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Chapter 3

The National and International
Context for Ontario’s Climate
Policy
Abstract
Climate change is a global challenge, and Ontario’s ability to achieve the emissionsreduction targets in the Climate Change Mitigation and Low-carbon Economy Act, 2016 is
strongly affected by the evolving national and international context.
The Pan-Canadian Framework on Clean Growth and Climate Change requires all
Canadian jurisdictions to put a price on carbon, somewhat reducing concerns about
competitiveness across provinces. The federal government is likely to accept Ontario’s cap
and trade program as fulfilling Ontario’s obligations under the Pan-Canadian Framework.
As planned, Ontario has linked its carbon market with its Western Climate Initiative
(WCI) partners, California and Quebec. This increases the size and liquidity of the market
and should reduce the cost of cap and trade for Ontarians, especially those who buy
transportation fuel. The carbon market should also work more smoothly and with more
price stability than an unlinked system although not all auctions are likely to sell out. In
addition, the link with WCI supports a secondary market for allowances, which may help
Ontario industries fund emissions reductions here.
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Ontario is
not alone

Cap and trade is getting better and
more popular around the world.
The link with California and
Quebec should help Ontarians

3

Ontario is no longer forecast to have a significant shortage of allowances in the next
few years, and Ontario emitters may not need to buy many out-of-province allowances.
Together with the steps that California is taking to reduce their oversupply of allowances,
large cash flows to California have become less likely. Additional efforts to address
oversupply will help maintain the integrity of the cap, which provides the key benefit of
cap and trade: environmental certainty by setting a limit on GHG emission allowances.
Carbon pricing and carbon markets continue to grow around the world, producing
economic and environmental gains. However, the decision of the United States to pull out
of the Paris Agreement may complicate Ontario’s plans to count California allowances
as greenhouse gas reductions here. While the federal government is already counting
on WCI allowances, the international community is still determining how international
emissions trading will count towards nationally defined contributions and targets.
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The National and International Context for Ontario’s Climate Policy

Ontario’s climate policy and programs are affected by
important developments in climate policy, nationally and
internationally.

1. A 2030 emissions-reduction target that is equal to or
greater than Canada’s national Paris commitment,
which is 30% below 2005.

3.0	The Pan-Canadian Framework

• The 2030 target in Ontario’s Climate Change
Mitigation and Low-carbon Economy Act, 2016
(the “Climate Act”) easily meets this requirement.
Ontario’s 2005 GHG emissions were 204 Mt. To
meet the federal requirement of 30%, Ontario’s
2030 emissions would need to be 143 Mt.
Ontario’s Climate Act reduction target for 2030
(a 37% reduction based on 1990 levels), is much
more stringent, approximately 115 Mt of emissions.

In Canada, the federal government has taken steps to
implement its pledge under the Paris Agreement. On
December 9, 2016, the federal government and most
of the country’s premiers signed the Pan-Canadian
Framework on Clean Growth and Climate Change.
which sets out a country-wide approach to putting a
price on carbon pollution and other measures to achieve
greenhouse gas (GHG) reductions across the Canadian
economy. The projected Canada-wide emissions
reductions resulting from the federal minimum carbon
price are 40 Mt by 2025.1
As spelled out in Annex I of the Pan-Canadian
Framework,2 provinces and territories can adopt either
a carbon tax (like British Columbia), or a cap and trade
system (like Ontario and Quebec). For jurisdictions with
a carbon tax system, the carbon price must start at a
minimum of $10 per tonne in 2018 and rise by $10 per
year to $50 per tonne in 2022. Provinces that adopt a
cap and trade approach must have:

GHG Emissions (Mt CO2e)

200

Historical emissions

150

2. Declining (more stringent) annual caps to at least
2022 that correspond, at a minimum, to the
projected emissions reductions resulting from the
carbon price that year in price-based systems.
• The Cap and Trade Program, O. Reg. 144/16 has
declining annual caps from 2017 to 2030. The cap
declines at about 4% per year until 2020 and then
about 2.9% per year from 2021 to 2030. This
meets the second federal requirement.

Cap plus non-capped sectors
Cap

Federal requirement:
30% below 2005 levels

100

50

0

1990
baseline

Target
Target
6% below 15% below
1990 levels 1990 levels

Target
37% below
1990 levels

Target
80% below
1990 levels

Figure 3.1. Ontario’s cap compared to historical emissions and the PCF requirement of 30% below 2005 levels.
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3

Accordingly, Ontario’s cap and trade system likely
meets the federal requirements and is an acceptable
alternative to the federal minimum carbon price, at
least until the planned review of the Pan-Canadian
Framework in early 2022. Other provinces, such as
Nova Scotia, are also considering cap and trade for
part or all of their carbon pricing. Overall, the cap is
designed to result in more efficient and cost-effective
emissions reductions than a high price signal (like a
carbon tax).
The Pan-Canadian Framework may foster increased
collaboration on carbon pricing and other GHGreduction initiatives. For example, the Canadian Council
of Ministers of the Environment are working on a
Canada-wide offset framework (for more information,
see Appendix B, available online only at eco.on.ca).
Such an offset framework could assist provinces
and territories to develop offset programs that are
compatible, and could eventually create transferable
offset credits between Canadian jurisdictions.

