
I. Introduction 
This chapter assesses the impacts of the Kyoto Protocol to the 
United Nations Framework on Climate Change (~NFCCC) 1 on 
U.S. business, Although the United· States was very involved in 
the negotiation of the Kyoto Protocol, and, as a result, the Pro
tocol reflects many U.S. ideas, President Bush decided not to 
ratify the Protocol.l Even if the President had been in favor of 
ratification, it is unlikely that the U.S. Congress would have given its consent.J 

From the standpoint of international law, the Kyoto Protocol will not affect U.S. 
business directly, but rather through the implementing laws and regulations that par
ties to the Protocol adopt. Because most parties have not yet fully drafted these laws 
and regulations, it is difficult to assess the actual impacts of the Protocol on U.S. 
business. The most evolved national system of i~plementation to date is the European 
Union's (EU) Emissions Trading Scheme, which is discussed in detail below. Tw;o other 
schemes being developed in Canada and Japan are described in less detail, m~inly to 
provide examples of other approaches. But because the details of these systems remain 
to be developed, the chapter draw~ its specific examples from the EU system. 

Because the Kyoto Protocol and its implementing laws are not fully formed, an 
inquiry into its effect on U.S. business is a highly speculative enterprise. We will never 

r.- The authors would like to thank Jillian Button, Amanda Noonan Heyman, and 
James Swetz for their invaluable contributions to this chapter. 
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know what would have happened in the absence of the Kyoto Protocol. Given the 
scientific consensus that now exists about global warming, however, it is likely that 

the world would eventually have responded, with or without a 

... we know the climate Kyoto Protocol. 

is changing and we 
know businesses are 

taking actions that 
should result in fewer 

A second problem is that we know that many businesses 
have already taken actions that have had, or will have, the 
effect of lowering their greenhouse gas (GHG) emissions. Some 
have made. their production processes more efficient, saving 

energy in the process. Others have reduced their carbon emis

GHG emissions. As to the sions by switching fuel~ and energy sources or invested in emis

cause-and-effect 
relationship between 

these two observations, 

sions offsets through such activities as planting or restoring 
forests. We cannot'.always say precisely what motivated these 

changes. Although many companies have said their actions 

were a response to climate change,4 they may have taken many 

we can only speculate. of the same actions for other reasons, such as reducing fuel 
costs. 

Even more difficult is predicting what businesses will do in the future. Many 
businesses have already announced actions they intend to take, but they may be re
sponding to state regulations that in many cases are already planned, or to demands 

from shareholders or consumers. These regulations and demands may themselves be 
related to the existence of the Kyoto Protocol, but it is difficult to say precisely what 

the link is, even if we assume one exists. 
A third problem is that it is difficult to say what the Kyoto Protocol will look like in 

the future (or whether there wlll even be a Kyoto Protocol in the future). In the past few 

years, several international meetings have been held to discuss future rnles of the Kyoto 
Protocol, particularly those that will apply in the second commitment period, from 2013 
to 2017.5 During this period other agreements have also been discussed or adopted. 

Some experts view these as potential alternatives to the Kyoto Protocol. 6 

The point should be clear: we know the climate is changing and we know busi
nesses are taking actions that should result in fewer GHG emissions. As to the cause· 

and-effect relationship between these two observations, we can only speculate. 7 

The Kyoto Protocol is an experiment. Nothing really similar predates it. From an 
environmental perspective, it has elements in common with the Montreal Protocol, the 

international treaty to phase out ozone-depleting substances. 8 While the Montreal Pro

tocol is widely considered to have been a success, many doubts have been raised about 
the Kyoto Protocol, which is far more complex. Uncertainty about how Kyoto parties 
will implement the Protocol, the absence of the United States-the world's largest 

GHG emitter-from the Protocol regime, the limited role assigned to developing coun
tries, and the provision of excess emissions allowances to Russia and other countries 

"with economies in transition" all increase uncertainty about how effective it will be, 

or even what it will look like in the future. 

For many questions, the best we can do as lawyers is to provide educated guesses. 

Economic analysis would be helpful but is beyond the scope of this chapter. Many 



aspects of the Protocol could affect the competitive balance 
between parties, non-parties, and parties with limited commit
ments. With so many novel and untested elements in play, 
even economists would find the predictive capabilities of their 
tools stretched thin. 

Finally, it should be noted that although the present U.S. 
Administration has decided not to ratify the Protocol, much of 
its design reflects U.S. ideas and experience. Emissions trading, 
extended (five-year) commitment periods, and the "basket of 
gases" approach9 were all U.S. ideas. As the United States be
gins to take climate change more seriously, which is something 
that has already begun to happen at the state and local levels, 
these ideas may be integrated into U.S. regulatory systems. On 
the other hand, thinking in the United States and elsewhere about 
how best to regulate GHG emissions has evolved, and the inter
national and domestic regimes that finally emerge to solve the 
problem of climate change may bear little resemblance to the 
ones we think we know today. 

The Bush Administration rejected the Kyoto Protocol on the 
grounds that it would harm the U.S. economy and would be 
ineffective in any event because large-emitting developing coun
tries, such as China, India, and Brazil, were also refusing to 
take on commitments to reduce emissions. 10 A critical, albeit 
unanswerable, question is whether the United States might ratify 
the Kyo to Protocol sometime in the future and, if so, whether it 
would leave the structure largely undisturbed or, more likely, 
seek to rewrite it to reflect more recent U.S. thinking. 

Several sources provide insight into current thinking in the United States .about the 
structure of either a domestic or international emissions control system. (This issue is 
addressed in Chapter 3 of this book.) The Administration has adopted a voluntary ap
proach for major U.S. emitters based on improving the nation's GHG intensity, i.e., its 
emissions per dollar of GDP. The goal-to reduc€ GHG intensicy 18% by 201 0-is quite 
modest (some say it is essentially business-as-usual). The Administration is also invest
ing substantial resources in additional scientific research, development and deployment 
of new technologies, and f?ilateral agreements with major deyeloping countries. 11 

The U.S. Congress has introduced several bills ai~.ed at addressing global warm-., .... 
ing over the past few years. These include the Climate Stewardship Act introduced in 
both the Senate and the House and the Keep America Competitive Global Warming 
Policy Act. 12 None of these approaches is entirely consistent with the Kyoto Protocol. 
This is important, because any disjuncture between the U.S. approach and that of the 
parties to the Kyoto Protocol could result in a less efficient and effective global system. 
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The perceived ineffectiveness of the Administration's voluntary approach and the 
failure of Congress thus far to adopt anything stronger (although, as noted above, 
attempts continue to be made) have led a number of states and municipalities to create 
local, state, and multistate emissions control regimes. 13 The utility of such regimes is 
likely to be limited, however, as other states have made it clear they do not intend to 
self-regulate GHGs, giving rise to significant concerns among regulating states and 
municipalities about possible negative effects on the competitiveness of their indus
tries.14'M:oreover, a "patchwork" of mi.lnicipal, state, and regional programs could be 
difficult to administer and even more difficult to comply with. 

This chapter will begin with a discussion of some of the domestic regulatory re
gimes that are emerging in Kyoto countries. We focus on the EU and its emissions 
trading system (ETS) because it is the most developed system to date. We then discuss 
how these regimes are likely to affect U.S. firms and their operations in the EU and in 
the United States. Next, we discuss some transitional issues, including possible forms 
that future dome~tic regulation, adopted partly in response to Kyoto, might take. Fi
nally, we will attempt to draw some conclusions about how U.S. firms might alter 
their future operations to meet the looming crisis of climate change. 

II. Regulatory Regimes Emerging in Kyoto Countries 
We now examine the regulatory regimes being developed by three Kyoto Protocol 
Annex B Parties: the European Union, Japan, and Canada. We focus on the EU and its 
emissions trading system because it is the most developed system to date. This raises 
an important caveat: it is quite likely that by the time this treatise is published, some 
of what we report will have become outdated as a result of new scientific findings, 
political decisions, new industry and other stakeholder initiatives, new plans, new 
ideas, new regulations, and new effects. Although our descriptions and opinions will 
necessarily be incomplete, we hope they will still be helpful. 

