DAVIS

LLP

BULLETIN

LEGAL ADVISORS
SINCE 1892

CLIMATE CHANGE LAW

Climate Change Law Practice Group

Contributors in this
issue:

Grant Boyle
Vancouver Office
Articled Student
604.643.2914
gboyle@davis.ca

Andrew Lord
Toronto Office
416.369.5264
alord@davis.ca

Sarah Robicheau
Toronto Office
Summer Student

U.S. HOUSE APPROVES
AMERICAN CLEAN ENERGY
AND SECURITY ACT OF 2009

On June 26 the U.S. House of Representatives passed
the American Clean Energy and Security Act of 2Q0@8re
commonly known as théfaxman-Markey Bill"). The
Waxman-Markey Bill is a nearly 1300-page bill theat
intended to promote clean energy development, drive
improvements in energy efficiency, implement a aap-
trade system for greenhouse gases, and ensurelitabbe
transition to a low-carbon economy.

The Waxman-Markey Bill passed through Congress by a
narrow margin 219-212, divided mostly along paitges.
The Bill underwent a myriad of revisions in the wmto the
House vote. It will almost certainly be revisedtlfier as it
makes it way through the U.S. Senate. While thik en
product may be a compromised version of the drsifter
original vision for the Bill, it nevertheless marksery
significant development in climate change law.

Part | of this bulletin provides an overview of the
Waxman-Markey Bill. Part Il offers a perspective on the
impact the Bill will have in Canada. Canadian camps
that depend on the U.S. market may be directlctdtkby
the Waxman-Markey Bill. Officials from the various
regional emissions trading programs, includingWestern
Climate Initiative, which includes the provincesRBritish
Columbia, Manitoba, Ontario and Quebec, have erdors
the Bill. The BiIll, if passed, could create new ogpnities,
particularly for renewable power generators, clesuh
innovators, and offset project developers. It wiio create
new challenges for companies producing carbon-#ien
products, especially in the oil sands. All Canadian
businesses should follow developments in the @Asthe
Waxman-Markey Bill is likely to influence the ditéan of
our own federal climate change legislation. Intipatar,
Canada is considering implementing a complemerdapy
and-trade systenPart Il of this bulletin therefore focuses
on some of the key features of the Bill's cap-ardi¢
provisions.
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Davis LLP’s Climate

Change practice group
includes lawyers with a wide
variety of Canadian and
international experience
ranging from regulatory
compliance to project
finance. Our national team
helps clients navigate the
evolving world of climate
change regulation and seize
opportunities in an
increasingly carbon-
constrained economy. We
also have expertise in areas
of renewable energy
including wind energy, run of
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Part I: Overview of the Bill

The Waxman-Markey Bill has the following
four major thrusts.

(i) Clean Energy

The Bill sets a national standard of 20 percent
for the the production of renewable electricity
by 2020 (although one third of this target can be
met with improvements in energy efficiency). It
also includes provisions aimed at developing a
much-discussed smart grid, which would use
computer technology to deliver energy across
the U.S. in the most efficient manner possible,
further reducing carbon emissions.

Carbon capture and sequestration technologies
will also be promoted, as will clean
transportation. In addition to establishing
provisions for the development of more
infrastructure for hybrid and electric vehicles,
the Bill establishes low-carbon fuel standards,
which would require refineries to reduce the
annual life cycle carbon emissions from their
fuels. This would require specified, incremental
decreases over the next 20 years, with ongoing
decreases beyond 2030.

(i) Energy Efficiency

Focused on improving energy efficiency across
diverse sectors of the economy, this section
specifically focuses on funding provisions and
standard setting.

The Bill seeks to establish a fund to provide for
retrofitting existing buildings. Further, it seeks
to harmonize transportation standards, set
emissions standards for non-vehicular modes of
transportation, and set industrial energy
efficiency standards.

(iif) Reducing Global Warming Pollution

Through amendments to tdean Air Act this
section will set hard caps on Greenhouse Gas
emissions. This section also provides for the
establishment of the Global Warming Pollution
Reduction Program, a cap and trade program,

which is discussed in greater detail later in this
bulletin.

