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Defining the New Market-based Mechanism under the UNFCCC 
DUAN Maosheng 

Tsinghua University, Beijing, China 
 

The discussion on establishing a market-based mechanism under the United Nations 
Framework Convention on Climate Change (UNFCCC) was initiated by paragraph 
1(b)(v) of the Bali Action Plan, i.e. addressing “various approaches, including 
opportunities for using markets, to enhance the cost-effectiveness of, and to promote, 
mitigation actions, bearing in mind different circumstances of developed and 
developing countries”. The mandate on this issue from the Bali Action Plan was not 
clear. Firstly, it does not give a clear mandate to establish the market-based 
mechanisms under the UNFCCC. Secondly, it does not give any indication of how the 
possible market-based mechanisms(s) should look like. 

The discussions among Parties on this issue between Bali and Cancun were very 
intensive while not productive. The discussions have been focused on several issues. 1) 
Should a market-based mechanism be established under the UNFCCC? 2) If it is to be 
established, when should it be established and what are the basic features of the new 
mechanism? 3) What are the relationships between this market-based mechanism and 
the existing market-based mechanisms under the Kyoto Protocol? The views of 
Parties are divergent on all these issues. 

Different approaches have been tried to bridge the gap of positions of Parties on the 
issue contained in paragraph 1b(v) of the Bali Action Plan, including the options 
approach used by the facilitators in Copenhagen. In Copenhagen, Parties were 
requested to elaborate clearly their positions on this issue, with the hope that the 
options would be presented to ministers for decision making. Parties failed to achieve 
agreement on this issue in Copenhagen, with the following language contained in 
Copenhagen Accord “we decide to pursue various approaches, including opportunities 
to use markets, to enhance the cost-effectiveness of, and to promote mitigation 
actions.” It is clear that the decision in Copenhagen emphasized again that only 
opportunities to use markets would be pursued, similar to the expression in the Bali 
Action Plan. 

However, it is useful to recall the four options that were elaborated in Copenhagen.  

 Option 1: No decision on market-based approaches until developed country 
Parties undertake legally binding economy-wide emission reduction 
objectives.  

 Option 2: Decides to establish new market-based mechanisms and requests 
the Subsidiary Body for Scientific and Technological Advice to recommend 
definitions, modalities and procedures for the new market-based mechanisms 
to COP16 for adoption.  

 Option 3: No decision is made on this matter.  
 Option 4: Decides to evaluate modalities rules and procedures with a view to 
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considering the possibility of using market-based approaches, and to consider 
the establishment of such market-based approaches at COP17. 

It is clear that some Parties would like to utilize the discussion on new market-based 
mechanism under the UNFCCC to promote progress on the discussion on the second 
commitment period of the Kyoto Protocol, while others would like to come to a 
conclusion independent of the progress of the discussion under the Ad Hoc Working 
Group on Further Commitments for Annex I Parties under the Kyoto Protocol (AWG 
KP). 

In Cancun, the only progress made was the principles to be taken into account during 
the consideration of the establishment at COP17 of one or more market-based 
mechanisms, including for example voluntary participation, environmental integrity, 
good governance and robust market functioning and regulation, etc. 

In Durban, Parties finally agreed to define a new market-based mechanism, operating 
under the guidance and authority of the Conference of the Parties and guided by the 
principles defined in Cancun, and which, subject to conditions to be elaborated, may 
assist developed countries to meet part of their mitigation targets or commitments 
under the Convention. The Ad Hoc Working Group on Long-term Cooperative Action 
under the Convention was requested to elaborate modalities and procedures for the 
defined mechanism with a view to recommending a decision to COP18. Parties and 
observer organizations were requested to submit to the secretariat their views on the 
matters, which will be considered in workshop conducted by the AWG LCA. 

It is quite clear that the new market-based mechanism defined in Durban is far from 
taking its basic shape. It gives clue on neither how the mechanism will look like nor 
who will be eligible to utilize the mechanism for which purpose. The progress is 
simply better than nothing as the progress made is not essential but purely nominal. 

Many Parties and observer organizations, including for example European Union, the 
Alliance of Small Island States, the least developed countries, Japan, United States of 
America, China, OECD/IEA, World Bank, have submitted their views on this issue. 
There is a strong interest in sectoral approaches, including both sectoral trading and 
sectoral crediting mechanisms. There are also strong objections to any mechanisms 
containing the idea of capping emissions in the developing countries. 

