FOR COMMODITIES GLOBAL
UNIVERSITY OF COLORADO COMMODITIES

DENVER BUSINESS SCHOOL
APPLIED RESEARCH DIGEST

AUGUST 2021

GCARD NEWSLETTER

"ENTERING THE GLOBAL CARBON
TRADING FRAY: CHINA

LAUNCHES ITS CARBON ETS"

BY COLIN WAUGH, EDITORIAL ADVISORY BOARD MEMBER,
GLOBAL COMMODITIES APPLIED RESEARCH DIGEST

Supported by
fundingifrom

)

INTEGRATED PORTFOLIO INTELLIGENCE LLC

2N

FOURPOFEKNT

E-N \E<R\ G| Y

CME Group &y Business School




J.P. Morgan Center for Commodities at the University of Colorado Denver Business School -

Entering the Global Carbon Trading Fray: China Launches its Carbon ETS

Colin Waugh
Editorial Advisory Board Member, Global Commodities Applied Research Digest

Commodity Analysis for Enodo Economics Ltd (U.K.)

Introduction

The ebbing tide of COVID angst and related growth uncertainties in the industrialized world has allowed
a renewed focus by policymakers and investors on the perceived global climate emergency. In mid-2021,
with all leading polluter countries having made their emission reduction and carbon neutrality pledges
ahead of this year’s climate summitry, the time for implementation is fast approaching. And in a milestone
launch, China’s new carbon market began trading on July 16th and is set to grow into the world’s largest,
with the potential to help the biggest polluter achieve its greenhouse gas emission reduction goals.

Figure 1
China-EU-US Comparative Carbon Neutrality Targets
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Source: Enodo Economics.

China’s official goal of peak CO2 emissions by 2030 (versus the EU’s 55% reductions) and complete carbon
neutrality by 2060 (versus the EU’s 2050) is seen by some as unattainable if current growth targets and
industrial modalities are to be maintained. Indeed, the very design of a key national implementation
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mechanism, the national Carbon Exchange Trading System (ETS) has already been designed to circumvent
the declared benchmarks allowing targets to be missed if growth rates return to previous higher levels.
This is achieved through a system based on ‘carbon intensity’ rather than a true carbon cap, such that the
higher the achieved growth rate, the greater the absolute pollution level allowed.

Figure 2
Targeted CO2 Emissions Compared to Baseline Policy
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Source: Cambridge Econometrics modeling.

Despite this notable departure from accepted norms, the Chinese ETS is nevertheless ambitious in its
scope and potentially comprehensive in its coverage, if all the key sectors earmarked for inclusion do
finally get brought into the system. For the meantime, only a total of 2,250 electric generation plants and
‘captive’ industrial power generation facilities serving dedicated industrial sites are to be included, with
other generation sites, e.g. natural gas, as well as aviation, ground transport, construction and
petrochemicals all excluded for now. Moreover, the entire power generation sector only represents an
estimated 30% of all carbon emissions in China.

On July 7th at the State Council Premier Li Kegiang confirmed the launch of China’s first carbon trading
market for later this month, following a series of pilot programs over the past 8 years in major markets
around the country, including Beijing, Shanghai, Guangdong and Hubei. With the publication in late June
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by the Shanghai Environment and Energy Exchange — slated as the first national market to launch a full
ETS — of its trading specifications and regulations, market excitement soared, and prices of several carbon-
neutrality shares exploded, with e.g. Three Gorges Renewables hitting 10% limit up on the opening on
June 23rd. The carbon neutral sector in general has advanced strongly in the past year, rising by 37% in
the past year. Shanghai’s ETS will reportedly allow trading in up to 100,000 tons of CO2 equivalent per
transaction once dealing begins (Global Times, June 23).

China ETS Design Parameters

The Chinese national emissions reduction strategy is designed around the ETS model as a cost-effective
option for target implementation as verifiable, fungible across trading centers, applicable to a range of
emission sources and leading to an eventual national exchange. In addition, the ETS is viewed as Beijing’s
preferred route to compliance with its Global Climate Change Mitigation commitments, as it offers a
means to furthering internal financial market development and potentially the creation of additional
tradable financial instruments with appeal to outside investors.

The envisaged Chinese system of emission allowances through tradable permit allocations per entity
mirrors the long running European Union ETS system, with the exception that the latter is a more
genuinely cap-and-trade system. China’s ETS for now will only cover 20% of excess omissions per entity
and fines for non-compliance are set at low levels mostly in the region of Yuan20-40,000 per infraction.

