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The Fourth Annual Fall Meeting and International Conference of
the Emissions Marketing Association (EMA) took placefrom 2-3
October 2000, in Toronto, Canada. Co-sponsored by the United States
Environmental Protection Agency (EPA), TransAlta, and Ontario
Power Generation, the meeting was attended by 220 participants,
including industry representatives, emissionstrading brokers, govern-
ment officialsand academics. Whilethe mgjority of participantswere
from Canadaand the US, there were al so participantsfrom Japan,
Switzerland, the UK and France.

The meeting was organized by the EMA as part of its series of
biannual meetingsfor Association members. The EMA isanot-for-
profit US-based international education and trade association whose
mission isto promote market-based trading sol utionsfor environ-
mental management. The EMA pursuesthismission with the
following objectives: promoting the advancement and application of
policiesand regulationsrel evant to market-based emissionstrading
systems; encouraging and facilitating information exchange among
members, professional and technical groups, and the public; and
providing programmesin education and training to improve the
knowledge and skills of members, and the understanding and accep-
tance of thepublic.

The meeting consisted of eight thematic sessions, with the
predominant focus being areview of the potential for tradingin
greenhouse gases (GHG) inthelight of recent and anticipated devel-
opmentsinthe Kyoto Protocol of the United Nations Framework
Convention on Climate Change (UNFCCC). Inal but one of the
sessions, panelists presented papers, followed by open plenary discus-
sions. One session took the format of astructured panel discussion,
with panelists responding to questionsfrom amoderator before
answering questionsfromthefloor.

The meeting opened on Monday, 2 October, with an address by
Dan Newman, Minister of Environment for Ontario. Following this,
panel discussionswere held to review recent devel opmentsin
UNFCCC negotiationsand hear presentations on some negotiators
expectations on the possi bl e outcome of the upcoming Sixth Confer-
ence of the Parties (COP-6) of the UNFCCC, whichistobeheldin
TheHague, the Netherlands, from 13-24 November 2000. COP-6is

of particular significance asit has been set asthe deadlinefor
reaching agreement on rules governing provisions under the Kyoto
Protocol, including those rel ating to emissionstrading.

In the sessions on M onday afternoon, participantsreviewed the
experience of developing pilot programmesfor GHG emissionsin
Canada, the United Kingdom, Australia, and Japan, examined a
recent European-wide greenhouse & energy trading simulation, and
considered corporate risk issues associated with the possibleimple-
mentation of trading regimesin greenhouse gases.

On Tuesday, 3 October, the sessionsfocused on: astatusreport on
nitrogen oxides (NOx) and sulfur dioxide (SO,) emissionstrading in
North America; innovative financing of GHG deals; current business
experienceswith GHG trading; and legal issues associated with the
market mechanisms.

In addition to these eight thematic sessions, participantsaso heard
lunchtime presentations by journalist/science writer Lydia Dotto and
Eileen Claussen, President of the Pew Center on Global Climate
Change.

OPENING ADDRESSES

Gary Hart, President of the EM A, wel comed partici pants, noting
that the aim of this meeting wasto discussthe benefits of emissions
trading in advance of COP-6. Heintroduced participantsto the orga-
nization’ swork on the Emissions Trading Education Initiative, and
outlined two recent publications. Real World Results, which
describes how two case studies, based on theinnovative“cap and
trade” system, may deliver positiveresultsfor reducing GHG emis-
sions; and the Emissions Trading Handbook, ajoint project of the
EMA and Environmental Defense Fund that explainsthe structure
and functioning of the US cap and trade system. He urged participants
towork together to make emissionstrading real, and to demonstrate
totheworld that trading isan effective method for achieving GHG
emissionsreductions.

Dan Newman, Minister of the Environment of Ontario, welcomed
theEMA’ sdecision to choose Toronto asthe venuefor their first
meeting outside the United States. After describing Ontario’ srecent
effortstoreduceair pollution, he noted that much work remainsto be
doneto minimize GHG emissions. He outlined Ontario’ scommit-
ment to ademanding set of emissionstargetsby 2015 compared with
1990 levels, including reducing nitrogen oxide and volatile organic
compounds by 45 percent, and sulfur dioxide by 50 percent. He noted
that to achievethesetargets, Ontario had devel oped athree-part
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strategy focusing on the electricity industry that proposes: caps on smog
and acid-rain causing emissions applicable from January 2001, the
mandatory self-monitoring of emissionshby businessand industry, with
full public disclosure; and the introduction of an Emissions Reduction
Trading (ERT) regulation by 2001 to provide businesseswith greater
flexibility in meeting the requirements of the new caps. He noted that
thisstrategy involves actions such as: the commitment of CAN$10
million to a Climate Change Fund dedicated to devel oping new and
innovativewaysfor all sectorsto reduce GHG emissions; the adoption
of the Drive Clean programme and the Countdown Acid Rain
programme; the stringent review of all coal-fired generationfacilities
beforethey can be sold; theinvestment of over CAN$4 millionin
enhancementsto the air monitoring network; and the establishment of a
new SWAT Team at the Ministry of the Environment to strategically
target repeat and deliberate offenders.

Regarding ERT, he noted that thiswill involve participantswhose
emissions have not been capped who will havethe option of voluntarily
reducing their emissions below their historical baselineand selling the
resulting creditsto capped emitters. He explained that under ERT, a
trading credit will qualify only if an emissionsreductionisreal, quanti-
fiable, verifiable, surplus, and unique. He concluded by highlighting the
recent establishment of Clean Air Canadalnc., anot-for-profit organi-
zation based on the Pilot Emission Reduction Trading programme
(PERT). Hesaid that unlike PERT, this programmewill continueto
facilitate credit trading and market devel opment, will include GHG
emissions reduction, and will serve asacenter of excellenceto make
policy recommendationsto government.

PANEL 1: LEADING UP TO COP-6 - WHERE ARE WE AND
WHERE ARE WE GOING?

