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Executive Summary

Should revenue from auctioning of emission permits in the EU Emission Trading Scheme (ETS) be
earmarked —‘hypothecated’— for funding climate change activities, particularly in developing
countries?

This question currently exercises EU decision-makers, with the EU Commission and Parliament in
favour, strongly opposed by some Member States. The Commission proposed that 20% of the
auctioning revenue should be used for climate change, while a parliamentary amendment would man-
date all the revenue to be used for climate change, half of which earmarked for developing countries.

This may look like a storm in a tea cup about some arcane technicality, but that impression could
not be farther from the truth, for what is at stake is the very possibility of an “agreed outcome” at the
Copenhagen UN climate conference in December 2009. The reason is simple. The times when it was
possible to sweeten a deal for developing countries with placebo funds and voluntary declarations —
as happened at COP.6 in 2001 — have irrevocably past. Lessons have been learned, at least in de-
veloping countries. For a deal at Copenhagen, there will have to be adequate financial flows from
developed to developing countries. These flows will have to be new and additional to ODA, timely
and predictable, equitable and appropriate.

To reach the minimum adequacy level expressed in submissions by China, India, and the G77, the
assessed contributions of EU Annex Il Parties (= EU15) would have to be €53 billion per annum.
Even when reduced to two-thirds by a complement of ‘international finance’ (Norwegian Proposal,
IATAL etc.), the remaining funding requirement would still be tantamount to around half of the ex-
pected total revenue from EU ETS auctioning (in 2020), or — for the sake of comparison — two-thirds
of current EU (grant) ODA. While of the order of ODA (and thus not economically ruinous!), trans-
fers of this magnitude additional to ODA would be very difficult to raise through general taxation, but
would be covered by the Parliament proposal. There are three main Member State objections to the
Commission and Parliament proposals:

(i) Some new Members object particularly to earmarking revenue for developing countries on
grounds that they are not in Annex II.

(i1) The proposals are seen to contravene the principle of subsidiarity by transferring tax compe-
tence from the Member States to the EU.

(ii) Last but not least, earmarking is said to be contrary to “sound fiscal management,” and hence
not permissible.

Objections (i) and (ii) seem to be justifiable, but can easily be addressed: There are good reasons to
think that the relevant commitments concerning financial transfers laid out in the UNFCCC pertain to
Annex II Parties only. Consequently, the new Member States should be excluded from having to take
on such commitments. The subsidiarity and competence objection, in turn, actually only applies to the
Parliamentary proposal, and this can easily be remedied by changing the modality of the relevant lan-
guage from “shall” to “should”.

Objection (iii), however, is not tenable. For one, there are situations in which the literature sug-
gests that earmarking is appropriate. Moreover, earmarking of revenue streams is actually common
practice in most of the countries concerned (and beyond). The ‘trick’ has been to declare these reve-
nues “off budget,” as has happened in the context of social security, national lotteries, environmental
degradation/compensation. A particularly relevant example in the present context is the UK Renew-
ables Obligation (RO). In short, there is absolutely no reason why the same could not be done in the
case of ETS auctioning, in the EU or anywhere else!

Institutionally, this could be achieved by following the template of UK RO designating domes-
tic/EU ETS-regulators charged with carrying out the auctioning on behalf of the Member States, with
the revenue flowing into domestic off budget ETS Trust Funds. In short, the way forward to a
successful outcome in Copenhagen is to adapt the EU Parliament proposal to accommodate objections
(1) and (ii) and ensure adequate finance for developing countries and to implement the amended pro-
posal through off budget management of the ETS.

To sum up, given the problems of sending general tax revenue abroad, the real question therefore
is not To Earmark or Not to Earmark? — it is Deal or No Deal in Copenhagen?
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| The Issue

“ear-mark,v. :  To mark (animals) in the ear as a sign of ownership or identity;
To set aside (money, etc.) for a particular purpose.”'

To be quite clear, this paper is not about stamping ownership on animals, but about a debate
currently going on — not to say ‘raging’ — between some Member States of the European
Union (EU) and the EU Commission and Parliament about the wisdom and feasibility of
‘earmarking’ (or ‘hypothecating’) revenue from auctioning of emission permits in the third
phase of the EU Emission Trading Scheme (ETS) to be used for climate change causes in
general, and for climate change activities in developing countries, in particular.

.1 The EU Commission Proposal®

At the beginning of the year, the European Commission issued a proposal for a Directive fo
improve and extend the greenhouse gas emission allowance trading system of the
Community.” Tt proposes that at least 20% of the revenue from auctioning emission permits
under the EU ETS be used for a number of climate change related activities, among them fo
facilitate developing countries’ adaptation to the impacts of climate change’ with the proviso
that particular priority should be given to addressing the needs of Least Developed
Countries.

However, the adaptation needs of developing countries are not the only activity proposed
for funding through this hypothecated share of auction revenues. They are competing with
other areas, most of them concerned with ‘domestic’ issues such as contributions to the
Global Energy Efficiency and Renewable Energy Fund, to the development of renewable
energy (to meet certain EU targets), to carbon capture and storage, to address social aspects
in lower and middle income households, and to adaptation to climate impacts in the EU.
Moreover, the funding that is meant for the developing world is not just for adaptation, but
also for avoided deforestation.

The proposed hypothecation could generate significant revenues. The auctioning of
emission permits to the private sector entities covered by the EU ETS is rapidly gaining
ground and is likely to play a significant role in the post-2012 phase of the scheme, with
revenues expected to be in the region of €75 billion per annum in 2020.° The Commission
proposal would thus generate about €15bn annually for climate change causes (in 2020).