The built-in monitoring, reporting and verification components of the system have appeal to Beijing
technocrats eager to build their intelligence and control over key economic sectors. A key shift from
previous systems is that it shifts the burden to the emitting companies and their management, placing
accountability on individuals and firms rather than through the use of local government environmental
targets.

Historically, China was heavily involved in the Kyoto Accord’s Clean Development Mechanism (CDM),
establishing itself as the dominant global supplier of CO2 reduction credits to the marketplace, without
having to comply itself with the same standards of emission control as its client counterparts in the West.
Flawed as that system was, it established the appetite for a China ETS which could eventually be fungible
internationally, thereby opening the door to a huge trading market, which China could once again
dominate.

The obstacles to internationalization are great at present however, with the price of carbon in China
currently depressed, trading at some Yuan20-40 per ton of CO2 equivalent, versus closer to €50/ton in
the EU. To avoid a repeat of massive dumping of credits from low-cost carbon regimes, the EU is discussing
the idea of internationalization via the establishment of a Carbon Border Tax; but with the current pricing
disparities between China and the West it can be seen how far away carbon ETS currently remains from
being a global market.
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Figure 3
China Regional Pilot Projects’ Average Carbon Prices
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The concept of carbon credit ‘quality’ is thus created, whereby the rapidly developing carbon credit
market may remain fragmented for the time being, in what consulting group McKinsey & Company has
described as a ‘highly heterogeneous market,” characterized by ‘questionable quality, inadequate data, a
lack of finance and poor liquidity.’

For the trading centers that can gain a reputation for mitigating these shortcomings, however, the rewards
could be huge, with private sector estimates of a $50bn-plus global market in carbon credits by 2030.

Hong Kong Exchange and Clearing (HKEX) announced in February that it will take a minority stake in the
Guangzhou Futures Exchange (GFEX), the first such investment in a Chinese futures exchange by a non-
mainland investor. Majority owned by China’s other futures exchanges, Ping An insurance and local
investment groups, the 7% Hong Kong stake in the GFEX is part of the HKEX’s ‘China Anchored’ strategy, a
Hong Kong-Guangzhou-Macau Greater Bay Area Strategic Plan. The plan seeks to ‘promote the
development of China’s derivatives market ... the sustainable internationalization of China’s capital
markets and facilitate the allocation of assets to Chinese international investors,” according to CEO Calvin
Tai. The vision is there, but so is the competition.

With existing climate exchanges in London and Sydney, now vying for status as Asia’s leading international
exchange is Singapore whose long-established futures trading overlap with the US and Europe have placed
it in a strong position to play a major role in global carbon credits trading. A joint venture of Standard
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Chartered, leading Asia lender DBS and with financing from Temasek, the launch of Singapore’s Climate
Impact Exchange or CIX is scheduled for later this year. Keying off the potential shortcomings of a regional
market dominated by one supplier of credits subject to verification issues, CIX may expect to attract
business from traditional customers as well as those more wary of a China-dominated market.

As the 26th UN Climate Change Conference of the Parties (COP26) summit draws near and extreme
weather events multiply, most countries have announced their timetables for reducing emissions amid a
mounting mood of urgency. But do they go far enough and are they even attainable?

The biggest question mark is next to China. Limiting global warming to 1.5C will be a pipe dream if China
waits as long as 2030 for its emissions to peak, US climate envoy John Kerry said during a speech at
London’s Kew Gardens on July 19, With the stakes so high, the initial scope of China’s carbon trading
market is underwhelming.

But Chinese policymakers have long experience of learning by doing. Policies are not fully rolled out until
they have been road-tested. If carbon pricing has a key role to play in curbing global warming, China needs
to expand its emissions trading system (arguably) as soon as possible.

Endnotes and Disclaimers

A version of this article was originally published by Enodo Economics, https://enodoeconomics.com/.

Redistribution prohibited without prior consent. Any use of charts, data, text or other materials from this report by the
recipient must acknowledge Enodo Economics Ltd and any other sources if stated and requires advance authorization. The
information contained herein should not be considered as investment advice or a recommendation to purchase any particular
security, strategy or investment product. Any references to specific securities and issuers are not intended to be, and should
not be interpreted as, recommendations to purchase or sell securities. All information contained in this report has been
obtained from sources believed to be reliable, but are not guaranteed. Enodo Economics accepts no liability whatsoever arising
from any use of this report or the information contained herein. Registered office address: International House, 24 Holborn
Viaduct, City of London, EC1A 2BN, U.K. Registered in England No. 10118966.
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