently the level of their GHG emissions. In 1990, the Eastern European countries included in Annex I were responsible for about 30 percent of all GHG emissions in Annex I countries and about 22% of all global GHG emissions, with Russia, Ukraine, and Poland being respectively the second, fifth, and seventh largest contributors to climate change among Annex I countries. 

Thirteen of the economies in transition (EITs) assumed numerical reduction targets among 38 countries listed in Annex B to Kyoto Protocol.
 They are

• - 8% for Bulgaria, Czech Republic, Slovakia, Estonia, Latvia, Lithuania, Romania, Slovenia,

• - 6% for Hungary and Poland,

• - 5% for Croatia,

•   0% stabilization for Russia and Ukraine.

Belarus, while part of Annex I to the UNFCCC, has not assumed emission reduction obligations under Annex B. 

In addition to emissions targets for Annex I Parties, the Kyoto Protocol also contains a set of general commitments that apply to all Parties, such as: 

· Taking steps to improve the quality of emissions data

· Mounting national mitigation and adaptation programmes

· Promoting environmentally friendly technology transfer

· Cooperating in scientific research and international climate observation networks

· Supporting education, training, public awareness and capacity-building initiatives. 
 

Marrakech Accords

The Seventh Conference of the Parties (COP-7) held in Marrakech, Morocco, in 2001 concluded four years of international negotiations regarding the details of the implementation of the Kyoto Protocol flexible mechanisms. The conclusion of the Conference, known as the Marrakech Accords established the guidelines for the implementation of commitments under the Kyoto Protocol. This includes definition of the basic terms, determination of the role of the Conference of the Parties, rules for the establishment of committees for supervising the implementation of the Kyoto Protocol Articles 6 and 12, specification of the requirements for participation in JI and CDM projects, as well as in international emissions trading, and determination of the verification procedure to be performed by the Supervision Committee. Annexes to the guidelines contain norms and procedures for accrediting independent entities, methodology for reporting, criteria for baseline determination, and periods of monitoring and accounting. 
· Operating rules of the flexible mechanisms of the Kyoto protocol: Joint Implementation (JI), the Clean Development Mechanism (CDM) and International Emissions Trading (IET), including rules defining a party's eligibility to participate in the mechanisms.  
· Modalities for the accounting of assigned amounts under Article 7.4 of the Kyoto Protocol 
· Procedures and mechanisms relating to compliance. 

· Guidelines for the accreditation of Operating Entities (for CDM) and Independent Entities (for JI).   
The Marrakech Accords describe four types of units, all equal to one metric tonne of carbon dioxide equivalent, that make up the “currency” of the Kyoto Protocol and establish procedures that provide for full fungibility of units generated under all three mechanisms.  
· ERU
- emission reduction unit - a unit for accounting emission reductions generated through Joint Implementation mechanism. 
· CER
- certified emission reduction - a unit for accounting emission reductions generated through Clean Development Mechanism. 

· AAU
- assigned amount unit – issued into a an Annex I registry upon calculation and registration of its assigned amount; tradable under Article 17 of the Kyoto Protocol. 

· RMU
- removal unit - a unit for accounting sinks credits generated in Annex I countries.  

2. EITs or Post-Soviet States - What’s in a Name? 
A great degree of variation exists between the countries formerly dominated by the Soviet Union. These differences are manifested in their political and economic circumstances, such as degree of their political transition, scale of their economies, level of industrialization, and attractiveness for outside investment. The scope of these differences, their roots and implications for domestic climate policy and for international climate-related activities will be the focus of this paper. 

The international environmental law does not offer much consistency in what it implies under the economies in transition. Different international treaties contain different interpretations of the term, depending on the details of the negotiation process that preceded them. General understanding is that these are the countries of the former Socialist bloc ruled by the communist governments. There were 9 Socialist countries in Europe  - Hungary, Czechoslovakia, Poland, the Federal Republic of Yugoslavia, the Democratic Republic of Germany, Albania, Romania, Bulgaria and the Soviet Union. The fall of the Iron Curtain and dramatic political transformation of the region resulted in the emergence of 24 economies in transition on the political map of Eurasia.

How these 24 countries are grouped varies greatly depending on the purpose and perception of those who group them.  Geographically these are all the countries of the Central Europe (Hungary, Czech Republic, Slovakia, and Poland), Eastern Europe (Ukraine, Belarus and the Baltic States of Lithuania, Latvia, and Estonia), South Eastern Europe (Bulgaria, Romania, and Moldova and the Balkan states of Albania, Bosnia-Hertzegovina, Croatia, Macedonia, Serbia and Montenegro, and Slovenia), Russia, the Caucasus (Georgia, Azerbaijan, Armenia) and Central Asia (Kazakhstan, Uzbekistan, Turkmenistan, and Kyrgyzstan). 
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Politically the economies in transition fall into groups that reflect the degree of their integration with European institutions and their geopolitical affiliation with the regional powers. There is the “new” Europe, i.e. countries accepted to the EU in the first expansion round (all of the Central Eastern Europe, Slovenia, and the Baltic States), the candidate countries (Bulgaria and Romania) whose accession to the EU is anticipated in 2007-08, non-candidate countries (Croatia, Albania, Macedonia, Bosnia and Herzegovina, Serbia and Montenegro) and the Newly Independent States (NIS) also referred to as the Commonwealth of Independent States (CIS), which include Ukraine, Russia, Belarus, Moldova, the Caucasus and Central Asia.

As we can see the division created by the Convention and the Protocol – into those that are included into Annex I to the UNFCCC as ‘countries undergoing transition to market economy’  and those that are not – cuts across some vital political and economic affiliations. These fundamental differences were clearly manifested in the refusal of economies in transition to negotiate as a single bloc. Lured by the elusive ghost of the ‘hot air,’ Russia and Ukraine – the only former Soviet Union republics represented in Annex I –  negotiated as part of the Umbrella group. The Central European counties could not and did not want to be associated with the two because they were already well ahead in EU accession negotiations at the time. They eventually formed their own negotiating block, CG11, at COP 6 in the Hague.

To complicate the matter even more, from the point of view of the transition counties not included into Annex I,
 the division created by the Convention and the Protocol sent wrong political signals. At COP 6-bis in Bonn in July 2001, Armenia, Uzbekistan and Turkmenistan, on behalf of the Central Asia, Caucasus and Moldova (CACAM) objected the use of the term "developing countries" when referring to them. Stressing that they consider themselves to be "countries with economies in transition," CACAM countries requested the conference of Parties to substitute the words "developing countries" with "developing countries and other Parties not included in Annex I" in the texts of the COP decisions.

This view was further reaffirmed when Kazakhstan formally requested the Parties to add its name to the list of Parties included in Annex I to the Convention and expressed intention to be bound by Articles 4.2 (a) and (b) of the Convention. Following a decision of the Parties at COP 7 in Marrakech in 2001, Kazakhstan will become an Annex I Party for the purposes of the Protocol after its entry into force, although it will remain a non-Annex I Party under the Convention. It is expected that further negotiations will follow with a view to define a quantified emission limitation or reduction commitment for Kazakhstan under Annex B of the Protocol.

The international attention so far has focused either on Annex I EITs, as they are currently eligible for JI and emissions trading, or on ‘traditional’ developing countries of Latin America, Africa and Asia. Thus, regrettable, issue of CDM development and capacity building, as well as other aspects of Kyoto Protocol implementation in CACAM countries has been overlooked, since the CACAM group lies outside of the major capacity-building networks. Worse still the four European non-EU candidate countries of Albania, Macedonia, Bosnia and Herzegovina, Serbia and Montenegro that are not included in Annex I of the Kyoto Protocol have neither a capacity-building networks nor the geographic weight of CACAM countries. 
3. Political Context

The political context in the former socialist block is set out mostly by the degree of their institutional and political transition. Considerable differences exist in the region with regards to the progress of the reforms, strength of democracy, and level of institution development. The best reflection of these differences is the progress made by transition countries towards integrating into regional institutions, such as the EU, OECD, and the NATO, with the EU membership being probably the strongest indicator of regional integration. The Central European countries, Baltic states and Slovenia will accede to EU in 2004. Bulgaria and Romania are candidate countries for the second round of EU expansion. Out of the 13 countries in transition on the Annex B list, only Russia, Ukraine and Croatia are currently not formal candidates for the EU membership. 
For the countries of Central Europe and the Baltic states, who always viewed their annexation to the Soviet bloc after World War II as artificial, membership in the NATO and the EU has been a stated foreign policy goal. In 1991, Hungary, Poland, Czech Republic and Slovakia (Czechoslovakia at the time) founded the Visegrad Group with the aim to provide mutual support for EU integration. All four countries have became members of the OECD (1996, 1995, and 2001 respectively). In 1999, Hungary, Poland, and the Czech Republic became the first former-Warsaw Pact countries to join NATO. Slovakia and the Baltic states were invited to join NATO in 2002 and are expected to sign relevant accession treaties in March 2003. They are thus considered to be countries that successfully transitioned to democracy and market-based economy.

In Southeastern Europe, the process of shedding the totalitarian past has proceeded slowly. In Romania and Bulgaria political reform was protracted and as a result, former Communist functionaries were able to hold on to their positions in the government, which in turn delayed much needed economic and structural changes. The accession of the neighboring Central European states to the EU revitalized the pace of reform, and both countries have successfully applied for the EU membership. With the completion of the first round of the EU expansion, the focus of EU policy is likely to shift heavier towards them, as they are expected to accede in the next round in 2007. Among all economies in transition, Slovenia enjoyed a special status. Being the most advanced and developed of all post-communist countries, it could afford a more inward focus and gradual approach to reform without jeopardizing its orientation towards European integration. The only Balkan non-candidate country on Annex I list is Croatia, whose accession to the EU is hardly possible before political and military stability is achieved in neighboring Bosnia and Serbia.