A. The EU Emissions Trading Scheme 
On January 1, 2005, six weeks before the Kyoto Protocol entered into force, the EU 
Emissions Trading Scheme (EU ETS) became operational, creating the world's largest 
emissions trading system, with approximately 11,500 industrial emitters. The ETS 
scheme (also discussed in Chapters 2 and 17 of this book) introduces a new environ· 
mental instrument, "the tradable emissions allowance," which is now an important 
new tradable commodity. Briefly, the ETS limits total EU emissions to a certain agreed 
level (the "cap"). Allowances equal to the number of tons of emissions allowed under 
the cap are then distributed to EU governments, which allocate them to their domestic 
emitters, with each emitter receiving allowances equal to a predetermined quota. 
Emitters are permitted to trade allowances among themselves, which in theory will 
allow the market to determine the most efficient allocation of allowances and emis
sions. The EU ETS was created and is regulated at the EU level by the Emissions 
Trading DirectiveY 
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Although other greenhouse gases are covered by the current 
Emission Trading Directive, l6 carbon dioxide (CO) is its pri
mary target, and C02 will be the only tradable GHG emission 
until2008, 17 at which time other activities and installations may 
be included. Until2008, the Directive is limited to certain in
dustries: energy activities, 18 production and processing of fer
rous ·metals,t9 mineral industry (cement, glass and ceramics),20 

and pulp and paper industrial plants. In implementing the Di
rective, EU Member States may choose capacity limits below, 
but not above, those in the Emission Trading Directive. 

Additionally, the Directive regulates the emissions alloca
tion procedure. It stipulates that at least 95 percent of the allow
ances will be allocated free of charge for the first three-year 
period (2005-2008) and 90 percent for the second five-year pe
riod (2008"2012).21 Each Member State must draw up a national 
plan in accordance with Annex III of the Directive, indicating 
the number of allowances the Member State intends to allocate 
and which facilities will receive allocations. This method of 
distribution, sometimes called "grandfathering," is intended to 
reduce the cost incurred by industry in adapting to the EU ETS. 
Grandfathering represents a strong incentive for the acceptance 
of the scheme by many industry sectors. 22 

The Directive also speaks to penalties for noncompliance, 
although each Member State has determined its own sanctions. 
If operators fail to surrender the quantity of allowances equal to 
the emissions from their installations during the previous year, 
they will be required to pay an excess emissions penalty of€100 
for each ton of C02 equivalent.23 Payment of the penalty does not release the .operator 
from the obligation to surrender an amount of allowances equal to the excess emis
sions. 

Since the scheme is regulated by Directive, EU law requires that, in furtherance of 
the general obligation framed in the Directive, each Member State must transpose and 
implement the ETS scheme as described above. However, the Directive leaves many 
decisions, including the number of allowances to be aHocated to each regulated facil
ity, up to the individual Member State. Many commentators have stated that the 
economic and environmental effectiveness of the sch~~e will depend on how these <'· 

allocations are made and, in particular, how uniform the allocations will be. Many 
analyses of the ETS system have already been performed, and more are currently 
under way. 

ln addition to the ETS, the EU has committed itself to continue international 
efforts to move the Kyoto process forward in a way that includes broader participa
tion by ail major emitters, including developing countries like Cbina and India. The 
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EU's broader climate change strategy includes developing new policy areas; promot
ing, developing, and deploying low-emission technologies; using flexible market
based instruments; and creating adaptation policies. 24 Simultaneously, the EU plans 
to continually monitor the success of the ETS, and may revise the system before 2008 
by adding new sectors and additional GHGs to the scheme. In addition, a legislative 
proposal on aviation emissions is under preparation following a recommendation by 
the Commission. 25 

B. The Canadian Plan 
To comply with the Kyoto Protocol, Canada has committed to reduce its GHG emis
sions to 6% below 1990 levels during the first commitment period, 2008 to 2012. 
Canada's Climate Change Plan, released ih April2005, aims to reduce emissions by 
approximately 240 megatons of C01 equivalent annually during this period.26 In order 
to reach this overall target, Canadian private-sector entities will use a domestic emis
sions trading.system. 

The four most significant components of Canada's domestic emissions trading 
system are the Large Final Emitters System, the Offset System, the Climate Fund, and 
the Partnership FundY The Large Final Emitters System, which has yet to be trans
lated into regulations, covers approximately 700 companies in the oil, gas, thermal 
electricity, mining, and manufacturing sectors. Companies in these sectors may utilize 
a number of approaches to meet their obligations, including upgrading facilities to 
achieve in-house reductions, purchasing emissions reductions from other large final 
emitters (LFEs), investing in domestic offset credits, and purchasing international Kyoto 
units (provided that these represent emission reductions that have been verified in 
accordance with Kyoto mechanisms). Taken together, these options will allow the 
more than 700 LFEs in Canada to achieve reductions of approximately 36 megatons of 
C02 equivalent. 

The Offset System for GHG emissions aims to establish a market incentive to 
identify and develop projects that reduce emissions or enhance removals not covered 
by the proposed framework establishing targets for emissions reductions for LFEs. 
Such reductions or enhancements result in credits that can be used for compliance with 
the Large Final Emitters System and for other purposes, such as the increased cost 
savings from allowing entities with potential GHG reductions or removals not covered 
by the proposed framework to participate in the trading program by supplying offset 
credits.28 In addition, Canada envisions that the government would be prepared to 
exchange Kyoto compliance units for offset credits as appropriate so that they could be 
sold internationally. 

The Climate Fund, with an initial capitalization of $1 billion Canadian, is a 
permanent institution to purchase, on behalf of tlie government of Canada, GHG emis
sions reduction and removal credits generated in Canada and abroad. 

The Partnership Fund aims to execute new agreements and improve existing ones 
with provinces and territories, to find strategic investments on the basis of mutual 
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priorities, and to finance, on a cost-sharing basis, major tech
nology and infrastructure investments identified in collabora
tion with provinces and territories. Investments could include, 
for example, dean coal, phasing out coal-fired power plants, 
C02 capture and storage pipelines, and extension of the East
West electricity power grid. 

The design of the Canadian Program is still in a fairly early 
stage, and U.S. industry should pay close attention to further 
developments within the largest U.S. trading partner.29 Further
more, some climate change decisions previously made by the 
Canadian government may be revisited by the new, more con
servative government.30 

C. The Japanese System 

In 2005 the Japanese Ministry of the Environment selected 34 
companies and corporate groups to participate in the country's 
new Voluntary Emissions Trading Scheme. 31 Under this scheme, 
the Japanese Government will s~bsidize the installation cost 
of col emissions reduction equipment for participating com
panies;12 In exchange for the subsidies, the participants must 
commit to a certain level of CO2 emissions reductions,33 which 
can also be achieved through C0

2 
emission allowance trad

ing. If the stipulated reduction targets are not met, participat
ing companies must reimburse the government for the subsidy 
expenditure. 34 

The main objective of the Japanese scheme is to achieve a 
cost-effective and substantial reduction in GHG emissions levels and to accumulate 
knowledge and experience relating to emissions trading at the national level.JS Al
though the system is presently just a voluntary pilot scheme, Japan is committed to the 
Kyoto Protocol and will create a mandatory emissions trading scheme in the future. 
Japan's intention to utilize emissions trading in order to fully implement its Kyoto 
commitments should be taken seriously by pdtential investors, especially in the me
dium and long term. With respect to near-term prospective business opportunities, U.S. 
businesses should also consider the possibility of participating in the Voluntary Emis
sions Trading Scheme to gain access to short-term subsidies available from the Japa
nese government. 