In its submission, the EU, being one of the promoters of the sectoral approaches, has 
elaborated in details the design of the sectoral trading/crediting mechanism, according 
to their understanding. And it is expected that many others may support the general 
ideas contained in the EU’s submission. However, it is still too early to start 
discussion on the details of the design, and an overview of the major outstanding 
issues is necessary. 

This paper includes four parts. The first part provides an overview why a new 
market-based mechanism is needed under the UNFCCC, given that there are already 
well-established market-based mechanisms under the Kyoto Protocol. The second part 
discusses the governance aspect of the new market-based mechanism under the 
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UNFCCC. Part 3 considers possible characteristics of the new market-based 
mechanism under the UNFCCC. Practical expectations on the development of the 
new market-based mechanism are discussed in part 4. 

Rationale for a New Market-Based Mechanism under the UNFCCC 

For Parties to agree on the possible features of the established new market-based 
mechanism under the UNFCCC, it is very important to recall the rationale behind the 
decision initiating the discussion. The question is, why the Bali Action Plan, through 
it paragraph 1(b)(v), decided to initiate the discussion on new market-based 
mechanism under the Convention, given that there are already well established 
market-based mechanisms under the Kyoto Protocol, for example the Clean 
Development Mechanism?  

It would be natural that different people may have different understandings of the 
reasons or the rationales behind this. The understanding by many developing country 
Parties is that the discussion was initiated for the sake of assuring comparable 
mitigation efforts among different developed country Parties. Paragraph 1(b)(1) of the 
Bali Action Plan required comparable mitigation efforts among the developed country 
Parties3

It may be easy to ensure the comparability of mitigation efforts of Parties if their 
mitigation efforts are contained in the same legal document. However, it would be 
difficult to ensure the comparability in case that the mitigation efforts of Parties are 
reflected under different legal instruments, i.e. the UNFCCC and the Kyoto Protocol. 
The discussion of the comparability issue is beyond the scope of this paper, but it has 
been proposed by many Parties that, for the purpose of ensuring comparability of 
mitigation efforts of the developed countries, the approaches they could utilize for 
compliance purpose should also be comparable. 

 while Parties may undertake their mitigation commitments under different 
legal instruments, i.e. under the UNFCCC and under the Kyoto Protocol. For Parties 
that are also Parties to the Kyoto Protocol, their commitments will be reflected as 
mitigation targets under the second commitment period of the Kyoto Protocol. For 
Parties that are not Parties to the Kyoto Protocol, for example the United States of 
America, their mitigation efforts will be reflected in appropriate form under the 
UNFCCC. 

Market-based mechanisms can help Parties to reduce the costs of the developed 
country Parties in complying with their international mitigation commitments. For 
Parties that are also Parties to the Kyoto Protocol, market mechanisms, including the 
Clean Development Mechanism, Joint Implementation and International Emissions 
Trading, established under the Protocol are at their disposal to assist them in 
complying with their mitigation commitments under the Protocol. For Parties that are 
not Parties to the Kyoto Protocol, the following issues arise. 1) Shall they also be 

                                                             
3 Paragraph 1(b)(i) of the Bali Action Plan: addressing “(i) Measurable, reportable and verifiable nationally 
appropriate mitigation commitments or actions, including quantified emission limitation and reduction objectives, 
by all developed country Parties, while ensuring the comparability of efforts among them, taking into account 
differences in their national circumstances” 
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allowed to utilize market-based mechanisms for compliance purpose? 2) If yes, which 
market-based mechanisms are available to them? It would appear logical that for 
non-Kyoto Parties to undertake comparable mitigation efforts under the UNFCCC, 
comparable approaches, including market-based mechanism, should also be made 
available to them under the UNFCCC. 

Other than the Kyoto Protocol mechanisms, there is no established market-based 
mechanism under the UNFCCC, so there are two possibilities, one being to allow the 
non-Kyoto Parties to utilize the market-based mechanisms established under the 
Kyoto Protocol, and the other being to establish new market-based mechanisms under 
the UNFCCC. Given the strong objection to establish any linkage with the Kyoto 
Protocol as expressed by the United States of America, it seemed that Parties have 
chosen the second approach, i.e. to establish new market-based mechanisms under the 
Convention for the utilization of non-Kyoto Parties. 