Unlike the majority of the countries of Central and Eastern Europe, both Ukraine and Russia, heavily battered by more than 70 years of Soviet rule, required much more profound transformation than the rest of post-communist countries, and thus have experienced deeper political and economic turmoil. Russia, whose goal has always been to re-assert itself as a global power, sought to unite around itself the remains of the Soviet Union, forming the Commonwealth of Independent States
 in December 1991. Stained relations between some members of the group however prevented it from becoming an effective economic and political alliance. New Shanghai Cooperation Organization (SCO) uniting China, Kazakhstan, Kyrgyzstan, Russia, Tajikistan and Uzbekistan, has been most recently (May 2003) formed as a military counterweight to NATO.  Ukraine, after declaring independence in 1991, was playing a difficult balancing act between Europe and Russia, cherishing aspirations to integrate with the more developed West. It opted not to become the full-pledged member of the Commonwealth of Independent States (CIS) and has repeatedly sought membership in both the EU and the NATO, however without much success. The rhetoric of the government was not matched by adequate reforms, while alleged arms shipments to Iraq and the human rights violations did little to help Ukraine’s international image. Although Ukraine attempted to avoid “orientation to Asia”, regional economic alliances with its eastern neighbors were inevitable because of heavy dependence on imported oil and gas.
 
In the Caucasus, the democratic progress has been even slower – with Azerbaijan and Georgia retaining their old Communist leaders as presidents till 2003  - and has been overshadowed by military conflicts and civil unrest. Georgia has suffered a civil war related to the independence aspirations of the breakaway regions of Abkhazia and South Ossetia, which lead to the introduction of stabilizing troops from Russia, and later on military training and assistance from the US. Georgia’s pro-US stance has angered Russia, which accuses Georgia of harboring Chechen militants, while Georgia accuses Moscow of backing separatist movements in the country.  In Azerbaijan and Armenia, the conflict over the predominantly Armenian-populated region in Azerbaijan, which sought to become independent after the disintegration of the Soviet Union, resulted in a full-scale war between the two countries. A ceasefire in place since 1994 has failed to deliver any lasting solution. About one-seventh of Azerbaijan's territory remains occupied, while 800,000 refugees and internally displaced persons are scattered around the country.
 Although diplomatic efforts have brought relative stability in recent years, tensions over both regions persist. 

All five Central Asian countries remain distinctly authoritarian - their current presidents, with the exception of Kyrgyzstan's, were the countries’ Communist leaders in the Soviet times. Turkmenistan and Uzbekistan can be described as full-fledged dictatorships, while other Central Asian states remind more of family fiefdoms. Turkmenistan’s isolationist leader has declared himself president-for-life and indulges in a Stalinist personality cult, suppressing civil society and littering the country with golden statues of himself and building palaces in his honor.
 Uzbekistan's dictator struggled to control Uzbekistan's strong liberal and Islamist oppositions by imprisoning thousands. Kazakhstan, Kyrgyzstan and Tajikistan are not as repressive and in fact can call themselves democratic and have purportedly democratic elections. Tajikistan has suffered from a protracted civil war between the old elite and a coalition of Islamists and democrats, and till today struggles to maintain elementary law and order. Kyrgyzstan went through considerable democratization at the end of the Soviet period, and remained a liberal until the past few years. 
A characteristic feature of the Caucasus and Central Asia is the tug of war between Russia and the US, which has existed since the later 1990s. In the Caucasus, the tension is mostly rooted in the American interests to develop rich energy resources of the Caspian, while Central Asia gained strategic importance during the war against terrorism. The presence of U.S. and allied troops in Uzbekistan, Kyrgyzstan and Tajikistan also heightened the activities of Russia and China. In the aftermath of American intervention in Afghanistan and Iraq, Kremlin has clearly demonstrated its intention to restore its geopolitical position in the region, while Chine eyes the region as a potential source of energy supplies. No country, even isolationist Turmenistan, refrains from great political game for regional hegemony and resources played out in Central Asia between the US, China, and Russia. 
4. Economic Context

From the vantage point of economic development, the transition countries differ greatly depending on the scale and strength of their economies, their level of industrialization, development of market institutions, stability of their regulatory and business environment, volumes of trade and foreign investment, all of which is epitomized in the level of well-being of the people. 

	Per capita FDI, 2000

current US$

	Czech Republic
	446.11

	Slovak Republic
	379.97

	Estonia
	282.69

	Poland
	241.71

	Croatia
	211.42

	Latvia
	171.59

	Hungary
	165.74

	Bulgaria
	122.63

	Lithuania
	108.09

	Slovenia
	88.30

	Kazakhstan
	84.07

	Romania
	45.69

	Russian Federation
	18.65

	Ukraine
	12.02

	Source: World Bank, 2002


The Central European and Baltic countries found themselves much better positioned in terms of economic development and democratic transition compared to any of the former Soviet states. The pressures of the accession provided strong impetus for the development of institutions and markets in the region, while governments consistently implemented steps directed at closing the gap with the EU. The advantage of previous experience of having or existing in developed state, as well as shorter amount of time spent under the Soviet regime, added to their capacity to move away from centrally planned economy. Prudent macroeconomic policies and structural reforms were undertaken in most sectors, leading to sustainable economic growth and relative institutional and political stability. Although Bulgaria and Romania have been much slower in enacting necessary structural changes, it is justified to expect that their aspirations to join the EU will be the driving force for strengthening their reform agenda and improving economic performance.

At the same time, the transformation in Ukraine and Russia, despite considerable progress, has been tardy, and can be best described as discrete and sporadic ‘punctuated’ change, rather then a consistent transition.
 . The structural reforms were completed to only 63%, compared to 89% in the accession countries, 
 with their effects falling unequally throughout the economy. Ubiquitous and arbitrary state intervention resulted in the development of oligarch economies with few tycoons or oligarchs dominating both the economy and the politics. The position of the oligarchs was further reinforced by the delay of essential reforms, such as elimination of subsidies to old low-performing factories, anti-monopoly policy, and creation of enabling environment for development of entrepreneurship. 

Continuing prevalence of non-cash transactions (barter trade), non-formal or extra-legal transactions (the so-called ‘shadow economy’), a remaining and still significant degree of state ownership of assets, and a high degree of State interference in economic decisions mean that the structure and conduct of business in the country, and the legal and governmental systems that regulate it, still operate in ways that distort normal market conditions and economic efficiency. Ukraine, for example, was described by some analysts as archetypal rent-seeking society.
 Such disappointing results of transition can be attributed to a number of factors. Firstly, it is the larger geopolitics of the region, which created a mismatch between external and domestic pressures. Secondly, the mass of the countries – unlike Ukraine and Russia all of the accession countries with the exception of Poland are relatively small in population and manageable in size. Last but not least, Ukrainian and Russian institutions did not have the ground on which to grow, as unlike the Central European states, they lacked the advantage of having adequate historic underpinnings.

Successful and consistent reforms enacted by the accession countries significantly improved investment climate and brought high levels of foreign investment. Between 1997 and 2000, investment activity in Poland has been growing at the annual rate of 15-30%, allowing it to accumulate close to US$ 28 billion in foreign direct investment (FDI), compared to about US$ 16 billion for the whole of Russia, which is about 5 times its size. Ukraine has obtained exceptionally low levels of investment compared to the rest of transition countries, between $US 500 to 700 million a year.
 In per capita terms, Ukraine and Russia received the lowest amounts of FDI among all economies in transition in Annex I. The true levels of FDI in Russia and Ukraine are probably even lower if adjusted for the return of domestic capital coming from off-shore countries such as Cyprus and Bahamas.

In Slovenia, reluctance toward foreign participation in key economic areas contributed to the lowest incidence of FDI among accession countries. However, it did not prevent Slovenia from achieving economic success. On the contrary, Slovenia’s focus on macroeconomic stability and protection of some of its key sectors from foreign competition, supported sustained economic growth (on average 4.3 percent over the past eight years) resulting in highest per capita GDP rates in the region.
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Thanks to strong economic performance, the income levels in the accession countries have considerably improved over the last ten years, although per capita GDP remains quite low in comparison with the EU level - only 40 percent of the EU average in 1998 even when measured in purchasing power parities. Highest GDP growth in the last five years has been achieved in Latvia, Estonia, Hungary and Slovenia (between 4.2 and 5.4% on average). Poland continues to be a more rural society then Czech Republic or Slovenia and its income levels are the lowest among Central European states. The Baltic countries, in turn, have GDP per capita in PPP that is on average 30 percent lower then in the Central Europe, followed by Bulgaria and Romania, which have the lowest per capita GDP in the Central and Eastern European accession countries. 

Unexpectedly for many analysts, Russia has made remarkable progress in recovering from its August 1998 financial crisis and currency devaluation. Since 1999, the economy – assisted by huge oil and gas export revenues – grew by more then 25%, attaining on average 5.5% GDP growth. Although the growth rates are slightly declining, the business confidence has clearly revived in response to Russian government’s persistent efforts improve the investment climate in the country, in particular the new reform program, introduced by the Russian government in July 2001. Thanks to the natural resource revenues, per capita GDP rates in Russia are the highest among all NIS countries. However, the country remains burdened by its enormous foreign debt, which the World Bank estimated at $154 billion at the end of 2001. Further implementation of reforms and political stability in the country will be crucial to sustain Russia’s economic growth. 

The economic situation in Ukraine closely reflected the scope and depth of the market reforms. Following eight consecutive years of recession, Ukraine seemed to have come out of reform deadlock in 2000, when new reform government came to power and eliminated over 250 decrees providing unjustified privileges to concrete companies and individuals.
  Fueled by increases in industrial production and a strong harvest, Ukraine recorded its first year of economic growth in 2001, real GDP rose by 5.8% in 2000, and further improved by 8.9% in 2001. Increased production in the all important agriculture sector prompted expansion of exports, making Ukraine the fifth leading world grain exporter in 2002. However, after the change of the government in 2001, the pace of reforms has slowed and the oligarchs have recovered in the way no one expected. As a result, the GDP growth rate fell to 6% in 2002, and is predicted to continue to fall in 2003 (to max.4.5%) and beyond unless there are new forces to drive the economy as well as structural progress in the energy and banking sectors, the tax system and the rule of law. 

Both in Ukraine and in Russia, economic growth, albeit encouraging from the macroeconomic prospective, failed to make up for the shortfalls in public spending. Especially in Russia the benefits of growth have fallen unevenly. Both countries are facing a public health catastrophe and poverty. Rural and remote areas are seeing the highest levels of unemployment and the greatest deterioration of social and communal services, with people forced to survive on subsistence agriculture, often without access to basic utilities such as hot water, electricity, or reliable heat. According to World Bank estimates, at least 40 million Russians still live in poverty.
 In Ukraine, estimated 50 percent of the population, or about 24 million people live on less than 2 US dollars per day.