(iv) Transitioning to a Clean Energy
Economy

In an effort to ensure that American industry is
not disadvantaged by the cap and trade system
outlined under Title iii, this section establishes
rebates for costs incurred by companies coming
into compliance with the Global Warming
Pollution Reduction Program. A “border
adjustment” program is also contemplated, but
not required. If it were to be implemented, it
would create essentially a system of tariffs.

Part Il: Implications for Canadian
Businesses

Canadian businesses, particularly those in the
energy and manufacturing industries, may find
themselves significantly affected by these
changes to American law.

Pressure on Canadian exporters

The Bill includes provisions requiring the
President, starting in 2020, to impose border
adjustment charges on energy-intensive goods
imported from countries without emissions caps
that are comparable to the U.S. cap. As such,
Canadian exporters may find it increasingly
important to ensure that their carbon-reduction
targets and plans are aligned with U.S. policy.

Challenges for the oil sands

If the Bill passes, there will likely be certain
restrictions on the type of fuels accepted for
import to the U.S. This could mean significant
changes to the potential market for bitumen-
sourced oil, such as that produced by the oil
sands, as it may be considered a less desirable
source of fuel.

Opportunities for renewable power
generators

The minimum renewable content requirements
will drive a substantial increase in demand for
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renewable electricity. Further, the plans to
upgrade the U.S. electricity grid include
establishing a more comprehensive smart grid.
Such a system would make it significantly more
efficient to move electricity from both
conventional and renewable sources across the
entire continent, making American markets

more accessible to Canadian suppliers than ever
before.

Opportunities for technical innovation

Implementing the Waxman-Markey Bill will
require significant technological inputs to
achieve the efficiency gains, carbon capture
goals and alternative energy targets outlined
within the document. Further, the Bill includes
provisions for the allocation of research and
development funds to support such advances.
Many Canadian businesses may find themselves
well placed to export their expertise in these
areas to the U.S. In particular, Canada has
invested significant funds in the development of
CCS technology, which could now provide
substantial returns, should these technologies
find a market in the United States.

New market for offsets

If and when Canada signs a multilateral or
bilateral party agreement with the U.S.
regarding offset activities, Canadian businesses
may be able to undertake carbon offset projects
in Canada and sell the offset credits in the U.S.
It will be important for Canadian business to
watch the development of rules regarding
allowable project types and methodologies
under the Waxman-Markey Bill. At the same
time, international credit and allowance trading
will also likely be affected by post Kyoto
Protocol international treaty rules currently
under negotiation at the United Nations.

Implications for domestic legislation

Perhaps the biggest influence of the Waxman-
Markey Bill will be to prompt a harmonization

of approaches to climate change regulation in
Canada. Such harmonization may take place at

the provincial and regional level or may be
driven by federal legislation.

To date, Canadian climate change law has
largely been a patchwork of provincial and
regional initiatives. Alberta has a functioning
emission management regulatory regime.
British Columbia has a carbon tax, framework
legislation for a future cap-and-trade system,
and other climate change related statutes.
Ontario and Québec have also tabled legislation
to establish a cap and trade system of their own.
Saskatchewan had tabled an emissions
management bill that was modelled in many
ways on Alberta’s approach, but will have to
table it anew when the legislature reconvenes
after the summer. At the regional level, British
Columbia, Manitoba, Ontario and Québec are
members of the Western Climate Initiative,
which is attempting to coordinate provincial and
state level emissions trading programs. To the
extent that any of these initiatives will continue
into the future, it is expected that they will be
adjusted to account for the Waxman-Markey
Bill, whether it be to avoid the risk of border
adjustment charges or to create opportunities to
link into the much larger U.S. carbon market.

While several provinces have been getting a
head start on regulating emissions over the past
few years, the Canadian federal government
appears to have been biding its time. It
announced it3urning the Corneplan in early
2007, which called for regulations to take effect
in January 2010. However, little has been done
in the interim other than to begin fleshing out an
offset system that will be part of the overall
regulatory scheme. Tellingly, the government
recently announced that regulations, which have
yet to be drafted, will now take effect in 2012,
which aligns with the expected timing for the
Waxman-Markey Bill. Since President Obama
was elected, the federal government has actively
sought to engage his administration in
discussions regarding our shared interests in the
environment, energy security and the economy.
It is expected that Ottawa will attempt to
advance those interests by harmonizing its
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approach to GHGs with that of Washington. It
remains to be seen how any federal legislation
will complement or displace the existing

patchwork of regional and provincial initiatives.