The proposed Directive leaves the choice of what exactly is to be funded from the
proposed list of climate causes to the Member States. If one-tenth of this hypothecated money
— the equivalent of a 2 percent levy on the total auction revenue — were to be spent on
covering the funding needs of developing countries, that would generate payments in the
region of €1.5 billion in 2020.

|.2 The EU Parliament Proposal

In early October 2008, the Environment Committee (ENVICom) of the European Parliament
put forward an amendment to the Commission ETS proposal, concerning the ‘earmarking
article’ (Art. 10, §3). Whereas the original Commission language suggested at least 20% the
revenues generated from the auctioning of allowances ... should be used (i.e. earmarked) for
climate change, the ENVICom amendment requires that the /00% of the revenue shall be



used for climate change, with at least 50% for developing countries. Moreover, the range of
issues to be funded by this amount differs significantly from the Commission proposal, in
particular with respect to developing country funding:

e one quarter for funds to avoid deforestation and increase afforestation and reforestation in
developing countries that have ratified the future international agreement, taking into account:
the rights and needs of indigenous people; the preservation of biodiversity; and the
sustainable use of forest resources;

e one quarter to reduce emissions in developing countries that have ratified the future
international agreement, and to transfer technology to those countries, e.g. through the Global
Energy Efficiency and Renewable Energy Fund;

e one half to facilitate adaptation to the adverse effects of climate change in developing
countries that have ratified the future international agreement on climate change.

This means, given the Commission estimates of auctioning revenue, that in 2020, €37 billion
would be earmarked for developing countries (€ 19 billion for adaptation, and €19 billion for
mitigation and LULUCEF in equal shares).

ENVICom also suggested an amendment to the Commission’s effort sharing proposal,
suggesting a floor of at least € 5 billion in 2013, raising to at least €10 billion in 2020, for
assessed contributions for developing country adaptation, which could be financed through
auctioning.

|.3 Three Member State Objections

While is not surprising that Member State Treasuries may not be overjoyed with these
proposals, it is not easy to get hold of published reasons as to why they are opposing the
Commission and Parliament proposals, as they apparently do — which is why the following
summary had to be largely based on personal (Chatham House rule’) communications.

(I)  Some of the new EU Member States seem to object specifically to earmarking
revenue for developing countries on the grounds that they are not members of
Annex II of the UNFCCC.

(IT) More generally, one of the key objections to the proposals appears to be very
similar to the objections that led to the collapse of the 1992 carbon/energy tax
proposal,® namely that, in contravention to the principle of subsidiarity, they would
unacceptably transfer tax competence from the Member States to the EU level.
Some of the Members States have apparently also put forward constitutional
reasons “against any compulsory pre-allocation.”

(IIT) Last but not least, earmarking is said to be contrary to sound fiscal management,
not only because it restricts the decision-making powers of current government, but
also because it pre-commits future generations and governments.

The aim of the following analysis is to look at the theory and practice of earmarking, as well
as the context of the proposals at issue to judge the validity of these objections.



2. The Practice

Contrary to what one might expect based on the pronouncements of economists and Treasury
officials, earmarking/hypothecation is actually a fairly prevalent practice around the world.

2.1 Some US Experiences

Although the US Treasury has lost some of its lustre as role-model in the recent financial
crisis, it may still be interesting for its European counterparts to get some historic trans-
Atlantic inspiration on the practice of earmarking. As it happens, the US practice is replete
with the phenomenon of earmarking. Susannah Camic,” for example, provides the following
(non-exhaustive) list of Federal US taxes that are earmarked:

(1) Social Security;

(2) a ‘social security equivalent’ for railroad workers;
(3) unemployment compensation;

(4) Medicare;

(5) a federal employees retirement tax;

(6) an excise tax on sporting arms and ammunition that is earmarked for federal aid to wildlife
restoration;

(7) a motorboat gas excise tax earmarked for conservation of aquatic resources;

(8) another motorboat gas excise tax earmarked for boat safety programs;

(9) an excise tax on sport fishing equipment, earmarked for management, conservation, and
restoration of fishery resources;

(10) a motor fuels excise tax earmarked for highway construction and maintenance;

(11) an excise tax on airline tickets and aviation fuels that is earmarked for capital and other
expenditures of the Federal Aviation Association;

(12) an excise tax on domestically mined coal, earmarked for abandoned mine reclamation;

(13) an excise tax on domestically mined coal, earmarked to compensate former mine workers
who suffer from black lung disease;

(14) an excise tax on diesel fuel used in travel on commercial inland waterways, earmarked for
construction and rehabilitation projects on those waterways;

(15) an excise tax on hazardous materials (0il and chemicals), earmarked for an environmental
cleanup fund called Superfund,

(16) another fuel excise tax earmarked for cleanup of sites with leaking underground tanks,

(17) an excise tax on commercial cargo upon loading or unloading to ships, earmarked for
harbour maintenance;

(18) an excise tax on vaccine purchase, earmarked for compensating victims of vaccine injury;
and

(19) an excise tax on non highway recreational fuel use, earmarked for development and
maintenance of recreational trails.

Some of these schemes (highlighted in italics) are clearly more akin to the earmarking of
EU ETS revenues as envisaged by the EU Commission and Parliament than others,
particularly with respect to funding for developing country climate change activities. The
most prominent among them is No. 15, the Comprehensive Environmental Response,
Compensation, and Liability Act of 1980 (CERCLA), also known as ‘Superfund,” which will
shortly be described in more detail. Another comparable instance of (proposed) earmarking
which is directly linked to the topic of this paper is the Lieberman-Warner Climate Security
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Act of 2008. While it has recently been voted out of the US Senate, it is widely seen as a
cross-partisan indication of where the US will go after the November 2008 US election, and
hence worth some special mention in this context.

The Comprehensive Environmental Response, Compensation, and Liability Act

The Comprehensive Environmental Response, Compensation, and Liability Act (CERCLA or
‘Superfund’) was enacted in December 1980 under the Carter Administration, and amended
by the Superfund Amendments and Reauthorization Act (SARA) in October 1986 under the
Reagan Administration. The Act established a tax on the chemical and petroleum industries
and provided broad Federal authority to respond directly to releases or threatened releases
of hazardous substances that may endanger public health or the environment. Over five
vears, $1.6 billion was collected and the tax went to a trust fund for cleaning up abandoned
or uncontrolled hazardous waste sites."

The tax revenue is channelled into a trust fund and earmarked to provide for cleanup when
no responsible party could be identified."" The Superfund is committed to the “polluter
pays” principle'> and managed to raise more than $1bn from polluters for clean-up activities
in 2007 alone.