Surprisingly, one of significant factors preventing Russian and Ukrainian economies from further growth is continuing protectionism in external markets, in particular that of the EU. In a recent study of the consequences of EU enlargement or NIS countries, Aslund Anders observed strong evidence that some common EU policy towards the NIS group is responsible for a shortfall in their export. 
 Duties imposed on exports from the NIS countries were found to be about twice as high as those levied on the same exports from other Central and Eastern European countries. Non-recognition of NIS countries as market economies also allowed the EU to maintain quotas on imports from the region. As a result, the EU share of the exports in the accession countries is 2 – 3.5 times higher than in the NIS. If natural resources are excluded, the estimated NIS shortfall would be larger since raw materials have a higher share of natural resources in their EU export than in the exports of the accession countries. Consequently, exports were 16 percent of GDP (PPP) for the accession, but only 6 percent of GDP for the NIS countries, indicating that the lacking exports may be considered lost production. A worrying signal is that the gap appears to be persistent and shows no tendency for decline. 
The Caucasus, once a relatively affluent part of the Soviet Union, has suffered big economic decline since 1991. The complexity of the region’s economic woes includes military instability, ruling kleptocracy, institutionalization of corruption and massive poverty.
 Although Azerbaijan was able to amass relatively high investment for the development of its oil reserves, few other sectors of the economy have benefited from the oil wealth so far. Both Georgia and Armenia are still dependent on Russia for their energy supply, while Armenia also suffers from a trade blockade, imposed by neighboring Turkey and Azerbaijan since the dispute over Nagorno-Karabakh. It is estimated that in recent years Armenia has lost 20% of its population– about 1 million people – due to emigration, with the consequences spread to the whole economy.  The USA has a major interest in the region, having invested heavily in an oil pipeline which will carry oil from Azerbaijan via Georgia to Turkey. It has provided Georgia with massive amounts of foreign aid – comparable to that of Israel – yet, of all the former Soviet republics, it remains “the closest thing to a failed state - divided, volatile and poor, with scarcely functioning institutions".
 It is estimated that about 50% of the region’s population live below the poverty line.
Central Asia’s abundant oil and other natural resources, attracted a lot of foreign interest after the collapse of the Former Soviet Union, however only Kazakhstan was able to take advantage of it. All five countries suffer from pernicious corruption, and all but Kazakhstan have a high level of foreign debt that accumulated quickly after independence. Turkmenistan and Uzbekistan remain state-controlled, having enacted little reform. As a result, the two economies are in stagnation, and market reforms, with all their structural costs, must be undertaken before growth can emerge. By contract, Kazakhstan, along with Kyrgyzstan, have been leaders of reform in the region. They have undertaken market reforms and in 1994 and 1995 adopted many fundamental market economic laws, such as modern liberal tax codes. Their private sectors now generate 70 percent of their GDPs, and each has implemented reforms oriented to their own needs. Kazakhstan's economic development is close to that of Russia, with the GDP per capita measured in purchasing power parity nearly twice that of Kyrgyzstan, Uzbekistan or Turkmenistan. Kazakhstan's booming oil sector will likely to keep the country growing by 8 to 10 percent a year in the near future, adding on to the growth of the previous years.

Chapter II

1. Economies in Transition in the International Climate Framework

Flexible mechanisms, which are defined in the Kyoto Protocol are important economic instruments for fulfillment of the Convention’s objectives. Countries in transition can obtain financial resources to meet the commitments and to achieve sustainable development from industrialized nations where the cost for GHG emission reduction is much higher. EITs’ economic restructuring gives them a unique opportunity to participate in a new segment of world market. Thus, economies in transition stand to gain substantial benefits in foreign investment, technology transfer and capacity building from participation in the Kyoto Protocol mechanisms. Despite certain similarities in their economic and political circumstances Annex I and non-Annex I EITs must use different Kyoto Protocol mechanisms, i.e. the former are eligible for Joint Implementation and Emissions Trading, while the latter are only eligible for CDM. 
Because Annex-I EITs are treated by the Kyoto Protocol differently from non-Annex-I EITs, it makes sense to consider them separately. Annex I EITs are analyzed from the point of view of their commitments, while non-Annex I EITs are examined from the point of view of the potential for participating in CDM markets and possibility of taking on commitments under the Kyoto Protocol (or another similar regime) in the future. In this respect, the case of Kazakhstan is particularly interesting as it has stated about its willingness to join Annex I and negotiate a target under the Kyoto Protocol framework. 
Economies in transition are generally expected to benefit from participation in the Kyoto Protocol mechanisms, either through Joint Implementation or through emissions trading. Firstly, the targets of the economies in transition in the first commitment period do not require actual reductions in greenhouse gas emissions, only a freeze of 1990 emission levels. Because of the economic contraction in the post-Soviet years, EITs possess considerable headroom of emission allowances that can be traded under International Emissions Trading. Most of the transition countries are likely to have a surplus in the first commitment period because their GHG emissions reduced substantially following the economic downturn that accompanied the fall of the communist regimes in the region. According to recent estimates
, Russia and Ukraine alone can supply enough allowances to meet carbon market demand in the first commitment period. Secondly, the cost of implementing climate change mitigation projects in the EITs is significantly lower than in the rest of the developed world, which makes these countries attractive hosts for projects under JI. Low energy efficiency levels, high carbon intensity of the energy supply and lack of renewable energy technologies make the countries with economies in transition attractive for cost-effective GHG reduction projects under JI.
Internal Annex I resource competition between CDM and JI? The prices that are offered on the CER market are much lower then on the ERU market: $3-4 USD per tCO2e in CDM projects compared to $4.8 - 8.3 per tCO2e in JI projects.

2. Annex I EITs

2.1. Domestic Climate Policy Context

Most of the Annex I EITs do not have clear-cut policies aimed at reducing greenhouse gas emissions in their countries. As anywhere else, attitudes towards climate policy have been dictated by political and economic priorities. At the same time, because of anticipated emission reduction surplus, domestic climate mitigation efforts were mostly influenced by factors other then compliance with the Kyoto Protocol. 
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For the Central European countries and the Baltics, the fulfillment of EC Aquis Communautaire
 and preparation for possible participation in the EU Emissions Trading System will be the driving forces in terms of domestic climate policy. The new EU member states will have to comply with all energy-related EU law, including the Energy Charter Treaty, the Integrated Pollution Prevention and Control Directive (IPPC), the Landfill Directive, the Large Combustion Plants Directive, Directive on the Promotion of Electricity from Renewable Energy Sources, as well as various energy efficiency directives. 

Harmonization of legislation is already taking place. For example, the Hungarian Parliament adopted Programme on Promoting the Use of Renewable Energy, while new Czech Energy Management Act created a basis for improving energy efficiency in line with the energy acquis. Although Polish levels of energy efficiency as well as the share of renewables remain low, new Renewable Energy Development Strategy was adopted by the Polish Parliament in 2001 and a special regulation was introduced to obligate the purchase of energy produced in co-generation with heat from unconventional or renewable sources.  

Competitiveness, cost-savings and the pressures of keeping up with the EU standards have steadily driven down energy intensity in the accession countries. Energy consumption and GHG emissions per unit of GDP have declined in all of the Central and Eastern European states, with Croatia, Hungary and Slovenia being the best performing countries in the region registering energy intensities within 30 per cent of the EU average. 

Some of the accession countries see advantages in establishing early cap and trade systems and anticipate that they can facilitate the involvement of the industry and early participation in the EU Emissions Trading Scheme (ETS). Slovakia, for example, is preparing to introduce domestic emissions trading system, and both Czech Republic and Poland are considering their feasibility. Although the EU bubble under the Kyoto Protocol does not envisage participation of the new Member states, their involvement in the scheme as EU-wide mechanism will be possible. Specific details of the kinds of allowance transfers and their potential volumes will be clear when appropriate linkages are created connecting EU ETS and the flexible mechanisms. 
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In contrast, Ukraine and Russia are not expected to make any domestically mandated progress in GHG emission reduction in the near future. Reduction in GHG emissions that followed the fall of the Soviet Union was a result of the economic downturn and is primarily associated with significant worsening in the well-being of the people. Both countries hope that the economic activity will eventually revive, which is likely to immediately increase the level of GHG emissions as Russia and Ukraine are the least energy inefficient countries in Annex I (see Fig. 3). Ukraine by some definitions is the most energy intensive country in the world.
 Ukraine’ energy intensity is 101.3 thousand Btu/US$1990 in 1999 - about 8 times that of the United States more than 15 times that of Japan. It is 2.4 times higher than of its neighbor Russia, and about 4.5 times higher than EU average if GDP is corrected for purchasing power parity
. Inefficient and antiquated practices in key economic sectors such as energy and heavy industry, carbon intensity of the energy consumed, and lack of renewables are the key factors causing high carbon intensity of Russian and Ukrainian economies. For example, obsolete technological equipment represents more than 50% of the total industrial assets of the metallurgic industry,  similar numbers are observed throughout the Ukrainian industry.

The notorious hot air has been dubbed “cold air” in the former Soviet Union countries. Poverty that gripped both Ukraine and Russia produced great distortions in the energy markets. Both Ukraine's and Russia’s energy sectors remain riddled with debt and lack the funds for modernization. Transmission losses of 25-40% are not uncommon for the district-heating sector, undermining cost-effectiveness of heat delivery. Although attempts are made to improve cost-effectiveness of the energy sector by allowing cutting off non-paying consumers, concerns are raised whether such policies are ethical, since it is often the most vulnerable and disadvantaged groups that bear the grant. Especially in rural and remote areas, high proportion of the population often has to live without heating or hot water in subfreezing temperatures in the winter. In many regions, hot water is delivered for 2-3 hours a day, if at all. Energy access is becoming a problem too – dilapidation of transmission networks means that entire towns can be easily cut off from the grid because of bad weather.  Clearly, economic development and eradication of poverty are on the forefront of the countries’ priorities. Whether or not it will bring a raise in GHG emissions is much less of a concern. 
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At the same time, both Russia and Ukraine continue to be countries with extraordinary industrial potential because of their vast human and natural resources, and geographic proximity to major markets, which was much evidenced by the recent economic growth. Over 2000-2001 alone, industrial output in Ukraine accelerated by estimated 31%, most of which occurred in energy-intensive export-oriented industries such as steal production and metal processing. The share of metal processing industries in the structure of industrial production in Ukraine has increased from 12% in 1990 to 26% in 1999 (42% - in export), while a share of the energy sector has increased from 8.9% to 22.3% during the same period.
 