Pieter Verkerk, Office of Health, Environment and Welfare, Royal
Netherlands Embassy, outlined the Netherlands' experiencein devel-
oping and implementing their climate change policy, and reflected on
possible devel opments at COP-6. He noted that the Netherlandsaimsto
achieveits GHG emissions reduction commitmentsthrough an equal
combination of domestic measures and use of the Kyoto mechanisms.
On domestic policies, he outlined the allocation of reduction targets
acrossdifferent industry sectors, and emphasized the use of industry
covenants, including the recent benchmarking covenant. Oninterna-
tional measures, he said that despite the current uncertaintiesregarding
therules of the Kyoto Protocol mechanisms, the Netherlandswas
commencing with the use of these mechanisms. Asan example, he
noted that the Dutch Cabinet had recently approved 500 million Guil-
dersfor useon Clean Devel opment M echanism (CDM) projectsover
the next two years. Underlining theimportance of COP-6 and the need
for rapid ratification of the Kyoto Protocol, heidentified thefollowing
askey issuesfor COP-6: the mechanisms; compliance and enforcement;
monitoring, reporting and verification of emissions; and the developing
country issues of technology transfer and capacity building.

John Palmisano, Eco-Energo Trade LL C, reviewed the process
leading up to COP-6 and identified some of the key concernsthat need
to beresolved. He argued that the recent UNFCCC Subsidiary Bodies'
meeting in Lyon had witnessed the continuation of entrenched and
divergent positionsamong countries on the key issues, and said that it
was no longer possibleto submit additional technical considerations
into the process, highlighting the predominance of political consider-
ationsfor negotiatorsin thelead-up to COP-6. Heidentified anumber
of issuesthat haveyet to beresolved, noting that these all affect the
supply and demand for GHG reductions and assigned amounts. These
issuesincluded, inter alia: eligibility of trade; supplementarity; the use

of carbon sinksinthe CDM; the nature of the Joint Implementation (J1)
project cycle; CDM project eligibility; fast tracking of the CDM
through use of adefined “ positivelist” of projects; liability under emis-
sionstrading; and compliance.

On COP-6, he suggested that the EU’ s position has recently become
stronger, whilethe US position isweakening. He noted that thiswould
befurther impacted by the upcoming US presidential election. He high-
lighted the emissionstrading initiativesin Denmark, Norway, and the
UK, aswell asthroughout the EU asawhole. Drawing attentionto a
recent study by the Royal Institute of International Affairs, which
sought to quantify the different elements of the flexibility mechanisms,
he noted that thisvaried from anet deficit of 55 milliontonnesof CO,
to asurplusof 565 million tonnes, and emphasized theimplicationsthis
had for assessing future prices of tradabl e units. He concluded by
suggesting that not all theissueswould beresolved at COP-6, and
argued that it was neither possible, nor desirable, for negotiatorsto seek
todo solate onthelast day of negotiations.

Richard Baron, Division of Energy and Environment, I nternational
Energy Agency (IEA), presented the results of arecent international
emissionstrading simulation, which had involved participantsfrom 16
Annex B countries, the European Commission and two members of the
IEA. Theprincipal goal of the multi-country, multi-sector dynamic
simulation, wasto provide hands-on experience to del egationsto under-
stand how such amarket may evolve. The simulation ruleswere based
on Kyoto Protocol Article 3 (commitments), with mandatory reporting
of national inventoriesand net trades. Trading was assumed to take
place under issuer liability, and asecond commitment period was
assumed, with unknown commitment levelsand with provision for
banking.

Baron outlined some of the results of the simulations, noting that: al
Partiestraded and achieved compliance; over 400 transactionstook
place; trading resulted in total costs being reduced by 60%; and coun-
trieswith economiesin transition (EITs) sold morethan their “hot air”
(aterm used for thereduction in emission levelsalready achieved by
former Soviet Union nations since 1990 due to aperiod of economic
decline). He noted that the price was higher than the theoretically
optimal level dueto government policy inertiaand banking, but that
significant costs savings were neverthel ess achieved.

Bob Reinstein, aformer US climate change negotiator now with
Reinstein & Associates | nternational, provided his perspective on the
lead-up to COP-6. He presented two possible scenariosfor GHG emis-
sionsfromindustrialized countries: a“trend scenario” inwhich current
trends continue with additional reasonable measuresthat can bejusti-
fied for other reasons; and a“ pain threshold scenario” inwhich all
reasonable economically and politically feasible measures aretaken to
limit emissions. Theseare contrasted with two scenariosfor EITs: a
“higher economic growth scenario”, in which good progressis made on
thetransition of the economy from centrally-planned to market-based,
including investmentsto improve energy efficiency asindustrial output
increases; and a“lower economic growth scenario” where progresson
economic transition isslow, with fewer investmentsto improve energy
efficiency but much smaller increasesin electricity production and
industrial output. Comparing these emissionswith the Kyoto targets, he
suggested that even under the most optimistic scenarios, few countries
would be ableto meet their targets by domestic measuresalone.

Hethen examined whether these deficits could be met by using the
Kyoto mechanisms. On the potential impact of emissionstrading, he
noted estimatesthat indicate that OECD countrieswill have apotential
demand for credits of between 2 and 2.8 billion tonnes of CO, equiva-
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lent. He compared thiswith the supply of possible creditsfrom EITs,
which estimates suggest could range from 415 million tonnesto 1.5
billion tonnes. He said that much of this potential supply of EIT credits
was from Russia, which hasindicated that trading of their emissions
allowanceswould not be considered until after 2013. He estimated that
the maximum likely range for CDM creditsfrom devel oping countries
by 2010 isat most 200-300 million tonnes.

Inthelight of these figures, and considering recent statementsby
key membersof Congress, Reinstein argued that the USisnot likely to
ratify the Kyoto Protocol inits present form. He suggested that without
USratification, Russiawould also belikely to withhold ratification, as
the absence of the USin thetrading market would greatly reducethe
price of Russian credits. Asthe Protocol requirestheratification of a
minimum of 55 countries accounting for at least 55% of 1990 Annex-1
CO, emissions, thefailure of both these Partiesto ratify the Protocol
would prevent it from entering into force.

Stating that this createsa“ very serious situation for theinternational
process,” Reinstein said that if the Protocol wasto comeinto forceit
would need to berenegotiated in aseparatelegal instrument. He
concluded by arguing that if the most appropriate rules on mechanisms
could not be agreed at COP-6, then it would be better either to haveno
rules, or to haveaset of simpleruleson aninterim basis so asto get the
process started.

In the subsequent plenary discussion, one delegate noted that the
Kyoto Protocol doesnot providefor industry participationin anemis-
sionsmarket. Panelistsresponded that whilethereis some suspicion
withinthe G-77/Chinaabout formally recognizing therole of “legal
entities,” thereisbroad agreement on thisissuewithin Annex | coun-
tries, and it isanticipated that thisissuewill be approved. Reinstein
noted that for US entitiesto be engaged in the process, the Kyoto target
would haveto belegally alocated asadomestic cap. He suggested that
thisishighly unlikely.

