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ALETTER FROM THE ONTARIO
CHAMBER OF COMMERCE

The Government of Ontario’s decision to develop and implement a province-wide cap and
trade system comes at an important time in the global climate change landscape. After a
period of relative inaction, a number of national and sub-national jurisdictions have moved
ahead recently with strategies to reduce their greenhouse gas (GHG) emissions. According to
the International Carbon Action Partnership, there are currently 17 emissions trading systems in
operation worldwide and an additional 15 in various stages of development—a rapid increase
from just four in 2010.

Ontario’s business community supports action to address climate change. If designed correctly,
the government's proposed cap and trade system could present some significant opportunities
for Ontario.

Over the past few months, the Ontario Chamber of Commerce has been working with its
members and the broader business community, many of whom have practical experience in
other jurisdictions that currently employ carbon pricing policies, to identify their top concerns
regarding Ontario’s proposed cap and trade system. In this report, we have translated these
concemns into a set of recommendations for government.

Underlying these recommendations is a common message: to design an effective cap and
trade system, businesses need to be part of the solution. Among our top recommendations
are for government the direct the cap and trade proceeds in a way that helps businesses in
the transition to a lower-carbon economy, and to ensure that the structural realities of Ontario’s
economy are reflected in the design of the system.

As of yet, few details of the cap and trade system have been released publicly. Without
knowing how the system will impact their bottom line, businesses looking to grow and invest
in Ontario face a difficult decision-making environment. The business community understands
that the design of a cap and trade system takes time, but it is important that the government
make an effort to minimize this uncertainty.

| urge the province to continue working with all members of the business community as we
develop a strategy that achieves the government's environmental goals while fostering positive
economic outcomes.

Sincerely,

. O

Allan O'Dette,
President & CEO, Ontario Chamber of Commerce
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SUMMARY OF
RECOMMENDATIONS

The Ontario Chamber of Commerce urges the Government of Ontario to:

1 Conduct and publicly release the results of an economic analysis of the proposed
cap and trade system.

2 Develop an objective and transparent set of criteria to determine which sectors
will be eligible for free allowances, and how the allocation of free allowances will
change over time.

3 Clearly communicate how the cap and trade system will impact those consumers
and businesses that are not directly covered by the system. As it conducts its
analysis, the government should evaluate the cumulative impact that cap and trade
will have on supply chains.

4 Direct cap and trade revenue to efforts that directly facilitate businesses’ transition
to a lower carbon economy. Further, the allocation of that revenue should be
objective and transparent.

5 Take action to reduce greenhouse gas (GHG) emissions from all major sources of
emissions in the province so that businesses do not bear a disproportionate burden
in achieving emissions reductions.

6 Ensure that it incorporates the economic realities of the province into the design of
the cap and trade system.

7 Ensure that the proposed cap and trade system is aligned with other programs and
policies to reduce GHG emissions, as well as other government priorities.
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INTRODUCTION

In April 2015, the Government of Ontario announced that it will implement a cap and trade
system as part of its overall strategy to address climate change. This approach allows the
government to set a limit on the total level of greenhouse gas emissions (GHGs) produced
by entities covered by the cap and trade system. Further, these entities will be able to
purchase and trade the ability to emit GHGs.

The decision to implement a cap and trade system in Ontario follows the global trend that
has seen the widespread use of carbon pricing to reduce GHG emissions.

Ontario’s business community supports action to fight climate change. According to the
latest report of the International Panel on Climate Change (IPCC), “human influence on the
climate system is clear”, and “warming of the climate system is unequivocal” (IPCC 2014,
pg. 2). Effective action to fight climate change requires coordinated efforts at all levels of
government—Iocal, sub-national, national, and international—and across all emitters.

Among strategies to reduce GHG emissions, businesses prefer market-based approaches
that put a price on carbon, such as a carbon tax or a cap and trade system. In contrast to a
strict regulatory approach (like government-mandated emissions standards), carbon-pricing
policies can offer maximum flexibility for emitters to comply. Put simply, in a market-based
system, government provides a price signal which emitters can respond to in a manner of
their choosing. According to the Ecofiscal Commission, “carbon pricing’s big advantage

is that it can drive a given amount of emissions reductions at lower cost than alternative
policies” (2015, pg. 25).

However, to ensure that emitters are afforded the flexibility to achieve emissions reductions
at the lowest cost, the system must be designed correctly.