This trend is echoed in the carbon intensity of GDP - while Russian CO2 emissions per unit of GDP remained essentially stable over the last 10 years (on average 1.3 MtC per thousand 1995 US $), the carbon intensity of Ukrainian has been steadily increasing  - from 2.44 MtC per thousand US $ in 1992 to 3.13 MtC in 2000.
 With the development of energy-intensive low technology production, Ukraine seems to be returning to perverse structural disproportions formed at the times of the Soviet Union. In the face of low investment and protectionism of external markets, it would be difficult to reverse this trend. Given that considerable part of industrial capacity in Ukraine and Russia remains unutilized, it is likely that GHG emissions there will continue to grow.

2.2. International Climate Policy Context

The best-known fact about economies in transition is that they are expected to reap substantial revenues from participation in emissions trading and joint implementation. Recent economic modeling predicts GHG trading in the region to reach the volumes of 990 to 1500 Mt CO2 per year in the first commitment period, generating export revenues of between US$ 3 to 11.5 billion per year.
 Although such high assessment of the trading volumes appears over-estimated –  some climate change practitioners see the whole global GHG market in 2010 at about US$ 10 billion
  –  there is no doubt that economies in transition offer plentiful opportunities for cost-effective investment in GHG emission reductions. Three key factors will determine the supply of the allowances in the EIT region – the amount of surplus AAUs, the scope for cost-effective JI opportunities, and institutional capacity to participate in the Kyoto Protocol mechanisms.

The total amount of surplus that resulted from the economic transition is estimated between 190 and 370 MtC per year,
 or 696 to 1356 Mt CO2 equivalent. The degree of such reductions varies throughout the region, with Russia, Ukraine, Poland, and to lesser extend Romania expected to be the biggest suppliers of hot air among the transition countries. The only economies in transition where the surplus is not anticipated are Slovenia, Croatia and possibly Lithuania. Although some studies show that the amount of surplus available in the new acceded EU countries may be sufficient for reductions required in the EU bubble, 
 it is hard to guarantee that this surplus can be maintained, since - because of the relatively small size of the economies of the majority of new EU members - even medium changes in the industry can substantially shift the amount of actual emissions. Moreover, all of the countries in the region are experiencing growth and might choose to hedge the risks of carbon-constrained development by banking their surplus AAUs for future commitment periods or by grandfathering them to key industrial sectors for future trading within EU ETS. The actual amount of allowances available in all of the transition countries will depend on the eventual performance of their economies and the importance of energy-intensive sectors for their development. 

Additionally about 500 Mt CO2 annually are predicted to be available for reduction under JI credits at cost of under $18 per ton.14 Most of JI opportunities in the EITs are in the energy sectors and relate to energy efficiency improvements, renewables, and fuel switch. Also effective and plentiful are opportunities in the waste management sector. Ukraine, Bulgaria, Russia and Romania are estimated to have the highest JI potential, while Slovenia, Croatia and Hungary are expected to have the lowest scope for cheap emission reductions.
 Czech Republic, Poland and Romania stand out as countries with good opportunities for fuel switch because of their heavy reliance on domestic coal. However, the overall JI potential of accession countries will be significantly reduced because of the additionally constraints imposed by compliance with EU Acquis Communautaire. Despite the fact that the new EU members have negotiated individual transition periods for compliance with the acquis, they will be in a relative disadvantage in terms of base-line determination. The only exception may be the cases of Lithuania, Slovakia , and Bulgaria, where the decommissioning of nuclear power plants is expected to result in higher baseline emissions. 

Last but not least, the potential supply of allowances will depend on the institutional capacity to process carbon purchase transactions. The institutional capacity, which in the context of implementation of the Kyoto Protocol is often defined as a combination of the host country’s political will, its ability to meet eligibility criteria and, to lesser extend, the prior experience gained through the Activities Implemented Jointly (AIJ), is considered as a crucial issue for the EITs. Currently many EIT countries lack both the institutional and regulatory infrastructure for participation in the flexible mechanisms and the necessary political and technical expertise, especially in the government. The accession countries are generally more prepared in this regard (with the exception of Slovenia and Croatia, who do not anticipate much trading activity), which reflects both their progress in institutional development and their interest in participation in the Kyoto mechanisms. Despite current difficulties, the basic prerequisites necessary for fulfilling eligibility criteria will likely be created in most of the economies in transition by 2007.
 

2.3. EIT competition: Who Will Benefit?
However, the ability of the EITs to benefit from the Kyoto Protocol mechanisms is contingent on two vital preconditions: their compliance with the provisions of the treaty, and establishment of credible and reliable domestic structures to regulate the use of flexible mechanisms in each country. Meeting these preconditions has proven problematic to lesser or greater degree in all EIT countries. Central European states, due to their overall oval more positive investment climate and the proximity to the EU, have been more successful in gaining the trust of international community with their climate policies; whereas in Former Soviet Union (FSU) countries, such as Ukraine and Russia, climate policy-making process has been marred by a number of serious setbacks.
In Russia, there is a protracted institutional struggle to reach a power-sharing agreement in domestic climate leadership. As a result, the nine pilot projects completed in Russia under AIJ phase have suffered from a lack of transparency and uncertain government commitment. In Ukraine, where government climate leadership is virtually non-existent, not a single AIJ project has been completed, despite several attempts to do so by a number of donor governments. Not surprisingly, carbon investors and donors have become very reluctant to engage in the FSU countries. The volume of donor support in both Russia and Ukraine has significantly receded and many individual investors have left to pursue other opportunities. Unless a clearer policy framework for the flexibility mechanisms is created, the vast carbon offsets potential of these countries might never be realized.

Given the negative track records of the FSU governments, carbon investors are likely to continue to exercise cautious approached, even if certain political progress is achieved in these countries. It is a well-known fact that corruption persists at all levels both in Ukraine and in Russia, which gives rise to legitimate concerns that IET/JI can be high-jacked for wrong purposes and might not lead to actual greenhouse gas reductions. Other reasons that are commonly turning away large investors from the FSU, such as unpredictability of rules and policies, weakness of the rule of law, and pervasive bureaucratic red tape also contribute to diminishing investor confidence in the FSU carbon markets. Moreover, a unique factor associated with carbon investment, i.e. the crucial role played by the government in performing the transfer of allowances, adds another degree of risk to investing in climate mitigation in the FSU. In order to match host country momentum with renewed investor interest in climate mitigation opportunities in the region, new efforts need to be made to reassure potential investors and donor governments that successful investment in the FSU countries is feasible.

The key issue that the EITs will have to take into account when designing their climate policies is that the true shape of the carbon market for the economies in transition will be determined by a range of factors of which their supply of emission reductions will be of lesser importance. The primary limiting factor to the volume of GHG trading in the region will be the overall level of demand for international emission reductions, which will be driven by the required scope of domestic reductions in Annex II countries. The second factor limiting demand for EIT allowances will be the competition from CDM, which is already seen as a more attractive mechanism because of better design of the project rules and the existence of better developed institutions. Lastly, the demand for allowances generated in the EITs will hinge on the investor confidence in the EIT markets and will depend on the institutional capacity and investment climate in the transition countries.

The actual volume of the global GHG trading will likely be smaller then predicted because of the constrained demand in Annex II countries. The economic modeling work, which relies on the assumptions of an equilibrium of global demand and supply as determined by perfect markets, tends to overestimate the volume of GHG trading, as well as the price of allowances. In reality it is already clear that specific state policies will influence the demand for the allowances internationally, as well as regionally. Switzerland and Portugal, for example, have already announced that they will refrain from the use of the flexible mechanisms. So far, only Canada and Japan have expressed strong interest in pursuing international emissions trading, while most of the EU countries appear to be more interested in JI. However, even the demand of the countries interested in flexible mechanisms will be limited and eventually determined by the mix of domestic and international efforts. A good example can be Canada, where out the estimated 240 Mt CO2 annual gap in the first commitment period, the government plans to acquire internationally only 10 Mt CO2.  Although there is a possibility that some of the 25 MT CO2 reductions allocated to Canadian domestic emissions trading system may be achieved internationally through JI, even here the government capped the anticipated price at around US$7.5.

At the same time the true scope of institutional capacity required for implementing the flexible mechanisms will reach far beyond that defined by the eligibility criteria. The functioning of any markets is contingent on the development of robust market institutions and the prevalence of the rule of law. Thus the key to institutional capacity for participation in the flexible mechanisms will be not simply the fulfillment of eligibility criteria, but the existence of strong institutional frameworks, as well as appropriate levels of governance and transparency. Ukraine and Russia in this respect are the least prepared for the flexible mechanisms, as their underdeveloped institutions might severely undermine the efficiency and integrity of the nascent carbon market. Limited participation of civil society in public policy making, the culture of secretiveness over energy and environmental policy decisions, political instability and the freezes of government capacity in election years are only some of the factors that might hinder successful implementation of the flexible mechanisms in the former Soviet Union countries.

Investors in emission reduction projects face higher risks then traditional investors – in addition to delivery risk, they are more susceptible to political and regulatory risks. Therefore it the markets that enjoy high investor confidence and offer better investment climate that will be more successful in attracting interest of carbon investors. Such factors as the development of market institutions, economic and financial instability, progress in privatization and institutional reform, degree of liberalization and structural change, efficient and sound legal mechanisms for solving disputes, and the prevalence of corruption will all come into play when investment decisions are made. 

	Rank
	Scope for JI
	JI Capacity
	Investment climate

	1
	Ukraine
	Czech Republic
	Estonia

	2
	Bulgaria
	Hungary
	Hungary

	3
	Russia
	Slovak Republic
	Czech Republic

	4
	Romania
	Poland
	Slovak

	5
	Poland
	Romania
	Lithuania

	6
	Lithuania
	Estonia
	Slovenia

	7
	Czech Republic
	Bulgaria
	Poland

	8
	Estonia
	Latvia
	Latvia

	9
	Slovak Republic
	Lithuania
	Croatia

	10
	Latvia
	Russia
	Bulgaria

	11
	Hungary
	Croatia
	Romania

	12
	Croatia
	Slovenia
	Russia

	13
	Slovenia
	Ukraine
	Ukraine

	  Source: EBRD, 2003.
	