Recalling the sentiments of anumber of environmental NGOs, a
participant questioned the assumption of most paneliststhat “ hot air”
will beincluded within atrading regime. Baron responded by arguing
that any attemptsto constrain hot air will limit theincentivefor EITsto
invest in punctual measuresthat result in real emissionsreductions.

A representative of the Canadian agricultural community expressed
concern at the overly political nature of the UNFCCC negotiations, and
emphasi zed the need for sound scienceto ensurethat sinksareincluded
withinthe CDM. Panelists highlighted the need to ensurethe political
independence of the Intergovernmental Panel on Climate Change, and
recommended greater domestic action aimed at ensuring scientific
certainty on the benefits associated with sinks.

PANEL 2: AVIEW FROM THE TRENCHES -NEGOTIATORS
PANEL

Thomas Black-Arbelaez, Colombian Del egation to the UNFCCC
and Director of the Andean Center for Economicsin the Environment,
reviewed recent discussions on the Kyoto mechanisms, focusingin
particular on the contributions of theWorld Bank’ sNational Strategy
Studies Programmeto the COP-6 negotiationson Jl and CDM. Noting
that twelve Latin American countriesarein favor of market-based solu-
tionsto climate change, he urged negotiatorsto design aCDM that
allowsafast and efficient flow of investmentsto theregion.

Onthe CDM, he argued that there are significant benefitsfor Annex
| countries, and noted that devel oping countriesaretrying to understand
how alikely market would work. He presented amodel on the Esti-
mated Marginal Abatement Cost of the CDM and outlined different

scenarios, including one without using the mechanisms. He concluded
that increasing the supply of optionscould significantly reduce compli-
ance costs.

He added that the CDM presented awin-win situation and recalled
that the World Bank was ready to support devel oping nations by $5-10
billion dollarsayear during the commitment period for Certified Emis-
sions Reductions (CERS). He suggested that CDM projectswould build
onthe experience of current commercial and financial relations, noting
that Colombiahad atechnological potential for creditsfor emissions
reduction for about 42 million tonnesof CO,.

Black-Arbelaez then drew participants' attention to thefollowing
key policy issuesfor COP-6: supplementarity limits, which he argued
would not promote rapid and cost effective climate change mitigation
and could present asignificant probleminterms of costs; unilateral
project formulation that could reduce risks and transactions costs; the
inclusion of forestry and land use change projectsin the CDM; and the
mi nimization of transaction costs. He concluded by inviting the US and
Canadato work together with L atin American countries, and suggested
that the EMA hold their next meeting in Latin America.

Jennifer Macedonia, Senior Environmental Engineer, USEPA, and
member of the US negotiating team, suggested that considerable
progress had been made, while noting that this might not be entirely
reflected inthe negotiating text. She underlined thelearning process
that had taken placein recent years, and suggested that, despitecriti-
cism of thelack of achievementsof this process, the outcome of these
negotiationswould belikely to reflect the shared interests of different
countries.

On emissionstrading, she remarked that reductions should first take
place domestically, asthisisinthecountries’ best interest. She
suggested that key provisions on emissionstrading arethoserelating to
compliance, eligibility, and the accounting structure. On entity partici-
pation, she emphasized theimportance of governmentsrather than enti-
tiesin dealing with the obligations of aninternational convention. On
liability issues, she considered that some of the proposal s possess
unsolved problems and do not reduce the concern of overselling emis-
sionsreduction credits. She suggested that the CDM would act asan
incentiveto promote the use of clean technologies, and added that
proposal son competitive accessto the CDM reflected theintention to
encourage private sector involvement beyond the scope of the Protocol.
She highlighted the need for an appropriate design for the CDM, and
recommended that negotiatorsfamiliarize themselveswith the charac-
teristics of past domestic experiences. On Jl projects, sherecalled that
thiswasaprivate-sector oriented mechanism, based on transparent
reductionsarising from projectstaking place between countriesthat,
inter alia, have ruleson emissionsinventoriesand on non-compliance.
She predicted the likely adoption of long-term framework rulesfor all
the flexibility mechanisms of the Kyoto Protocol as part of the decisions
taken at COP-6.

Wayne Moore, Environment Canadaand member of the Canadian
negotiating team, agreed with Jennifer Macedonia' s positive appraisal
of progress made during the negotiations, in particular regarding the
mechanisms. He suggested that negotiators were now left with some
fundamental choices, and outlined four key issues: the need to find the
right balance between domestic and international action; theimportance
of addressing North-South issuesrelating to capacity building, tech-
nology transfer, the adverseimpacts of response measures, and equity;
therole of the complianceregime; and therole of sinks. He concluded
by urging participants and organi zations such asthe EM A to maketheir
voicesheard in the negotiation processin order to foster international
dialoguein emissionstrading.
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During plenary discussions, participants expressed their concerns
about the costs of non-compliance. Panelists considered that if markets
worked well therewould be no need for penalties, and highlighted the
EU’ scompliance action plan and other options based on the payment of
fixed-pricefines, that could be administrated domestically or interna-
tionally. Other participants commented on the range of compliance
costs, and drew attention to the results of various preliminary studies
that suggest rangesfrom 5-52 %. Panelist Thomas Black-Arbelaez
urged negotiatorsto adopt adecision on the administrative tax of CDM,
whichwill affect thefinancing of projectsin devel oping nations.

Therewas general agreement on therolethat Partiescan play in
emissions reduction, and that there are no unsolvable differences. On
equity, participants noted that thisissueinvolves more than simply
equitable geographic distribution of projects, but also geographic allo-
cation of emissions.

PANEL 3: GHG PILOT PROGRAMMES IN PRACTICE —
LEARNING BY DOING

Mike Butters, Executive Director of Ontario’ s Pilot Emissions
Reduction Trading Project (PERT), provided an overview of the PERT
initiative, avoluntary, industry-led, multi-stakehol der collaborative
processaimed at encouraging and rewarding early emissionsreduc-
tions. He noted that the objectivesof PERT areto: investigate environ-
mental and economic consequences of emissionsreduction trading;
ensurethe compatibility of emissionsreduction trading with theregula-
tory framework in Ontario; identify and address key trading issues; and
contributeto the design of atrading system. Theinitiativebegan asa
multi-stakeholder pilot project in 1996 focusing initially on smog
producing gases, before adopting amulti-pollutant approach including
CO,, nitrogen oxides (NOx), volatile organic compounds (VOC), and
sulfur dioxide (S0,). It wasformally recognized through a L etter of
Understanding signed with the Minister of Environment in 1998, and
morerecently became anot-for profit organization known as Clean Air
Canada.