So far, the design details of Ontario’s proposed cap and trade system have been unclear. In
the context of a growing cumulative burden facing the business community, and a quickly
approaching start date for the system, many businesses are concerned about this lack of
clarity.

In this report, the Ontario Chamber of Commerce (OCC) seeks to identify the top concerns
of Ontario’s business community regarding the proposed cap and trade system, and makes a
series of recommendations on how to address these concerns.

The OCC is committed to working with the Government of Ontario to design a system that
meets the government'’s environmental goals while fostering positive economic outcomes.
Ultimately, the goal of the cap and trade system, and Ontario’s climate change strategy more
broadly, should be to help Ontarians transition to a more carbon-efficient economy.
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WHAT IS CAP AND TRADE?

A cap and trade system is a market-based mechanism that induces emitters to reduce
their GHG emissions by introducing a cost to emit, or a carbon price. At a conceptual
level, cap and trade consists of two main components.

First, the government sets a “cap”, or maximum limit, on the amount of GHGs that can
be released by emitters. Second, the system provides a mechanism by which emitters
can “trade” the ability to emit GHGs. Trading is made possible through the creation of
“emissions allowances”.

Figure 1: Cap and trade involves the creation of a carbon market, where emitters
can buy and sell permission to emit GHGs.

Auctions and sales by mutal agreement—> &Offset credits
Sale
CARBON
MARKET

Transactions among
emitters and
participants

Excess GHG emissions—

Reduced GHG emissions—>

Actual GHG emissions—

Actual GHG emissions—>

®A 2 B

Source: Heartfield 2015; MDDELCC 2014.
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Who does cap and trade apply to?

Facilities that emit more GHGs than a specified threshold are required to participate in
the cap and trade system. These facilities are “covered” or “captured” by the system.
The emissions threshold is set by government; for example, the systems in Quebec and
California cover facilities that emit over 25,000 tonnes of COz equivalent (a measure of
GHGs) per year (Ontario has not yet announced its threshold). However, non-covered
entities, or those that do not exceed the emissions threshold, can be impacted by a cap
and trade system through increased costs being passed along from covered facilities.

What is an emissions allowance?

An emissions allowance acts as a permit to emit. One emissions allowance is equivalent
to one metric tonne of CO: equivalent (CO2e), meaning that an emitter in possession of
one emissions allowance has permission to emit one tonne of COze into the atmosphere
(MDDELCC 2014).

How are emissions allowances allocated?

Emissions allowances can only be issued by government and are typically allocated in
two ways: for free or by auction. For a variety of reasons, allowances may be distributed
to certain emitters for free, thus reducing the cost of compliance for those emitters.
Allowances that are not distributed for free are allocated through auctions. These
auctions are the primary mechanism by which revenue is generated (Ibid).

How does trading work?

Under the system, government makes available a number of emissions allowances equal

to the cap. Once allowances are distributed, emitters have the option to buy or sell

them based on their needs. At the end of each compliance period, emitters must hold

a number of emissions allowances equal to the amount of GHG emissions that they

have produced during that period. For example, as shown in Figure 1, if an emitter takes

action to reduce its GHG emissions (Emitter B), it can sell its excess emissions allowances
to other emitters (Emitter A). The supply and demand of allowances in the carbon market
generates the carbon price, or the cost to emit for covered emitters (lbid).

This section describes cap and trade at a basic level. In practice, the design of cap and
trade systems is much more complicated, as there are a number of design parameters
that need to be determined. In the next section, this report provides a summary of what
we currently know and don't know about Ontario’s proposed system.
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ONTARIO'S CAP AND TRADE
SYSTEM—WHAT DO WE KNOW?

Although the preceding section explains the basic premise of a cap and trade system, a
number of design parameters must be considered prior to the effective implementation
of such a system. Few precise details of the proposed cap and trade system have been
revealed publicly.

For businesses in Ontario, the system’s design details will be crucial to understanding
its impact. The longer these design details remain unknown, the more uncertainty the
government creates for the business community.

The Government of Ontario is moving ahead with an ambitious timeline. The cap and
trade system is expected to be a component of a broader climate change strategy

to achieve its 2020 GHG emissions target. To successfully meet this timeline for
implementation of the system, a number of details need to be finalized quickly.

DESIGN DETAILS

As the government revealed in its April 2015 announcement, Ontario intends to join
the Western Climate Initiative (WCI) and eventually link with the cap and trade systems
currently operating in Quebec and California (Government of Ontario 2015a).