The Lieberman-Warner Climate Security Act"

On 6 June, the Lieberman-Warner Climate Security Act of 2008 (‘the Act’) fell 6 votes short
of the 60 required in the US Senate to ‘invoke cloture’,'® but even so, the Act retains its
significance as an indicator of what is likely going to happen under the new US
administration.

Title XIII (International Partnerships to Reduce Emissions and Adapt) of the Act
proposed an International Climate Change Adaptation and National Security Fund (‘the
Fund’) to be established in the US Treasury, with the aim of financing an International
Climate Change Adaptation and National Security Program (the ‘Programme’) from 2012 till
2050.

The first purpose of the Programme is to protect the economic and national security of the
United States where such interest can be advanced by minimizing, averting, or increasing
resilience to potentially destabilizing global climate change impacts.”” To this end, the
Programme shall support investments, capacity building activities and other assistance, to
reduce vulnerability and promote community level resilience related to climate change and
its impacts in the most vulnerable developing countries, ... impacts that affect economic
livelihoods, result in increases in refugees and internally displaced persons, or otherwise
increase social, economic, political, cultural or environmental vulnerability.lf’

In order to raise revenue for the Fund, the Administrator of the US Environmental
Protection Agency (EPA) would auction a percentage of the annual emission allowances of
the proposed US emission trading scheme, starting with 1% in 2012, and raising gradually to
7% in 2050. This would amount to about $1 billion in 2012, increasing to around $2 billion
by 2020 and $6 billion by 2030.

The Act proposes that up to 60% of the funding goes to international funds, provided they
are created pursuant to the United Nations Framework Convention on Climate Change or an
agreement negotiated under the Convention and fulfil certain additional requirements, most
of which clearly satisfied by the Adaptation Fund."’



2.2 Some UK Experiences

Like the US, the UK has quite a number of revenue raising schemes which work on the basis
of some form of earmarking — including the National Insurance Scheme (operated through
the National Insurance Fund (NIF), probably the largest of its kind in the UK, as well as the
National Lottery.

National Insurance Fund. The NIF was established in its present form on 1 April 1975'
under the aegis of the then Department of Social Security. The annual revenue of the NIF —
collected through NI Contributions (NICs) — currently stands at over £70bn. Strictly
speaking, this revenue is not part of the Consolidated Fund of the Treasury — it is “off-
budget.” It is earmarked for benefits (and administrative expenses) of the National Insurance
Scheme, although surplus revenue (currently at around £40bn) can be lent to the government
by way of investment in gilt-edged securities. Interest on these investments is paid to the NIF
as it falls due. In 1999, responsibility for the NIF was transferred to the Inland Revenue,
which has led some people to regard the earmarking in question as purely nominal. But
strictly speaking, the NIF still exists, judging from the fact that it is still reviewed by the
National Audit Office. "’

The National Lottery was established in 1993, through the National Lottery etc. Act. It is
regulated by the National Lottery Commission and operated by Camelot, a private operator
selected through public tender. Since its inception, the scheme has provided on average
£1.5bn — roughly 30% of current sales revenue®’ — of off-budget funding earmarked for ‘good
causes’(such as the arts and sport) through the operator. In 2004, the National Lottery joined
EuroMillions, a multinational European lottery scheme. *' This helped UK National Lottery
sales to increase by £181 million.*

However, no doubt the most relevant cases of earmarking in the UK in the present context
are those under the Climate Change Levy and the Renewables Obligation.

The Climate Change Levy

HM Treasury’s 2006 Climate Change Levy Package introduces the Climate Change Levy in
the following words:

In 2001, the Government introduced the climate change levy (CCL) on the business use of energy
to encourage business to find ways of reducing energy demand. To support business
competitiveness, the introduction of CCL was accompanied by a 0.3 percentage point cut in
employers’ national insurance contributions (NICs). By recycling revenue, CCL and NICs cuts
incentivise energy efficiency while not increasing taxation overall on the business sector. Indeed,
to date, the value of the NICs reductions outweighs CCL receipts. It is therefore a clear example of
shifting the burden of tax from ‘goods’ to ‘bads’.

As part of the CCL package, the Government also introduced other measures to help business
raise energy efficiency levels, including climate change agreements (CCAs); enhanced capital
allowances (ECAs) for energy-saving technologies; and funding for the Carbon Trust.

Given the off-budget status of NICs, the Treasury could claim that the CCL does not involve
earmarking insofar as the recycling element of the Levy is concerned. However, this
argument would clearly be disingenuous, and furthermore would be invalid in the case of the
‘other measures’ and the Carbon Trust (which, in its first three years, received around £150
million from the CCL).



The Renewables Obligation23

The Renewables Obligation (RO), in effect since April 2002, is a legislated obligation on
licensed electricity suppliers in England and Wales to buy a certain (increasing®*) percentage
of their supply each year from renewable sources. The obligation is monitored by the UK gas
and electricity markets regulator, Ofgem, based on the issuance of renewable obligation
certificates (ROCs, 1 ROC=1 MWh). > ROCs can be bought from eligible renewable energy
generators and traded with other suppliers.

In the present context, the most relevant feature of the RO is that suppliers can choose to
buy-out part of their obligation by paying Ofgem, which re-distributes the resulting revenue
to suppliers in proportion to their renewable purchases as “recycled green premium.”*®
Although the Renewables Obligation is not direct public expenditure, it provides £21.5bn (on
a discounted basis) for the subsidy of renewable generation by UK electricity consumers.”’
This is clearly a form of earmarking of a legally binding levy — officially sanctioned by the
Treasury (albeit with a consumer protection proviso).” It circumvents the “domestic revenue
problem” because it is outsourced to an independent entity - and hence not subject to
consolidated budgeting constraints!

2.3 Conclusions with implications for ETS auctioning

Earmarking is used extensively in US tax and public sector financing, in particular to provide
social and environmental services. Among the many instances of the practice, two are of
particular interest, in the context of this paper, particularly as regards payments to developing
countries:

e The Superfund (CERCLA) for reparation and compensation of damages from oil and toxic
chemical spills, as “polluter pays’ precedent.

e The emissions trading legislation proposed by Warner and Liebermann, as precedent not only of
the idea to earmark revenue from auctioning of emission permits, but also to earmark for
significant payments ($1bn to $6bn) to developing countries, via the UNFCCC (sic!).