PERT uses an open market hybrid model that providesfor capped
and non-capped emitters. In terms of the defined selection criteria, all
traded emissions reductions must be: real reductionsfrom specific
actions; quantifiable; surplusto regulatory requirements; verifiable by
third party audit; and unique, being created and recorded once from a
specific measure at aspecific time. He noted that the following credits
had been posted on theregistry, or werein progress: 28 000 tonnes of
SO, emissions, 67 000 tonnes of NOx, 43 tonnesof VOCs, and 13
million tonnes of CO/CO,. Hedrew attentionto a*“lesson-learnt” docu-
ment available at the PERT website ( http://www.pert.org).

Warren Bell, Manager of the Greenhouse Gas Emissions Reduction
Trading Pilot (GERT), outlined experiencesinimplementing thisinitia-
tive, amulti-stakehol der consensus-based programme launched in June
1998. Theinitiativefocuses on project-based credit trading for GHGs,
and supports policy devel opment by providing practical experience.
Bell emphasized therelevance of the pilot credit trading system for:
designing adomestic emissionstrading system; devel oping Canada' s
Baseline Protection Initiative; and attaining credit for early action, and
Jl and CDM projects. Partnersintheinitiativeinclude: federal govern-
ment, Six provincial governments, onelocal government agency, six
industry associations, two environmental groups, and Canada’ sV olun-
tary Challenge and Registry. Bell then described the various projects
withintheinitiative, and drew attention to aset of discussion papers
available at the GERT website (http://www.gert.org).

Jean-Y ves Canelill, Senior Research Scientist, Electricite de France,
presented the results of Eurelectric’s Second Greenhouse & Energy
Trading Simulation (GETS 2). The simulation was conducted three
timesfrom February to July 2000, with 35 virtual companiesfrom 16
European countriesand six industrial sectorstrading energy and CO,
futureson aninternet trading tool provided by the ParisBourse. The
simulation incorporated anumber of additionsto GETS 1, including a
greater number of participants, aswell astesting of the CDM and of
financial penalties. Animportant addition wasthetesting of three
different all ocation methods: grandfathering, benchmarking with grand-
fathering, and grandfathering with auctioning. He noted that the three
simulations showed an equivalent evol ution of carbon efficiency dueto
investments and improved environmental management, and that global
compliance was obtainedin all three of the simulations. Underlining the
importance of learning by doing, he argued that theinitiative could
contributeto the design and implementation of carbon trading at
national, sectoral and international levels. Heidentified anumber of
lessonsfrom GETS 2, emphasizing that, inter alia: carbon equivalent
trading wastechnically feasible; an organized market wasefficient in
termsof giving visible price signalsto the participants; and post-verifi-
cation wasan essential part of thewhole process.

David Harrison, Special Advisor, Australian Greenhouse Office,
reviewed recent developmentsin Australiaregarding emissionstrading.
He stated that, following the establishment in April 1998 of the Austra-
lian Greenhouse Office, almost $A 1 billion had been committed to
addressing GHG emissionsover afive-year period. Of this, $A 100
million per annum for four years has been all ocated to the Greenhouse
Gas Abatement Programme. This programme represented ashiftin
philosophy, adopting atotally non-prescriptive approach opento all
sectors, with fundsallocated on aproject-basisand awarded following a
competitivetender. He said such projects needed to befinancially addi-
tional, with emissions reductions being achieved within the Kyoto
commitment period. He noted that ahigh level of interest had been
expressed during thefirst round of tenders, with more than 100 applica-
tionsfor projects.

On emissionstrading, he said the government was considering a
feasibility report ontheissue, and that a cabinet report wasimminent.
He suggested that adomestic trading scheme would not beimplemented
in Australiaprior to Kyoto ratification. Regarding thedesign of a
trading system, he emphasized the need for clear decisionsrelating to
the coverage of sectorsand gases, aswell ason theissue of permit allo-
cation. While acknowledging that comprehensive coverage of sectors
and gaseswould ensureinclusion of lowest-cost abatement opportuni-
ties, he stated that thiswould be difficult to achievein practice, and
noted that atrade-off would be required between abatement costsand
transaction costs. He highlighted the difficulties associated with the
allocation of permits, noting in particular their implicationsfor wealth
distribution. Citing the exampl e of the coal, aluminum and natural gas
industries, he argued that emissionsintensity was not agood indicator
of economicimpact. He drew attention to thefour discussion paperson
emissionstrading that had formed the basis of the consultative process
for devel oping thefeasibility study onthisissue, and noted that these
areavailableat the Australian Greenhouse Office (http://www.green-

Junji Hatano, Deputy President Tokyo-Mitsubishi Securities Co.
Ltd., reviewed thegeneral lack of progressinintroducing emissions
trading in Japan. Heidentified anumber of reasonsfor this, including,
inter alia: Japan’ scomparatively high levelsof energy efficiency; the
government’ s preference for acarbon tax duetoits potential for
addressing the current government deficit; thelimited experiencein
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Japan with environmental market-based instruments; and the prevalent
perception that emissionstrading was“irresponsible.” He noted that the
government was neverthel ess examining the potential for adomestic
allowances market, and suggested that apilot project could be ready
within 24 monthsto test its operational aspects.

Lionel Fretz, Eco SecuritiesLtd, provided abrief overview of the
proposed UK Emissions Trading Schemethat isexpected to be opera-
tional by April 2001. The schemeisbeing devel oped by the UK Emis-
sions Trading Group (ETG), which was established in June 1999 by the
Confederation of British Industry and the Advisory Committeeon Busi-
ness and the Environment. The ETG currently comprises over thirty
companies, aswell asanumber of trade associations and government
departments. Fretz presented the objectives of the scheme, which
include: achieving real environmental benefits; being compatiblewith
and informing international developmentsregarding carbon trading;
ensuring coordination with the climate change levy and the adoption of
negotiated agreements; and providing acost effective policy tool to
deliver more stringent emissionslimits asthey areimposed.

