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Overview
Most countries have ratified the Kyoto Protocol in an attempt to slow down and stabilize the pace of climate change. In order for mandated economies to meet their compliance requirements at the lowest possible cost, participants are allowed to meet their reduction targets by purchasing emissions allowances or credits through three flexible mechanisms: the Emission Trading Scheme (ETS), the Clean Development Mechanism (CDM), and Joint Implementation (JI). Many countries have begun to look increasingly towards the CDM to tackle climate change in the most cost effective way. The CDM makes Annex B parties eligible to purchase Certified Emission Reduction (CER) credits, which are generated from investment in emission reduction projects in developing countries, in order to fulfil their compliance requirements in an economically efficient way.  As a result the European Union planned to fill part of its gap in meeting its Kyoto Protocol requirements through the CDM by establishing a link between the EU ETS and the CDM. Economic theory suggests that linking the EU ETS to the CDM and recognising CERs as equivalent to European allowances (EUAs) - so they can serve as important substitutes for high priced European allowances- will drive down EUA prices and, in turn, lead to a reduction of the overall EU compliance costs with the Kyoto Protocol. However, the expected effects and, more specifically, the extent of the decline in EU allowance prices can be influenced significantly by the CER access restrictions in the EU emanating from supplementarity and additionality issues stipulated under the Kyoto Protocol. This paper intends to shed light on the price impacts of this link by considering the dynamic interaction between the price of EUAs and CERs under the current EU ETS regulations. 

Methods
This paper provides an analysis of the relationship between the EU ETS and the CDM. I take into consideration dynamic interactions between the EUA and CER prices. I use time-series econometric techniques to test for existence of causal relation and long-run links between the price of European allowances and the price of CERs. In particular, I specify Vector Error Correction Models (VECM) and investigate temporal interactions between the variables using Granger-causality tests and impulse response analysis. The model is estimated on a data sample from the 24th of May 2007 to the 1st of September 2008.
Results
The preliminary results show CER prices do not have a statistically significant effect on EUA prices during the period investigated. In other words, the statistical evidence suggests that changes in the price of CERs have no statistically significant impact on the European allowances. Thus, with respect to EU compliance to Kyoto reduction commitments, it appears that under the current EU ETS regulation, access to project-based abatement options in developing countries would not lead to any significant cost-saving, through driving down the EUA prices. This is contrary to what one can expect from theory. I do, however, find there is strong evidence of Granger-causal relations from EUA to CER prices and it is the EUA prices which drive CER prices during the periods investigated. 

Conclusions

The analyses suggest that the dynamics of EUA prices are currently independent from the price of Certified Emission Reduction for this period. A number of factors can be hypothesised to account for this finding. Firstly, it is believed that emissions allowance allocations to European energy-intensive industries were very generous in Phase I and it implied a low level of effort for them to reduce their emissions. Moreover the policy constraints on the use and the availability of CERs in order to quantify the supplementarity issue may limit the substitutability of project-based credits, so they cannot serve as equivalent substitutes for EUAs and their impacts on permit prices cannot be as significant as expected. In addition, the EUA prices are determined in the EU ETS, which is the most established and major market for greenhouse gas emission allowances and it dominates the global carbon market both in transaction and monetary value. In comparison the CDM market is a relatively new market. Concerns regarding issues such as the CDM’s procedural inefficiency, its additionality, its sustainability and uncertainties about the long-term future of the CDM market and its role post Kyoto, could result in CDM market failures that limit its ability to cause any significant impact on the EU ETS. In conclusion, it seems imposing any restriction on the availability of CERs is in contrast with the objective of flexibility and cost-effectiveness which is the whole point of linking EU ETS to the Kyoto mechanisms. 
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