	


This corollary is critical for evaluating the potential scope of GHG trading activity in the region. Support of private sector investment has been strongest in the new EU member states, whereas in Russia and Ukraine complex tax regulations, rampant corruption and extortion, as well as weak and hostile legislative environment kept traditional investors away. For example such common feature of post-Soviet markets as uncertainty concerning basic ownership rights, which are held provisionally based on the political allegiance of the owners, as well as arbitrary enforcement of laws and regulations pose enormous risks for carbon investors, affecting discount rates and eventually project revenues. Furthermore, in Russia domestic opposition from local companies to foreign involvement, made many Western energy companies hesitant about investing in Russia's energy sector. Bulgaria and Romania are generally also known for less then favorable investment climate, particularly because of government corruption and lack of trust in the judiciary. Whether this can be changed by the pressures of the EU accession remains to be seen.
Two recent studies conducted by EBRD and PointCarbon/Vertis Environmental Finance on the attractiveness of JI in economies in transition rank Ukraine and Russia among the least attractive countries for JI in the region.
 However both studies, having more qualitative approach, fall short of reflecting the scale of gaps in investment capacity are in the region. If we were to take FDI as a more quantitative assessment, the difference in per capita FDI between the best performing country (Czech Republic) and the worst performing country (Ukraine) in 2000 was about 1760 percent. Unfavorable investment climate translates into various types of administrative, economic, and political risks and losses for the investor and may eventually raise transaction costs high enough to significantly restrict the demand for allowances from high-risk countries. Lower costs of emission reductions in Ukraine and Russia would hardly justify higher project transaction costs,
 making significant private investment in Ukraine and Russia less likely. In the end, the most attractive will be the countries that offer the best combination of mitigation potential and business environment, such as the candidate countries of Bulgaria and Romania.

Given low demand for ERUs and considerable risks that investors still associate with JI, private investment in project-based activities in economies in transition will likely come as an add-on to business-as-usual FDI, either through companies that already have established relations with transition countries or through companies that are interested to do so in the future. Consequently the likely recipients of the majority of JI investment will be accession countries. Although their JI scope is reduced and the marginal abatement costs are on average higher then in CDM and former Soviet Union countries, they offer lower risks and thus lower transaction costs. Excellent investment efficiency, proximity to and access to the EU markets also mark up their investor attractiveness. Additional opportunities provided in the accession countries because of the linkages with EU ETS may result in the saturation of carbon markets in accession countries unless local governments set out strong policies limiting the amount of trading. On the contrary Ukraine and Russia will not see the amount of private JI investment that could have been expected given their potential to supply cheap emission reductions. To capitalize on carbon investment opportunities, they would need to develop legal and policy frameworks that provide incentives for long-term private sector participation. Since this was not done to encourage traditional private investment, it is unlikely that this will happen for the carbon investment. Thus the only private projects in Russia or Ukraine will be most probably those which offer extremely cheap ERUs, involve high volume transactions, and are in line with solid longer-term interests of the investor companies and political interests of the hosts. 
Obviously,  the GHG market in the FSU countries is likely to be driven by public investment (e.g. governmental ERU-purchasing program or hot air purchases in the form of a Green Investment Scheme, GIS) and will follow political and economic priorities of the donor countries. Even if not in substitute to official development assistance (ODA), public investment in GHG emission reduction in the FSU countries will follow ODA patterns. This is potentially treacherous soil for Ukraine and Russia, since several recent reports indicated that ODA in general, and in the region in particular is neither effective nor efficient.
 Both Ukraine and Russia will therefore need to be very careful in accepting bilateral public investment, whether through JI or GIS, since it is their carbon budgets that will be at stake. For the donor countries too, reliance on public investment will be associated with high delivery and domestic political risks because of weak governance and general problems with corruption in the former Soviet Union region.
 It is might be even possible that a significant share of public investment, especially from the EU, will eventually go to the accession countries where the risks are lower and political priorities are higher.

Development vs Emission Reductions: is there a Dilema?

The implementation of the flexible mechanisms under the Kyoto Protocol will clearly bring uneven benefits for the countries with economies in transition. For EU accession countries, JI and emission trading will be in line with their developmental and political priorities. Although no mega-deals are likely to come-out of the region, carbon-financed investment will be mostly additional to current FDI and will facilitate further integration with the EU economies. The receding trends in energy intensity and industry value added suggest that GHG trading will likely enhance already on-going processes of modernization and de-carboinization in the region. Whatever will be the price of carbon-constrained development for the accession EITs in the future, the macro-economic benefits of EU membership will most certainly outweigh the cost of compliance with the European or international climate policies. 

In Ukraine and Russia, the volumes of carbon investment will likely fail to answer the countries needs or make a significant shift in energy consumption and carbon intensity patterns. The Comprehensive National Program of Ukraine for Energy Conservation (1997), assesses that to realize the total available cost-effective potential, investments in the amount of $6.1-6.7 billion until 2005 and $8.5-9.7 billion until 2010 (in 2000 prices) are required.
It is obvious investment on such a scale will not occur, neither in JI nor in sales of surplus allowances. Thus the promise of “huge windfall” in the first commitment period does not hold for the former Soviet Union countries, which explains strong reservations voiced by both countries with regards to participation in the flexible mechanisms. Both countries will need to examine carefully their development priorities. For Ukraine, it is the issue is exports of steel and electricity, for Russia – exports of natural gas and potential need to switch to coal to sustain them. Clearly ‘normal” exports have more attractiveness for them than GHG exports – firstly, these are more or less real products, which generate normal budget revenues; secondly, they do not entail additional risks associated with them. 


The urgency of GHG emissions in Russia and Ukraine will acquire particular poignancy in the future. Without being moderated by adequate investment in emission reductions, their development may continue on a carbon-intensive path. In view of political and economic isolation of Ukraine and Russia and the absence of EU accession pressures in the foreseeable future, there will be few incentives for them to join future compliance regimes. Thus effective action will be required on the part of the international community to ensure that FSU countries will stay engaged in climate policy. Despite the risks, OECD countries should not shun making at least some carbon investments in the FSU. First of all, seemingly insurmountable difficulties can be overcome following the wisdom of the traditional business community. Secondly, support of de-carbonization of the industries in Russia and Ukraine will have a positive long-term political and economic effect for the OECD countries themselves.  For the benefit of both sides, it will be crucial how emissions trading and bilateral emission reduction purchasing schemes will be designed and whether adequate frameworks will be created to mitigate risks for both sides. 
3. Non-Annex I EITs 
(not yet)
Planned CER procurement by Annex-I countries for the first commitment period approx. 100 MtCO2e. Preferred project type renewables, prices 3-6.5 USD/tCO2e. Investment mostly in neighboring countries.

Austria has discussions with Bosnia and Herzegovina

Italy signed MoUs with Moldova and Serbia

Chapter III
In this chapter, we’d like to offer some strategies and solutions on how to move forward with the implementation of Kyoto Protocol Flexible Mechanisms in economies in transition. We examine three aspects of implementation:
· Key requirements that the host country government should fulfill in order to be eligible to participate in the Kyoto Protocol.

· Possible approaches and strategies that EITs can adopt in designing their CDM, JI and emissions trading programs.

· Specific capacity that needs to be addressed to create foundation for successful implementation.

· Recommendations to the investor community with regards to the approaches on JI and ET in EITs
1. Implementation Architecture

The institutions required by the Marrakech Accords as a pre-requisite to participate in the Kyoto Mechanisms are different, depending on whether Parties want to participating in emissions trading, Track 1 or Track 2 JI. 

Track 2 JI


The basic requirements that the government of an EIT country must fullfil in order to be able to participate in the mechanisms (the mechanism available is Joint Implementation under Track 2) are to ratify the Kyoto Protocol, to calculate and record its assigned amount, and to establish a registry. Since any project-based activity under the Kyoto Protocol has to be approved by the host government, it should also inform the UNFCCC secretariat what agency is the designated focal point for approving JI projects, and what are the national JI guidelines and procedures, including the national requirements for consideration of stakeholders’ comments, as well as monitoring and verification.


Under Track 2 approach, a verification procedure under the Article 6 Supervisory Committee is required.  The host Party may only issue and transfer ERUs following an appropriate approval process.  The project proponent has to prepare a Project Design Document (PDD) and have this approved by an Independent Entity accredited by the Article 6 Supervisory Committee. If the Supervisory Committee does not call the Independent Entity’s verification report into a review procedure then host Party can issue ERUs. Any provisions relating to the commitment period reserve or other limitations to transfers under Article 17 do not apply to transfers of ERUs that were verified in accordance with this verification procedure.

The major function of the host government in Track 2 JI cycle is thus that of enabler - it must undertake the task of closing the Memoranda of Understanding with interested buyer countries and ensure an efficient approval process as well clear guidelines for project developers. Various other functions for government are not obligatory, but can be assumed if deemed appropriate. These include, for example, the active promotion of JI through information programs, support in international marketing, and the development of JI projects in state-controlled sectors. 


[image: image4]
Track 1 JI and Emissions Trading

In order to be able to participate in international emissions trading and Track 1 JI a country needs to have a national inventory system, to have submitted the most recent inventory, and to have submitted “supplementary information”. Because of considerable time lags in determination of eligibility, it is advisable that EITs start with building the required capacities as soon as possible. The requirements regarding reporting procedures and compliance with obligations to set up national systems and use of methodologies for development of GHG emission inventories are spelled out in Articles 5, 7, 8 of the Kyoto Protocol and relevant decisions of the Marrakech Accords.


If a Party meets the eligibility requirements for Track 1 JI, it may use its own processes to verify reductions in anthropogenic emissions as being additional and issue the appropriate quantity of ERUs. Legal entities may only transfer or acquire ERUs if the authorizing Party is eligible to do so at that time. A host Party that meets the JI eligibility requirements may also choose to use the Track 2 international verification procedure under the Article 6 supervisory committee if it wants to ensure better quality of ERUs or avoid subtraction of units affecting its Commitment Period Reserve.