He outlined the structure of the proposed scheme, and distinguished
between: firmsthat agree with government to reduce annual emissions
limitsfor the period covered by thetrading process (“ core partici-
pants’); firmsthat accept an output rel ated emissionstarget under a
negotiated agreement (“unit participants’); and firmsthat deliver
specific emissions saving projects. Hesaid the ETG had sought to
encourage wide participation through the use of financial incentivesto
those companiesthat take on additional costsand risksby agreeing to
binding emissionstargets prior to the devel opment of an emissions
trading market. He noted that the UK Government has subsequently
allocated £30 million per annum in 2003/4 (with additional funding
anticipated in subsequent years) to companieswho commit to and
deliver binding emissionstargetsthat generate additional emissions
reductions.

PANEL 4: CORPORATE RISK ISSUES

Jeremy Weinstein, Pacificorp, stated that energy risk management is
anew field of expertise and noted that when talking about energy risk
management, an array of factorssuch asregulatory risks, taxesand
fiscal incentives must be considered. He recommended following these
markets closely to learn about businesses expectationsrel ating to
carbon trade. He noted that carbon markets were becoming increasingly
real and businesseswere starting to watch their baselines. He explained
however that, dueto the lack of regulations, partieswere starting to set
these baselinesin their agreements. He concluded by drawing attention
tothe“ opportunitiesfor creativity” asthese marketsevolved, although
he warned the audience about transactionsthat may involve real money
for non-existent emissionsreduction.

Norwood Davis, Duke Energy Corporation, underscored
the need to identify therisksthat will affect the central business
interests of the corporation and enhance the corporateimage and maxi-
mize profits. He noted that risk could be described asafunction of
probability and conseguences of occurrence and noted that the sources
of riskswere multiple componentsthat could be presentin CDM
projects. In managing risk, he acknowledged that the goal was not
alwaysto eliminateit but sometimesto accept it and manageit. He
underlined that informationiscritical for risk management, and
suggested agood understanding of the business operation, the market
and theimpact of national and international policy. He concluded by
providing participantswith arisk management model that supported the
adoption of thefollowing steps: identification of scenarios, signposts

and trends; examination of current and future situations; determination
of businessimplications,; development of anintegrated strategy and the
devel opment of communi cations and monitoring plans.

Josef Janssen, I nstitute for Economy and the Environment, Univer-
sity of St. Gallen, Switzerland, gave an overview of issuesrelating to
risk management arising from Kyoto project-based activities. He
explained that having agood understanding of the characteristics of the
Kyoto mechanismswould help to determinetherisk structure of under-
lying project investment. He outlined anumber of factorsto distinguish
between the mechanisms, including: trading between governmentsor
entities; producing emissions permitsinvolving international or
domestic entities; and establishing whether thetransfer systemwasa
cap-and-trade or abaselineand credit system. He highlighted therele-
vance of risk management in JI/CDM projects, noting that investorsare
interested in attractive risk-return profileswhere the realization of
potential gainsispossibleif investmentsrisksare sufficiently low.

On the determination of baselines, he explained that thereare
several approaches, including: project-specific baselines, multi-project
baselinesthat are applicableto similar project typesand areaimed at
standardized emissions|evels; and abaseline definition set in terms of
emissionslevels. On the value of emissions permits, he explained that
while these may be uncertain today, their valuein futurewill vary
depending on wherethey will be used. He argued that the markets
would determinethevalueif trading occursand, if used for compliance
internally, the value would be determined by the marginal cost of abate-
ment at the regulated source. He added that the value was affected by
large political risks such asthe uncertainty regarding the entry into
force of the Kyoto Protocol, the nature of international rulesrelating to
fungibility, ceiling and liability that may restrict trade, and theinterface
of domestic and international markets.

Onthe question of the commercial insurability of the Kyoto mecha
nisms' projects, he predicted the extension of existing coverage based
on causes such as: businessinterruption for consequential loss; tech-
nology performance; firefor sinks projects; and political risk. However,
he suggested that insurance companieswould be able to design new
schemeswhen baselineswere adopted.

PANEL 5: NOy AND SO, STATUS REPORTS

Thissession wasastructured panel discussion on the current status
of trading in sulfur dioxide (SO,) and nitrogen oxides (NOXx) emissions
withinthe US, with panelistsresponding to questionsfrom the moder-
ator, Andy Ertel (Evolution MarketsLLC), aswell asfromthefloor.
The panelistswere Damon Anderson (PP& L Energy Plus), Jeff Foose
(Public Service Electric & Gas Company), Jim Webb (First Energy
Corp.), and Bob Pickering (RIM Corp.).

During the discussions, the panelists commented on the heal thy
state of the SO, market, and contrasted thiswith the static NOx market
inwhich priceswerelow. It was suggested that there were still opportu-
nitiesfor trading in NOx, though these were much more difficult to
find. The panelists advised brokersto trade often and intensely, working
avaried and flexible portfolio that allowed for rapid responses. On
trading by committee, it was recommended that acommittee could be
useful for defining the overall strategy and objectives, but that experi-
enced individual traders should undertake thetrading so asto allow for
rapid action in the volatile markets. On the potential for trading in
GHG, the panelists noted that they had taken little action on thisissue,
other than monitoring developments. Regarding therecent high levels
of volatility inthe Regional Clean Air Market (RECLAIM) in Southern
California, it was suggested that thiswas aresult of the stringency of
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the associated legal requirementsin California, and that such volatility
wasnot likely to occur in the Northeast Ozone Transport Region (OTR)
intheUS.

PANEL 6: CASE STUDIES—-INNOVATIVE FINANCING OF
GREENHOUSE GASDEALS

Aldyen Donnelly, Greenhouse Emissions M anagement Consor-
tium, gave a presentation on the Carbon Emission Reduction Credit
Trading programme and itsreal meaning for businesses. She argued
that there was a serious disconnection between the perception of negoti-
atorsand market reality, and regretted the fact that during thelast three
years negotiators had not spent sufficient time discussing with the busi-
ness sector most of theissues under negotiation. She explained that the
goal of negotiators appeared to be the minimization of costs, whilethe
goal of corporationswasto maximizebenefits. She stated that theaim
of her presentation wasto explore some of theissuesunderlying this
disconnection. She suggested that one of theseissueswasthe “alocated
amount” of emissionsreductions enacted by the Protocol, and argued
that ratification of the Kyoto Protocol would force Canadato reformits
national balance sheet. She contended that if Canadaratified the
Protocol, then national emitterswould be required to commit to more
domestic action than currently forecast. She predicted thefailure of a
Kyoto Commitment I mplementation Strategy in Canadathat did not
support emissionstrading between major point and maobile sources, and
that relied on technol ogy standardsand vehicle stock turnover.