For those who are familiar with carbon pricing systems, this announcement provides
some indication of how Ontario’s system could be designed. For example, as seen

in Table 1, both existing WCI cap and trade systems directly cover facilities that emit
greater than 25,000 tonnes of GHG emissions (measured as CO; equivalent) per year.

In addition, both systems have broad coverage, covering threshold emitters, fuel
distributers, and consumers of fuel. It is reasonable to expect that Ontario would adopt
similar features in its own cap and trade system.
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Table 1: Design parameters of existing Western Climate Initiative (WCI) cap and
trade systems

Design parameter Quebec California

2015 Cap (2020 target) 65.3 million tonnes COze 395.4 million tonnes COze

(20 percent below 1990 (achieve 1990 levels)
levels)

Emissions threshold >25,000 tonnes COze

Sectors covered Electricity, industry, fuel distribution

Proportion of emissions ~85 percent

covered

Offsets Can be used to fulfil up to 8 percent of compliance
obligation

Total revenue generated  $548 million (May 2015) $2.2 billion (June 2015)

CAP AND TRADE PROCEEDS

In both Quebec and California, emitters can purchase emissions allowances from the
government through quarterly auctions. These auctions have accumulated significant
proceeds (also referred to as funds or revenue). The proper allocation of the proceeds
generated through the Ontario cap and trade system will be critical to its effectiveness
as a GHG-reducing policy.

In its April 2015 announcement, the Government of Ontario indicated that auction
revenue generated through its cap and trade system would be recycled back into
the economy for projects that further reduce GHG emissions and help businesses
remain competitive (i.e. energy efficient housing and appliances, expansion of public
transportation) (Government of Ontario 2015a).

OFFSETS

In most cap and trade systems, covered emitters are allowed to purchase offset credits
to make up a certain proportion of their emissions allowances. Offset credits represent
emissions reductions achieved through actions external to activities regulated under
the cap and trade system. Both Quebec and California allow emitters to use offsets
(provided they comply with pre-approved protocols) to fulfil up to eight percent of their
compliance obligation.

In September 2015, the Government of Ontario announced that it would collaborate

with Quebec to develop a common set of offset protocols, making it easier for offsets to
be bought and sold in both jurisdictions (Government of Ontario 2015b).
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ADMINISTRATION

Western Climate Initiative, Inc. (WCI, Inc.) is a non-profit corporation that currently
offers administrative and technical services to Quebec and California to support their
respective cap and trade systems. Earlier this year, Ontario appointed two officials to
the board of WClI, Inc., as the Province intends to use the corporation’s platform for
auctioning and tracking allowances (MOECC 2015b). Simply put, Ontario will use the
expertise and administrative resources of WClI, Inc. in the administration of its own cap
and trade system.

So, while certain high-level details about Ontario’s cap and trade system have been
announced, few specific details have been released. Indeed, much of what individuals in
the business community seem to know about the system has been inferred or assumed
based on the design of systems in other jurisdictions.

As businesses look to invest in Ontario, understanding what the regulatory and cost
environment will look like in five to ten years is critical information. In the context of a
growing cumulative burden, understanding how the cap and trade will or will not add to
their potential costs in Ontario will be especially important.

With the rising cost of doing business in mind, there are a number of outstanding

concerns that the business community has about the incoming cap and trade system.
These are outlined in the next section of this report.
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WHAT WE'VE HEARD: TOP
CONCERNS FOR BUSINESS

The OCC has been working with its members and the broader business community to
understand how Ontario businesses view the government'’s proposed cap and trade
system.

For some businesses, by encouraging the shift to a lower-carbon economy, the cap and
trade system presents an opportunity. Indeed, as global momentum slowly shifts towards
the adoption of carbon pricing policies, some sectors could gain an advantage if Ontario
acts early to be a trend setter.

What is also evident, however, is that this reaction is not uniform; the opportunities
and risks presented by cap and trade vary considerably by sector, and even among
businesses within the same sector. Despite the opportunities presented by cap and
trade, there are many businesses that remain concerned about the costs.

In this section of the report, we identify the concerns of Ontario’s business community
that are common across sector and business size. Further, we provide the provincial
government with a series of recommendations that, if adopted, will at least

partially address these concerns. These concerns and recommendations are not all
encompassing, but do speak to some of the most common issues voiced by Ontario
businesses.

CONCERN 1: THE CAP AND TRADE SYSTEM COULD NEGATIVELY IMPACT THE
COMPETITIVE POSITION OF MANY ONTARIO BUSINESSES

In the context of a growing cumulative burden, businesses in Ontario need to
understand how the proposed cap and trade system might impact them.