The UK Treasury has de facto earmarked on many occasions, but seems to be keen to restrict
the practice to off-budget revenues, in order to avoid a de jure precedent, as observed in the
National Insurance and National Lottery schemes. The two climate change related instances,
the Climate Change Levy and Renewables Obligation, result in significant revenue flows.
One of the key motivations of both these earmarking schemes was to obtain buy-in from the
relevant business sectors — they are most likely better-off under the earmaking than if the
revenue were to go into the general budget pot. Under these circumstances, it is rather
surprising that the European business sector (in particular, the segments that are, or are likely
to be covered by the ETS) have been quiet in this debate. A wake-up call may be in order, for
the happy days of windfall profits from grandfathering emissions permits are over, and they
will not be here again! Significant auctioning is inevitable, and the rules are being written
now. Once they are set, it will be very difficult to change them.
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3. Some Literature

Even though the scholarly literature on earmarking of taxation to pay for public goods is less
extensive than one might expect — indeed it has been referred to as “sparse”29 — it is still
beyond the scope of this paper to give a comprehensive account of it. This section aims
merely to give a flavour of the sort of arguments that have been put forward, particularly
those which do not subscribe to the common wisdom (which as such, is presumably well
known), with a view to providing useful insights for the discussion in the next section.

3.1 William McCleary (1991), “The Earmarking of Government Revenue: A
Review of Some World Bank Experience”
The World Bank Research Observer, vol. 6, no. 1 (January 1991), pp. 81-104

Given its extensive application (see Section 2), it is somewhat surprising to find the received
wisdom — not just among treasury officials, but equally among economists — as earmarking
being bad practice. William McCleary — former lead economist in the Europe, Middle East,
and North Africa Regional Office of the World Bank — attributes the fact that earmarking has
few supporters among economists and public administrators to the following reasons:”’

1) It leads to a misallocation of resources, with too much being given to earmarked
activities and not enough to others.

2) It hampers effective budgetary control (depending to some degree on whether
provisions are embedded in statutes or in the constitution).

3) It infringes on the powers and discretion of the legislative and executive branches of
government.

4) It introduces inflexibility into budgets: changes come only after a lag, and earmarking
systems continue after their usefulness has been served.

Criticism of earmarking, according to McCleary, rests mainly on a notion of government as a
single will, or government decision-making as a perfect reflection of the wishes of the
population, under which decisions about spending and taxation are made such as to improve
welfare (even if implicitly).”' However, he concedes, that under slightly more realistic
assumptions earmarking may take on a more favorable coloring™

McCleary’s practical objection to earmarking rests on the observation that “in practice, it
is difficult to achieve pricing and taxation arrangements that will allocate resources
appropriately for the service in question and yet require few administrative decisions. Often,
efficient pricing and taxing lead to unbalanced budgets for the earmarked fund and hence to
interdependence with the general budget.™ The stated aim of the paper is to look at
earmarking through the eye of “lessons from the real world” — i.e. World Bank case studies —
which, according to McCleary, would appear to bear out the skepticism of the majority about
earmarking: in general, it has not worked very well. The article, therefore, concludes by
cautioning against the practice except under certain defined and restrictive conditions.>*

Despite this ‘official’ conclusion, McCleary is more of an agnostic than an antagonist of
earmarking, for he admits at the very beginning of his paper that economic theory provides
some justification for earmarking. By assigning revenue from specific sources to specific
purposes, a government can facilitate agreement about increasing both revenue and
expenditure in cases in which there would be no consensus about raising either separately.
Earmarking may also protect high-priority programs from shifting majorities, inefficiency
and corruption.
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McCleary points out the defects cited by the critics of earmarking are the virtues cited by
its proponents, who argue that rigidity and limitations on the possibility of reallocating
resources can sometimes be desirable.”

5) Earmarking gives more assurance of minimum levels of financing for public services
that governments consider worthy, thus avoiding periodic haggling within the
bureaucracy or between the bureaucracy and the legislature over appropriate levels of
funding.

6) Greater stability and continuity of funding may lead to lower costs because of speedy
completion of projects.

7) By linking taxation with spending, earmarking may overcome resistance to taxes and
help to generate new sources of revenue.

Somewhat paradoxically, given his ‘official’ conclusion, McCleary ends his paper by
stating: however much the International Monetary Fund and the World Bank have
condemned it in the past, there is no general presumption against earmarking. In theory, as
Buchanan, Goetz, and other public-choice economists have shown, earmarking may make
agreement possible on increasing revenue and expenditure when there would be no
consensus about either separately.*

3.2 Susannah Camic (2006), “Earmarking: The Potential Benefits”
Pittsburgh Tax Review, Vol.4, 2006:pp.55-83.

Susannah Camic wrote her paper on the potential benefits of earmarking due to concern over
the ‘massive political assault™’ waged against progressive income taxation, the mainstay of
the US tax system. Earmarking could significantly strengthen the tax system, not least
because Americans, in their recent history, have been fairly tolerant of taxes that directly
finance popular social programs.>®

Camic’s paper aims to demonstrate, in particular, that earmarking can trigger potent
political effects, both symbolic and institutional [with a significant] potential to increase the
system's stability, revenue yield, and progressivity.”’ For this purpose, she introduces the
following hierarchy of normative benefits of earmarking:

First-Order Benefits:

8) Earmarked taxes constrain the budget-writing process;
9) Earmarked taxes provide tax policy information.

Second-Order Benefits:

10) Increased stability and predictability of spending;
11) Increased revenue yield;
12) Increased progressivity.