She presented different scenarios of the possibleimpact of the
Kyoto Protocol onthe market capitalization of Canadian entities, and
argued that the government’ sfailure to adopt any domestic action had
resulted in the reduction of approximately CAN$3.5 billioninthe
market value of sharesin Canadian energy companies. She added that
investing in emissionsreducing activitiesin Canadawas currently not a
prudent business, and recommended that as an alternative, emitters
could slow downon all capital spending in Canadain order to preserve
cash to pay anticipated taxes and acquire permits. She argued that while
Canadian agriculture was asignificant source of emissions, thismight
be reduced through the adoption of best management conservation prac-
tices. She argued that thereisno such thing as* permanence” and
suggested that the associated risks could be allocated in aseller-buyer
agreement of CERSs. She concluded that negotiationswere anticipating
trading level sthat were unrealistic, and suggested that this created
expectationsthat were unlikely to be met.

Sid Embree, International Finance Corporation (1FC), outlined the
Financing of GHG Emission Reduction Projects. She briefed partici-
pantson the structure and activities of IFC, noting that it isone of the
institutions of the World Bank Group that dealswith private-sector
project financein devel oping and transitional countries. She described
the IFC’ smain activities asbeing project finance, mobilization of other
sources of capital, the development of capital markets, the provision of
financial advisory servicesand project development facilities, and
investmentsin small and medium sized enterprises. She noted that the
IFC’ sEnvironmental Projects Unit managesthelFC'sGlobal Environ-
ment Programmes, catalyzes and structures environmental investments,
identifiesand structures GHG emissionsreduction investmentsin the
global portfolio, and advisesthe World Bank on the Prototype Carbon
Fund project.

Sheidentified opportunitiesfor including GHG emission reduction
issueswithinthe | FC’ sactivitiesaimed at improving projectsand
bringing near-commercial projectsto fruition, through steps such as
lowering interest loans, granting loans at low cost, giving additional
financing to reducerisks, subsidizing new technologies, and providing

additional incentivesfor sustainable development. She suggested that
governments should simplify approval procedures, taking asan
examplethe“royalties” system that had been applied successfully to oil
production for several decades. She presented three projectsin which
thelFC was currently involved, and highlighted the possibilitiesfor
promoting reductionsin GHG emissions.

She concluded by noting that the |FC was alender of |ast resource
that was accustomed to dealing with higher risksand providing
borrowerswith longer term loans on commercial terms. She recom-
mended theidentification of other sources of financing when projects
arenot viable, and emphasized that carbon finance should be seen as
one alternativethat sometimesfits depending on the baseline.

Francisco Hoyos, Managing Director, Fondelec, briefed participants
ontheactivities of hiscompany, which focuses on worldwide private
equity investmentsin emerging electricity, gas, and wirelesscommuni-
cations markets. He described one of the company’ sprojects—the
Dexia-FondElec Energy Efficiency and Emissions Reduction Fund,
L.P, primarily focused in Central and Eastern Europe—and explained
that the strategy of thefundisto targets energy emissionsreduction
projects, in areas such asdistrict heating, large buildingsretrofit, public
lighting, manufacturing processes, el ectric distribution and transmis-
sion, small and medium-sized co-generation plants and renewable
energy projects. He noted that carbon creditswith tradable value
emerging from investment may be allocated to investorsinthe Fundin
theform of eligible projects.

PANEL 7: CASE STUDIES-BUSINESS EXPERIENCE WITH
GREENHOUSE GAS TRADING

Robert Routcliffe, DuPont Canadalnc, outlined three key deliver-
ables on the Kyoto mechanismsfor negotiators at COP-6: engaging
foreign direct investment (FDI) to support the goals of the project-based
mechanisms; ensuring clarity on credit eligibility; and resisting any
imposition of constraints on the markets. He underlined the need for a
longer-term view on emissionsreduction beyond 2008-2012, and high-
lighted the power of the market in achieving reductions. On the proj ect-
based mechanisms, he suggested that these should include pure Ji and
CDM projects, aswell as“unilateral” CDM projects, intermsof which
devel oping countriesmay invest in their own CDM projectsand sell the
credits. Heemphasized the potential value of FDI projectsin providing
opportunitiesto reduce climateimpacts, noting that FDI decision-
making was al ready subject to extensive host country review and
approval. He urged negotiators at COP-6 to: minimize administrative
and technical demands on the mechanismswhile maintaining environ-
mental integrity; reduce delays associated with additionality; affirmthe
statusof legal entities; providefor clear project eligibility and early
credit; and providefor full fungibility of credits.

In his presentation, Bob Page, Vice President TransAlta, outlined
the measuresthat TransAltaistaking to managetherisksand take
advantage of the opportunities associated with greenhouse gastrading,
and al so suggested anumber of actionsrequired from government to
convert the current speculative trading into arobust system. Expressing
apreferencefor amarket-based trading mechanismwith full fungi-
bility, he suggested that achieving thiswould be asignificant challenge,
asmost government negotiators have little knowledge or experience
with emissions markets. He noted a confusion within the current policy
debate between three differing goal's: regulated emission cutsto achieve
Kyoto commitments; market mechanismsto provide crediting and
trading; and therole of the CDM mechanism asavehiclefor delivery of
development goals.
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Page said that Canadafaced aseriouspolitical impasse: although
ministerswere committed to credits and emissionstrading, after three
years of discussionsthey had madevery little progresstoward imple-
menting asystem, asituation which wasraising seriousrisksfor busi-
nesses seeking investment in appropriate actions. He urged the
government to: commit Canadato launching anational emissions
trading regime before the end of 2001; establish adesign team of key
companies, NGOs and government official s comprising peoplewho
understand markets; and allow current voluntary trading to receive
formal credit if the design team proposals are not completed by theend
of 2001.

