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Sustainable Energy Solutions

February 13, 2009
Dear Hon. [Environment Minister]

We are writing with regard to the upcoming discussions on designing a cap-and-trade system for
reducing greenhouse gas emissions at the Canadian Council of Ministers of the Environment this
week in Whitehorse. Specifically, we are concerned that a system may be proposed that not only
falls short of necessary environmental outcomes, but that also fosters regional inequities by
giving special treatment to the tar sands.

Climate change and energy will be on the agenda during President Obama’s upcoming visit to
Canada, and all regions of Canada have an important stake in the outcomes of the discussions
that will unfold over the next year. The federal government’s 2007 and 2008 “Turning the Corner”
regulatory framework proposal treated the oil and gas sector more leniently than others in several
ways, including through the use of “intensity targets” that accommodated tar sands expansion.
Several commentators have suggested that the Government of Canada’s recent statements
linking climate policy to “energy security” could mean special treatment for the tar sands in a
future regulatory regime.

Under a credible cap and trade system, the tar sands (Canada’s fastest-growing source of
greenhouse gas emissions) would be responsible for their fair share of emissions reduction to
reach the national target. But, a special deal for the tar sands could mean:

e Emissions from the tar sands continue to rise at a rate close to the business-as-usual
trend: from 29 megatonnes in 2006 to 108 megatonnes by 2020

e (anada is prevented from being able to meet a science-based national target. (Climate
science shows that developed countries like Canada must reduce their emissions by 25—
40% below the 1990 level by 2020 to have a reasonable chance of avoiding dangerous
climate change.)

e Other regions or industrial sectors are burdened with reducing emissions to compensate
for emission increases in the tar sands.

e The gap between tar sands emissions (if they are close to the business-as-usual-level) and
a science-based target applied to the tar sands is nearly triple British Columbia’s



reduction target, greater than the total emissions from Quebec, and close to the emissions

from all passenger transport in Canada.

The argument that an equitable application of a cap would itself discriminate against regions
with the biggest polluters is not valid. A well-designed system could recycle revenues raised
from auctioning emission allowances back to the places where the funds were generated to pay
for low-carbon technology development and economic transition.

We urge you to work with the federal government to ensure that the system treats all sectors and
regions equitably. A more detailed briefing note on these issues is enclosed.

Sincerely,
Merran Smith
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The Tar Sands and a Cap and Trade System for Reducing Greenhouse Gas Pollution

The election of President Barack Obama has significantly changed the political landscape for
action on climate change in the U.S. and Canada. Immediately following the U.S. election, the
Government of Canada signalled that it intended to pursue a North American climate pact’, and
has since frequently made reference to the need for a common approach to climate and energy
security with the U.S. In its November 19 Speech from the Throne, the Government of Canada
committed to “work with the provincial governments and our partners to develop and implement
a North America-wide cap and trade system for greenhouse gases.”

Climate change and energy will be on the agenda during President Obama’s upcoming visit to
Canada, and all regions of Canada have an important stake in the outcomes of the discussions
that will unfold over the next year. Any decision to harmonize climate policies with the U.S. will
mean:

1. The current Canadian federal system will be strengthened: Under President Bush,
American inaction on climate change was frequently cited as a rationale for Canada
limiting the scope of its own ambition, as some policymakers feared the consequences of
moving more quickly than the U.S. After the U.S. election, the current Government of
Canada regulatory framework proposal (known as “Turning the Corner”), is weak in
comparison to the agenda outlined by President Obama. Canada will face pressure to take
stronger action to avoid falling behind its largest trading partner.

2. Hard caps will replace current “intensity targets”’: At a minimum, a North American cap
and trade system will mean that the Canadian government will need to abandon its flawed
“Intensity target” approach and adopt a hard target for GHG emissions reduction.

3. Provinces will need to be included: In the absence of federal leadership, many provinces
moved ahead with their own climate initiatives. A renewed federal approach to cap and
trade will clearly have an impact on these initiatives. A North American cap and trade
system would either be enforced through federal regulation or at the provincial level
through federal-provincial equivalency agreements. Provinces therefore have a clear
stake in the design of a federal cap and trade system, particularly those who are already a
step ahead of the federal government in designing a “hard cap” system.