For businesses, different design parameters will greatly affect their investment and
planning decisions. For government, knowledge of these impacts will be crucial as it
designs a system to facilitate an effective transition to a lower-carbon economy.

In the absence of key design features, businesses in Ontario are worried about the
potential negative impact that a new cap and trade system could have on their
competitiveness. This is the result of several factors.

First, as described earlier in this report, businesses are dealing with a growing cumulative

burden that is increasing the cost of doing business in the province. For many, a new cap
and trade system could be yet another contributor to this growing burden.
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Second, an Ontario-specific cap and trade system could contribute to a further
fragmentation of the regulatory environment across the country. It is true that the
government is designing the cap and trade system to link with systems in Quebec and
California, which reduces this impact slightly. Outside of Quebec, however, the other
provinces have either a different form of carbon pricing or no carbon pricing policy
whatsoever. For businesses operating in multiple provinces, fragmentation further
increases the cost of doing business.

Finally, Ontario is moving out-of-step with its major North American competitors. For
example, competitors for manufacturing investment in North America—like the Southern
U.S.—have demonstrated little appetite for moving ahead with carbon pricing policies.
With a new cap and trade system, some businesses are worried that it will be more
difficult to attract investment relative to these other jurisdictions.

If left unaddressed, weakened competitiveness could lead to both poor economic and
environmental outcomes. For those sectors that are most exposed to a price on carbon,
the new cap and trade system could impact their production and investment decisions.

As a first step, the Government of Ontario must conduct and publicly release the
results of an economic analysis of the proposed cap and trade system. The analysis

should demonstrate both the costs and benefits of the proposed system for Ontario’s
economy, with a focus on the impact of the system on GDP, investment, employment,
and consumer spending. To help businesses and consumers understand where impacts
of the proposed system are most likely to materialize, the analysis should also investigate
these variables on a sector-by-sector basis.

In addition, increased operating costs could lead to a shift in production to other
jurisdictions with less costly climate change policies, or an absence of climate change
policies. In this case, the GHG emissions that would have been regulated in Ontario are
simply relocated to another jurisdiction. This phenomenon is commonly referred to as
“carbon leakage” (IETA 2015¢).

To reduce the possibility of carbon leakage, other jurisdictions have incorporated ways to
accommodate competitiveness concerns into the design of their cap and trade systems.
For example, many jurisdictions offer free allowances to “energy-intensive and trade-
exposed” (EITE) sectors. These are sectors that are likely to be particularly impacted by

a carbon price; they consume a significant amount of carbon-intensive energy (“energy
intensive”) and face global competition from jurisdictions without similar requirements
("trade exposed”) (CARB 2009; Heartfield 2015).
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The experience of the cement sector in British Columbia (B.C.) following the introduction
of the carbon tax demonstrates the consequences of failing to plan for the possibility

of leakage. In all jurisdictions that have carbon pricing, cement is recognized as an EITE
industry. Accordingly, these pricing systems generally include complementary policies to
protect the competitiveness of EITE sectors (e.g. free allocations, transitional incentives
for low carbon fuels, etc.). Until recently, the B.C. carbon tax included no such measures
and the impact on the industry has been dramatic.

When the carbon price was introduced in 2008, cement imports
accounted for less than six percent of the cement supply in B.C.
However, as the cost of the carbon tax increased, this number grew
to over 40 percent, while investment in the B.C. cement industry
also declined. In other words, the tax led to leakage—domestic
cement production, and the associated GHGs, were replaced by
production in jurisdictions without carbon pricing, and in many
instances, from parts of the world with less stringent environmental
regulation and oversight. Even assuming that the importing
companies had the same environmental performance as the
modern plants in B.C., the transportation emissions alone would
account for a greater than 10 percent increase in GHG for imports than domestically
produced cement.

In response, the Government of B.C. recently announced a plan to provide transition
funding to the domestic cement industry directed to support capital infrastructure and
market development for lower carbon fuels (Government of B.C. 2015).

Examples of jurisdictions that provide some form of relief to EITE sectors are presented
in Table 2. As shown, the European Union (E.U.), California, and Quebec all provide free
allowances to sectors at risk of carbon leakage in their respective jurisdictions. However,
they all differ in the methodology they use to determine which sectors fit an EITE criteria.
Both the E.U. and California use a transparent set of formulae and criteria to determine
which sectors receive a special classification, and how those sectors are compensated. In
Quebec, sectors at risk of leakage are determined in a less transparent process.