Some people may argue that the consideration of establishing market-based 
mechanisms under the UNFCCC is for the purpose of scaling-up the supply in the 
international carbon market. This is one of the several important justifications for 
establishing new market-based mechanisms, but it could be useful to bear in mind the 
following points. Firstly, scaling-up the supply could be achieved not only under the 
UNFCCC but also under the Kyoto Protocol utilizing the current mechanisms. 
Secondly, given the severe lack of demand in the international carbon market, it is not 
urgent to consider the scaling-up of supply.   

It is the view of many developing country Parties that the establishment of 
market-based mechanisms under the Convention is to mainly assist the non-Kyoto 
developed country Parties achieve their mitigation commitment under the UNFCCC 
at lower economic costs, not to meet some other expectations. A few examples are 
provided below for further clarification purpose. 

The new market-based mechanism is not established to replace the existing market 
mechanisms under the Kyoto Protocol, as emphasized again and again by the 
developing countries during the discussions of this issue.  

The market-based mechanism under the UNFCCC is not established to interfere with 
the approaches that the developed countries could choose domestically to control their 
emissions. They should feel free to choose whatever approaches they consider 
appropriate, as long as their choices do not have implications to the transfer of 
emission reduction credits or emission allowances among different Parties. For 
example, what approaches could be used by the sub-national authorities in achieving 
their voluntary mitigation targets is not an issue that should be addressed by the 
Conference of the Parties. However, an approach that could result in the transfer of 
credits or allowances between Parties should not be interpreted as domestic measures 
and therefore should follow international rules to be established, if there will be any 
rules in this regard. 

The new market-based mechanism should not be used as a tool to establish mitigation 
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obligations for the developing countries. It is very important to keep this in mind if 
any future agreement is to be reaches on this issue. 

Raising funds for mitigation or adaptation actions should not be the major purpose of 
designing the new market-based mechanism, although in reality it is possible that new 
financial sources could be created through this mechanism. 

Governance of the New Market-Based Mechanism: a Choice between 
Centralized Approach and Decentralized Approach 

On the governing structure of the new market-based mechanism, different views have 
been expressed by Parties during the negotiation and in their submissions, with some 
preferring a governing system similar to the current CDM governance (centralized 
governance), while other preferring a loose governing system which gives much more 
flexibilities to the Parties (decentralized governance). Before discussion could happen 
on the details of the governance, one fundamental question that needs to be answered 
by the Parties is which governance model they wish to choose, i.e. centralized 
governance model or decentralized governance model. However, it should be kept in 
mind that this issue could not be determined in isolation from other issues, rather the 
decision with regard to the governance model should be made in the broad context, i.e. 
the governance model of the climate regime between 2013 and 2020. To be more 
specific, the decision on the governance model of the new market-based mechanism 
needs to be made in connection with the decision on the compliance regime to be 
established, if any, under the UNFCCC.  

The governance model to be chosen for the new market-based mechanism should be 
consistent with the decision on the compliance mechanism under the Convention. If a 
centralized compliance system, similar to the compliance requirements under the 
Kyoto Protocol, will be established under the Convention, it is necessary for the new 
market-based mechanism to have centralized governance. Otherwise, decentralized 
governance is more realistic. 

For most Parties, a strong and effective compliance regime under the Convention is 
essential for making sure that the commitments of the developed country Parties will 
be met. Other Parties, for example the United States of America and Japan, object to 
the idea of having a strong compliance regime, or even a compliance regime. This 
seems to imply that the decentralized governance structure should be chosen for the 
new market-based mechanism. However, without a centralized governing structure, it 
will be very difficult to control the quality of or to ensure the comparability of 
qualities of the credits that will be issued under the same mechanism, which may be 
used by Parties to comply with their international mitigation commitments. This will 
also have direct implication on ensuring the comparability of the mitigation efforts of 
different Parties. Without a centralized governance structure, it may even be very 
difficult to acquire the information related to the quantity of eligible credits generated 
or transferred by the developed country Parties for the purpose of complying with 
their international mitigation commitments. Without this information, it will not be 
possible to assess the compliance by a developed country Party of its mitigation 
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commitments. 