2. Key Institutions Required

The requirements set out in the Marrakech Accords translate into specific needs with regards to establishment of national institutions and upgrading national legislation. Primarily, the governments should establish institutions and institutions or processes (such as project approval procedures) to transfer ERUs and AAUs, and to make sure that these units are valid. When establishing these institutions, clear division of responsibilities among all agencies involved in climate policy development needs to be established and maintained. The development of strategies and action plans laying out the foundations of the national climate change policy, such as strategy and criteria for JI, emissions trading strategy, domestic GHG mitigation strategy, and other need to be consolidated within such institutions.
· JI and Emissions Trading Focal Point
JI/ IET focal point, or a Designated National Authority as it is formally referred to in the  Marrakech Accords, is a government body or agency authorized to coordinate and approve the development and registration of projects and emissions trading transactions. Designated focal points need to be accredited by the government through an appropriate national procedures, their mandate and responsibilities, as well as requirements for coordination with other government agencies should to be clearly spelled out. Should the focal point be an independent legal entity, its statute, functions and position within the administrative structure of the central executive power need to be developed and approved by relevant executive bodies. If the specific authority to coordinate climate change policy development and implementation is not assigned to the focal point itself, other national institutions that deal with climate policy issues need to guide the focal point in its activities. 
· JI and Emissions Trading Guidelines / Policies
For the focal points to be able to function effectively, the national strategy on JI and IET needs to be adopted by the governments and incorporated into the national development plans. The process of elaborating such strategy should take into account environmental, economic, and financial aspects of implementing Kyoto Protocol, reflecting the countries’ long- and short-term development goals. The strategy should determine priorities and establish criteria for approval of JI projects, and should lead to the set up of the administrative procedures and technical requirements for their implementation.
· National Registry. 

A national registry system must be established in order to track all activities related to purchases and sales of emission reduction units, removal units, and units of assigned amount. It is in essence a standardized electronic database that can communicate with other similar databases (i.e. registries) through specific data exchange protocols and can store sets of common data elements pertaining to each Kyoto Protocol unit. Such a system should be able to provide supplementary information on the ownership of allowances, activities that lead to their generation, and details of their transfer. The national registry should function as an accounting system, performing not only registration and monitoring of the units. Additionally, it may also be tasked with determining whether the country is in compliance with its emission reduction obligation.
As the main purpose of the national registry is to record international transfers and acquisitions between a country and other Parties to the Kyoto Protocol, its functioning also has to be covered by relevant bylaws or government decisions. Particularly, amendments need to be made to recognize the trades within the framework of the Kyoto Protocol and legitimize the use of units as an international commodity under the national law. Procedures and trigger events for issuing emission reduction units, removal units, and units of assigned amount should be spelled out in the national policies and made available. Guidelines for the handling of transaction information need to be developed, including clauses preventing unauthorized access to registry information that has been marked proprietary or confidential and procedures for submitting information on transactions to the relevant government bodies. It would be recommendable that penalties are introduced for violating the integrity of the registry and communicated to the national and international stakeholders.
· National Inventory System. 
The first task of establishing a national inventory system is designating and funding an institution responsible for the national inventory, which would be able to conduct appropriate planning, preparation and management of inventory activities on a regular basis. The establishment of such an institution involves strengthening and adjusting for the needs of the inventory activities, the national systems for data collection and verification, as well as designating overall responsibilities and clarifying the roles of other institutions and government agencies in preparing the inventory. 
The legal foundation for the functioning of such system involves official designation of an appropriate institution and facilitation of its activities in collecting and processing relevant information. The responsibilities in the inventory development process need to be allocated, specifying the roles of various government agencies and other relevant institutions, and a clear process established for national review, revision, and approval of the inventory. More importantly, appropriate legal instruments and government decisions need to be adopted to improve the compatibility of the national statistical system with the international standards. New regulations mandating collection of the information on missing activity data should be introduced, removing the barriers to systematic inventory preparation such as confidentiality of fuel consumption and other activity data. National guidelines for documenting and archiving inventory data need to be developed to ensure transparency, consistency and comparability of the inventories even if there are changes in the government or in the inventory team itself.
· Overall legal framework
A solid legislative framework will be needed to underpin national climate change institutions.  would be able to operate without proper legal underpinnings, the governments should act promptly to start a legislative and policy-making process that would promulgate the establishment and functioning of the national climate change institutions. It is important that the establishment of the national Kyoto Protocol institutions is carried out in parallel with the establishment of the overall framework for national climate change policy. The legal foundations of such policy need to be introduced into the relevant national laws, such as the laws on environmental protection, energy, renewables and alternative fuels, etc.

Several EIT countries already have substantial experience in operating JI offices, more detailed information on their set up is available in Annex I Summplementary Information.
Budgetary implications
Creation of the Kyoto Protocol institutions will require concrete material investments from the governments. These will involve the budgetary expenditures required for the establishment of Kyoto Protocol institutions in the country, as well as the resources required for establishing relevant policies and ensuring appropriate compliance with the international rules. Establishing and maintaining a JI/IET institution would involve setting up an appropriate office including staffing, office space, necessary office equipment and hardware. Depending on functional responsibilities and tasks, such an office should be staffed with 3-10 people. Given current level of financing provided to the Ministries of Environment in the region, it appears to be a significant strain on its resources. 
Yet the most difficult task for the EIT countries, especially for countries like Ukraine and Russia, is to ensure sustainable financing of the inventory activities. In particular, resources are lacking for the initial investment needed to set up an appropriate inventory system, including developing a data storage and archiving system and standard procedures to manage the inventory. However, not all inventory activities involve high costs. While setting up new data collection procedures may involve high costs (in particular if these are not needed for other purposes), allocating clear institutional responsibilities and developing clear administrative procedures is not so costly. More specifically, the legislative arrangements to allow the preparation of the inventory on a yearly basis and to require submission of the necessary statistical information to the designated inventory authority would significantly facilitate the preparation of the inventories without putting additional strains on the limited budgetary resources.

To establish the registry, EIT countries can either use registry software that have been developed by other countries (if such is available, as seems likely), or commission their own registry, which would enable country specific features to be added. It is unlikely that registry software will be provided by the UNFCCC secretariat. The capital equipment required is a secure, powerful, stand-alone computer. The operational requirement is for staff to enter data on ERU, RMU, and AAU transfers – possibly daily, depending on the volume of transfers. Slovakia’s registry cost 5 000 USD for software and hardware, 4 000 USD in the first year for operational costs, and 2 000 USD for each subsequent year.
 The initial set-up of the registry can be supported either by a one-time donor assistance or through a request to the budget, while its maintenance may be financed through a system of fees on the transactions.

It is possible for the inventory and registry work to be financed through the Kyoto protocol mechanisms, since inventories are needed to participate in the mechanisms. Current international thinking indicates that both buyer governments and international NGOs maybe open to the idea of using AAU revenues for financing inventorying activities and/or supporting other national capacity building needs. It should be noted however, that AAU sales for institutional needs can only be transacted as forward option, as without the key institutions in place, the countries would not be able to qualify for Emissions Trading.
Timing considerations

According to the Marrakech accords, in order to be able to participate in the Kyoto Protocol mechanisms, a Party has to demonstrate that it has met eligibility requirements. A Party will be considered to have met the requirements 16 months after the submission of report to facilitate the calculation of its Assigned Amount and to demonstrate its capacity to account for its emissions and Assigned Amount, unless the enforcement branch of the compliance committee (JI Supervisory Committee) finds that it has not met the requirements. Determination of the eligibility can occur at an earlier date, if the enforcement branch has decided that it is not proceeding with any questions of implementation relating to these requirements indicated in reports of the expert review teams of the Kyoto Protocol and has transmitted this information to the secretariat. 

The earliest date that the eligibility of countries to participate in JI can be determined is dependent on the date of the first COP/MOP. The earliest date that the Track 2 JI is likely to be operational partly depends on when the JI Supervisory Committee, a JI rule-making body under UNFCCC Secretariat, is established and functioning. The JI Supervisory Committee will at the earliest be established at the first Meeting of the Parties (MOP) of the Kyoto Protocol after it enters into force. Pending Russia’s ratification of the Protocol, the first MOP may convene in 2003 or 2004. The Supervisory Committee will accredit Independent Entities and each Track 2 JI project will have to be determined (validated) by an Independent Entity.

Thus, in order to be able to fully participate in Track 2 JI in 2006, already by the end of 2004 EIT countries needs to have established a JI focal point, to have elaborated its JI strategy and have established project selection and approval procedures. These are the key issues that need to be resolved to gain investor confidence in Track 2 JI cycle. The last two pieces of the puzzle, Assigned Amount and the national registry, will not be as urgent, since they require technical, rather then political solutions, and will also depend on the speed of relevant technical work at the UNFCCC Secretariat.

If an EIT country desires to participate in the Kyoto Protocol under Track 1, as Annex I Party it should have in place, no later than one year prior to the start of the first commitment period (i.e. by the end of 2006), a national system for the estimation of anthropogenic emissions by sources and removals by sinks of all greenhouse gases not controlled by the Montreal Protocol according to the guidelines for national inventory system adopted by the Conference of Parties.

3. Relevant capacity building needs

The capacity building needs of the EIT countries with regards to participating in the Kyoto Protocol mechanisms differ depending on the degree of development of climate policies and institutions, their previous experiences with JI and emissions trading and the outside pressures on developing environmental governance institutions. This section highlights the major trends and general needs EITs face in developing professional and human capacity for JI and Emissions Trading. 
In countries that have seen less concrete project-based activities, such as Ukraine and Russia, substantial efforts will need to be undertaken to close the existing knowledge gaps in understanding the framework of the mechanisms and to provide opportunities for hand-on training in project development and implementation. The primary need is raising awareness of the climate change issues and Kyoto Protocol mechanisms among government officials and parliamentarians - especially in Ukraine and Russia, which have not yet ratified the Kyoto Protocol. For the mechanisms to be implementated effectively at the local level, local governments and industries also need to be  educated and supported through a dialogue among various stakeholders. Fees from processing JI projects as well as revenues from AAU sales from transactions implemented under the umbrella of a specially designated fund may be used resource for funding necessary government capacity building needs.