These systems also differ in the allocation of free allowances over time. In California and
Quebec, relief for EITE sectors is transitional, as both systems reduce the proportion of
free allowances given to firms in EITE sectors year-over-year. For EITE firms in the E.U.,
there will be no decrease in free allowances from now until 2020.

CLEAN PROFITS | 10



Table 2: Methods used to determine energy intensive and trade exposed (EITE)
sectors in different jurisdictions.

Jurisdiction

European
Union

California

Quebec

EITE Indicators

Carbon cost indicator

Carbon cost

direct + indirect costs
global value added

Trade intensity indicator

Trade intensity =
imports + exports
turnover + exports

Emissions intensity
indicator

Carbon intensity =
tonnes CO»e
value added

Trade intensity indicator

Trade intensity =
imports + exports
shipments + exports

N/A

Source: ICAP 2015a.; IETA 2015c.

Criteria

A sector is EITE if:
Carbon cost > 30
percent

OR

Trade intensity > 30
percent

OR

Carbon cost >5
percent and trade
intensity >10 percent

Sectors are classified
as having a high,
medium, or low
leakage risk based
on combination of
emissions and trade
intensities.

EITE sectors identified
on a case-by-case
basis.

Compensation

Free allowances up
to 100 percent of
sectoral benchmark
level until 2020

High risk — 100
percent free allocation

to benchmark level
until 2020

Medium risk — 100
percent free allocation
to benchmark level,
declining to 50
percent by 2020

Low risk — 100 percent
free allocation up

to benchmark level,
declining to 30
percent by 2020

Free allocations
provided to those
sectors deemed EITE.
In 2015-17 compliance
period, free
allocations diminish
by 1-2 percent per
year.
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To match actions taken in other jurisdictions and maintain business competitiveness,
steps will need to be taken in Ontario to accommodate those sectors that are most
exposed to the effect of a price on carbon. As such, the Government of Ontario

should develop an objective and transparent set of criteria to determine which

sectors will be eligible for free allowances, and how the allocation of free
allowances will change over time. Businesses prefer the principled approach taken in

California versus the less transparent approach taken in Quebec.

CONCERN 2: THE SYSTEM COULD CREATE NEGATIVE DOWNSTREAM IMPACTS
FOR BUSINESSES NOT COVERED BY THE CAP AND TRADE SYSTEM, INCLUDING
BUSINESSES IN THE SUPPLY CHAINS OF COVERED EMITTERS

Ontario’s business community is also concerned about the possible downstream impacts
of cap and trade on those businesses who are not directly covered by the system, as well
as the downstream impact on consumers.

Many businesses, particularly small and medium-sized enterprises (SMEs), are unsure
how the proposed cap and trade system might impact them. Since only large emitters
will be directly covered by the system, many believe that cap and trade will not apply
to them. In an administrative sense, they are correct, as they will not be required to
participate in the market for emissions allowances. However, this does not mean that
they will be immune to the downstream impact of the system.

In fact, to maximize the proportion of total emissions that is covered by cap and trade,
Ontario is proposing to include electricity generation and fuel distribution, as well as
industrial facilities that exceed the emissions threshold. The impact of the carbon price
will therefore be felt by smaller emitters through an increase in the cost of inputs, namely
electricity and fossil fuels. Both Quebec and California require distributors of fuel to
participate in the cap and trade system. Distributors of fuel are not final emitters, but it
is assumed that the direct cost of the carbon price will be passed through to consumers
of that fuel. In Quebec, it is estimated that the price of gas increased by two to three-
and-a-half cents per litre as a result of this policy (MOECC 2015a). In this way, smaller
emitters will feel a cost associated with cap and trade, even though they are not direct
participants in the system.

Businesses are particularly concerned about the cumulative effect of these pass-through
costs on their supply chains. By increasing the costs of production, the rising costs of
inputs as a result of a carbon price could make Ontario-based suppliers less attractive to
their existing customers. If these customers decide to source their supplies elsewhere,
then Ontario’s supply base suffers. Conversely, if the cap and trade system adversely
impacts production at the end of the supply chain, then that could have ripple effects for
suppliers through that chain.