ONTARIO’S CAP AND TRADE
SYSTEM LIKELY MEETS THE
FEDERAL REQUIREMENTS

These caps are for the entire Ontario economy,
notwithstanding growth in industry and population.
Ontario has one of the fastest growing populations in
Canada. This means that GHG reductions per capita
must drop even faster than the cap (see Figure 3.2).
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Figure 3.2. Change in Ontario’s GDP, Population and GHG
Emissions since 1990.
Source: MOECC, “Climate Change Strategy”.3

3.0.1

Is Carbon Pricing Bad For Growth?

The experience in Canada and in other parts of the
world is that carbon pricing can be consistent with
strong economic growth.
California’s economy has grown strongly while both
reducing absolute GHG emissions and experiencing
population growth. According to the California Air
Resources Board, “since 2010, California has created
2.3 million new jobs – outpacing most of the U.S. – cut
its unemployment rate in half, eliminated a $27 billion
budget deficit and has seen its credit rating rise to the
highest level in more than a decade. In 2016, California
led the nation in job creation for the third straight year.”4
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Figure 3.3. Change in California’s GDP, Population and GHG Emissions since 2000.
Source: California Air Resources Board, News Release, “New Report Show California is Reducing
Greenhouse Gas Emissions as Economy Continues to Grow”, (07 June 2017).

Quebec has thrived since it began cap and trade.
Quebec’s first compliance period began January 1,
2013, and its program has been linked with California
since January 1, 2014. Gross domestic product grew
by 4.2% from 2013 to 2016.5 Meanwhile, Quebec
allowance auctions raised over $1.94 billion for the
province’s Green Fund. Some Green Fund investments
have generated new export and employment
opportunities. For example, an early Green Fund
investment was to support the development of electric
school buses. Today, the Lion Electric Company is pilot
testing buses, developing electric trucks and planning a
new manufacturing facility.6
British Columbia has also experienced economic
growth since it adopted its carbon tax on July 1, 2008.
Gross domestic product grew by 16% from 2008 to
2016.7 However, B.C. had originally pledged to increase
its carbon tax by $5 every year, but then froze the tax

at $30/tonne in 2012. While the tax initially resulted in
emissions reductions and fuel consumption reductions,
after the tax freeze, B.C.’s total greenhouse gas
emissions increased 2.7% from 2011 to 2014. Now it
is unlikely the province will meet its legislated target of
33% reductions below 2007 levels by 2020.8 In its 2017
fall budget, the B.C. government announced it would
resume the $5/tonne annual increase to reach $50/
tonne by 2021. B.C. is also revoking the original legal
requirement that the carbon tax be revenue neutral.9
Alberta has two carbon pricing programs: the Specified
Gas Emitters Regulation (SGER) since 2007 and a $20/
tonne carbon levy on transportation and heating fuels
since January 2017. The carbon levy will increase to
$30/tonne on January 1, 2018. The SGER requires
emission intensity limits (tied to growth or unit output),
not absolute caps, which means that the total amount
of emissions allowed can increase as industrial output
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increases.10 The SGER was replaced with the Carbon
Competitiveness Incentive (CCI) regulation in January
2018. When global crude oil prices collapsed in 2014,
Alberta’s oil-dependent economy felt the impact.
The ECO has seen no evidence that the province’s
downturn was related to the SGER, and the carbon levy
coincided with Alberta’s economic recovery.11

3.1	The Link with WCI
(California/Quebec)
As indicated in Chapter 2, Ontario signed an agreement
in September 2017 to formally link its cap and trade
system with its Western Climate Initiative (WCI)
partners, Quebec and California, in January 2018. The
first joint auction is expected to take place in February
2018. A key principle of the linking agreement is that
allowances issued, and offset credits recognized,
in any one of the three jurisdictions may be used
interchangeably for compliance purposes in the others.
This means that all allowances will be pooled into one
large WCI market and Ontario emitters may meet their
compliance obligations under the Climate Act with WCI
allowances and/or offsets from Ontario, California and/
or Quebec.

3.1.1

Why Link to a Larger Market

In Facing Climate Change, the ECO reviewed the
rationale for the planned link. Compared to a standalone Ontario program (either cap and trade or a
carbon tax) the link reduces costs for Ontario residents
and businesses.12 It also creates a bigger, more stable
and more liquid market for allowances; and is an
important building block for spreading carbon pricing
across North America and beyond.
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THE LINK REDUCES COSTS
FOR ONTARIO RESIDENTS AND
BUSINESSES

3.1.1.1 How Will the Link Reduce Costs for
Ontarians?
Economic models predicted that, at least for the next
few years, purchasing WCI allowances from outside
Ontario would be less expensive for many Ontario
emitters than reducing GHGs here. Generally, it is
more expensive to reduce emissions in Ontario than in
California, partly because we live in a colder climate,
and partly because we already closed our coal-fired
electric generating facilities. Taking coal out of the
power sector is one of the cheapest options for big
emissions reductions, and this is one that California is
still working on.
A model commissioned by the Ontario Energy Board
in March 2017 (before California updated their
legislation) predicted the cost of Ontario allowances
with and without the WCI link (see Figure 3.4).
A second prediction by analysts in September 2017
(after California updated its legislation) is presented
in Figure 3.5, with similar trends. Both predict that
allowance prices will be close to the floor until
after 2020.