The capacity building needs of the governments also include developing understanding of the international GHG market and its dynamics, including macroeconomic implications of a particular market behavior. For example currently there is limited ability in the EITs to evaluate the impact of potential JI/IET strategy on the country’s market potential in JI and emissions trading, perspective government and industry revenues, and the ripple effect on various sectors of the economy. 
Rather then developing such capacity within the government itself, it might be useful to provide such expertise to local consultancies, at the same time enhancing the capacity of the policy-makers to request and evaluate economic advise. Whereas the local experts can be trained through intensive training programs or other educational opportunities, it appears more realistic to engage policy makers through bi-lateral exchanges and study tours with the potential buyer governments. Additionally, the capacity of the government to negotiate with investors various aspects of JI project activities and emissions trading transactions need to be enhanced to ensure meaningful cooperation of the host countries.
At the same it is important to build the local consultancy base in order to avoid the siphoning parts of JI investment to foreign consulting companies and agencies. The private sector in the EITs needs to be made broadly aware of the fact that they could develop JI projects, or gain accreditation as independent operational entities for JI internationally and domestically. More importantly, establishing Track 1 JI can bring the additional benefit of spawning a new set of service industries in the countries, just as the global market for JI gave rise to international carbon consultancies. To maximize economic gains from the JI, it is important to develop local expertise in these new areas of economic activities, as at present the number of internationally qualified local JI experts is very low. Engaging and educating local industry representatives on JI and international emissions trading issues may also lead to further mobilization of in-country financial resources.
Particular needs for training local experts include 

· Transfer of methodologies and know-how on monitoring and data collection, data quality assurance and control

· Building skills in identifying project opportunities and assessing their potential in compliance with international project eligibility requirements (additionally and baseline rules)

· Determining financial viability and attractiveness of the project from the point of view of investors

· Performing financial appraisal and due diligence for the project hosts

· Developing project feasibility assessment and preparing project marketing information for JI investors and for regular credit agencies

· Closing knowledge gaps on futures contracts, ability to negotiate ERU sharing with joint venture partners 

· Building skills in preparing project design documentation

Special efforts might be needed to create a pool of financially and technically qualified personnel with the experience to identify, develop and manage various aspects of JI projects. Professional qualifications of domestic operational entities that could provide consulting services in carrying out independent baseline setting and validation, monitoring, verification and certification of projects can be improved through various training courses and hands-on activities in project development and operation.

4. The strategy to approach the international market: EIT perspective
Timely ratification of the Kyoto Protocol is the first and foremost priority in starting the process of engaging in the participation in the flexible mechanisms as it demonstrates commitment and encourages investors. Apart from Russia and Ukraine, all EIT countries have already ratified Kyoto Protocol. Creation of the necessary national capacity to participate should come next on the goverments’ agenda. Last but not least, in order for the climate institutions to function effectively, the national strategies or approaches with regards to the engagement in JI and IET needs to be adopted by the governments and incorporated into the national development plans. Primarily these are the decisions with regard to priority of JI or Emissions Trading. 
The accession countries seem to prefer emissions trading, as by virtue of joining the EU will have to implement the EU Trading Directive, introducing domestic emissions trading systems. Emissions trading, unlike JI, puts the government in full control of the policies and abatement measures, provides more “pure” revenue and generally has lower transaction costs. Although the option of domestic emissions trading has been discussed in Russia and Ukraine as well, it has been noted that the weakness of the regulatory bodies in the countries of the Former Soviet Union is not conducive to a fair and transparent trading regime.
 Even in Central Europe, the level of development of product and capital markets, made some observers conclude that JI would be cheaper and less risky than nationally-based initiatives.

JI offers an opportunity to implement concrete and visible actions. It also has the potential to attract additional foreign investment in the country, as ERU revenues often pay only for a part of the project financing. The governments can determine priority sectors or project types to be supported to ensure the targeted flow of funds. Yet, at the same time there are fears that via JI foreign companies or countries may get more undesirable control over some of the host countries’ sectors, making them dependant on a particular technology in the long term. Other concerns include the fact that with the current prices on ERUs, the project investors will only pick low hanging fruit, something that the countries might have been able to implement more cost-effectively without the involvement of foreign participants.

Comparing both mechanisms on account of net benefits is, however, not easy, simply because a meaningful comparison would require all relevant costs and benefits to be included, most of which are different per instrument and not at all quantifiable, or unknown and the result may well differ from country to country. The EIT countries should therefore carefully consider the advantages of JI vs. ET engagement as a balanced welfare assessment.
Joint Implementation
In deciding their JI strategies the governments in particular need to make decisions on 

· Volumes of ERUs to be sold, suggested price thresholds

· Priority sectors of the economy and/or regions
· Guidelines of best-available technology determination, conditions of technology transfer
· Environmental and financial additionality criteria

· Administrative procedures, including fee schedules

· Guidelines for distribution of the ownership rights, including any provisions for retaining of the allowances by the state
· Regulations for domestic monitoring, reporting, and review

· Stakeholder and public consultation procedures

Such criteria ideally should be independent of political interests in order to demonstrate consistency in project approval and to ensure the political stability needed for JI investment. Additional criteria, such tests of legal status, competence, financial capacity and stability of project hosts, insurance coverage and resources offered by the investing parties can be subject to regular review. To take into account the new trading mechanisms appropriate laws will need to be up-dated with rules governing assignment and transfer of legal titles to emission allowances. 

For example, recommendations made with regard to Ukrainian national strategy for Track 1 JI included
 
· No restrictions on JI activities in the short- to mid-term, as long as they yield real emissions reductions. 

· No crediting period for JI projects beyond 2012 or until the country’s emissions target for 2013-17 has been defined. 

· A mandatory re-validation of additionality in 2010-12 for any JI projects claiming emission reductions after 2012. 
It has been noted that JI strategies, while maximizing benefits to the state, should not discourage project developers from seeking carbon financing. For example, an EIT country which proposed to tax JI investment on the basis of total project costs was criticized for discouraging otherwise attractive high volume projects where ERU revenue constitutes only part of the financing.

In order to maximize JI investment opportunities, EIT countries first of all should demonstrate that it could be a reliable and credible partners. Level of national commitment and political will towards JI has been been one of the key considerations in determining JI attractiveness of particular countries
. In particular, the experience with actual early JI projects valued most highly, whereas projects implemented under Activities Implemented Jointly were recognized as having only a marginal value for the development of institutional JI commitment. 
The best strategy for the countries willing to do JI is therefore to jump start with implementing some pilot projects through Track 2. Learning by doing will be very important for establishing local capacity in countries that have seen low volumes of JI activity, such as Ukraine, which is the only country in the Central and Eastern Europe region, other then Slovenia, that have not implemented a single AIJ/JI project. 
Implementation of first JI projects under Track 2 JI should coincide with the development of sound Track 1 institutions and the launching of the process to fulfill all Track 1 eligibility criteria, so that investors eventually are able to chose between Track 1 and Track 2, otherwise Track 1 will never be available. The governments should therefore strive to establish as soon as possible the necessary climate change institutions, especially the national inventory system, since both the domestic institutional processes and international review and determination of the eligibility are likely to consume considerable amount of time.

To encourage investor interest EIT governments should provide all potential investors with clear and up-to-date information about their procedures, project eligibility criteria, decision-making authority, monitoring requirements, reporting formats, information requirements and approval processes, as well as procedures for public participation in JI oversight. Regulations that balance the need for transparency in implementing JI project with business confidentiality will need to be established. The decisions should not be left open for ad-hoc decision-making; moreover they should be ideally independent of political interests in order to demonstrate consistency in project approval and to ensure the political stability needed for JI investment. Institutional procedures should be streamlined as much as possible, for example by establishing a “one-stop shop” for investors. The organizational structure of the JI process and the mandates of the authorities should be clear and made available to ensure efficient and transparent JI process. 

Additional efforts may need to be undertaken to improve general investment climate in the country by removing barriers to Foreign Direct Investment, such as inadequacies of the legal system, perverse subsidies to utilities and natural monopolies, overall quality of the offered investment projects. For the sake of JI investment particularly, establishing clear dispute resolution procedures may need to be established. For example, disputes could arise between certifying entities and investors or environmental NGOs; or between investors, project sponsors and credit buyers, on the one hand, and government, on the other, over host country regulatory or other decisions that allegedly have prevented an entity’s ability to earn credits from a project.

Strong contractual and financial institutions are another key element that enhances investor confidence. A stable and favorable investment climate is needed for both domestic and foreign investors. Established property rights over emission reduction units as well as the system of the contract enforcement can significantly increase the willingness to invest in and insure the JI projects. Legislation that provides a clear basis for investment in general will also encourage JI investment.
Taking into account that favorable investment climate is a key prerequisite for a positive JI investment decision, on par with the considerations of marginal costs and project quality, the countries may want to provide extra encouragement to project developers and investors by offering tax and import duty incentives. As soon as the national JI procedures are established, regional and municipal governments may use their self-governance mandates to provide additional incentives for JI investors in their jurisdictions, among other by removing local energy subsidies.
Emissions trading
The strategy for engaging into international emissions trading should be primarily based on two considerations. Firstly, the decision of the US to withdraw from the Kyoto Protocol will have strong implications, as it most likely will reduce the price and demand for AAUs dramatically. Under the circumstances, the countries will have to decide whether to compete with other EITs or simply bank its surplus allowances for future commitment periods. Secondly, relatively low operation costs represent an advantage of AAUs trade over ERUs trade, while its disadvantages include potential lower allowance prices and uncertainty over the EITs’ future eligibility for trading. Transparent national registry for recording and tracking forward sales, as well as transparent GHG inventory would be essential for determining the success of emissions trading in the region. 

The design of the emisisons trading programs will likely differ across Annex I EITs. While some EIT countries, such as Ukraine and Russia, are unlikely to feel pressure on their emissions caps for the 2008-2012 period, in others, like Bulgaria, emissions may well approach Kyoto commitment levels by 2012. At the same time, accession countries will have to build appropriate institutions to implement EU Emissions Trading Directive, and thus their governments and industries will be more prepared to implement a domestic trading program linked to International Emissions Trading. In Ukraine and Russia, mostly due to the weakness of the regulatory bodies, emission trading is likely to happen mostly on state-to-state level.
It is important to note that emissions trading entails certain political and financial risks, as the country that uses its surplus AAUs in the present, might not have the AAUs available to sell or use in the future. An appropriate governmental policy, supported by additional public expenditures, would be necessary in order to achieve further GHG emission reduction. In countries where the likelyhood of a successful domestic emissions trading program is low, i.e. Russia and Ukraine, it is recommendable that a revolving fund for streamlining AAU revenues into GHG mitigation or other environmentally benign projects is established. In the longer-term, the national climate policy would benefit from such financial mechanism, as it would help the counries to overcome existing financial barriers to restructuring its carbon-intensive sectors.