Ontario’s automotive industry provides a good example of this. In Ontario, the industry
is supply-based, meaning that many of the materials and components that make up a
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vehicle, including steel, aluminum, seats, bumpers, seals, brakes, and suspensions, are
manufactured locally by third-party suppliers. These components are then assembled at
an assembly plant as the final step in a long and integrated supply chain. Increased input
costs for some or all of these suppliers could have a considerable cumulative effect on
this production chain.

In the context of a rising cumulative burden facing businesses in Ontario, the effect of
increased input costs on local supply chains could have serious unintended impacts on
Ontario’'s economy.

As a result, the Government of Ontario needs to clearly communicate how the cap
and trade system will impact those consumers and businesses that are not directly
covered by the system. As it conducts its analysis, the government should evaluate
the cumulative impact that cap and trade will have on supply chains.

CONCERN 3: GOVERNMENT WON'T SPEND CAP AND TRADE PROCEEDS
EFFECTIVELY

By requiring emitters covered by the cap and trade system to participate in regular
auctions for allowances, the government will be raising considerable funds via the new
system. If Ontario’s system is designed in a similar manner to Quebec’s, early estimates
suggest that it could generate up to $2 billion per year by 2020 (Wingrove 2015).

If used effectively, these proceeds will play an important role in
government achieving its short and long-term environmental

goals. In the short term, the government has set a GHG emissions
reduction target of 15 percent below 1990 levels by the year 2020
(MOECC 2015¢). According to the Environmental Commissioner

of Ontario, the province will need to reduce its emissions by 19
Megatonnes, or 11 percent of current emissions, within the next five
years to meet this target (ECO 2015). Further, achieving this target
will require “far more aggressive policies” than what has already
been announced (Ibid, p. 30).

In the long term, the government intends for its climate change
policies to drive transformation to an economy and communities “that are low-carbon and
resilient to the impacts of climate change” (MOECC 2015¢, pg. 12).

Achieving the government'’s short and long-term goals will require more than simply
putting a price on carbon. Alongside a price signal to incentivize emitters to reduce their
GHG emissions, there will also need to be considerable capital investment to replace
Ontario’s more carbon-intensive capital stock. To drive emissions reductions in the near-
term, replacement of capital will need to happen quickly.
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It is here where appropriate use of the cap and trade system'’s proceeds can significantly
increase the effectiveness of the policy as a means to transition to a lower-carbon
economy. Among carbon pricing systems in Canada and internationally, there exist a few
different models that Ontario can look to as it makes this important design decision.

In B.C., the government has taken a revenue neutral approach to its carbon tax. Every
year, the government returns the revenue from the carbon tax to individuals and
businesses in the form of tax reductions and credits. In 2012-2013, the tax generated
$1.12 billion, with $834 million returned to the business community, mostly as a reduction
in the general corporate income tax rate (Government of B.C. 2014).

In Quebec, the government uses the proceeds from its cap and trade system to fund
carbon-reducing programs under its 2013-2020 Climate Change Action Plan (PACC).
These programs are aimed at businesses, municipalities, as well as citizens. (Government
of Quebec 2012). From the seven auctions Quebec had held as of May 2015, the cap and
trade system raised $548 million (MDDELCC 2015).

In California, the government’s auction proceeds are deposited
into the Greenhouse Gas Reduction Fund. Proceeds are then
allocated towards a range of government priorities, including
funding sustainable infrastructure projects, promoting energy
efficiency, and expanding public transportation (State of California
2013). Approximately 60 percent of the proceeds from cap and
trade is allocated to transit funding. In addition, it is stipulated
that 25 percent of the proceeds must be allocated to projects that
benefit disadvantaged communities, with 10 percent of the funding
allocated to projects located in disadvantaged communities (lbid).
As of June 2015, the government has generated over $2.2 billion
from its cap and trade auctions (Carroll 2015).

In Alberta, large industrial emitters have the option to pay into the Climate Change

and Emissions Management Fund to comply with emissions regulations. The fund is
managed by the Climate Change and Emissions Management Corporation (CCEMC), an
arms-length body. So far, the CCEMC has committed $349.8 million to 109 projects, with
a total project value of $2.2 billion (CCEMC 2015).

These varying approaches to the use of cap and trade revenue reflect the different
priorities of each jurisdiction. To use the revenue most effectively in Ontario, the
government first needs to determine what exactly it wants to achieve from the cap
and trade system and other climate change policies. If it is indeed intent on driving
transformation to a low-carbon economy, then the approach it adopts for the use of
revenue from cap and trade should work to achieve this transformation.
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As such, Ontario’s business community urges the government to direct cap and
trade revenue to efforts that directly facilitate businesses’ transition to a lower

carbon economy. Further, the allocation of that revenue should be objective and
transparent. Specifically, it should use the revenue to help businesses invest in low-

carbon processes, technology, and other capital. Examining a model similar to Alberta’s
CCEMC would be a good place to start.