The National and International Context for Ontario’s Climate Policy
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Figure 3.4. Impact of linking to WCI market on the projected carbon price in Ontario. Without the link, the
cost of cap and trade was predicted to start at over $60/tonne in 2018. With the link, the cost per tonne is
close to the WCI minimum floor price until after 2020.13
Source: Adapted from ICF, Long-Term Carbon Price Forecast Report (July 2017).
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Figure 3.5. Projected carbon price scenarios to 2030. Prices anticipated to stay low until 2019 and then rise
above the auction floor price after 2020.
Source: ClearBlue Markets, Market Fundamentals, with labels by the ECO.
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The (predicted) lower cost per tonne of the WCI
allowances means that everyday Ontarians will see less
of an impact on every day expenses, from for example,
housing heating bills, food and goods, and gasoline.
A lower carbon price will also help to reduce leakage,
the loss of trade-exposed industries and related GDP
to other jurisdictions without carbon pricing. On the
flip side, lower allowance prices do not send as strong
a price signal to consumers. This could discourage
behavioural change and related emissions reductions,
and also decrease innovation and co-benefits (such as
cleaner air) if reductions take place in other jurisdictions
instead.
In addition, the link with WCI provides a larger
market with increased liquidity which will improve the
secondary market in Ontario. As Figure 3.6 shows,
Ontario industries receive free allowances in annual
lumps, up to nearly five years before they have to
submit allowances equivalent to their emissions. This
unusually long holding period (longer than in California
or Quebec) creates a financial opportunity. Ontario
industries could sell free allowances on the larger and

Jan 2021

Jan 2020

Ontario
California
Quebec
Jan 2019

0

Allowance
Compliance
Obligations
Due (millions)

more liquid WCI secondary market to raise capital to
fund in-province emissions reductions. Carbon traders,
such as some Canadian banks and pension funds, can
purchase allowances from industries who have received
them for free on the secondary market now, and resell
them back to industry in 2021 when the compliance
obligation matures. In the interim, industries can use
the capital raised by selling their allowances to upgrade
their buildings and equipment, reducing their emissions
and the number of allowances they will later require.
This creates financial incentives for both parties, and
can create long-term GHG reductions in Ontario.

500

Jan 2018

Allowances
Issued (millions)

Jan 2017

3

ONTARIO INDUSTRIES COULD SELL
FREE ALLOWANCES TO RAISE
CAPITAL TO FUND IN-PROVINCE
EMISSIONS REDUCTIONS

-500

-1,000
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Figure 3.6. This image shows the timeframe for the free allocation of allowances and when compliance obligations come due across
all three WCI jurisdictions. Bars above the line indicate allowances issued, bars below the line indicate compliance due dates.
Unlike California, Ontario does not have annual “true-ups” where emitters must meet compliance obligations for 30% of their annual
emissions. Ontario compliance obligations are not due until November 2021.
Source: Adapted from ClearBlue Markets, Compliance Timing Impact (Sept 2017).
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3.1.1.2 Impact on People Who Buy Gasoline
and Diesel Fuel
One of the features of Ontario’s economy is that in
Ontario, more than half of the allowances Ontario
offers at auction are likely to be purchased by fossil fuel
suppliers, who have little influence over the number of
allowances they will require. In particular, petroleum
product suppliers are likely to need to purchase
between 60 – 70% of the allowances Ontario offers
at auction in 2017 to 2020 (see Figure 3.7). Most of
the petroleum products that these suppliers sell are
used by their customers for transportation. This means
that 60-70% of the cost of cap and trade likely will
be passed on to consumers and businesses through
the price of petroleum products. While these price
signals are important to influence behaviour and reduce
fuel consumption across the province, the initial cost

175

3

60-70% OF THE COST OF CAP AND
TRADE LIKELY WILL BE PASSED
ON THROUGH THE PRICE OF
PETROLEUM PRODUCTS

savings from the linked market may ease the transition
for Ontario drivers.
While exact numbers are not available, here is how
the market might look in the first compliance period, if
transportation fuel demand remains steady:

Cap on Emissions (declines ~4% per year until 2020)
Non-capped Sectors

150

Allowances Placed in Strategic Reserve (5%)