Some Parties have repeatedly said in the negotiations that one of challenges facing the 
existing mechanisms under the Kyoto Protocol, especially the Clean Development 
Mechanism, is that limited flexibility is given to participating countries, causing 
uncertainties and high transaction costs, and that more flexibility should be allowed to 
the participating countries in the new market mechanism. This is also one of the 
reasons that some Parties would like to establish a new market-based mechanism that 
have distinct differences with the existing mechanisms in terms of the governing 
structure. 

However, one should not view flexibilities and the centralized governance as 
contradictory. Full flexibility could be achieved under a centralized governing 
structure. In the existing mechanisms, for example the CDM, flexibility has been 
given to the project participants/participating countries in aspects such as proposing 
methodologies, identification of potential projects, proposing and application of 
standardized baselines, etc. This however does not prevent from more flexibilities are 
given. For example, the CDM executive board has already adopted “Procedure for 
submission and consideration of micro-scale renewable energy technologies for 
automatic additionality”. This will facilitate the submissions by host country 
governments with regard to proposing micro-scale renewable energy technologies for 
automatic additionality. 

Centralized Governance 

In the case of a centralized governance structure, different choices are also available 
to Parties in terms of the level of centralization. At least four options could be 
considered. 

The most centralized governing structure will be very similar to the governance of the 
CDM. Uniform and detailed rules and procedures are established at the international 
level for the new mechanism on all aspects, and one single governing body will 
supervise the operation of the mechanism. Just like the CDM, uniform requirements 
are established with regard to methodology proposal and approval, third party verifier 
eligibility requirements and validation/verification, project approval, issuance of 
credits and transfer of credits, etc. Countries and entities participating in this 
mechanism will be given limited flexibility, mainly the choice with regard to whether 
or not to participate in the mechanism, which projects to develop, etc. One of the 
merits of this model is that the quality of the credits generated under the mechanism 
could be considered as the same and thus the credits will be recognized 
internationally. 

Another governing structure with a lower level of centralization is to give more 
flexibility to the third party verifier and the participating countries, while at the same 
time keep the uniform rules and procedures. Like the previous model, uniform rules 
and procedures on all aspects will be developed at the international level, and a single 
governing body will be established. The difference is that more responsibilities will be 
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given to the third party verifiers and the Parties involved, under certain transparency 
conditions. For example, the third party verifiers and the Parties involved could 
approve the emission factors of the electric grid used, or even to register projects, 
issue credits, and transfer credits to relevant accounts, etc. However, detailed 
procedures and requirements, for the purpose of increasing the transparency of the 
decision making of the third party verifier and the Parties involved, will be developed 
at the international levels and will be followed by all the verifiers and Parties involved. 
Clear rules for the central governing body to provide further guidance in case of need, 
for stakeholders to raise concerns/questions regarding the decision by the verifiers and 
the Parties involved, and for verifiers and Parties involved to provide response to 
these comments should be established. More specifically, the governing body will 
only define/approve procedural rules, not any other issues. 

The third choice is to establish only some general requirements at the international 
level, thus leaving the implementation of these requirements to the Parties involved 
and the third party verifiers, and at the same time a centralized governing body with 
limited responsibilities, mainly to consider and approve detailed implementation plans 
of the general international requirements proposed by Parties involved and the third 
party verifiers. This model allows the Parties involved to develop their own rules and 
procedures which they think are consistent with the international requirements. 
However, these detailed rules and procedures need to be approved by the central 
governing body before any units can be issued according to these rules and could thus 
be used by Parties for compliance purpose. In this case, as in option 2 above, one 
commonly utilized accounting system should be established at the international level 
to tracking the issuance, transfer and cancellation of internationally recognized credits. 
In this model, it is also possible that the governing body is given the responsibility to 
accredit third party verifiers, according to the requirements established by itself. 