Ill. The Effects of Regulatory- Regimes in Kyoto Countries on 
U.S Businesses 

This section discusses the types of effects that domestic implementing regulations in 
Kyoto countries could have on U.S. business. For the most part, we limit our discussion 
to regimes in Annex B countries. Annex B countries are the Kyoto parties that have 
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committed to limiting or reducing their emissions under Annex B of the Protocol. For 
specific examples of the effects of domestic regulation, we discuss the EU ETS, as this is 
the only system detailed enough to make meaningful analysis possible.36 

The types of direct impacts we discuss include compliance with domestic GHG 
control regulations, the ability of U.S. companies to compete in overseas (and in some 
cases domestic) markets for GHG control technologies and other green goods and 
services, and the ability to use and profit from the emissions trading mechanisms set 
up und~r both the Protocol itself and national systems developed by Annex B countries 
to implement the Protocol. · 

We also look at some indirect impacts: the ability of U.S. businesses to plan in an 
uncertain regulatory environment, their lack of political influence in shaping emerg· 
ing international and domestic regulatory regimes, and consumer and investor atti
tudes toward the U.S. corporate response to climate change {or the perceived lack 
thereof). 

Although ec.onomic analysis is beyond the scope of this chapter, it is well known 
that the U.S. Administration rejected the Kyoto Protocol at least partly on economic 
grounds. 37 A closer look reveals that non-participation in the Kyo to regime (the Proto
col and its domestic and international implementing rules) may also create disadvan
tages, in some cases increasing costs or causing companies to forgo formidable oppor
tunities related to the trading of emissions and other investment opportunities brought 
about by the Kyoto Protocol. 

The Kyoto Protocol only regulate& behavior of states parties (i.e., governments, 
not firms). Each Annex B government can decide for itself how to regulate entities 
operating within its borders, and national regulations to implement Kyoto may differ 
considerably from one Annex B country to another. Because each Annex B Party may 
decide for itself how to implement its Kyoto obligations, U.S. companies with multiple 
overseas facilities may be subject to a plethora of different Kyoto-related require
ments. Of course, prior to Kyoto, they already were faced with different regulatory 
regimes in different countries, but Kyoto compliance adds a new level of complexity 
for companies operating or transacting in multiple overseas markets. 

Some of the analysis that follows may raise issues concerning the interplay be
tween international and domestic regulation and international trade and investment 
law. The connection between the Kyoto Protocol and WTO Agreements is discussed in 
Chapter 8 and, hence, is not discussed at length here. To a large extent, however, the 
regulation of climate change and the relationship between climate change and interna
tional trade rules cannot be made entirely clear, as measures being adopted by Kyoto 
parties are a work in progress. A comprehensive analysis of WTO consistency will 
have to await their completion and then must he determined on a case-by-case b~sis. 
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A. Direct Impacts on U.S. Businesses Operating in 
Annex B Countries 

1. Compliance with Annex B GHG Control 
Regulations 

There is little doubt that U.S. firms with operations in Annex B 
countries will have to comply in substance with domestic rules 
for implementation of the Kyoto Protocol. The EU ETS provi
sions, for example, make no distinction between domestic fa
cilities and foreign-owned facilities. This is largely due to the 
fact that Kyoto Protocol emissions-accounting rules are geo
graphically based. Emissions are attributed to the country in 
which they occur, regardless of who owns the emitting facility 
or purchases goods or services from the facility. 

This fact in itself does not seem to raise any particular issues 
beyond those of complying with more than one regulatory sys
tem, something that is routine for multinationals. Climate change 
and the Kyoto Protocol, however, may make the situation more 
complicated because of the inherent and designed-in characteris
tics of emissions trading systems. In particular, emissions trading 
schemes are often designed to comprise a multiplicity of relation
ships between regulatory entities and companies, and, in the par
ticular case of EU ETS, among Member States and the Commis
sion. As a result, U.S.-owned firms may find they have fewer 
options and less flexibility in meeting those rules than do their 
domestic Annex B counterparts. 

Parent companies located in Annex B countries may be able 
to comply with existing GHG emissions regulations more easily and cheaply than 
their U.S. counterparts if they have subsidiaries in different sectors or if their processes 
of production are vertically integrated. Annex B companies (and to a lesser extent, 
U.S. firms) that have some old plants and some modern plants or that are in the 
process of modernizing also may have options that are not available to companies that 
do not intend to modernize their Annex B facilities. Current EU ETS rules, which do 
not permit companies to utilize allowances from countries that are not Kyoto parties, 
create a clear advantage for companies concentrated in Europe or other Annex B 
countries and that do not have their production dispersed between Annex B countries 
and the United States. For example, Annex B compani!'!s may have more opportnnitie~·-·
for internal (intra-firm) trading of emissions al1owances than U.S. firms with few fa
cilities operating in Annex B countries (or none at all). Tlus may present a particular 
disadvantage for U.S.-owned facilities, as reductions achieved in the United States 
cannot be used to comply with the Kyoto Protocol. 

U.S. companies located in Annex B countries might seek to avoid or minimize the 
impact of GHG control regulations by, for example, conducting high-emitting activi-
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ties (such as manufacturing) at home but locating low-emitting ones (such as assem
bly) in an Annex B country. EU rules, as they currently stand, would not prevent this, 

but future rules could be envisioned to discourage such be

The Kyoto Protocol havior. For example, an Annex B country might treat such a 

creates incentives for the split production process as though the emissions associated 
with the entire process occurred within its borders, thus redevelopment of new 
quiring companies to hold allowances for all their emissions, 

markebdor what are whether the· emissions occur domestically or in the United 

called "green goods". . . States. This might entail imputing emissions to imported com

products that are the ponents and requiring the U.S. assembly or sales facility to 

result of cleaner, more obtain allowances to cover those emissions. This type of emis
sion accounting could be analogized to a GHG-related tax or 

efficient production other measure imposed at the border, which may be permit-

methods Or that operate ted by the rules of the WTO, provided the importing country 

in a way that a'lows has in place a domestic measure of equal or greater strin

better environmental gency.
38 

outcomes. As time goes on, and the Kyoto Protocol controls become 
more stringent, Annex B countries will be forced to tighten 

their domestic regulation accordingly. Incremental tightening of the domestic regime 
can already be observed in EU states. Despite difficulties already apparent in the first 
phase of the EU emissions control regime (2005-2007), 39 a second, Kyoto-compliant 
phase is scheduled to begin in 2008, and proposals to add more regulated sectors are 
being discussed. For example, on July 4, 2006, the European Parliament, on the rec
ommendation of the EU Commission and the Council of Ministers, supported a pro
posal by the Parliament's Environmental Committee to extend the EU ETS scheme to 
include civil aviation.40 Although clear rules have not been adopted in respect of the 
geographical scope of the measures under consideration, it appears likely that all 
airlines will be required to comply with any adopted provisions within the geographi
cal area of application of the system, regardless of nationality.41 

2. Competing in Markets for GHG Control Technologies and Green 
Goods 

The Kyoto Protocol creates incentives for the development of new markets for what are 
called "green goods." Green goods are products that are the result of cleaner, more 
efficient production methods or that operate in a way that allows better environmental 
outcomes. Green goods include the control technology necessary to achieve certain 
levels of emissions-reduction or efficiency standards that allow for lower energy con· 
sumption. These could include such things as renewable energy technologies (wind 
turbines, solar panels, geothermal technologies, etc.), more efficient energy-consum
ing products (electric motors, boilers, and appliances), and products that help conserve 
energy passively (including thermal-pane windows, insulation, and other green build

ing products). 
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If the market for green goods and services is stronger in 
Europe and other Annex B countries than it is in the United 
States, or if Annex B countries prohibit the sale of some non
green products altogether, U.S. companies may be at a disad
vantage, especially if their major market is the United States. If 
U.S firms decide to serve their less environmentally demanding 
domestic market exclusively and forgo more costly opportuni
ties in Annex B countries, they could find themselves "behind 
the curve" when green technologies are widely accepted, as they 
almost surely will be. Their foreign competitors will gradually 
become more efficient and innovative and eventua1ly may be 
able to lock in their access to cleaner technologies markets, 
much as Asian and other countries have done with certain con
sumer electronics and are now doing with carsY If U.S. firms 
decide, in the future, to get "back into the game," they could 
find it is expensive to enter the race long after it has started. 