The first of the ‘first-order benefits’ (a) is a perfect illustration of McCleary’s dictum that
in the context of earmarking, the defects cited by its critics are the virtues cited by its
proponents. What is more interesting in the current context is her reference to the analysis of
Eric Patashnik™ — one of the leading scholars in the field — as to how these constraints of the
budget-writing process come about: First, earmarked taxes in the US go into trust funds.
Second, they can have “off-budget” status (such as Social Security). The paper also
introduces its own taxonomy, based on three characteristics, namely

e involving a pre-commitment (of future leaders and generations),
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e being contributory, in the sense of the beneficiaries being the same as the
contributors, and

e involving an entitlement, in the sense that its beneficiaries have an absolute right to a
(usually monetary) benefit granted immediately upon meeting a legal requirement.*'

Table 1: “Typology of Earmarked Taxes” Camic (2006)

Contributory Non-contributory
Entitlement No entitlement Entitlement No entitlement
Type 1 Type 2 Type 3 Type 4
. . Motorboat. tax for boat Cpal (S {61 OIS Ammunitions tax for
Social Security disabled by black lung s
safety . wildlife
disease
Railroads workers Motorboat gas tax for
social security Fuel tax for highways aquatic resources
equivalent conservation
Medicare Airlines tax for the FAA Spott fishing equlpmen.t tax
for sport fish conservation
Federal employees Inland waterways tax for Coal tax for abandonment
retirement tax waterways maintenance mine reclamation
Cargo tax for harbor Sttt
upkeep
Fuel tax for underground
tank leakage cleanup
Fuel tax for recreational
trails

The Issue of Pre-commitment. Camic’s first characteristic, namely that of involving a pre-
commitment may be surprising, for it seems to be a common belief that earmarking
necessarily means to pre-commit oneself. However, according to Carmic when democratic
theorists object to pre-commitment, they presume that when a leader pre-commits, she
necessarily commits someone — who is not herself — to certain actions over the course of
future generations. This, Camic contends, is not true: while, by definition, earmarked taxes
involve some pre-commitment of revenues, they do not inherently entail the long-term pre-
commitment of future actors. In this sense, earmarking in no way necessarily removes tax
decisions from the democratic process.42 The key message out of Camic’s analysis is that
earmarked taxes may lend the tax system a greater stability and predictability, help the
government raise more revenue, and increase progressivily.43

3.3 Conclusions with Implications for ETS Auctioning

McCleary’s ‘real-world’ rejection of earmarking was based on three case studies (based on
World Bank evidence):
e Highway Funds in developing countries, particularly in the Central African Republic,
Colombia, Ghana, Mali, and Zaire;
e Excessive earmarking in Turkey and Colombia;
e (Colombia's municipal valourisation tax.
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Of these, only the first two were deemed to have given earmarking a bad reputation,* and it
is at least questionable whether the lessons learned from the other two would be applicable to
the issue of earmarking EU ETS auctioning revenue. His key theoretical objection was
essentially that of having the earmarked revenue flow decide the level of the good to be
provided,45 which was seen to create inefficiencies when it meant an over-supply of the good,
just because the money had to be spent. Given the expected costs of climate change activities,
particularly in the context of funding for developing countries and the “domestic revenue
problem”, it is highly unlikely that this is going to happen. Camic, in turn, has shown that the
(standard) objection of pre-committing future decision-makers and generations raised by
some Member States is not tenable.

The case for earmarking, as it emerges from the two literature samples can be summarised
as follows:

(i) Earmarking gives more assurance of minimum levels of financing for public
services that governments consider worthy, thus avoiding periodic haggling within the
bureaucracy or between the bureaucracy and the legislature over appropriate levels of
funding;

(i) It increases the stability and predictability of spending, which may lead to lower
costs because of speedy completion of projects.

(iii)) By linking taxation with spending, earmarking provides tax policy information
which may overcome resistance to taxes and help to generate new sources of revenue.

(iv) It may increase yield and progressivity of the revenue.

Obviously, there may be other arguments both for and against earmarking than the selection
taken from just two sample articles, but it stands to reason that the ones that are listed here
are the core ones. And furthermore that they confirm the usefulness of earmarking ETS
auctioning revenue, particularly for the purpose of funding developing country climate
change activities.
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4. The Context: Deal or No Deal in Copenhagen!

To understand the present and plan the way forward, one has to be aware of the past and the
lessons learned from it.

4.1 The Past

Following repudiation by the US administration in March 2001, the fate of the Kyoto
Protocol hung in the balance. It was clear that it could not be saved without buy-in from
developing countries. This is the key reason why the political agreement at COP.6bis (the
Bonn Agreement, July 2001) contained provisions for two new funds — the LDC Fund and the
Special Climate Change Fund (SCCF) — under the financial mechanism of UNFCCC, as well
as confirmation of the establishment of the adaptation fund ... to be financed from the share
of proceeds on the CDM project activities and other sources of funding.*® According to M.J.
Mace, it was quite clear that these three funds were intended to sweeten the Marrakesh
package of decisions for developing countries.”’

The Earth Negotiation Bulletin, the semi-official reporting organ of the negotiations,
summarised the outcome of the finance negotiations that followed the Bonn Agreement as
follows:

Although the agreement recognizes the need for ‘new and additional funding,’ and establishes

three new funds, no specific funding level is identified and there are no new legal requirements on

countries to provide funding. Pronk’s suggested US$1 billion became an unrealistic option with

US withdrawal from the Protocol. ... From a developing country perspective, the texts mirror the

compromise that they made in the Bonn Agreement, under which they lost out on their previous

insistence on mandatory funding levels or any setting of funding levels. As one developing country
delegate expressed it:

They have shown us the blank checks, ...

... now the question is will they actually enter any ﬁgures.48

Instead of Jan Pronk’s (the Dutch President of the Conference) billion, there was a joint
political declaration made by the European Community and its Member States, together with
Canada, Iceland, New Zealand, Norway and Switzerland, on their preparedness to
collectively contribute €450 million/US$410 million annually by 2005, with this level to be
reviewed in 2008.* This was to be made up by contributions to GEF climate change related
activities; bilateral and multilateral funding additional to current levels; funding for the
special climate change funds, the Kyoto Protocol Adaptation Fund and the LDC fund; and
funding deriving from the share of proceeds of the Clean Development Mechanism following
entry into force of the Kyoto Protocol.™

At the time, the fact that contributions to the GEF and the share of the proceeds from
CDM projects may count toward the overarching goal of the Declaration was seen to
significantly reduce its ambition.”' While it is curious that the CDM adaptation levy, an
international tax, should be counted in this manner, this option did not really materialise until
now, as the Adaptation Fund was not operationalised until very recently.. The overall
achievement of the pledge is difficult to judge, since even though the Parties involved were
meant to publish their performance record in their National Communications, there does not
seem to be an independent review.
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Moreover, at the time of writing (November 2008) it is unclear whether the contribution
levels are being reviewed, as stipulated in the announcement of Declaration. It would not be
surprising if they were not, simply because it has become clear that the whole format of the
Declaration has outlived its usefulness, particularly in the context of the Bali Road Map
negotiations.