Allowances (millions)
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7

34
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Free Allowances (declines ~3% each year)
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Forecast of Fuel Suppliers’ Purchases
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Figure 3.7. Distribution of allowances, showing that about 60-70% of available allowances are anticipated to be purchased
by fuel suppliers. Not all of the capped allowances are available at auction: 5% is placed into the strategic reserve as a price
control mechanism and about 24% is distributed free-of-charge to trade-exposed industries and institutions.
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Petroleum product use resulted in about 61 Mt CO2e
in 2016. But, as shown in Chapter 2, many of the
remaining sources of GHGs either do not require
allowances (uncapped sectors, about 31 Mt), or will
receive most or all of them for free. Large final emitters,
institutions, and smaller companies who have opted in,
emit about 35 – 45 Mt. In 2017, they will receive about
34 Mt or 24% of all allowances for free. The Ministry
of the Environment and Climate Change expects the
number of free allowances for combustion and process
emissions given to industry to decline about 3% a year
until 2020.14

consumption by individual drivers. Over the last several
decades, gasoline prices have fluctuated dramatically
without having much impact on overall consumer
demand, as shown in Figure 3.8. The primary factors
that affect consumer transportation demand, such as
where they live, where they work, and what vehicle they
drive, reflect big decisions that are somewhat locked-in
and, therefore, difficult and expensive to change.

Is it reasonable to expect transportation fuel demand to
remain steady? Fossil fuel suppliers can and will pass
through the extra cost of allowances as part of the price
of their products to the ultimate customer; this may not,
however, result in a commensurate reduction in gasoline

Allowance prices are more likely to affect diesel
demand, as this is typically used by businesses, and
therefore may be more cost sensitive. By linking with
other WCI jurisdictions, the impact of the carbon price
on fuel purchasers is less than it would be otherwise.
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Figure 3.8. Volume of gasoline sold in Ontario compared to price. Prices have been relatively consistent since
2000 and not correlated with the volatile price of gasoline.
Source: CANSIM Table 134-0004, Supply and disposition of refined petroleum products.
CANSIM Table 326-0009, Average retail prices for gasoline and fuel oil, by urban center.
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3.1.1.3 H
 ow Will Ontario’s Carbon Market
Compare to the Pan-Canadian
Framework Carbon Price?
The predicted price for linked allowances is generally
lower than the Pan-Canadian Framework carbon price
(see Figure 3.9).
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Figure 3.9. Comparison of cap and trade price predictions to the Pan-Canadian Framework federal carbon
price. Ontario has set three price thresholds at which the strategic reserve allowances are sold. These prices
are set in relation to inflation and California’s price thresholds and ceiling.
Source: ECO, using price prediction with WCI link from ICF, Long-Term Carbon Price Forecast Report (July 2017).

Because the Pan-Canadian Framework carbon tax
will be much higher than the predicted price of WCI
allowances, there would be a significant difference
in costs for Ontarians and in revenues for Ontario, if
Ontario switches from the WCI market to the PanCanadian Framework carbon tax. Analysts compared
Ontario’s current cap and trade policy with a revenueneutral Pan-Canadian Framework carbon tax scenario,
assuming both would have similar assistance for
trade-exposed large final emitters, and concluded:

• In terms of emissions reductions, cap and trade
outperforms the Pan-Canadian Framework carbon
tax. A higher carbon tax sends a stronger price signal
to consumers and regulated entities in Ontario, but
cap and trade has higher total GHG reductions due
to the declining cap, offsets, WCI allowance imports,
and using revenues to fund low carbon initiatives.
• Competitiveness and GDP impacts are similar.
• “policy lurching [i.e., switching from cap and trade
to a carbon tax] will erode confidence and
expectations… which undermines the price signal
and cost-effectiveness.”15
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CAP AND TRADE OUTPERFORMS
THE PAN-CANADIAN FRAMEWORK
CARBON TAX

3.1.2	What Happened in California Since
Last Year?
California is a world leader on climate policy, and has
committed to reducing its GHGs to 40% below 1990
levels by 2030. This is an ambitious goal, more stringent
than Ontario’s own (37% below 1990 levels by 2030).
On March 16, 2017, Governor Brown approved linkage
of California’s cap and trade program with Ontario’s
program. The Governor’s approval paved the way for
the linkage agreement that was signed on September
22, 2017.
California has reduced its GHG emissions through
many mechanisms since adopting its Global Warming
Solutions Act in 2006. According to the California Air
Resources Board, between 20-30% of the expected
reductions to 2020 and 38% from 2021 to 2030 will
come from cap and trade; the remainder will come
from other regulatory policies such as the Renewables
Portfolio Standard, Advanced Clean Cars Program, and
the Low Carbon Fuel Standard.
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Last year, we expressed concerns about whether
California’s cap and trade program would survive its
litigation and legislative challenges long enough to reach
the next decade. To California’s credit, its cap and trade
program not only survived, but triumphed over these
challenges. The California Court of Appeal upheld the
legal validity of the existing program to 2020.16 Despite a
major constitutional barrier,17 California legally authorized
its program to operate until 2030. Reauthorization was
achieved on July 25, 2017 through two linked statutes:
• Assembly Bill 398 (AB 398), which amends the
California Global Warming Solutions Act and extends
California’s cap and trade program to 2030; and
• Assembly Bill 617, which addresses environmental
justice advocates’ demands for better control of
local emissions of criteria air pollutants and toxic air
contaminants.
In addition, on July 27, 2017, the California Air
Resources Board passed a resolution that adopted
amendments to its cap and trade regulation that
improved the management of surplus allowances.
These are impressive and significant achievements,
particularly given the current U.S. federal government.
California’s new laws represent a hard-fought
compromise between many competing interests. Some
of the trade-offs included a price ceiling for allowances,
plus a continued level of free allowances for industry,18
and limits on the use of offsets. For more information
on California’s new laws, see Appendices A and G,
available online only at eco.on.ca).