U.S. companies face another risk. To prevent their own com
panies from facing excessive start-up costs as they make the 
transition to greener products and services, it is not unlikely 
that Annex B Kyoto parties will provide subsidies. This may 
already be happening, as EU states provide free emissions al
lowances to their regulated industries, as discussed below. 

3. Ability to Use and Profit from Emissions 
Trading and Other Market Mechanisms 

Emissions trading and other "market mechanisms" can increase 
economic efficiency, saving firms money by reducing the cost of 
complying with GHG emissions reduction requirements. In addition, firms that can 
reduce their emissions cheaply can make money by selling these reductions to compa
nies with higher reduction costs. Such reductions could become quite valuable as con
trols on emissions become more stringent. 

First, as discussed in the previous section, firms that have most or all of their 
operations located in Annex B countries wili have more opportunities for internal 
(intra-firm) trading. Thus, it is likely that they will have strategic opportunities to 
reduce the overall costs of meeting their emissions obligations that will not be avail
able to companies that have only a small part of their operations based in Annex B ,_. 

countries and must buy needed al1owances from other-~ompanies. 
Second, U.S.-owned facilities that seek to meet Annex B emissions obligations by 

obtaining low-cost emissions reduction units (ERUs) through joint implementation (]1)43 

or certified emissions reductions (CERs) through the dean development mechanism44 

(CDM) mayalsofacehurdles. These companies will need to obtain the approval of the 
Annex B country "involved," as well as the approval of the non-Annex I Kyoto host 
country, to participate in a CDM project.45 While arbitrary withholding of such ap-
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proval may raise WTO questions, restricted or conditional approval could withstand 
WTO scrutiny if the environmental rationale is clear. Strict reliance on WTO rules to 
overcome such governmental resistance could prove misplaced, especially since the 
Protocol is unequivocal about the need for government approval but virtually silent on 
the criteria by which governments may provide or withhold their approval.46 

Third, U.S.-owned facilities in Annex B countries would face an even larger prob
lem if Annex B governments refuse to provide them with accounts in their Kyoto 
regis tiles. The Kyoto Protocol requires· all Annex B countries to create national regis
tries to account for their national emissions and to enable trading with other Atmex B 
countriesY Firms that wish to engage in trading must establish accounts within those 
national registries. Under the rules of the Kyoto Protocol, however, the establishment 
of such private accounts is entirely at the discretion of the government. 48 The WTO 
and other international trade rules notwithstanding, the Kyoto Protocol does not obli
gate Annex B countries to treat all emitters the same with respect to national registries. 
Thus, in theory at least, U.S.-owned emitters in Annex B countries could be prevented 
from participati~g in Kyoto trading altogether. 

B. Direct Impacts on U.S. Businesses Operating in the United States 
1. Compliance with Annex B GHG Control Regulations 

U.S. firms seeking to sell their goods or services into Annex B markets may be affected 
by, if not required to fully comply with, Annex B greenhouse gas control regulations. 
No doubt, their products will have to meet the same efficiency and other performance 
standards as products manufactured in Annex B countries. In addition, as noted above, 
unless prohibited by the WTO, some Annex B countries may restrict or regulate im
ports based on "embodied" GHGs (i.e., GHGs emitted during the production process). 
Furthermore, green subsidies (including freely allocated allowances) that may be avall
able to companies in Annex B countries may not be available to U.S. firms.49 This also 
could depend on WTO rules and rulings. 

2. Competing in Markets for GHG Control Technologies and Green 
Goods 

It seems unlikely that Annex B countries would attempt to prohibit the importation or 
sale of GHG control technologies or green goods produced by U.S. companies simply 
because they are manufactured partly or entirely in the United States. Furthermore, 
such restrictions would almost certainly raise difficulties with respect to WTO rules. 
Nevertheless, there are several reasons why U.S. companies may have difficulty mar
keting GHG control technologies and other green products in Annex B countries. Some 
reasons are discussed below in this section, while others are discussed below in the 
section on indirect impacts. 

One problem facing U.S. companies is that, until the United States adopts strin
gent emissions control regulations, U.S. companies presumably will not find a similar 

(or equal) demand for such products in their home market. Thus, they may be forced to 
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simultaneously meet demand for inexpensive "brown" goods at 
home and more expensive "green" goods in Annex B countries. 
This may discourage U.S. companies from being leaders in the 
development of such goods and technologies, leaving them ill
equipped to serve the carbon-constrained markets of the future. 

U.S. firms also may face future difficulties in meeting eco
labeling requirements and government procurement specifica
tions. While this does not seem to be a problem at the present 
time, future Annex B governments may adopt eco-labeling re
quirements or specifications for goods and services purchased 
by the government itself or by its contractors. These require
ments could be a powerful tool to promote U.S. ratification or 
compliance with the Kyoto Protocol and are unlikely to run 
afoul ofWTO rules, 5° 

An additional problem, similar to the one noted above, and 
which may not be unique to U.S. firms, is the difficulty of serv
ing many different Allllex B markets. Although EU Member States 
are somewhat restricted by their Trading Directive, they still 
possess a lot of latitude in choosing their implementing regula
tions. Thus, different Annex B countries may have different speci
fications, requiring different types of green goods and technolo
gies. In subsequent phases, however, the European Union is likely 
to seek more consistency among its Member States. In prin
ciple, adjusting to a range of different and possibly conflicting 
regulatory restrictions is standard operating procedure for com
panies with many overseas operations, though the problem may 
be more extreme in the Kyoto context, since implementing regu· 
lations will be new and untested in the early phases of the Protocol, with little oppor
tunity for harmonization. 

3. Ability to Benefit from Emissions Trading and Other Market 
Mechanisms 

Companies in Annex B countries that can reduce the~ emissions relatively cheaply 
wiU be able to sell their excess allowances to other Annex B companies or countries. It 
is unlikely, however, that U.S. firms that have or are abk to create cheap opportunities 
for reducing their emissions will be able to market those reductions to firms or govern
ments in Annex B countries, as reductions generated in the United States could not be 
used to meet commitments under the_ Kyoto Protocol. U.S. businesses will face an 
additional disadvantage if Annex B countries choose to "grandfather" allowances, as 
the EU has. 

Of course, as domestic emissions trading markets spring up in the United States, 
as is already happening in some states and regions, U.S. firms located in those states 
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and regions will be able to sell reductions within their own markets. However, po
tential sellers will have a smaller market in which to sell reductions, and hence may 
not be able to demand as high a price as they could get if the United States were a 
Kyo to party. 

A potentially more significant problem, mentioned above, is that Annex B govern
ments presumably could refuse to provide U.S. firms with accounts in their Kyoto 
registries. Thus, in theory at least, U.S. companies could be prevented from participat
ing in kyoto trading altogether. At present, the EU ETS specifically authorizes trading 
only with other Annex B countries, although it is not completely clear that this prohib
its trading with the United States. The same problem could arise with respect to ]I. 
Because JI projects also reduce the emissions that must be reported by the Annex B 
country hosting the project, the transfer of ERUs must be accompanied by a parallel 
transfer of AAUs.51 

Annex B governments, arguably, could create other barriers to participation by 
U.S. firms in JI pr?jects by imposing taxes or implementing unfavorable legislation. 
While such barriers might violate WTO rules or internationally agreed rules on in
vestment, it is difficult to predict the outcome until the specific domestic rules have 
been adopted and adjudicated in the appropriate international forum. 52 It is not obvi
ous, however, that the WTO or other international investment rules would prevail 
over rules established to further the goals of the Kyoto Protocol. 