4.2 Lessons Learned

Developing Countries

The fact that the funding for developing countries has remained totally inadequate — and the
profound sense of dissatisfaction in many developing countries about the governance of the
funds that did materialise which led to the establishment of the Adaptation Fund under the
direct authority of the Kyoto Protocol — has led to a number of developing country
submissions on financing which clearly reflect the lessons learned. Key among these is the
submission by the Philippines on behalf of the Group of 77 and China on the Financial
mechanism for meeting financial commitments under the Convention™ of 25 August 2008
(‘the G77 proposal’).

The objective of the G77 proposal is the operationalisation of an effective financial
mechanism under the COP... to ensure the full, effective and sustained implementation of the
Convention, in relation to implementation of commitments for the provision of financial
resources... mandated under Articles 4.3, 4.4, 4.5, 4.8 and 4.9 of the Convention in
accordance with Article 11 defining the financial mechanism.

The proposal calls for a reform of the financial mechanism of the Convention based on the
governance of the Adaptation Fund, with the following provisions concertning funding
sources (emphasis added):

5. The main source of funding will be through the implementation of commitments under Article
4.3. The funding will be “new and additional” financial resources, which is over and above
ODA. The major source of funds would be the public sector.

6. Any funding pledged outside of the UNFCCC shall not be regarded as the fulfilment of
commitments by developed countries under Art. 4.3 of the Convention, and their commitments
for measurable, reportable and verifiable means of implementation, that is, finance,
technology and capacity-building, in terms of para 1.b (ii) of the Bali Action Plan.

7. 1Tt should be ensured that there be predictability, stability and timeliness of funding.

8. The resources shall be essentially grant-based (particularly for adaptation), without prejudice
to certain concessional loan arrangements in appropriate form, to meet the needs of a specific
programme.

9. The level of the new funding can be set at 0.5% to 1% of the GNP of Annex I Parties.
Quantified commitments by developed countries to adequate and predictable funding for
mitigation and adaptation must be addressed. The portion of funding that must be allocated to
adaptation and mitigation and their respective means of implementation shall be decided by
the Board and periodically reviewed, taking especially into account the historical imbalances
in and the urgency of funding for adaptation.

The ‘Board’ mentioned in 9 refers to the governance structure put forward in the proposal
(see below). The specified range of funding is based on an earlier submission™ by China on
the implementation of the Bali Action Plan (“the Chinese proposal”), according to which
Sufficient financing shall be provided by developed countries to address climate change. In
addition to existing ODA, developed countries shall annually provide financial support of no
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less than 0.5% of their total GDP to support actions by developing countries to address
climate change in developing countries.™

The G77 proposal is more specific than the Chinese one. It puts an upper bound to the
funding range, and identifies “developed countries” as Annex I Parties. The latter is
somewhat surprising, given the way in which the relevant commitments were identified in the
description of the objective of the proposal (see above): Of the articles mentioned as
mandating the relevant commitments, only Art 4.3, 4.4, and 4.5 are restricted in scope,
namely to “the developed country Parties and other developed Parties included in Annex I1.”
While it may be consistent with the letter of the Convention to interpret these commitments
to apply to certain non-Annex II Parties, it would seem to be contrary to its original spirit.
And it stands to reason that if one were to adopt a more encompassing interpretation, then it
would not be fair to expect countries like Belarus or Turkey (non-Annex II, but Annex I) to
contribute to the financial mechanism and not include countries such as South Korea, Mexico
(non-Annex I, hence non-Annex II, but OECD).

The most recent”” AWG-LCA’® paper of relevance in this context is the Government of
India Submission on Financing Architecture for Meeting Financial Commitments® (‘the
Indian proposal’). While concurring with the G77 proposal, the Indian one is more specific in
a number respects. With regards to funding sources, for example, it stresses that they cannot
be voluntary, because voluntary contributions are not predictable and cannot service legal
commitments under the Convention. Further, the commitments under the Convention to fund
the incremental costs of addressing climate change cannot be treated as aid or assistance
under a donor-recipient platform [but] must be funded with resource transfers or grants.[para
9]. The Indian proposal also amplifies the G77 assertion that any funding pledged outside of
the UNFCCC shall not be regarded as the fulfilment of commitments by developed countries,
since the Convention would be undermined if parallel initiatives outside the governance
structure foreseen by the Convention are considered towards fulfilment of commitments of
developed country Parties under the Convention. Under the circumstances, the proposal
enumerates four types of envisaged funding sources:

a) Annual contributions equal to 0.5% of the total GDP of the developed world for funding full
agreed incremental costs of adaptation and mitigation through resource transfers or grants.
Individual country contributions may be decided multilaterally on the basis of historical
responsibility for GHG concentration, current emission levels, per capita GDP etc. Each
developed country Party or any grouping of developed country Parties would be free to decide
the means for raising these contributions through country specific or region specific
auctioning of emission rights, carbon taxes, and specific levies on sectoral emissions or any
other means considered feasible within their borders.

b) Any levies on international travel or use of marine haulage that are negotiated under the
Convention.

¢) Any private sources of grant funding on a voluntary basis.
d) Any other bilateral or unilateral grant funding or contributions on a voluntary basis.