The National and International Context for Ontario’s Climate Policy

Politics in California had a significant impact on WCI
auctions. When there was a risk that cap and trade
would not continue in California, WCI auctions sold only
51% of current allowances and 25% of future vintages
at the lowest possible price, the floor price. As soon as
the political uncertainty was removed, markets picked
up, selling 100% of current allowances from May to
November 2017 with prices rising to 11% above the
floor price.

Political certainty
restored

Period of political
uncertainty in California
$20

Floor Price

$19
Carbon Price ($ US/tCO2e)
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CALIFORNIA’S CAP AND TRADE
PROGRAM NOT ONLY SURVIVED,
BUT TRIUMPHED
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Figure 3.10. Price and auction sales in the WCI market.
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Ontario’s market may see similar trends with political
uncertainty. See Chapter 2 for a full account of the
Ontario auctions in 2017. Note that Ontario’s floor price
is set to match the floor price between Quebec and
California and is calculated in Canadian dollars (CAD)
based on the exchange rate on the day of the auction.
This means the floor price can fluctuate due to changes
in the Canadian/U.S. exchange rate.

Political
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Figure 3.11. Price and auction sales in the Ontario market. The
prices fluctuate in Canadian dollars due to the exchange rate.
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A simple forecast of Ontario’s future demand for
allowances compared to Ontario’s emissions cap is
shown below in Figure 3.12.
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Market systems like cap and trade are not perfectly
predictable. There are many reasons for uncertainty,
including fluctuations in economic activity and
allowance demand, policy uncertainty, prices for fossil
fuel products, as well as a lack of accurate and timely
emissions data.
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3.2	Outlook for Ontario’s
Carbon Market to 2030
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Figure 3.12. Forecast of Ontario’s future demand for allowances
compared to the available allowances and credits. Figure assumes
demand (emissions under the cap) will decrease at approximately
1% per year, based on average 1.2% decline from 2012-2015
and an estimate for early reduction credits based on Quebec’s
experience.
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3.2.1	Will Money Flow From Ontario to
California?
No one knows with certainty how many WCI allowances
Ontario emitters will choose to buy beyond the amount
that Ontario auctions. Capped emitters have at least
three options: reduce emissions, buy allowances, or
buy offsets. The best we can do is make educated
forecasts about future supply and demand. This will
become easier to answer when Ontario releases 2016
emissions data, which will include emissions reported
by fuel suppliers.19 Other factors include how much
credit Ontario will give for early reductions, how Ontario
manages its reserve over time and how Ontario rolls out
its offsets policy.
Ontario emitters may not need to purchase any
allowances from outside Ontario until after 2020, if

50

Allowances (millions)

they make full use of their right to use offset credits for
up to 8% of their compliance obligations (see Figure
3.13). This is significantly less demand than had been
previously expected (as discussed in the ECO’s 2016
report Facing Climate Change).

Cumulative Ontario
balance with max of
8% offsets

36 Mt
15 Mt

0
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ONTARIO EMITTERS MAY NOT NEED
TO PURCHASE ANY ALLOWANCES
FROM OUTSIDE ONTARIO UNTIL
AFTER 2020
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Figure 3.13. Cumulative balance of Ontario’s allowance supply and demand. Figure shows that Ontario may have
excess allowances until 2022 to 2025, depending on demand and the amount of offsets purchased. Figure is based on
assumptions in Figure 3.12.
Source: Analysis by the ECO, adapted from ClearBlue Markets.
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In part, the smaller predicted need for allowances from
outside Ontario is because natural gas consumption
in Ontario dropped in the first half of 2017 compared
to the same time period in 2016, due partly to the
mild winter and relatively cool summer. Ontario gas
distributors had predicted that they would need to
purchase 37 M allowances for 2017,20 but natural gas
deliveries in Ontario from gas distributors were down
5% year over year in November 2017, compared to
2016. Natural gas demand for electricity generation was
down an impressive 59% in the first half of 2017.21
Second, as indicated above, Ontario industries may
be able to use the long time period while they hold free
allowances to finance emissions reductions in their
operations. This is the trend observed in California,
Quebec, and the European Union Emissions Trading
System (EU ETS): once a price was put on carbon,
industries started to make changes to avoid the annual
cost of purchasing allowances each year.
Third, Ontario emitters may have good financial
reason to maximize their use of offset credits instead
of purchasing additional allowances. The WCI Linking
Agreement requires Ontario to accept offset credits
registered in California or Quebec. California has
registered, and recognized, a significant number of
offset credits for projects outside California. California’s
new legislation reduced the amount of offset credits
California emitters can use for compliance purposes
from 8% to 4% from 2021 to 2025 and 6% from 2026
to 2030. Since the law requires that at least half of
these offsets provide direct environmental benefits
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within the state, there could be a surplus of offset
credits already recognized by California that were
created elsewhere in the U.S.22 These offset credits
are now eligible for use in Ontario, and the reduction in
California demand may keep their price comparatively
low. Ontario’s current offset regulation has no similar
requirement that Ontario emitters use offsets that
benefit Ontario (see Chapter 4 for more details on
offsets).
Future Ontario demand may be further reduced by new
low-carbon policies, for example, the upcoming federal
Clean Fuel Standard.
Overall, it cannot yet be determined how much money
may flow between jurisdictions, but it is likely to be less
than previously anticipated.