Brian Jantzi, Ontario Power Generation Inc., highlighted the need to
commence trading as soon as possible before 2008, and urged recogni-
tion of early action, emphasizing theimportance of emissionstradingin
meeting the Kyoto commitments. He noted adraft regulation in Canada
that imposes caps on NOx and SOx within the el ectricity sector, and
providesfor ahybrid trading system. Hereviewed the activitieswithin
Ontario Power Generation aimed at reducing GHG emissions, notingin
particular itstrading activitieswithin the PERT programme, aswell as
itsparticipationin CDM pilot projects. On COP-6, he emphasized the
need to “leavetheabstract and get real” by providing concrete examples
of projectsto demonstratethefull potential of the mechanisms.

PANEL 8: LEGAL ISSUES ASSOCIATED WITH MARKETS
MECHANISMS

This panel explored the manner in which international commitments
will affect domestic regulations, and examined how certain specific
legal aspects, such astheallocation of risks, could be settledin
contracts between parties.

Mark Perlis, of Dickstein, Shapiro, Morin & Oshinki LLP, noted
that the adoption of new instruments at theinternational level required a
clear definition and acommon understanding of legal issuesat the
domesticlevel. He explained that the analysis of an emissionstrading
system from acontractual perspectivewould help both buyersand
sellersof CERsto understand the benefitsthey will gain from the trade,
aswell ashow to monetize GHG reductions. He proposed the adoption
of criteriafor analysisthat varies depending on the position of the buyer
or seller. From the seller’ s perspective he underlined the need to define
the object of trade, asking if the saleinvolves emissions reduction or
credits; if they are project-sourced or portfolio-sourced; if they area
fixed, realized or recognized amount; if the salewill occur now or inthe
future; andif they are an option or acontingent. From the buyer’'s
perspective, herecommended the need to establish: what the purchase
includes (for instance, emissionsreduction or credits); if they are
project-backed or portfolio-backed; if they areafixed, realized or
recognized amount; if they arise from acontract or property right; and if
itinvolves speculating on thefuture or on the price.

Heexplained that current transactions of CERsarebeing instru-
mented in contracts, and aretherefore creating property rightsover
them because there are no regulations. On the assumption that the
Kyoto Protocol isratified, he noted the need to establish: theformat and
structure of the emissionstrading mechanism; the national lawsand
regulationsthat will governit; the requirementsto validate property
rights; and thetiming of the start of credit trading. Onthe allocation of
portfoliorisk, he underlined theimportance of ng the assigned
amount units, creditsor reductions, of ascertaining whether fungibility
isassured, and confirming whether the commodity istraded and the risk
ismanaged. He argued that trading isameans of managing risk and
recommended the conclusion of contractsto enable CERsto betreated
ascommodities.

Martijn Wilder, of Baker & McKenzie, outlined thelegal issues
associated with the CDM. He noted that anumber of “early” private
tradesin carbon reduction projects had generated creditsthat had
already taken place despite the absence of aformal international trade
regime. Nonethel ess, he noted that such projects must manage arange
of specificlegal transaction and project risks, many of which exist due
to the establishment of aformal market and the nature of the carbon
emission reduction being traded.

He highlighted the opportunitiesavailable at theinternational level
for undertaking carbon emissionsreduction projectsand identified the
issuesand legal risksassociated with the creation of J and CDM
projects. He emphasi zed the benefitsin devel oping Kyoto mechanisms
—such asJl and CDM —asopposed to other emissionsreduction, as
these mechanisms provide greatest security owing to existing prelimi-
nary legal frameworks, cost-effective emissionsreduction creation, the
ability to bank CDM CERs asfrom January 2000, and the institutional
support from many host countries, the World Bank and governments
such asthe Netherlands and the US. However, he urged negotiatorsto
agree on adefinition of alegal framework that would provide agood
understanding of international obligationsand how they interact with
national regimes. He noted that one problem lawyers may facewhen
undertaking transactionsisthe multiplicity of jurisdictionswith
different regimes. If aninternational framework wasin placeit would
be easier to recognize CERsthat areissued in other jurisdictions.

On CDM projects, heidentified the benefits of: clear project criteria
that includethe possibility of partnershipsbetween Annex | Partiesand
devel oping countries; voluntary and approved Party participation;
measurabl e, long-term emissionsand climate change mitigation; and
additionality and no limitation of project types. He described acase
study in China(Orbital Engine Corporation) where an emission reduc-
tion of 6.7 tonnes of CO, wasdisplaced over 10 years. Henoted that in
the context of the project, risk management of CERsincluded theloss
of or disputeover title, thefailureto generate anticipated CER volume
and inaccurate CER verification or baselines. He explained that the risk
was minimized through maximizing the compliance with existing
frameworks, the development of abuyer duediligence, ahighlevel of
verification, the negotiation of contractual terms—appropriate warran-
tiesand indemnities, and underwriting credits.

He concluded with arecommendation that negotiators at COP- 6
should address anumber of specificissues, including the emergence of
apositive project list to establish eligible CDM technologiesto require
ratification before allowing participationin CDM projects, the defini-
tion of the administration of the CDM, ongoing monitoring and valida-
tion, additionality and supplementarity.

Paul Wilson, Fasken Martineau & DuMoulin focused his presenta-
tiononidentifying “deal points’ that contractsfor transferring CERs
should address. He noted that these contracts, asisthe practicein any
contracting process, should hel p contractorsto strip away their assump-
tionson therisksof thedeal . He highlighted the intervention of third
parties, changesin science and security and performancesissuesas
common deal points. Ontheintervention of third parties, he noted that
they can beinvolved in anumber of ways and suggested that there may
bealarge number of additional third parties, such asfacility owners,
reducers, financiersand local governments. He urged the audienceto
consider the property of the CERs, accessrightsand permanence. He
recommended managing risks by undertaking duediligence, and
obtaining alegally-binding assurance on the part of the supplier.

Ontheimplicationsof scientific advances, he explained that this
reguires special assumptionsthat will help to anticipate how they may
affect the deal. He noted that as aconsegquence of unexpected changes,
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projectsmay produce more or less sequestration tonnesthan forecast,
and thus recommended theinclusion of adiscount formula. Heal so
suggested theinclusion of re-opener clausesthat would allow partiesto
re-calculatetheir tonnesif different numbersare adopted by relevant
authorities.

On security, he emphasi zed the critical importance of legal reme-
dies, noting that in many instancesthe return of the money isnot suffi-
cient to ensure the desired result. He recommended that thisissue
should be addressed by enacting clauses of security or warranty that
make provision for the supply of aternatetonnes.