If it is well-designed and stringent, a North American approach to cap and trade (or harmonized
national systems) could present a significant opportunity to improve Canada’s abysmal track
record on climate change, which has resulted in Canada’s greenhouse gas (GHG) emissions
growing to 22% above the 1990 level by 2006°.

Canada has a long history of designing climate policies that favour the companies operating in

Alberta’s oil sands, and the current government has been no exception. If the Government of
Canada decides that it’s in our national interest to defend this “dirty oil,” Canada’s role in
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climate policy negotiations with the U.S. could amount to little more than looking for
concessions.

Below we outline the key elements of a credible cap and trade system, and describe the impact of
special treatment for the tar sands on other regions and sectors.

Elements of an Effective Cap and Trade System:

The effectiveness of a cap and trade system can be evaluated based on environmental
effectiveness (i.e. ability to reduce GHG emissions), economic efficiency, administrative
simplicity and political acceptability. Based on these criteria, the key elements of an effective
cap and trade system for Canada are:

1. Science-based target: Canada should set a national emission target that is aligned with
climate science, and the cap in a cap and trade system should be proportional to this target.
Analysis by the Intergovernmental Panel on Climate Change indicates that industrialized
countries like Canada will need to reduce their emissions by 25—40 per cent below 1990
levels by 2020 if we are to have a reasonable chance of avoiding dangerous climate change.”

2. Broad-based: The cap and trade system should cover all emissions from heavy industry
(large final emitters) and fossil fuel use for transportation and buildings. This would mean
that over 80% of Canada’s total emissions were covered. A broad application of the cap and
trade system is consistent with current U.S. proposals. By including more sectors, it opens up
more opportunities for low-cost reductions, thus increasing economic efficiency. And by
regulating combustion emissions at the level of fuel wholesalers, while excluding emissions
that are difficult to cover in a cap and trade framework (mainly those from agriculture and
forestry), a broad approach also provides administrative simplicity.

3. Equitable: The system must apply equitably across all sectors and regions. No one sector
should receive special treatment at the expense of skewing the system for others.

4. Polluter pays: All of the allowances to emit greenhouse gases should be auctioned to
polluters rather than distributed free of charge. This makes the system simple and quick to
implement because it avoids complex negotiations with sectors that would be required if
allowances are handed out for free. It also automatically rewards those companies or sectors
that have taken early action to cut emissions because they will be required to buy relatively
fewer allowances.

Auctioning allowances can also generate substantial government revenues. For example, a
broad cap and trade system covering 80% of Canada’s emissions with an allowance price of

$50/tonne would initially raise about $29 billion annually.

5. Reinvest: The money raised through the auction of allowances should be reinvested to
provide targeted protection of industrial competitiveness in sectors that are demonstrably
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vulnerable to “carbon leakage,” ensure regional fairness, protect low income Canadians from
price increases and support green technology.

6. Avoid the potential for “emissions fraud”: The use of offsets (whether domestic and
international) to meet the targets needs to be limited. In a broad-based cap and trade system,
the opportunities to create domestic offsets (Canadian emission reductions outside of the
capped sectors) are limited, because the majority of emissions fall under the cap. Experience
has shown that it is difficult to ensure that offsets are “additional” or incremental, i.e., that
the reduction in emissions would not have occurred without the incentive provided by the
offset system and the funding it provides. Such credits can be said to constitute “emissions
fraud,” because they do not result in new reductions in GHG emissions. If companies buy
offset credits that are not additional, they use those credits to emit more — but no-one has
reduced their emissions to compensate. A strict limit on the use of offsets is required to
minimize this risk. Emission trading systems or proposals in peer jurisdictions, such as the
Western Climate Initiative, the EU Emissions Trading Scheme and Australia’s Carbon
Pollution Reduction Scheme, all have some form of limit on the use of offset credits.

Special treatment for the tar sands?