In providing this list, the Indian proposal adds specificity to that of the G77, and clarifies
an important point, namely the fact that the issue at hand is public sector-type financing
(resource transfers/grants/levies). This is of particular importance with regard to paragraph 6
of the G77 proposal (see above), because it means that it applies to this type of finance, and
not to MRV financial support of developing country mitigation activities through private
sector mechanisms like the CDM — as recently suggested by Miiller and Ghosh.”® Indeed, the
Indian proposal uses the CDM as a positive example of a mechanism which pay[s] for such
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positive incremental costs in full and thereby preserve[s] the socio-economic viability of the
underlying investments despite the higher costs of mitigation.

The design and structure of the operationalisation proposed by the G77 is laid out in the
following four points:

1. The COP is the supreme decision-making body of the Convention, under whose authority and
guidance the mechanism will operate. The COP shall decide on the policies, programme
priorities and eligibility criteria.

2. The COP will appoint a Board, which shall have an equitable and balanced representation of
all Parties within a transparent and efficient system of governance. The Board shall be
assisted by a Secretariat of professional staff contracted by the Board.

3. The COP and Board shall establish specialized funds, and funding windows under its
governance, and a mechanism to link various funds.

4. Funds would be administered by a Trustee or Trustees selected through a process of open
bidding.

Again, the Indian proposal one gives added value by providing some insight into the
lessons that gave rise to that position. It recalls that under Article 11 of the Convention,” the
intention was that its financial mechanism shall function under the guidance of, and be
accountable to, the COP and have equitable and balanced representation of all Parties within
a transparent system of governance. It then gives a brief account of how these provisions
were fully adhered to in the creation of the Adaptation Fund, which succeeded in developing
an equitable and balanced representation of all parties within a transparent system of
governance” and concludes unequivocally that anything short of [these] precedents would be
a step backwards.

To sum up: the writing is on the wall. The time of sweetening a deal with placebo funds
and (inadequate) voluntary declarations has irrevocably past. Given the experiences that led
to the establishment of the Adaptation Fund, so are the times of developing countries
accepting (finance) governance structures without developing country ownership. If therefore
governments wish to have a deal at Copenhagen, then they need to ensure that everyone at
home understands this writing.

Europe

At the same meeting which proposed an amendment to the EU ETS Directive (See Section
1.2), the EU Parliament’s Environment Committee (ENVICom) also proposed an amendment
to another Commission proposal on sharing the effort of the agreed 20%/30% reductions
from 1990 levels by 2020. The ENVICom amendment introduces a new article (Article 4.a)
on Helping developing countries adapt to the negative consequences of climate change. The
Article stipulates that upon the conclusion of an international agreement on climate change,
the Community shall, as from the beginning of 2013, make a binding commitment to provide
grant-based financial assistance for developing countries, ..., with the aim of supporting
them in their adaptation and risk reduction.

According to the ENVICom amendment, this assistance should be at least €5 billion in
2013, and increase linearly to at least €10 billion in 2020. It should be channelled to EU
and/or international funds for adaptation, including the Global Climate Change Alliance
(GCCA) and future international funds for adaptation supported by an international
agreement. Assistance for adaptation should be additional to current aid flows but
integrated into mainstream development aid. Finally, Member States may use the revenues
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from auctioning under the implementation of Directive 2003/87/EC as amended for the
purpose of meeting the obligations of this article [see Section 1.2].

Clearly, some lessons have been learned also in Europe, but it is unfortunately not self-
evident that they will prevail.

4.3 The Present

In Copenhagen, the cheque will have to be filled in,*® and it may be wise to take into account
the expectations of developing countries in this respect. Assuming, for the moment, that
‘developed country Parties’ are those listed in (the amended) Annex II of the Convention, the
Chinese proposal would currently translate into annual payments of $66 billion from the US,
and €51 billion for Annex II EU Member States (= EU15).°" The grand total for Annex II

Figure 1. New York Times: Putting the Annual Costs of the War in Perspective

Iraq war* Universal health care Universal preschool Security Cancer research  Immunizations
For all people in the Half-days for Carrying out Annual For the world's
U.S. without it 3-year olds the 9/11 budgst children against
- and full-days Commission measles, whooping
5100 bl"lOl‘l for 4-year olds recommendations cough, tetanus,
tuberculosis, polio
a1 and diphtheria
$35 billion
$10 billion
$6 billion
$0.6 billion

“Includas $120 billion in annual military expensas plus the future cost of vateran medical care and disability
payments, lhe cost of rebuilding the military after the war, and the increased cost of oil as a result of the war. All costs are annual.

Sourcas: Scoft Walsten and Katring Kosac {war costs); Linda Bilmes and Josaph Stigiitz (war costs); Kaiser Family Foundsation (haalth insurancs);
Jarme Wala¥oge!, Columbla Uiniversity School of Social Work (preschool): Natianal Cancer Instilute (cancer fesearch); Unicef immumizations)

The New York Times

Source: David Leonhardt (2007), “What $1.2 Trillion Can Buy”, New York Times, 17 January 2007;
http://www.nytimes.com/2007/01/17/business/17leonhardt.html

under the Chinese proposal would currently be $167 billion, in the same order of magnitude
as some recent estimates of the incremental annual investment and financial flows needed for
non-Annex | mitigation and adaptation in 2030, namely between $100 and $140 billion per

62
annuni.

These are significant figures, no doubt, but they also need to be kept in perspective. In the
case of the US, that would amount to about two-thirds of the estimated 2012 auction revenue
under the Warner-Liebermann Bill,” or roughly three times the current ODA budget.** The
EU figure, in turn, similarly amounts to roughly two-thirds of the estimated (2020) ETS
auction revenue, or four-fifths of current total ODA expenditures. And while awe inspiring
from an individual taxpayer’s perspective, it has to be kept in mind what sorts of regular
expenditures are politically feasible where there is a political will. Figure 1, for example, puts
the US figure of US $66 billion into perspective with the current US expenditures on the war
in Iraq and potential domestic uses. It demonstrates what is possible with sufficient political
will, but it also illustrates the “domestic revenue problem”: although it was possible to spend
large amounts of money out of the general budget on an “overseas cause” for a few years, the
public — in this case represented by the New York Times — will inevitably start to ask why this
money is being ‘sent abroad’ as opposed to being used for domestic good causes. This
illustrates that significant budget payments abroad are unlikely to be politically sustainable,
which is why it is probably unavoidable to use some “off-budget” revenue for the purpose.
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4.4 The Way Forward: How to address the ‘Three Objections’

In this final section, we return to the Three Member State Objection (section 1.3) to see
whether the analysis given above allows us to judge their validity, and if they are, provides

options to overcome them.