Establishment of such a scheme can also substantially improve the ability of the Ukrainian government to market its AAUs, provided that transparent institutional structure has been set up for it and clear guidelines and decision-making procedures have been adopted for funding projects under its umbrella. Current political and economic constraints of potential AAU buyers indicate that there will be a sizable market for “greened” AAUs, with potential list buyers including the Government of Canada, some of the EU member states, Japanese and possibly European companies.

To  improve the liquidity of their AAUs, Annex-I EITs may wish to take advantage of various financial market products that have been developed for commodity and emission trading markets. Such products work to increase the number of possibilities for selling allowances at a later date and involve obligations that stipulate the delivery or purchase of specified amounts of emissions allowances at a specified price at a specified time. Ideally, some buyers may even be willing to pay a part of the purchase price up-front, before the actual delivery of the emission rights. When taking advantage of such opportunities, the buyers and the EIT governments will likely be willing to engage only if they see that the country is on track to fulfill eligibility requirements – the former would want to reduce potential delivery risks, while the latter - to [image: image7.wmf]Fig. 4.  Industry Value Added as percentage of GDP
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avoid financial liabilities. And indicative list of such products is provided in the text box below:

5. The strategy to approach EITs: international perspective
It has been noted in Chapter 2 that effectives action will be needed on the part of the international community to ensure that EITs, especially FSU countries, stay engaged in climate policy. Without significant investment in modernization of their productive sectors and demonstrable progress in decoupling economic growth from GHG emissions, Russia and Ukraine may continue to develop along a carbon-intensive path. In view of political and economic isolation of Ukraine and Russia and the absence of EU accession pressures in the foreseeable future, there will be few incentives for them to join future compliance regimes. Therefore, despite the risks, OECD countries should not shun making at least some carbon investments in the FSU. 
Yet, one has to be realistic about the challenges to be faced in the countries with economies in transition. As it has been analyzed in detail in Chapter 1, the more to the East, the bigger is the challenge to make laws work. Especially for the countries of the Former Soviet Union, where the tradition for the rule-of-law is weaker, concerns over institutionalized corruption and systematic extortion at all levels persist. Theory has much to offer, but in the end, local traditions, culture, institutions, and infrastructure will determine the success of any policy. It has been noted therefore that the architects of any trading program involving the countries of the Former Soviet Union cannot ignore the legacy of the Soviet period.
 The most important thing the donors and advisors can do is to encourage the development of credible behavioral rules, mechanisms for verifying and encouraging compliance, and a culture in which compliance is the first choice of action rather than the last.  

First of all, seemingly insurmountable difficulties can be overcome following the wisdom of the traditional business community. Secondly, support of de-carbonization of the industries in Russia and Ukraine will have a positive long-term political and economic effect for the OECD countries themselves.  For the benefit of both sides, it will be crucial how emissions trading and bilateral emission reduction purchasing schemes will be designed and whether adequate frameworks will be created to mitigate risks for both sides. 
One suggested approach
 has been to consider a transitional or tiered approach that will take into account existing capabilities and institutions, and explicitly acknowledge that a long learning curve lies ahead with inevitably uneven implementation and slippage from time to time. Countries with a low level of institutional capability and environmental protection experience might be encouraged to start with simple project-based activities, which are hard enough to monitor when experience and funding is lacking. Tools would be selected by asking what is achievable and relatively easy to monitor. If credibility and success are built incrementally, institutions, like people, have the opportunity to practice and to learn from both their successes and their mistakes. Ideally, success will breed regulatory confidence and more success, as institutional capacity should not be an eternal barrier. 

To insulate carbon investments from extortion and corruption “strong implementers” such as multilateral credit agencies rather then soft bilateral programs might be required. The hosts’ concerns that carbon investments should be efficient will also need to be addressed, for example by encouraging the use of local technologies and involvement of local consulting companies. Other incentives might be need to be introduced by OECD counties through macroeconomic policies, such as lifting quotas and tariffs on labor-intensive energy-efficient exports, setting ‘green’ standards to imported electricity, or negotiating debt-for-carbon arrangements.
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Financial Products for Emissions Trading Markets





Swaps�TC "Swaps"�. For settlement transactions (both immediate and forward), allowances are usually being exchanged for cash. This is the simplest form of allowance transfer and the most common in emissions trading markets. 





Forward Settlement.  The delivery of allowances and the payment, however, happen some time in the future, as the name indicates. These types of transactions allow market participants to lock in future purchases at prices that meet their individual needs. It is also a sound tool for managing cash flow, as the buyer is able to book the definitive price of the future purchase well in advance. 





Future Contracts. Futures are a variant of the forwards that are traded on financial exchanges. One difference to the forward contract is that the seller is permitted to deliver the product any time during a delivery period. Viewed in the context of GHG market, futures also can be seen as price guarantees that significantly reduce the market risks. Future contracts require the services of financial exchanges, which in turn require some level of liquidity on the GHG market.





Options. At their most basic, options are a means to hedge the risk of a rise or fall in price, but they can also be used to maximize revenue on a portfolio of allowances. Options provide the option buyer the right but not the obligation to buy a commodity (in our case, AAUs or ERUs) at a specified price by a certain date. They can best be related to insurance policies in which an individual pays out a premium to the seller or “insurer.” The insurer provides a “policy” to cover the buyer’s risk of prices going up or down, depending on where the buyer sees their exposure.





Call�TC "Call"�. Put into practice, options can be useful to a party that may need to buy carbon credits in the future and is hoping the price for these products will fall over time. Without options, the buyer faces a risk: if the price falls, he saves money, but if the price actually rises he will have lost money by hesitating to purchase carbon credits earlier. The option used to manage this risk is known as a call option. To hedge the risk that prices will increase (known as the upside risk), the party can enter into an option transaction with a counterpart. The option allows the option buyer to buy credits at a specific point in the future (the option exercise date) and at a specific price (the strike price). In return, the option buyer pays the option seller a premium. 





Put. The contrast to the above example would be a situation where a party knows it has surplus of GHG credits, but does not want to sell them right away. The party hopes that in the future the price for the credits will increase, allowing it to realize more profit from the sale than if it had sold immediately. The risk is that the market price for credits will actually drop in the future. To hedge this risk, the party can purchase an option to sell its credits at a given point in the future for an agreed upon price. The option buyer pays a premium to the counterpart providing the option. When the exercise date arrives and the market price is lower than the strike price set in the option, the option buyer will take advantage of the transaction and sell credits to the option seller for the agreed upon strike price. If the market price is above the strike price, the option buyer will forgo exercising the option and take her allowances to the over-the-counter market to garner a larger sale price. 





Source: National Strategy of Ukraine on JI and Emissions Trading, World Bank, 2003








Key differences between the CDM, JI, Emissions Trading





Criteria�
CDM�
JI�
Emissions Trading�
�
Host Country�
Developing Country�
Annex I�
Between two Annex I countries�
�
Unit of Credit**�
Certified Emission Reduction (CER).  CERs are issued by the CDM Executive Board�
Emission Reduction Unit (ERU).  ERUs are issued from a Party’s Assigned Amount�
Assigned Amount Units (AAUs). AAUs are issued from the selling Party’s Assigned Amount�
�
Key Eligibility Criteria�
Establishment of DNA and CDM guidelines�
Track 2:


KP ratification


Assigned Amount established and recorded


National registry in place.


Track 1: see ET�
Additional to Track 2:


National inventory system


Annual submission of the inventories and the required supplementary information the Assigned Amounts.


�
�
Contributes to Sustainable Development�
Required�
Not explicitly stated in the rules, but may be required by host country�
Not explicitly stated in the rules, but may be preferred by the buyer country�
�
Project Cycle�
Streamlined process for small-scale projects�
Track 1: Up to host gov-t


Track 2: PDD developed and validated by an accredited Independent Entity�
Approval of buyer and seller governments


Issuance into the registries�
�
Implementation Review Requirements�
Independent 3rd Party Verification Required�
Only under Track 2.


Article 6 Supervisory Committee may call an additional review procedure �
Not required�
�
Governing Bodies�
CDM Executive Board�
Article 6 Supervisory Committee�
(inventory review), Compliance Committee�
�
Eligibility of Sinks�
Limited to afforestation and reforestation�
All project types eligible under Article 3.3 and 3.4�
Not applicable�
�
Start Date for Crediting�
January 1, 2000�
January 1, 2008�
January 1, 2008�
�



*Emission reductions are additional to those that would have occurred in the absence of the registered project activity.


**All currencies are equal to 1 tonne of CO2-e  reduced and are fungible.


Source: Adopted from Lawson K., Kelly C., Pollan M..  Step-by-Step Guidelines for Canadian Entities on the Clean Development Mechanism & Joint Implementation, Center for Clean Air Policy, 2003











� Caring for Climate: a Guide to the Climate Change Convention and the Kyoto Protocol, UNFCCC, 2003.


� The original number was 11. Czechoslovakia split into Czech Republic and Slovakia after a ‘velvet divorce’ in 1993, Slovenia and Croatia were added at COP3 in Kyoto. 


� The emissions targets for  other Annex B parties are: EU - -8%, US - -7%, Japan - -6%, New Zealand  - 0%, Norway - +1%, Australia  - +8%, Iceland - +10%.


� For in-depth analysis of the Kyoto architecture (pre-Marrakech) see Sebastian Oberthuer, Hermann E. Ott. The Kyoto Protocol. International Climate Policy for the 21st Century. Springer, 1999


� Non-Annex I EITs are Albania, Armenia, Azerbaijan, Bosnia and Herzegovina, Georgia, Kazakhstan, Kyrgyzstan, Macedonia, Moldova, Tajikistan, Turkmenistan, Uzbekistan, Serbia and Montenegro.


� Twelve former Soviet republics (excluding the Baltic states) are members of the group: Azerbaijan, Armenia, Belarus, Georgia, Kazakhstan, Kyrgyzstan, Moldova, Russia, Tajikistan, Turkmenistan, Uzbekistan and Ukraine.


� Ukraine is a member of anti-Russian GUUAM group, an alliance of Georgia, Ukraine, Uzbekistan, Azerbaijan, and Moldova, formed in 1996 with the view to promote regional economic cooperation through development of an Europe-Caucasus-Asia transport corridor. In July 2002, Uzbekistan left the group to join a more promising Shanghai Cooperation Organization. 


� BBC On-line. Country profile: Azerbaijan, � HYPERLINK "http://www.bbc.co.uk" ��www.bbc.co.uk� 
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