In the ensuing question-and-answer session, participantsraised
issues such asthelack of rulesand how thissituation representsarisk
for business operations. Panelists repeated their recommendationson
the proper allocation of risksaspart of the contracting process.

OTHER PRESENTATIONS

In addition to these panel sessions, participants also heard two
lunchtime presentations. On Monday, 2 October, LydiaDotto, ajour-
nalist/sciencewriter, addressed participants on the nature of the public’s
perception of climate change. Noting ageneral lack of public awareness
of the Kyoto Protocol, aswell aswidespread misunderstanding of some
of the key concepts associated with global warming, she suggested that
themediawere partly to blamefor thisproblem. She highlighted the
negativeinfluence of the* scientific skeptics,” and suggested that rather
than debating the science of modelsrelating to the cause and existence
of global warming, the focus should be on identifying meansto deal
withitspotential impacts.

She urged amore comprehensive adoption of the precautionary
approach, and drew acomparison with the use of household insurance
asan example of precautionary action being taken even when the proba-
bility of damageis perceived to below. Sheargued that it was unlikely
that the Kyoto Protocol will beratified, and suggested that thismay in
fact be positive, asit would raise the public profile of the need for
ongoing action. On emissionstrading, she expressed sympathy with
those who argued that thiswas ameansfor avoiding theimplementation
of significant domestic measures.

On Tuesday, 3 October, Eileen Claussen, President of the Pew
Center on Global Climate Change, made alunchtime presentation to
participants, focusing on the challenges associated with setting therules
for the Kyoto mechanisms.

Sheidentified five stagesin the process of global environmental
negotiations: the“rhetorical” phase, where Parties state their seemingly
inviol able positions; aperiod of stalemate, in which Parties continueto
arguethemainissues; a“traction” phaseinwhich the outlines of
possi ble compromise become apparent; a“clearing” phase, wherethe
difficult technical issues are decided; and the final decision-making
phase, wherethe principal issues are decided. She suggested that
following the recent meeting in Lyon, the negotiations on the Kyoto
mechanismswere currently inthetraction phase, and that it was now
possibleto seethe outlines of the key technical and political issuesthat
needed to beresolved. She emphasized, however, that theseissueswere
difficult, and suggested that anumber of them would not be resolved
during COP-6.

Citing recent studies and economic models, Claussen highlighted
the benefits of introducing an emissions-trading scenario, and urged
that the mechanisms should not be defined in waysthat minimizetheir
use and/or increasetheir cost. Sherejected the argument that the mech-
anismswould result in emissions reductions not being pursued at home,
or that thiswould reduceincentivesfor technol ogy development. While
supporting the introduction of tough requirementsfor monitoring and

verification of CDM projects, she urged that the CDM requirements not
be unduly bureaucratic and cumbersome. She recommended that the
final text on mechanismsagreed in The Hague should: allow substitu-
tion between the mechanisms; permit “legal entities’ to participatein
international emissionstrading; pursue harmonization among the mech-
anisms; impose and enforce significant penaltiesfor non-compliance;
and recogni ze that the mechani sms are most amenablefor use by those
countriesthat adopt domestic cap and trade systems.

While supporting the use of foreststo assist in stabilizing the
climate, she noted that the language of the Protocol isinconsistent, and
noted the continuing need to deal with permanence, |eakage, saturation,
and verifiability. She doubted whether theseissues could be addressed
by the end of November.

She concluded by suggesting that three things need to happen if the
Kyoto Protocol isto betaken seriously inthe US: agreement at The
Hague on aseriesof thoughtful and rational decisionsonthe mecha-
nismsand on compliance; morethoughtful economic analysisin
response to those who arguethat the costs of compliancewill ruinthe
US economy; and effortsto addressthe participation of developing
countries, such as by focusing oninfluencing the nature of investments
in these countries, rather than imposing binding emissionsreduction
targetsduring this decade.

THINGSTO LOOK FOR BEFORE COP-6

UNFCCCINFORMAL CONSULTATIONS: The FCCC Secre-
tariat has announced informal consultations during the intersessional
period relating to: Protocol Articles5, 7 and 8 (6-8 October, Bonn);
LULUCEF (9-11 October, Viterbo, Italy); compliance (12-14 October,
New Delhi); mechanisms (16-18 October, New Delhi); and adverse
effects (19-21 October, Geneva). To confirm datesand for moreinfor-
mation contact: FCCC Secretariat, Bonn, Germany; tel: +49-228-815-
1000; fax: +49-228-815-1999; e-mail: secretariat@unfccc.int; Internet:
http://www.unfccc.int/

CANADA’'SENERGY EFFICIENCY CONFERENCE 2000:
Thisconferencewill be held from 10-12 October 2000 in Ottawa,
Canada. For moreinformation contact: Canada’ sEnergy Efficiency
Conference, Ottawa, Canada; tel: +1-613-992-6130; fax: +1-613-236-
8493; e-mail: conference.oee@nrcan.gc.ca; I nternet:
http://www.oee.nrcan.gc.ca/conference/e/Conference.cfm

EARTH TECHNOL OGIESFORUM: Thismeeting, organized
by the Alliancefor Responsible Atmospheric Policy, will beheldin
Washington DC from 30 October — 1 November 2000. Both ozone and
climate changeissueswill be discussed. For moreinformation contact:
Alliancefor Responsible Atmospheric Policy: tel: +1-703-243-0344;
Internet: http://www.earthforum.com/

THEKYOTOEFFECT —-THE NEW CARBON ECONOMY :
Thisconferenceisbeing heldin Antwerp from 13-14 November 2000.
It isbeing sponsored by Prebon Energy and eFinancial News, and is
intended for senior business, industry and government representatives.
For moreinformation contact: Hugh M cGuire, Prebon Consulting
Services; e-mail: hmcquire@prebon.com; Internet:
http://www.global carbonreduction.com

SIXTH CONFERENCE OF THE PARTIESTO THE FRAME-
WORK CONVENTION ON CLIMATE CHANGE: COP-6 will be
held in The Hague, the Netherlands, from 13-24 November 2000. For
moreinformation contact: the UNFCCC Secretariat; tel: +49-228-815-
1000; fax: +49-228-815-1999; e-mail : secretariat@unfccc.int; Internet:
http://cop6.unfccc.int/
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