Objection I: Sharing the burden

If there is to be a deal in Copenhagen, there will have to be significant funding for developing
countries. A key question is whether non-Annex II Parties should be expected to contribute to
this effort or not. The assumption for the present purposes is that they shouldn’t, not merely
because of consistency with the UNFCCC (section 4.2), but also because it would overcome
Objection III (section 1.3) and thus considerably simplify the internal EU deliberations.

Figure 2: Assessed Contributions from EU15 to Developing Country Climate Change Activities
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The funding, as suggested in the Indian proposal, could be in the form of assessed
contributions by countries or international levies, such as the issuance levy on international
emissions trading proposed by the Norwegian government, or levies on international
transport and travel, such as IATAL. The assumption here is that both will be used, and that
accordingly international funding could reduce the demands on assessed national
contributions.

A rather generous contribution of $45 billion of international money — involving 10%
international auctioning of Annex B AAUs® — to the overall finance effort, for example,
would reduce the amount required to be raised in the EULS5 to meet the minimum
expectations expressed in the Chinese, Indian and G77 proposals (section 4.2) from €53 to
€39 billion, or 52% of expected EU ETS 2020 auction revenue. Figure 2 shows the assessed
contributions if the burden is shared in proportion to GDP, i.e. if it is 0.5% of the GDP for
each Member State. (Note that an inclusion of the non-Annex II new Member States would
hence not reduce the EU15 funding requirement, but simply increase the funding level by
0.5% of the GDP of the new Members.)
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The Chinese proposal does not elaborate on how the lower bound figure of 0.5% of
developed country GDP was determined, and one could be inclined to see it as an opening
gambit for the forthcoming negotiations. But while there may be some room for negotiation
as regards the actual figure, the order of magnitude — tens of billions of Euros in the case of
the EU — is, I believe, non-negotiable. It is therefore essential that the EU Member States —
and all Annex II Parties, for that matter — come to some understanding of how they will raise
assessed contributions for developing countries of these orders of magnitude.

The example illustrated in Figure 2 shows that the proposal by the EU Parliament —
together with some international funding — could fulfil the expectations of developing
countries with regards to the level of funding for climate change activities. The same can,
unfortunately, not be said for the Commission proposal, even if al// of the earmarked 20%
were designated to developing countries. Of course, these expectations might turn out to be
negotiable, but not to the degree that would match the level of developing country funding
whi6c6h could be expected from Commission proposal in its current form, namely €1.5 billion
p.a.

A comparison with current grant ODA — represented by the red bars in Figure 2 —
furthermore suggests two things, namely, on the one hand, that the sums involved are not
economically crippling, but, on the other, that they are very much subject to the “domestic
revenue problem” which would make it difficult to raise them through the general domestic
tax budget. Governments, provided they do wish to see a global climate change deal in
Copenhagen (or anywhere else) would therefore be extremely well advised to at least avail
themselves of the possibility of earmarking ETS auction revenue in this context, should it
prove to be impossible to raise the required funds through the national budgets.

Objection II: Subsidiarity and Competence

Again, there is an asymmetry between the two EU proposals, in that only that of the EU
Parliament could be a threat to the principles governing taxation in the EU. The Commission
proposal amounts to nothing but a suggestion to Member States, not a binding obligation.
Given the casualties that lay slain by Member States in this much wider debate on
competence and subsidiarity, it seems unlikely that Member States would be willing to
establish a precedent —contrary to what they have been fighting for so long— to raise money
to address climate change, let alone money to address climate change in developing
countries.

Instead, in the spirit of the “art of the possible,”®’ and in keeping in mind the conclusions
of the preceding section, one is probably better advised to use a compromise between the two
proposals, by using the modality (‘should’) of the Commission with the substance of the
Parliament (‘50% for developing countries’), in the not unreasonable hope that the EU1S5
Member States will realise that it is in their best interest not only to earmark auctioning
revenue for this purpose, but also to agree among themselves (in Council) on a level of the
suggested magnitude.

Objection III: Contrary to best practice

This leaves one remaining objection from our initial list, namely that earmarking, even at the
domestic level, would be against sound fiscal practice, and in some cases even be
unconstitutional. In section 3 it was shown that there are not only good theoretical arguments
as to why earmarking is not necessarily bad practice, but also that it would be particularly apt
for funding developing country climate change activities, because earmarked funds would be
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verifiably new and additional, and much more predictable and transparent that ODA-type
budgeted contributions.

Section 2, in turn, revealed an extensive practice of ‘as if earmarking’ of tax revenue, or,
to be more precise, earmarking of ‘as if taxes’. In order to harness the advantages of
earmarking without establishing a precedent in genuine fiscal practice, treasuries all over the
world have been using the tool of off-budget revenue raising, particularly in the context of
social security, gambling (national lotteries), and environmental degradation/compensation.
Indeed, the easiest way to find out whether earmarking public revenue in general — and not
just the variation imposed from outside — is unconstitutional may simply be to see whether
there is a national lottery!

The Solution: “off-budget” ETS management

Indeed, one particularly relevant use of such “off budget earmarking,” namely the UK
Renewables Obligation, would seem to be a template for the purpose of raising revenue for
(developing country) climate change activities from EU ETS auctioning. All that needs to be
come to invalidate this remaining third objection is to delegate the auctioning process at the
national level to a body outside the taxation system — an “Office for Emissions Trading”
(OfET), as it were — which operates an off budget trust fund, and which legitimately, and
without fear of precedent for general taxation, channels earmarked revenue streams, say to
the UNFCCC financial mechanism (for climate change activities in developing countries), to
the private sector, and/or to treasuries, for the benefit of domestic consumers. Moreover, it
stands to reason that such a system of (independent) ET regulators would need some general
bottom-up coordination between the regulators, including the level of developing country
funding.
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