FUTURE ONTARIO DEMAND MAY
BE FURTHER REDUCED BY NEW
LOW-CARBON POLICIES

The National and International Context for Ontario’s Climate Policy

A DISPROPORTIONATE OVERSUPPLY
OF ALLOWANCES CAN CAUSE MANY
PROBLEMS

3.3	How Will Ontario Do in the
WCI Carbon Market?
A simple forecast of the WCI market (presented
in Appendix G, available online only at eco.on.ca)
suggests that both California and Quebec are currently
oversupplied with allowances. That is, they both have
surplus allowances, or more supply than demand,
but the oversupply is much larger in California. A
disproportionate oversupply of allowances can cause
many problems, such as:
• keeping carbon prices so low, and future supply
of allowances so abundant, that jurisdictions could
be unable to meet their long-term GHG-reduction
targets; and,
• distorting the distribution of revenues among
jurisdictions (i.e., a large oversupply of allowances
in California could mean that the WCI revenue
distribution would favour California, with a greater
proportion of pooled revenues flowing from Ontario
and Quebec to California in future auctions).
California is required by law to address its oversupply.
It has already taken some steps, e.g., transferring
some unsold allowances into its strategic reserve (the
Allowance Price Containment Reserve, or APCR) and
limiting when unsold allowances can be auctioned again
(see Appendices B and G, available online only at eco.
on.ca). Ways to reduce oversupply include lowering future
caps, moving surplus allowances to the reserve and/

or fully retiring some surplus allowances. Ontario also
has provisions that limit when unsold allowances can be
auctioned again, but does not yet have a mechanism
to transfer unsold allowances to the reserve or to retire
oversupply. The Regional Greenhouse Gas Initiative in
the northeastern United States has effectively reduced its
oversupply by reducing future caps (see Section 3.5.1.1).
Reducing oversupply is likely to cause WCI prices to rise
above the floor price sooner, but WCI prices are still likely
to be significantly lower than the federal Pan-Canadian
Framework carbon price. Ontario will continue to benefit
from linking due to this lower cost and to the increased
liquidity and stability of the larger, shared market. To
fine-tune the linked program and to avoid the risk of an
unnecessary flow of funds from Ontario to California, the
ECO recommends that:
The government should work with California and
Quebec to reduce the oversupply of allowances,
and to adjust future caps and allowance supply as
needed to meet GHG-reduction targets.

3.4	Can Ontario Count U.S.
Allowances Towards
Targets?
One feature of the Pan-Canadian Framework is
a shared assumption that Canada, Ontario and
Quebec will be able to achieve greenhouse gas
(GHG) reductions by buying allowances from outside
Ontario. Figure 3.14 shows the proposed pathway to
achieve Canada’s 2030 climate target which includes
international imports of allowances. These estimates
assume the “purchase of carbon credits from California
by regulated entities under Quebec and Ontario’s capand-trade system that are or will be linked through the
Western Climate Initiative.”23
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Reductions of 89 Mt (from 742 to 653Mt)
Emissions reductions from announced measures as of November
1st, 2016, including regulations (e.g., HFCs, heavy duty vehicles,
methane) and provincial measures (e.g., BC Climate Leadership
Plan, SK renewables target,) and international cap-and-trade credits
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Reductions of 86 Mt (from 653 to 567 Mt)
Emissions reductions from measures in the Pan-Canadian Framework,
including measures for electricity (coal phase-out by 2030), buildings,
transportation (federal clean fuel standard) and industry

Reductions of 44 Mt (from 567 to 523 Mt)
Emissions reductions to come from additional measures such as
public transit and green infrastructure, technology and
innovation, and stored carbon (forests, soils, wetlands)
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Figure 3.14. A breakdown of emissions-reductions projections for Canada by 2030 under the Pan-Canadian
Framework.
Source: Pathway to Meeting Canada’s 2030 Target. Pan-Canadian Framework on Clean Growth and Climate Change, page 45.

This assumption may not be correct. To date there is
no clear legal basis for Ontario, or Canada, to claim
reductions that may have occurred in California as part
of their GHG inventory, as explained in Section 3.4.1.
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3.4.1	The U.S., the Paris Agreement and
Article 6
How could Ontario, and Canada, claim reductions
here that actually occurred in another country? As we
cautioned in Facing Climate Change:

The National and International Context for Ontario’s Climate Policy

HOW COULD ONTARIO, AND
CANADA, CLAIM REDUCTIONS HERE
THAT ACTUALLY OCCURRED IN
ANOTHER COUNTRY?