The CDM, somewhat like JI, provides the opportunity for governments and pri
vate firms to finance projects that re<;luce greenhouse gas emissions in developing 
countries that are Kyoto parties and receive certified emissions reductions (CERs) in 
return. 53 CERs, once created, must be transferred directly into the account of the firm 
or government that is designated by the project agreement to receive them. This could 
create an accounting problem similar to one identified above. Such accounts must be 
housed within an Annex B country's registry. Since the Kyoto rules leave the decision 
about which entities may have accounts within their registries entirely to the discretion 
of each Annex B party, 54 it is possible that U.S. firms that finance CDM projects would 
not have accounts to receive the resulting CERs. 

While U.S. firms might be able to circumvent such limitations by making deals 
with firms that do have such accounts, the cost attached to such deal-making will be 
borne by U.S. firms but not by Annex B firms. U.S. firms with Annex B facilities may 
not encounter this problem, as their Annex B facility may have the same right as 
domestic firms to establish an account in the registry of the country in which it is 
located. On the other hand, Annex B countries may view the establishment of such 
accounts as a privilege to be accorded only to firms belonging to countries that have 
accepted all the strictures of the Kyoto Protocol. 

If ownership and resale of CERs, as well as AAUs, ERUs, and RMUs, pose special 
difficulties for U.S. firms, then investing in such projects may not be worthwhile. Even 
if these difficulties may be circumvented, for example, by striking deals with firms or 

governments that have Annex B accounts, the extra effort and expense this would 
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entail would place the U.S. firm at a disadvantage relative to its 
Annex B competitor. As Kyoto emissions targets become more 
ambitious, and the value of CERs increases, this disadvantage 
may become significant enough to make participation in CDM 
projects prohibitively expensive for U.S. firms. Such costs may 
also limit the ability of U.S. firms to market goods or services to 
CDM projects if, for example, Annex B firms are able to receive 
CERs or equity positions in the projects themselves as partial or 
full payment for providing such goods and services, while U.S. 
firms may not. 

C. Indirect Impacts on U.S. Business 
It is often assumed that, ali other things being equal, companies 
in Annex B countries that are saddled with the cost of imple
menting Kyoto will be at a disadvantage vis-a-vis their com
petitors in the United States. As the discussion above shows, 
however, U.S. facilities operating both in the United States and 
in Annex B countries will not necessarily enjoy a competitive 
advantage, and in fact may even find themselves at a disadvan
tage. 

This section discusses other problems that U.S. firms may 
face, no matter where they are situated, as a result of the deci
sion by the United States not to participate in Kyoto. These may 
be thought of as the "indirect effects" of the Kyoto Protocol.55 

These include abilities of U.S. businesses to plan in an uncertain 
regulatory environment, lack of political influence in shaping 
emerging international and domestic regulatory regimes, and consumer and investor 
attitudes toward the U.S. corporate response to climate change (or the perceived lack 
thereof). 

1. Regulatory Uncertainty 

To a much greater extent than their Kyoto competitors, U.S. firms face an uncertain 
regulatory future. This includes uncertainty regarding the nature, scope, and timing of 
potential federal regulations, and the multiple and sometimes contradictory legislative 
approaches emerging at the state and municipal levels. As a result, business decisions 
for U.S. firms may be more costly and risky than similar decisions faced by Annex B ... 
firms, especially where long-term strategic planning and foreign investment are con
cerned.56 

On the one hand, firms may not be adequately preparing for the possibility of 
regulation and compliance in the most cost-effective manner. On the other, firms may 
incur unnecessary costs if they guess wrong in trying to anticipate and prepare for a 
future regulatory scenario and the instruments that it will adopt. Geography amplifies 
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this uncertainty, as many companies make the difficult choice of either pursuing differ· 
ent policies in different places, which is likely to be inefficient and expensive, or bear
ing the costs of making Kyoto-equivalent improvements in the United States.57 

2. Lack of Political Influence 
A similar problem that could also create a significant potential disadvantage for U.S. 
firms is that they will likely have less influence than their Annex B competitors on the 
proc~ess of developing Kyoto rules, both at the international and domestic levels. The 
United States cannot participate directly in Kyoto Protocol negotiations, where Kyoto 
rules are made. Similarly, U.S. firms may have less say than their domestic counter· 
parts in shaping domestic regulations for implementing Kyoto rules. For industries 
that rely on overseas sales, the inability to have their concerns considered on par with 
their competitors might be a substantial impediment. 

As has already been noted, each Annex B government can decide for itself how to 
regulate entities operating within its borders, and national regulations to implement 
Kyoto may differ considerably from one Annex B country to another. Because each 
Annex B Party may decide for itself how to implement its Kyoto obligations, U.S. 
companies, particularly those with multiple overseas facilities, may be subject to a 
plethora of different Kyoto-related requirements. Having limited influence in the de· 
velopment of these rules could only exacerbate this problem. 

3. Consumer and Investor Attitudes 
Consumer preference, especially in Annex B countries, could give Annex B companies 
an additional competitive advantage. As consumers become more aware of the dan
gers of global warming, they may grow increasingly reluctant to purchase goods from 
countries that do not have stringent GHG emissions controls. Moreover, performance 
specifications of goods manufactured and sold by U.S. companies for the U.S. market 
may not meet the more rigorous needs of consumers in Annex B countries. Energy
efficiency standards for appliances and other goods are likely to become more strin
gent over time in Kyoto countries, possibly forcing U.S. firms to redesign their over
seas products to meet Kyoto-based specifications, while continuing to market cheaper, 

less efficient products at home. 
Compliance with standards equivalent to those required by the Kyoto Protocol 

could help a firm improve its reputation and enhance its brand value, not to mention 

its shareholder value. It is even possible that, as the problem of global warming grows 
more severe and Kyoto-compliant countries strengthen their efforts to respond, citizens 
of Kyoto countries might boycott products from non-Kyoto or non-Annex B countries, 
as has already happened in the area of genetically modified organisms.58 Investors, 
too, are finding green companies and products more attractive. Sustainability indexes 
and stock markets providing information on environmental internal policies and asso· 
dated risks are now a reality, as discussed in Chapter 17. 
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IV. Transitional Issues 
In this section we consider how the approach of the United States 
to regulating GHG emissions might change in the future, how 
different options available to U.S. policymakers could interact 
with the regulatory regimes of Kyoto Protocol parties, and the 
effects on U.S. businesses that might result. The types of options 
we consider for U.S regulation fall into three categories: domes
tic regulation at the state and regional levels, domestic regula
tion at the federal level, and regulation pursuant to interna
tional agreements. We should note that, while the Constitution 
prohibits states from entering into agreements with other coun
tries,S9 certain elements of state systems could be linked to non
U.S. systems, for example, in the area of emissions trading. 

At the federal level, each of the options we consider could 
be implemented independently by the United States, or it could 
be tied to systems in other countries through international agree
ments. In other words, any permutation of these two categories 
is possible. We analyze the effects on U.S. businesses of regula
tory changes at the state, regional, federal and international 
levels utilizing the same set of issues as in part 5: direct im
pacts, including compliance with Annex B regulations, markets 
for green goods and services, and emissions trading; and indi
rect impacts, including regulatory uncertainty, political clout, 
and public attitudes. 