The fourth and the loosest option is to only establish some general principles, 
requirements and procedures at the international level for the purpose of publication 
of detailed rules and procedures formulated by Parties. In this scenario, Parties 
involved in the mechanism are only requested to develop their own rules and 
procedures which they think are consistent with the international requirements, and 
publish these rules and procedures according to the established publication procedures. 
There will be no international review and approval process for the rules and 
procedures developed by the Parties involved. Accreditation of the third party verifier, 
in case of need, will also be one of the responsibilities of the Parties. One commonly 
utilized accounting system established at the international level is also a necessity. In 
this case, there is a high possibility that the detailed rules and procedures of different 
Parties will differ from each other and it will be very difficult for the credits issued by 
different Parties to be exchangeable. 

In fact, if option 4 is chosen, then the governing structure will actually be very close 
to a decentralized governing structure, if not the same. 
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Possible Features of the New Market-based Mechanism and Challenges Ahead 

A new market-based mechanism has been defined by Parties in Durban, but without 
specifying the fundamental characteristics. What are the possible features of the new 
market-based mechanism under the Convention?  

In Cancun and Durban, Parties have agreed on some general principles for the 
mechanism and these principles should be the minimum requirements that the new 
mechanism should comply with. 

Considering the submissions from Parties and the discussions in the past on this issue, 
the major debate on the possible format of the new market-based mechanism is 
whether to choose a project-based mechanism, like CDM under the Kyoto Protocol, 
or to choose the sectoral approaches, including sectoral trading and sectoral crediting. 
Before preference could be given to any of these two option, it is necessary to 
consider whether the requirements on the new market-based mechanism as contained 
in the Cancun and Durban decisions can be met by both the project-based mechanism 
and the sectoral approaches. If one option cannot ensure that all the requirements are 
met, then it may be more convincing to adopt the other option. The following is an 
analysis of the requirements established in the Cancun agreement. 

(1) Voluntary participation of Parties. Both options could ensure this requirement 
being met. 

(2) Complementing other means of support for NAMAs. There’s no difference 
between the two options in this regard. 

(3) Stimulating mitigation across broad segments of the economy. Some parties argue 
that the project-based system, like the CDM could not meet this requirement. The 
author is of the view that both project-based mechanism and sectoral approaches 
could provide incentives for mitigation actions across broad segments of the economy. 
With the sectoral approaches, mitigation actions will be encouraged within the sectors 
to be covered. With the project-based approach, it is also possible to encourage 
mitigation actions across different sectors. Take the CDM as an example. Mitigation 
actions utilizing different technologies and distributed in different sectors have been 
encouraged.  The difference could be, with the project-based approach, more 
detailed technology-specific guidelines are needed. While in the case of sectoral 
approaches, guidelines are needed in other aspects such as distribution of allowance 
or credits. 

(4) Safeguarding environmental integrity. This actually means that all emission 
reductions achieved with the new mechanism should be additional, as the new 
mechanism is envisaged by most if not all Parties as an offsetting mechanism. With 
the sectoral approaches, this can be ensured through the establishment of an ambitious 
emissions baseline, as people always explain. With the project-based approach, this 
could also be ensured through the setting of conservative project-level baselines. 
Challenges exist in both cases. In the sectoral case, the most serious challenges are the 
availability of historical data and the reliability of the prediction for future emissions. 
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If a very conservative emissions baseline is established, there’s a high possibility that 
this will not be accepted by the developing country Parties, while if the emissions 
baseline is not stringent, the possibility of non-additional credits arises. In reality, the 
emissions, especially emissions at a macro-level are affected by many factors and are 
very difficult to predict. The over allocation of the allowanced in the European Union 
Emissions Trading Scheme is a very good example in this aspect. 

(5) Ensuring a net decrease and/or avoidance of global greenhouse gas emissions. 
This actually means that the new market-based mechanism should go beyond a simple 
offsetting mechanism. Again, this could be achieved in the case of sectoral approaches 
through the establishment of an ambitious emissions baseline, although difficult to 
define and accept. In the case of project-based approach, this could be achieved 
through issuing credits less than the emission reductions actually achieved by the 
project, i.e. utilization of the discounting approach. Both sectoral approaches and 
project-based mechanisms could ensure this principle. 

(6) Good governance and robust market functioning and regulation. This depends to a 
large extent the choice on the governing structure and both options could ensure this. 

In addition to the above-mentioned principles, some other challenges are also facing 
the new market-based mechanisms under the convention. 

(1) Supplementarity. This is a general issue that is not related to the choice of specific 
new market-based mechanisms. 