At present, GHG reductions achieved outside the
province but claimed for compliance by Ontario
emitters would not count towards Ontario’s
emissions total or international targets. However,
the Paris Agreement, agreed to at the December
2015 United Nations climate change conference,
created an enabling framework which could allow
Ontario to use emissions reductions achieved
outside Canada towards its own targets, if the
Canadian government successfully negotiates
an appropriate bilateral agreement with the
United States [emphasis added]. For Ontario to
count California allowances to reduce Ontario’s
emissions in the international system, it will need
the federal government to negotiate such an
agreement with the U.S.
Article 6 of the Paris Agreement, which Canada cofacilitated, created the enabling framework for this
mechanism, i.e., for countries to meet part of their
GHG-reduction obligations by funding reductions
in other countries. The mechanism is known as
International Transfer of Mitigation Obligations. This
mechanism may support the use of transfers under the
Western Climate Initiative towards Canada’s Nationally
Determined Contribution.

However, on June 1, 2017, the U.S. federal government
announced that the United States would withdraw
from the Paris Agreement.24 This will leave the U.S.
as the only country in the world that is not a party to
the Paris Agreement. Fortunately, other U.S. actors,
including more than 1,400 states, cities, businesses,
and organizations, announced that they would achieve
the U.S.’s Paris pledge, with or without the federal
government.
Without American federal participation, it will be
difficult to obtain a national government-to-government
agreement for the international transfer of mitigation
obligations, as contemplated by Article 6 of the Paris
Agreement. However, it is possible that the procedures
to be adopted under the Paris Agreement will permit
trades of mitigation obligations between subnational
jurisdictions, and not merely between countries. It is
also possible that U.S. consent will be unnecessary if it
withdraws from the Agreement.
This is one of the topics that was discussed at the 23rd
Conference of the Parties (COP 23) in November 2017.
COP 23 is a world meeting of countries who are parties
to the Framework Convention on Climate Change, and
to the Paris Agreement. One task at COP 23 was to
develop “guidance,” “rules, modalities and procedures”
and a work program to implement Article 6. Such
procedures will have to specify how to reliably calculate
emissions reductions in one jurisdiction that are to be
transferred to the purchasing jurisdiction, i.e., Ontario,
and the timing of such reductions.
Since some countries, especially in the developing
world, have low-cost opportunities for GHG reductions,
an Article 6 mechanism could significantly reduce the
cost of global emissions reductions. However, it is
critical that any such reductions are high quality and
credible, and do not repeat some abuses that occurred
with the Clean Development Mechanism.25
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CARBON TAXES AND CARBON
MARKETS ARE EXPECTED TO RAISE
$52 BILLION GLOBALLY IN 2017

3.5	Carbon Pricing Spreading
Around the World
In addition to reducing the cost of compliance for
Ontario emitters, another significant rationale for linking
with California and Quebec is to promote the spread of
carbon pricing across jurisdictions. It is encouraging to
see how rapidly carbon pricing is spreading around the
world, and becoming increasingly ambitious, in both
developed and developing nations.

In part, this is because carbon pricing is receiving
widespread business support. Business groups were
strong supporters of extending California’s cap and
trade system to 2030. Several provinces, including
Ontario, are members of the multi-stakeholder Carbon
Pricing Leadership Coalition, a “voluntary partnership
of national and sub-national governments, businesses,
and civil society organizations that agree to advance
the carbon pricing agenda by working with each other
towards the long-term objective of a carbon price
applied throughout the global economy.”26
According to the World Bank, 15% of global GHG
emissions are now covered by a carbon price. In total,
carbon taxes and carbon markets are expected to raise
$52 billion in 2017, up 7% from 2016. The number of
carbon pricing schemes in place or scheduled is now
46; this has quadrupled since 2007 and almost doubled
in the last 5 years.27

Figure 3.15. Map of carbon pricing initiatives around the world.
Source: International Emissions Trading Association Global Carbon Pricing Map (December 2017).

100

Ontario’s Climate Act From Plan to Progress

The National and International Context for Ontario’s Climate Policy

3.5.1

Global Examples

Here are some examples of new or growing carbon
pricing systems in the last year.

3.5.1.1 Regional Greenhouse Gas Initiative
North America’s first cap and trade program, the
Regional Greenhouse Gas Initiative (RGGI), governs
the electric power sector in nine northeast American
states: Vermont, Rhode Island, New Hampshire, Maine,
Delaware, Connecticut, Maryland, Massachusetts and
New York (New Jersey participated from 2009 through
2011). By 2014, RGGI had contributed to a 45% drop
in GHG emissions from this sector since 2005;28 since
then, another coal-fired plant has closed. In total,
GHGs have dropped twice as fast in the RGGI states
as in the rest of the United States. Air pollution has
also been slashed, producing an estimated $5.7
billion in health savings and other benefits.29 Every
participating state has reportedly experienced health
and economic benefits from this cleaner air; downwind
states also benefit.
In addition, reinvestment of RGGI revenues has
produced its own economic benefits. In its second
compliance period, 2012-2014, RGGI raised about $1
billion. Reinvestment of this money added $1.3 billion
in economic value to the nine RGGI states, led to the