A. State/Regional Regulations 
As a threshold matter, it should be noted that principles of federalism do not permit 
state laws controlling GHG gas emissions to conflict with federal laws: They may, 
howeve1; expand on federal laws-for example, by adding to the number of covered 
sectors-unless it is clear that Congress intended to preempt the entire field of GHG 
regulation. 6° Currently, federal law does not regulate GHG emissions, though, as noted 
above, the U.S. Administration has put in place voluntary programs. Thus, within 
some limits that are beyond the scope of this chapter, states presumably are free to 
regulate emissions as they see fit. Many approaches to GHG regulation have been 
considered at both the state and federal level, and several.of these are discussed below 
in the section on federal regulation. In this section, we consider only one type of stare· 
regulation: mandatory emissions limits and trading (cap-and-trade) along the lines of 
the Northeast Regional Greenhouse Gas Initiative.61 Chapter 10 ofthis book describes 
the kinds of actions that states have taken, and Chapter 11 provides a 50-state survey. 
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1. Compliance with Annex B Emissions Regulations 

'The adoption by a state or group of states of a mandatory cap-and-trade program 
could lessen the impact of Annex B emissions regula-

Companies in states that 
adopt mandatory GHG 

cap-and-trade programs 
might benefit somewhat 

in marketing green goods 
and services in Kyoto 

countries as a result of 
experience gained in 

meeting their own state's 
requi~ements. 

tions on emissions-intensive U.S. products if Annex B 
countries decide to distinguish between products hn
ported from states with cap-and-trade (or other equally 
effectiv~) programs from products produced in states 
lacking such programs. The basis for the distinction 
would be the amount of GHGs presumed to have been 
emitted in manufacturing the product. Such a distinc
tion poses a host of questions, however, that would make 
implementation difficult. Does the state program en
tail equally stringent reduction, compliance and enforce
ment measures? Can it be determined that the product 
in question is entirely from a regulated state, or does it 
include parts or labor from unregulated states? Does 

the WTO permit its members to distinguish between products from cap-and-trade states 
and "like" products from states that choose not to regulate GHG emissions? The diffi
culties countries would face in trying to answer these questions make it unlikely that 
products from states with cap-and-trade programs would receive more favorable treat
ment in Annex B countries than products from states that fail to regulate emissions. 

2. Markets for Green Goods and Services 
Companies in states that adopt mandatory GHG cap-and-trade programs might benefit .:_.:-, 

somewhat in marketing green goods and services in Kyoto countries as a result of expe
rience gained in meeting their own state's requirements. For example, new power plant 
designs developed to meet emissions reduction requirements in the electric power sector 
might be more marketable in Annex B countries or developing countries hosting CDM . :. :· . 
projects than older, conventional designs. On the other hand, this benefit would be .. ·' ·:. 

available to any company, regardless of its location, that has redesigned its products to : > · 

meet requirements in regulated states. It is unlikely that the importiJ?.g country could 
confer some special benefit that would be unavailable to companies i~ states that fail to · 
regulate emissions without running afoul ofWTO rules.62 · 

3. Emissions Trading and Other Market Mechanisms 

Although states may not enter into agreements with foreign countries, it would 
possible for a state to explicitly link certain aspects of its trading program to · 
trading programs in other countries. For example, state regulations could .. ._,,v",u"'"' 

allowances or credits purchased from other countries, regardless of whether those 
tries are parties to the Kyoto Protocol. This likely would require those countries 
have monitoring and compliance systems that are as stringent as state systems, but 

should not be a problem for Annex B countries, since Kyoto monitoring and 
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ance systems are relatively stringent, and some parties, such as 
the EU, have even stricter requirements than those mandated by 
Kyoto. 

In addition to having the ability to purchase allowances 
and credits from other countries, some companies will want to 
be able to resell those units. Sales to other U.S. companies should 
be straightforward and will be governed by state or federal law 
only. If the intent is eventually to use those units for purposes of 
compliance with the Protocol, however, the transaction may be 
more complicated. 

The simplest way to purchase a unit out of another country's 
system would be to pay a company in that country, or the gov
ernment itself, to cancel or retire a unit. This would also ensure 
that the unit is not counted twice, once in the purchasing state 
and again in the selling country. Once a specific Kyoto unit is 
cancelled or retired, however, it cannot be reactivated; that is, 
it can no longer be used for purposes of Kyoto compliance. Thus, 
a U.S. company using cancellation or retirement to purchase a 
Kyoto unit will not be able to resell that unit to any entity that 
intends to use it to meet its obligations under the Protocol. 

A different approach that would permit such resale would 
be for the purchasing entity to establish an account in the na
tional registry of a Kyoto party and have the purchased unit 
transferred into that account. Kyoto units retain their character 
as such (i.e., can be used for compliance with the Protocol) as 
long as they do not leave the Kyoto system. This means they 
must always be located in an account in the registry of a Kyoto 
party. Such accounts are discretionary; a party can withhold permission t? establish 
an account within its registry. It is reasonable to suppose that parties will be more 
willing to accord this privllege to companies in states with mandatory emissions re
duction programs. This may be especially important for carbon brokers, such as the 
Chicago Climate Exchange (CCX). 63 

As we have already noted, Kyoto parties probably will not purchase allowances or 
credits generated in the United States, as those units could not be used to meet Kyoto 
commitments. On the other hand, some countries might provide limited or full recog
nition of allowances or credits generated in states with .mandatory reduction programs"~. 
(for purposes of domestic compliance only) to induce U.S. states to begin to regulate 
their emissions. Several EU ETS participants have already expressed interest in such 
linkage with state or regional trading programs.64 The Protocol would have to be 
amended, however, for these Annex B countries to use such allowances or credits to 
meet their Kyoto commitments. 
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B. Federal Regulations 

In part 3 we analyzed some of the possible effects of the Kyoto Protocol on U.S. busi
ness if the United States remains opposed to mandatory federal controls on its green
house gas emissions. The effects of the Protocol on U.S. business could be quite differ
ent, however, if the United States were to adopt mandatory federal emissions regula
tions some time in the future, even if it remains outside the Protocol. There have been 
many 9}fferent proposals for mandato~y U.S. regulations. In this section we discuss 
several of these proposals-cap-and-trade with allowances allocated for free, cap-and
trade with auctioned allowances, and cap-and-trade with a "safety valve. " 65 We also 
briefly consider a relatively new proposed approach called action targets.66 

We focus on cap-and-trade because it is included to varying degrees in most of the 
proposals for federal regulation. It is also the approach taken by the Kyoto Protocol for 
regulating emissions from industrialized (Annex B) countries. 67 Although many Annex 
B countries are still formulating their programs to implement the Protocol, it appears 

likely that all will.utilize some form of domestic trading. The most developed of these 
national programs, as well as the largest, is the EU ETS, which in many respects 
mirrors the Kyoto Protocol. 

To put any of these approaches into action, many questions would have to be 
addressed: What sectors would it cover? Could other sectors opt-in? Would regulation 
occur upstream or downstream? Would all regulated sectors receive equal treatment or 
would some be regulated more stringently than others? Would all gases be included? 
How would removals of carbon from the atmosphere (e.g., through growing forests) be 
handled?, and many more. It is beyond the scope of this paper to consider all of these 
variations. Unless we specify otherwise, assume that all scenarios discussed below are 
economy-wide, all sectors are regulated equally, and all activities and gases are in
cluded. 

It should also be pointed out that all these approaches have an important feature in 
common: they are all "market mechanisms," meaning they all utilize market prin
ciples to minimize the aggregate cost of reducing emissions. This is important, be
cause the decision was made early in the negotiation of the UN Framework Conven
tion on Climate Change that a market approach would be utilized to reduce compli
ance costs. Not only would a domestic market-based approach reduce compliance 
costs in the United States, but, to the extent the U.S. approach can be linked to the 
Kyoto Protocol, it can also save Kyoto parties money, while providing additional 
savings in the United States. Generally speaking, the more gases, sectors, geographic 
area, and regulated entities a market system covers, the more efficient and cost-effec
tive it will be. 

1. Cap-and-Trade with Allowances Allocated for Free 

This approach has the most in common with the EU ETS, which requires Member 
States to freely allocate 90% of their allowances to regulated entities during the com

mitment period. It is also similar to the Protocol itself, in that the Protocol allocates 
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assigned amounts to the parties at no cost. The most common 
method of allocation is "grandfathering," that is, allocating al
lowances on the basis of historical emissions. This is the ap
proach currently taken by the Kyoto Protocol and the EU ETS, 
though for both systems proposals have been made to allocate 
allowances based on other considerations, such as "benchmark" 
performance standards at the national level and population at 
the international level. 

a. Compliance with Annex B Emissions 
Regulations 

Because free allocation of allowances is essentially the approach 
taken in the EU ETS and the Kyoto Protocol itself, effects on 
U.S. business likely would result more from domestic regula
tion than from Annex B rules aimed at leveling the playing field 
or coercing the United States to join the Protocol. Of course, the 
sectors covered, the stringency of the cuts, and other details of 
the U.S. regulatory program ultimately would determine the 
similarity and compatibility of the U.S. system with the EU ETS 
and other Annex B approaches. If the systems diverge signifi
cantly in these details, impacts on U.S. business from Annex B 
regulation could still be significant. 