CONCERN 4: THROUGH CAP AND TRADE, BUSINESSES WILL FACE
DISPROPORTIONATE PRESSURE TO REDUCE GHG EMISSIONS DESPITE OTHER
SIGNIFICANT CONTRIBUTORS TO ONTARIO’S TOTAL GHG OUTPUT

To date, the proposed cap and trade system, which is designed to directly cover the
province's large industrial emitters, is the only concrete policy that has been announced
since the end of the government’s consultation on a long-term climate change strategy
earlier in 2015. We understand that, as the government makes decisions related to the
design of the cap and trade system, it is also determining the actions it will take under a
broader climate change strategy.

We encourage the government'’s actions under this strategy to reflect the realities of
Ontario’s GHG emissions profile.

According to 2013 emissions data, industrial emissions make up
28 percent of Ontario’s total GHG output. Ontario businesses

do not dispute that this is a significant portion of the province’s
emissions. However, as can be seen in Figure 2, there are other
significant sources of GHG emissions in Ontario. For example,

the transportation sector, which includes road, rail, air, and marine
transportation, is the top source of GHG emissions in the province
at 35 percent of total emissions. The province’s building stock is
also a very significant source of GHG emissions, contributing 19
percent of total emissions.

Ontario’s emissions profile has also changed significantly over time. In 1990, industrial
activity was the greatest source of GHG emissions in the province. Since that time,
however, emissions from industry have declined by 26 percent. In contrast, transportation
and building emissions increased by 31 percent and 17 percent, respectively, over the
same period (ECO 2015).
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Figure 2: Ontario’s emissions profile by major sector in 1990 vs. 2013
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These emissions data demonstrate that focusing on large industrial emitters through a
cap and trade system will not be sufficient to generate the reductions in emissions that
the government would like to achieve.

In the context of a broader climate change strategy, the government needs to consider
how emissions reductions from cap and trade will be balanced with other policies, and
what proportion of total reductions it wants cap and trade to achieve. For example, in
California, the government expects its cap and trade system to be responsible for about
30 percent of reductions towards its 2020 GHG target. The other 70 percent will come
from sector-specific measures to reduce, for example, emissions from transportation and
energy (CARB 2014).

To fully accomplish its goal of transformation, Ontario still has important decisions to
make. For example, the Environmental Commissioner of Ontario projects that emissions
from buildings in the province will continue to rise (ECO 2015). What is the government'’s
plan to reverse this trend?

As a result, the Government of Ontario should take action to reduce GHG emissions

from all major sources of emissions in the province so that businesses do not bear
a disproportionate burden in achieving emissions reductions. These actions should

reflect the relative contributions of different sectors to Ontario’s total GHG output.
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CONCERN 5: THE GOVERNMENT COULD DESIGN A CAP AND TRADE SYSTEM
THAT IS NOT TAILORED TO ONTARIO’S ECONOMIC REALITY

In joining the WCI and intending to link its cap and trade system with Quebec and
California, there are certain design features that Ontario will likely have to take as given.
These include anything from administrative features, like the auctioning process, to the
emissions threshold for covered emitters.

Despite this, there are critical design elements of cap and trade that are up to Ontario
to determine, including how emissions allowances will be allocated and what will be
done with the proceeds. This presents an opportunity for government to tailor its cap
and trade system to the province’s unique economic context. Businesses do not want to
see a system that is simply transplanted from other WCl jurisdictions, as there are clear
differences in the economic compositions of Ontario and these jurisdictions.

For example, the composition of manufacturing production in Quebec and Ontario
differs significantly (Figure 3). As expected, the production of transportation equipment
makes up a much larger proportion of total manufacturing output in Ontario than in
Quebec (approximately 25 percent versus 13 percent), while primary metals production is
a significantly greater proportion of output in Quebec.
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Figure 3: Manufacturing production in Ontario and Quebec, 2012
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There also exist other important differences between Ontario and these other
jurisdictions. For example, in the steel sector, Ontario will be the first jurisdiction to
implement a climate policy that impacts fully integrated steel mills, which create steel
from raw materials. Neither California, nor Quebec have integrated steel producers, but
rather, relatively small mini-mill (electric arc furnace) facilities. The process to create steel
is much more energy intensive at integrated facilities than at mini-mills.

