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Overview

In the absence of a coordinated global commitment to curtail greenhouse gas emissions, regional or national emission trading system initiatives are emerging. In 2015, COP 21 Paris agreement for global climate treaty establishment introduced new concept of ‘cooperative approaches’ in paragraph 6, which involved mitigation outcomes being transferred internationally on voluntary basis (Paris agreement article 6, 2015). The context of ‘cooperation’ refers to two mixed interpretations based on earlier version: i) actual cooperation taking place between Parties and ii) Parties acting jointly in regional economic integration such as ‘EU provision’ (Andrei Marcu, 2016). The development of linkage carbon emission trading mechanisms between EU and China is of great interest to many. The empirical research revealed benefits of linkage outweigh expected costs (Ranson and Stavins, 2013). Short-term efficiency gains, dynamic efficiency gains and distributional effects could be viewed as economics implication for motivation (Flachsland et al, 2009). Linking also considers for increasing market liquidity, reducing volatility of carbon price and removing competitive distortions (Zetterberg, 2012). However, the direct linkage may conflict policy objectives in some market design features requiring harmonization. Concerning about legal compatibility of negotiations with foreign authorities and sacrificing some political controls over carbon market also has proven challenging for direct linking (Rason and Stavins, 2013). Comparing with direct linking, developing indirect linking is more preferable in the initial phrase for establishing joint trading mechanism with least procedures for commitment. 

Overview traditional financial innovation in capital market, it could be found out Since in 1980s and early 1990s, securitisation is the most important trend for financial innovation of overcoming barriers for globalization growth with financial institutions’ competitions (Philip, 1999). Extend industrial economics theory of innovation and theory of financial innovation in capital market, it could extend the theory to international carbon markets for potential linkage ETSs. 
The paper is organised as follows: After the introduction the second section gives a brief overview about the theory of financial innovation and industrial economics innovation theory. The third section addresses the linkage barrier and motivations of financial innovation in carbon markets, which could overcome existing barriers . In section four it presents the results. In the final section we indicate policy implications. 
Methods

Demand-driven theory, liquidity tests for ETSs
Results

First, review demand-driven theory for financial innovation related to the function in emission trading system. Factors affecting supply of innovations examined in EU ETS. The comparative advantage of ETS for issuing the claims.
Second, examine the liquidity increasing after issuing instruments in ETSs. 

Third, analysis barriers in direct linkage and indicate financial innovation overcome barriers for linkage between two different carbon markets, taking EU ETS and China ETS as example. 
Fourth, the advantages of linakge through financial innovation in both systems and make the policy implications.

Conclusions
Demand gap between regulators and individuals driven financial innovation in carbon market. The financial innovation in carbon market not only provides potential way for linking different ETSs but also improves carbon market’s liquidity and completeness.
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