For example, U.S. products in sectors not subject to U.S. 
emissions controls might be taxed at the border when they are 
imported into Annex B countries. On the other hand, if the over
all U.S system achieved a level of abatement that was in line 
with the efforts of Annex B parties, there would be little justifi-
cation for targeting unregulated U.S. products in this manner. The EU might argue 
that it adjusts its border taxes to match the cost of allowances required to m~nufacture 
domestic "like products," but this argument would raise several problems. First, most 
of the allowances required by EU products in regulated sectors are allocated for free, 
so EU manufacturers are not required to pay, the full costs of allowances. This fact 
could give rise to a WTO challenge based on the WTO requirement that taxes im
posed at the border may not exceed the tax imposed on domestic like products.6H 

A second problem is that it would be unnecessarily provocative, from a trade 
standpoint. If the United States failed to regulate certain products that are regulated in __ ,,. 
some Annex B countries, it would have to regulate other products more stringently 
than similar products in those countries to achieve comparable levels of abatement. 
The United States likely would react by imposing similar trade measures on products 
produced in Annex B countries. In fact, it was decided early in the negotiation of the 
Framework Convention that each party could pick its own measures for implementing 
its emissions commitments. There would be little reason to violate that principle merely 
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because the United States has decided to implement Kyoto-type emissions cuts without 
actually joining the Protocol. 

b. Markets for Green Goods and Services 

Were the United States to adopt emissions controls comparable in stringency to con
trols in Annex B countries, there is little reason to expect that green U.S. goods and 
services would receive differential treatment in Annex B countries. Of course, sectors 
that ar; not regulated in the United States may not stimulate the same level of innova
tion as would occur in comparable sectors in Annex B countries that choose to regulate 
them, but this would cut both ways, giving a potential advantage to U.S. products 
designed to meet the needs of sectors that are regulated in the United States but not in 
some other Annex B countries. Less direct effects, like consumer preference, likely 
would not be significant. 

c. Emissions Trading and Other Market Mechanisms 
With respect to emissions trading and other market mechanisms, the closer the U.S. 
approach is to approaches in Annex B countries, the more compatible the systems are 
likely to be, and the less reason for restricting trading between the systems. Neverthe
less, Annex B countries would still be prohibited by the rules of the Protocol from 
utilizing U.S.-generated allowances or credits to meet their commitments under the 
Protocol. Changing this restriction would require an amendment of the Protocol, but 
accomplishing such an amendment may be relatively straightforward, especially if it 
is done in conjunction with negotiation and adoption of the second commitment pe
riod, which requires an amendment in any event. 

Kyoto Parties may, on the other hand, be reluctant to adopt such an amendment 
for several reasons. First, they probably would insist that the U.S. reduction commit
ment equal their own in its level of stringency. Second, they would be concerned that 
the U.S. approach to monitoring, compliance and enforcement is as effective as their 
own. Third, a great deal of time and effort was spent devising the Kyoto system for 
registering and tracking trades, and presumably the United States would not be a part 
of that system. Fourth, and most important, they probably would be concerned about 
setting a precedent for the Kyoto Protocol by, in effect, allowing the United States to be 
a partial party to the Protocol, picking and choosing which elements of the Protocol it 
will comply with and which elements it rejects. 

2. Cap-and-Trade with Allowances Auctioned 

This approach differs from the one just discussed only in that allowances, rather than 
being allocated to emitters for free on the basis of historical emissions, technology 
benchmarks, or other criteria, would be auctioned periodically to the highest bidder. 
An advantage of this approach is that it allows new companies to enter into the market 
on equal footing with established companies. Allocations based on historical emis
sions are disadvantageous to new firms, as they have no historical emissions on which 
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to base an allocation. On the other hand, allocations based on 
technology benchmarks could give new companies an advan
tage, as they would have the opportunity to utilize cleaner, more 
efficient technology from the start, whereas existing companies 
with older, less efficient technology would be forced to purchase 
additional allowances or invest in expensive retrofits. 

Auctioning would also provide a revenue stream to the gov

ernment that could be used to offset other types of taxes, such as 
taxes on income and capital formation. Many economists have 

observed that shifting the tax burden in this fashion would be 
good for the economy. Such a revenue stream could be used for 
many other purposes: to assist in the transition to a low-carbon 
or zero-carbon economy, for example, by retraining coal min

ers and by providing assistance to low-income families saddled 
with higher energy costs. Some have even proposed lump-sum 
annual transfer of auction proceeds to U.S. citizens. 69 

a. Compliance with Annex B Emissions 
Regulations 

From the perspective of an Annex B country, whether the United 

States chooses to allocate or auction allowances probably would 
make little difference. Auctioning, however, could place U.S. 
companies at a competitive disadvantage, vis-a-vis companies 
in Annex B countries that choose to allocate. One of the stated 

reasons for allocating allowances in the EU ETS is to relieve 

companies of some or all of the costs of compliance.70 Thus it 
seems unlikely that U.S. companies would agree to a cap-and-

trade system in which most or all allowances are auctioned. 

b. Markets for Green Goods and Services 

It is unlikely that the decision to auction rather than aJlocate allowances would have 
any effect on marketing of green U.S. goods apd services in Kyoto countries. 

c. Emissions Trading and Other Market Mechanisms 

Kyoto parties that allocate most of their allowances, such as the European Union and 

its members, should have little reason to care whether the United States disseminates 

allowances by means of auctions, allocations, or some combination of the two. If'" 
anything, they should prefer that the United States auction allowances, since that 
gives companies in countries that allocate an advantage over their U.S. competitors, 
as noted above. Thus, they may be more willing to allow full trading with U.S. 
companies. 
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3. Cap-and-Trade with a "Safety Valve" 

As described above, a safety valve is a predetermined price at which the government will 
sell as many allowances as an emitter desires to buy. Thus the market price of allow. 
ances can never exceed the safety valve price. In fact, once the price of allowances 
reaches the safety valve level, the system effectively converts to a GHG tax, unless and 
until the price for allowances subsequently drops below the safety valve price. 

a. Coiii'pliance with Annex B Emissions Regulations 

Annex B countries' response to a U.S. cap-and-trade program, and their efforts to 
devise regulations that would have the effect of reducing U.S. emissions or at least 

h h U S leveling the playing field, probably would be determined, ... ow moe .. 
in large measure, by the price at which the safety valve 

companies are able to 
benefit from emissions 

trading could be linked 
directly to the level at 

which the safety valve 
price is set. 

was set. A high price might be viewed as little more than 
insurance for the United States that compliance costs 
would not be excessive, in which case, if the U.S. cap 
itself was sufficiently stringent, Annex B countries might 
respond much as they would to a conventional U.S. cap
and-trade program, that is, one that had no safety valve. 
But if the safety valve price were perceived as being too 
low, Annex B countries might view the U.S. effort as in

sufficient, and take the types of measures discussed in part 3 to induce stronger action 
by the United States. 

b. Markets for Green Goods and Services 

The extent to which Annex B countries would treat green U.S. goods and services more 
favorably than in the scenario discussed in part 3 might depend on the safety valve 
price; a high price would provide less incentive for Annex B countries to attempt to 
restrict sales within their borders. A low price, on the other hand, would provide little 
incentive for Annex B countries to behave differently toward U.S. goods and services 
than they would in the no-regulation scenario discussed in part 3. A low safety valve 
price also would provide less motivation for development in the United States of emis
sions reduction strategies and technologies, leaving U.S. companies behind the curve 
compared to the Annex B competitors, as also discussed in part 3. 

c. Emissions Trading and Other Market Mechanisms 

Similar to the issues discussed above, how much U.S. companies are able to benefit 
from emissions trading could be linked directly to the level at which the safety valve 
price is set. Some commentators believe that the European Union will not engage in 
full-scale trading with the United States or seek the necessary rules changes in the 
Kyoto Protocol if the U.S. system includes a safety valve, out of concern that their own 
systems would be weakened if allowance prices hit safety valve levels. The fear would 

be that if Annex B companies could buy U.S. allowances for compliance purposes, then 
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their own systems could be "infected" by the safety valve. If the 
price of allowances in their own markets rose above the safety 
valve price, their companies would simply turn to the United 
States as a limitless source of allowances at the safety valve 
price. On the other hand, if the safety valve price was set at a 
sufficiently high level, other Annex B countries may choose to 
disregard it or even adopt their own safety valve to afford their 
own companies the same financial protection as that given to 
their U.S. competitors. 