(2) Avoidance of double counting. In both choices, it is possible to avoiding double 
accounting through the establishment of appropriate requirements. 

 (3) Verifiability of emissions and/or emission reductions achieved. This is mainly an 
issue of data availability and verifiability. With the project-based approach, most of 
the data required is project-specific data and is easy to access. One of the major 
challenges facing the sectoral approaches is the data issue. Taking projections done by 
different organizations on the emissions of China as an example, one will know that to 
have a precise or even acceptable projection of the emissions in a rapid growing 
sector will be very difficult. The projection, however, will be the major basis for 
setting the emissions baseline. One could certainly argue for setting a very 
conservative baseline to address this concern. However, the natural consequence of 
this choice is the weakened political acceptance of the proposed baseline by the host 
countries. 

(4) Encouragement for mitigation. Both approaches could provide incentives for 
mitigation actions. For example, one of the serious criticisms facing the CDM is that 
no certainty on whether they can get incentives is given to the mitigation actions in 
advance, thus affecting the impacts of possible incentives provided later in the 
decision-making process. This issue could be addressed through the setting of both a 
conservative baseline and an objective additionality requirement, for example a 
positive list. With the sectoral approaches, this is also a challenge as the approaches 
encourage overall mitigation at the sectoral level while giving no certainty on 
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providing incentive to specific mitigation actions within the sector. 

(5) Transaction costs and cost distributions. One of the major criticisms on the CDM, 
for example, is the high transaction costs for project development. This is true for 
both project-based approach and the sectoral approaches, and the difference is that in 
the case of sectoral approaches, the initial transaction costs associated with the 
preparation of the baseline will be very high, and the transaction costs may decrease 
gradually with time. For project-based mechanism, the transaction costs will be borne 
by the project participants, while in the case of sectoral approaches, it is not clear who 
will bear the very high initial costs, probably the government. 

(6) Ownership and distribution of emission reductions achieved. In the case of a 
project-based mechanism, the ownership of the emission reductions achieved is very 
clear, i.e. the credits belong to the project owner. In the sectoral approaches case, the 
ownership is not clear. The emission reductions are achieved through collective 
efforts of the whole sector and it is not clear how the emission reductions should be 
distributed to the participants of the sector. The distribution should give incentive to 
mitigation efforts while avoiding free-riding. In the case that the emissions of the 
whole sector go above the pre-determined baseline, this issue could become more 
serious. 

(7) Competitive/leakage concerns. Such concerns are not uniquely linked to either 
approach. 

(7) Scaling-up of the supply. Current status of the international carbon market shows 
that there is a serious shortage of demand and scaling-up of supply should not be a 
reason at least at this moment or even in the medium term justifying the choice of 
sectoral approaches. 

(8) Improved efficiency. Efficiency of the system depends on the design and practical 
operation and high efficiency could be achieved with both the project-based approach 
and the sectoral approaches. 

(9) Political acceptability. This will be the most important issue affecting which 
option to choose. Given the intensive debate on the issue of international consultation 
and analysis regarding the mitigation efforts by the developing countries, it would not 
be realistic to expect that developing countries will accept an international process for 
reviewing and approving the projected emissions of major sectors of these countries. 
In this sense, project-based mechanism may be a better choice that can be kicked off 
more quickly. 

Practical Expectations 

Parties are now striking to reach an agreement, even a detailed agreement, on this 
issue at COP18. That will definitely not be easy, considering the very limited progress 
on negotiations on issues such as mitigation commitments by the developed country 
Parties. A more practical expectation on this issue could be, to establish a new market 
mechanism with centralized governance under the Convention and to make it 
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operational as early as possible, and to improve/reform the mechanism gradually. 

Sectoral approaches, either trading or crediting, will not be feasible from either 
technical or political point at this stage, given the broad negotiation progress. 

This however does not mean that Parties need to stick to the exact format as defined 
in the existing mechanisms under the Kyoto Protocol; rather Parties could build on 
these mechanisms and incorporate improvements into these mechanisms. 

The period from 2013 to 2020 will be a transitional period in terms of the 
international climate regime and the development of the new market-based 
mechanism under the convention should also serve this transitional period. Sectoral 
approaches could be considered at a later stage, when the broad situation is more 
ready. 