The tar sands present a unique challenge to a Canadian cap and trade system. The tar sands are
the fastest growing source of greenhouse gas emissions in Canada: the federal government has
estimated that under “business-as-usual,” emissions would rise from 29 megatonnes (Mt) in 2006
to 108 Mt by 2020°. The “Turning the Corner” regulatory framework proposal treats the oil and
gas sector more leniently than others in several ways, including through the use of “intensity
targets” that accommodate tar sands expansion. In fact, the Government of Canada’s own
estimates show that their proposal would allow GHG emissions from the tar sands to increase
from 29 Mt (2006) to 80 Mt (2017) before dropping to 49 Mt (2020) — an increase of 69 per
cent from 2006 to 2020°.

Under a credible cap and trade system, the tar sands would be responsible for their fair share of
the emissions reductions required to reach Canada’s national target. If the tar sands were given
special treatment (through softer targets, exemptions for some emissions, or other policy design
choices) the result would be that other sectors and regions would have to do more to reach the
national target.

As noted above, climate science shows that industrialized countries like Canada need to reduce
their emissions by 25-40% below 1990 levels by 2020 to have a chance of avoiding dangerous
climate change. Tar sands emissions were 13 Mt in 1990”. If tar sands companies took
responsibility for reducing their emissions by 25% below the 1990 level, the sector’s net
emissions would be just 10 Mt in 2020.® In contrast, under business as usual projections from the
Government of Canada, tar sands emissions are projected to grow to 108 Mt by 2020. There’s a
98 Mt difference between a “science-based” reduction in the tar sands and the potential
emissions growth from the tar sands sector.
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Special treatment for the tar sands risks creating a large “target gap” that other sectors or regions
would have to fill.

Tar Sands GHG Emissions
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To put the potential business-as-usual tar sands growth into perspective:

e By 2020, emissions in the tar sands could be triple British Columbia’s target of cutting
emissions by 36 Mt’

e Ontario’s goal is to reduce emissions by 99 Mt by 2020"°

e Closing Ontario’s four remaining coal plants will reduce emissions by 30 Mt''

e The business-as-usual growth projected in the tar sands is greater than the total emissions
from Quebec'?

e In 2006, generating all of Canada’s electricity produced 118 Mt"?

e In 2006, all passenger transport in Canada produced 97.3 Mt'*

Other regions and industrial sectors could be burdened with picking up the slack resulting from a
system designed to favour the tar sands.

Solutions for tar sands under cap and trade:

It is clearly not in the interest of other provinces and sectors to allow the tar sands to be
responsible for less than their fair share of GHG reduction under a national cap and trade system.
However, the rapid growth of tar sands emissions does present a unique challenge among sectors
of the Canadian economy.

The Governments of Canada and Alberta have been promoting carbon capture and storage (CCS)
as the way to clean up the tar sands. Both have subsidized development of the technology, and
may push for further subsidies as the solution to carbon emissions from the tar sands within a
federal cap and trade system.
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While CCS can play a role, it is far from the silver bullet to the tar sands problem for several
reasons:
e According to a government task force on CCS “only a small portion of the CO; streams
are currently amenable for CCS due to both the size of emissions streams and the
concentrations... lower concentration or smaller emission streams are more costly to

capture”15 .

e CCS is an energy intensive process, which would further increase the already significant
energy input requirements for extracting and upgrading tar sands.

e The ability to deploy CCS on a large scale in the tar sands has not yet been demonstrated,
nor has the permanence of the geological storage.

e The Alberta Government’s advisory group on CCS has suggested the price of carbon
needed to spur the adoption of CCS may be as high as $200/tonne"®.

Investment in technology alone will not solve the problem if tar sands companies are not
responsible for their share of emissions reductions. However, to address the impact of an
emissions cap on Alberta, the revenue from auctioning emissions allowances can be reinvested in
the region to support affected individuals and communities. This would mean that money from
Alberta spent on purchasing allowances would return to Alberta.

It must be noted, though, that CCS fails to address the other serious environmental impacts of the
tar sands, many of which cross provincial/territorial boundaries — toxic tailings waste, air
emissions responsible for acid rain, destruction of wildlife habitat, and depletion and
contamination of fresh water (groundwater and surface water).
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