4. Action Targets 

Action targets are a new form of market mechanism. They are 
similar to the cap-and-trade mechanisms discussed above in that 
they allow trading, but differ in that they utilize emission reduc
tions, or cuts, rather than caps. (For this reason, the designers of 
this system sometime refer to it as "cut-and-trade.") 

The system works as follows: Rather than setting an emis
sions target, or cap, for a given period, a country adopting ac
tion targets would set a target for the number of reductions it 
will achieve during that period. While it is beyond the scope of 
this paper to discuss the pros and cons of action targets, its two 
major advantages, according to its designers, are that it would: 
(1) make the level of effort a country would have to exert to 
achieve its target more predictable/' and (2) have a smaller 
impact on consumer prices for a given level of reductions. 72 

a. Compliance with Annex B Emissions 
Regulations 

Action targets are sufficiently different from cap-and-trade that it is difficult to assess 
how they would be treated by the EU and other Annex B parties that adopt cap-and
trade schemes. Action targets are designed to be compatible with cap-and-trade, and 
there is no inherent characteristic of action ,targets that would inhibit integration with 
other market mechanisms. The ED, however, has tended to be wary of reduction-based 
systems, such as the clean development mechanism, and may be reluctant to accept 
credits resulting from U.S. action targets. Furthermore, the use of such credits for 
Kyoto compliance would require amendment of the Pr~tocol. On the other hand, the 
EU and other parties recognize the need to incorporate reduction-based credits iii'to 
their domestic systems in order to gain the participation of developing countries, and 
such systems are already integrated into the Kyoto Protocol through Articles 6 and 12. 

Given the importance of the United States to solving the problem of climate change, 
most Annex B countries likely would welcome a U.S. approach based on action targets 
if both the target and the system for counting and verifying reductions are sufficiently 

stringent. The ultimate measure of success of action targets or any other system will be 
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emissions trends. If U.S. emission reductions meet expectations, there is little reason 
for other parties to throw up barriers, and if they did, international trade rules might 
be used to remove tllose barriers. 

b. Market for Green Goods and Services 

Like all market mechanisms, action targets are designed to provide regulatory incen
tives to companies to reduce their emissions. Under action targets, U.S. firms will have 
the same need for renewable energy and energy-efficient products as they would under 
c·ap-and-trade. In other words,- if the scheme succeeds as its designers predict, action 
targets will push U.S. firms to be as competitive in the market for green goods and 
services as their Annex B counterparts. 

' 
c. Emissions Trading and Other Market Mechanisms 

As noted above, some countries, notably those of the EU, have expressed reservations 
about utilizing reduction-based credits, but this reluctance is likely to melt away if 
such systems p~ove effective in bending emissions trajectories downward. Indeed, its 
designers believe action targets will remove some of the political barriers to adopting 
the steep reductions needed t9 solve the problem of climate change, so the scheme 
may, in the long run, prove to be more effective than cap-and-trade and other conven
tional schemes for reducing emissions. If this proves to be the case-and emissions 
inventories will tell the tale-action targets should integrate fully with cap-and-trade 
and other market mechanisms, as its designers intend. 

V. Conclusion 
Under international law, the Kyoto Protocol will not affect U.S. business directly, but 
rather through the implementing laws and regulations that parties to the Protocol 
adopt. Because most parties have not yet fully drafted these laws and regulations, any 
assessment of impacts of the Protocol on U.S. business is necessarily speculative. At 
present, the only national system that is sufficiently developed to provide a concrete 
basis for analysis is the EU ETS. The schemes being developed in Canada and Japan 
are still too much in flux to provide useful guidance. 

While many businesses have taken actions that have had, or will have, the effect 
of lowering their GH G emissions, it is difficult to know what motivated those actions .. 
Although many companies have claimed they acted in response to climate change, 
they may have taken the same or similar actions for other reasons, such as reducing 
fuel costs. It is even more difficult to predict what businesses will do in the future. . 

A third problem is that it is difficult to envision the Kyoto Protocol of the future:· 
The Protocol is an experiment, and many doubts have been raised about its chances for 
success. Businesses in the United States and elsewhere will be reluctant to respond to" 
the Kyoto regime, given the uncertainty of its future prospects. The abstention of the_ 
United States and the limited and unpredictable role of developing countries and coun·' 
tries with economies in transition contribute to this air of uncertainty, making predk~. 
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tions about business impacts little more than educated guesses. 
Although the United States ultimately decided not to ratify 

the Protocol, much of its design reflects U.S. ideas and experi

ence. Emissions trading, extended commitment periods, and the 
"basket of gases" approach were all U.S. ideas. Thinking in the 

United States about how best to regulate GHG emissions has 
evolved, however, and it may select a different path for the 

future. Other countries may choose to follow the U.S.lead. 
Nevertheless, for the present the Kyoto-Protocol is the sole 

international vehicle for building a mandatory regime for con
trolling GHGs, and U.S. businesses that ignore it do so at their 

... for the present the 
Kyoto Protocol is the sole 
international vehicle for 

building a mandatory 
regime for controlling 

GHGs, and U.S. 
businesses that ignore it 

do so at their peril. 

peril. Any approach that might succeed 

Kyoto likely would be evolutionary 
rather than revolutionary, and undoubt

edly would retain many of Kyoto's char
acteristics. In any event, U.S.-owned fa

cilities located in Annex B countries will 

be required to comply with domestic 
regulations, whether or not they were 
adopted to implement Kyoto, and for a 
number of reasons may find compliance 
is made more difficult by the U.S. 

government7s decision to remain outside 
the ProtocoL In particular, they may not be able to take full 

advantage of the Protocol's trading rules, as reductions gener

ated in the United States cannot be counted for purposes of Kyoto 
compliance. They may also find that their parent companies 
are "out of synch" with markets in Kyoto countries, making it increasingly more 

difficult for U.S. foreign subsidiaries to compete with their domestic counterparts, for 
example, in markets for green goods and services. 

Other problems may confront U.S. companies as the Kyoto regime develops and 
markets in Annex B countries and elsewhere eyolve in response to the changing regula
tory environment. U.S. companies are likely to find that theif own decision-making will 

become increasingly more difficult if uncertainty about U.S. emissions controls contin

ues. Their competitors, through their national legislatures, will shape the future regula
tory environment in ways that they cannot. Perhaps the gre~test risk to U.S. firms is that 

consumers in foreign countries, and possibly even in the United States, will turn awaY" 
from companies that are perceived not.to be good stewards of the climate. 

Eventually, the United States must develop domestic emissions controls, and it will 
need to be mindful of the existing international regime, whether that regime is Kyoto 
or something new. The United States may have opportunities to improve upon current 
approaches, but whatever emerges must be compatible with Kyoto or its successor, as 
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well as with the domestic regimes that implement the international one. Despite Kyoto's 

possible flaws, its underlying fundamental logic remains sound: climate change is a 
global problem, and solving it will require a market-based regime that is internation

ally coherent, if not uniform. 
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