3

NORTH AMERICA’S FIRST CAP
AND TRADE PROGRAM, RGGI, HAS
PRODUCED $5.7 BILLION IN HEALTH
SAVINGS AND OTHER BENEFITS

creation of more than 14,000 new jobs, and cut electricity
and heating bills, saving consumers $460 million.30
RGGI states, both Republican and Democrat, have
recently agreed to make the program more ambitious, and
to cut the total cap on allowances another 30% by 2030.
In addition, RGGI now has two provisions to minimize
surplus allowances and to support allowance prices:
1. The accumulated bank of issued but unused
allowances, as of December 31, 2020, will be wiped
out over five years, by proportionately reducing the new
allowances offered at auction in each of these years.
2. If allowance prices at auction fall below a soft floor, up
to 10% of the allowances scheduled for sale at that
auction will be cancelled.

Figure 3.16. RGGI has reduced its cap as an
adjustment for oversupply or “banked” allowances.
Source: U.S. Department of Energy, Energy Information
Administration31
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3.5.1.2 European Union and Switzerland
There is now a second example of linking across
jurisdictions, in addition to the WCI. After years of
negotiations, the European Union and Switzerland
have agreed to link their respective emissions trading
systems (ETS). Switzerland will be the first linking
partner of the EU ETS.
The EU ETS faces a similar issue of oversupply, in part
due to economic downturn in 2008, with over 2 billion
tonnes of banked surplus allowances and low carbon
prices. The EU recently agreed to remove 24% of the
surplus to the Market Stability Reserve each year if the
market surplus exceeds 833 million allowances (enough
to cover the annual emissions of the whole German
economy). Additionally, if the number of allowances
in the reserve exceeds the number auctioned in the
previous year, then the excess will be automatically and
permanently removed from the market.32

CHINA’S NATIONAL CARBON
MARKET WILL BE, BY FAR, THE
WORLD’S LARGEST

3.5.1.5 Korea
Korea has had a national carbon market since 2015,
and is moving into the second phase in 2018. The
major challenge in this ETS has been high demand for
carbon allowances and limited supply,34 which pushed
carbon prices to all-time highs in November 2017.
The focus of Phase II is to incent emitters to invest
more in emissions reductions. For example, about
half the allowance allocations will now be based on
industry benchmarks for GHG efficiency, instead of on
historical emissions.

3.5.1.3 Mexico
In August 2016, Ontario and Quebec signed a joint
declaration with Mexico to work on developing carbon
markets, with the eventual goal to see Mexico join
the WCI market. Mexico started to trade simulated
emissions permits in 2017 ahead of a national carbon
market in 2018.

3.5.1.4 China
China is expected to announce its first national cap
and trade program soon, as part of its ambitious
Green Financial System.33 The announcement was
expected in late December 2017. China’s national
carbon market will be, by far, the world’s largest and
is expected to cover thousands of entities and will
cover about a quarter of the country’s emissions. They
will start with three major emitting sectors: electricity,
aluminum and cement. China has also established a
domestic offset mechanism.
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3.5.1.6 New Zealand
New Zealand’s cap and trade system is becoming more
stringent, to move towards its 2030 target to reduce
greenhouse gas emissions to 30% below 2005 levels.35
Originally, participants in the New Zealand ETS were
required to surrender one emission unit for every two
tonnes of carbon dioxide equivalent emissions. This
one-for-two ratio is being phased out. The old 50%
surrender obligation increased to 67% in January 2017,
and will increase to 83% in January 2018, and to 100%
in January 2019.

3.5.2

International Aviation

Another significant innovation in worldwide carbon
pricing is the rapid development of a cap and trade
system for international aviation. By September
2017, 72 countries representing 88% of international
aviation activity had registered with the International

The National and International Context for Ontario’s Climate Policy

Civil Aviation Organization their intention to participate
in the Carbon Offsetting and Reduction Scheme
for International Aviation (CORSIA). CORSIA will
allow airlines to offset the growth in their GHGs from
international aviation by purchasing offsets.36

3

ONTARIO IS JOINING A BEST-INCLASS CAP AND TRADE SYSTEM
WITH THE WCI

3.6	Conclusions and
Recommendations
Well designed cap and trade systems have proven to
be environmentally effective and cost effective. Ontario
is joining a best-in-class cap and trade system with
the WCI and it should provide significant benefits for
Ontario.
The WCI program does have a few technical details
that should be “tuned up” moving forward, including
addressing oversupply and ensuring the integrity of
offsets. Addressing these issues will maintain the
integrity of the cap, which provides the key benefit of
cap and trade.
The government should work with California and
Quebec to reduce the oversupply of allowances,
and to adjust future caps and allowance supply as
needed to meet GHG-reduction targets.
Given that the WCI market is currently oversupplied,
it is important to invest the cap and trade proceeds
wisely to encourage further reductions in Ontario. This
will help Ontario keep a larger share of WCI revenues
in Ontario while supporting Ontario’s transition to
a low carbon economy (see Chapter 5 for further
recommendations on the GGRA spending).
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