Given that neither Quebec nor California have integrated steel mills, the methods and

decisions made in both jurisdictions relative to carbon pricing would be impractical to
establish in Ontario.

CLEAN PROFITS | 18



The examples provided above are just a few instances where Ontario’s economy deviates
from other WCl jurisdictions. As such, it is important that the government considers
these differences as it moves forward with the design of its cap and trade system.

The business community therefore recommends that the Government of Ontario

incorporate the economic realities of the province into the design of the cap and
trade system.

CONCERN 6: THE CAP AND TRADE SYSTEM COULD CONFLICT WITH OTHER
POLICIES AND INCREASE THE COST OF COMPLIANCE FOR BUSINESS

As explained earlier in this report, one of the major advantages of cap and trade over
other emissions-reducing policies is that it is not prescriptive. Once a cap on emissions
is established, businesses can choose to comply with the policy through a wide variety
of options including purchasing emissions allowances, changing business processes, or
investing in low-carbon technology. As a result, businesses can choose the lowest cost
option for their business (Ecofiscal Commission 2015).

The flexibility of compliance under cap and trade, however, is also dependent on

the effect of other policies and regulations that apply to emitters covered by the cap
and trade system. If a policy or regulation exists that limits the options available for
compliance under cap and trade, then the cost-effectiveness of the policy, one of

its major advantages, is reduced. The effectiveness of cap and trade could also be
weakened if it reduces the demand for emissions allowances, and therefore the carbon
price, within the cap and trade system. For example, if a utility is required to source a
certain proportion of energy generation from renewable sources and that requirement
drives emissions reductions, then its need for emissions allowances will be reduced
(Carlson 2011).

Obviously, cap and trade will not interact exclusively with policies
that reduce emissions, as the system will be situated within the
government'’s other policies and priorities. Many businesses in
Ontario are especially focused on the interaction of cap and
trade with the government’s current energy policy. As outlined in
the OCC's recent report, Empowering Ontario, the rising cost of
electricity in Ontario is one of the top issues facing the business
community today. Over the next five years, industrial customers’
bills are expected to increase by 13 percent, while rates for
households and small businesses are predicted to rise by 25
percent (IESO 2014).

During the past few years, the Government of Ontario has adopted a series of policies,
such as the elimination of coal generation, that have significantly reduced the carbon
content of the province's electricity generation. In 2008, fossil fuels accounted for over
20 percent of total energy production. By 2014, this number had declined to about 11
percent (IESO 2015). Even with these significant reductions in emissions from production,
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there will still be a component of electricity generation that is covered by the cap and
trade system. How will this impact electricity prices? Businesses are concerned that the
cap and trade system will further contribute to rising electricity prices and make Ontario
a less affordable place to do business.

At the same time, the government is planning to refurbish Ontario’s aging nuclear stock
in the coming years, which accounts for over half of the province's total energy supply. As
these facilities go offline, it is expected that generation from fossil fuels will rise to make
up at least part of the difference (Ontario Ministry of Energy 2013). Will this necessary
change to the supply mix also drive up electricity rates?

In presenting these potential conflicts between cap and trade and other policies, the
business community is not suggesting that cap and trade is incompatible with them;
indeed, as discussed earlier in the report, other policies to reduce emissions will be
necessary to shift to a low-carbon economy and society.

What we are suggesting, however, is that other policies need to be compatible with cap
and trade.

As a result, the business community recommends that the Government of Ontario

ensure that the proposed cap and trade system is aligned with other programs

and policies to reduce GHG emissions, as well as other government priorities. The
cost-effectiveness of cap and trade, by offering emitters flexibility, should be preserved.
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CONCLUSION

Ontario’s proposed cap and trade system, by facilitating a transition to a lower-carbon
economy, could present economic benefits for the province, if designed correctly.

However, in the context of a rising cumulative burden facing Ontario businesses, we are
concerned about the risks, as a poorly designed cap and trade system could negatively
impact the province's economy. As such, we urge the government to consider the
broader context for businesses as it moves forward with the design and implementation
of this system. The recommendations contained in this report, if adopted, will move the
system in a positive direction.

Ontario businesses want to be partners in helping the Province meet its climate
change objectives. The OCC and its members support a solution which will balance
environmental ambitions while fostering the conditions necessary for economic growth
and prosperity.
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