Part lll: The Waxman-Markey Cap and
Trade Framework

One of the cornerstone elements of the
Waxman-Markey Bill is the proposed
framework for a cap-and-trade program. The
Bill is the first GHG cap and trade proposal to
pass out of one chamber of the U.S. Congress.

Who would be capped under the Waxman-
Markey system?

Under the Waxman-Markey Bill, electricity
generators, liquid fuel refiners and importers,
and fluorinated gas manufacturers would be
capped starting in 2012. Industrial sources that
emit more than 25,000 tons of carbon dioxide
equivalent per year are covered starting in 2014,
and local distribution companies that deliver
natural gas are covered starting with emissions
in 2016. The Bill would require emissions
reporting from sources that emit 10,000 tons of
carbon dioxide equivalent per year. The plan
covers 87% of U.S. greenhouse gas emissions.

These parties would be subject to caps on seven
types of Greenhouse Gase&(1Gs”),

including carbon dioxide, methane, nitrous
oxide, sulfur hexaflouride, hydroflorocarbons,
perflourocarbons, and nitrogen triflouride. The
Bill also provides for the future regulation of
other GHGs.

What are the targets, or ‘caps’?

The proposed framework establishes a timeline
that requires the incremental reduction of
GHGs, ultimately to 83% below 2005 levels in
2050.

The first hard deadline is 2012, by which time
the regulated parties will have to have reduced
their emissions to 3% below 2005. Following
this, they will be required to achieve a target of

17% below 2005 levels in 2020 and 42% below
2005 levels in 2030.

It is worth noting that the Bill also establishes
‘economy-wide’ targets for all sources, whether
they fall under the cap and trade system
regulations or not. The targets set out in this
wider provision are the same as those noted
above, except for 2020, by which time the goal
is to have reduced to 20% below 2005 levels.

How would allowances be distributed?

At least 20% of the allowances will be
auctioned at the outset of the program. The
remainder will be given away. Approximately
30% of the allowances will go to electricity
distribution companies, 9% to natural gas
distribution companies and 5% to merchant coal
generators. The goal, is to use these ‘free’
allocations to offset the cost which would
otherwise be passed onto consumers. Free
allocation of allowances would be phased out
over a five year period between 2026 and 2030,
when full auctioning would begin. In the years
leading up to this time, the plan is for
communities to begin transitioning away from
carbon-intensive energy in anticipation of the
rising costs to come.

The Bill provides for the distribution of
allowances among electricity consumers, natural
gas consumers, home heating oil and propane
consumers, low-income consumers, trade-
vulnerable industries, investment in clean
energy from coal, investment in energy
efficiency and renewable energy, centres of
excellence, clean vehicle technology, domestic
fuel production, workers, domestic, wildlife, and
natural resources adaptation, international
adaptation, clean technology transfer, deficit
reduction, and consumer rebates. Again, the
goal is to pass as little cost onto consumers as
possible.

The Waxman-Markey Bill makes a special
provision for allocation of allowances to abate
international deforestation. This provision,
while clearly linked, along with other parts of
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the Bill, to current negotiations under the United
Nations Framework Convention on Climate
Change’s discussions over reducing emissions
from deforestation and forest degradation in
developing countries, may provide Canadian
forestry companies with business opportunities.

How would the system address offsets?

In addition to obtaining emission allowances,
regulated emitters will be able to comply with
the cap by purchasing carbon offsets. Up to two
billion tons of offsets will be permitted: one
billion tons from U.S. Environmental Protection
Agency-approved domestic offset projects and
one billion tons from international offset
projects that comply with the requirements of
the Bill. If the Administrator determines that an
insufficient quantity of domestic offsets is
available, it may raise the limit on international
offsets to up to 1.5 billion tons. The ability to
use such offsets would be divided pro rata
among all regulated entities.

The Waxman-Markey Bill may therefore create
a huge new market for Canadian offset credits,
provided that certain requirements are met.
Specifically, to be sold into the U.S. market,
Canadian offset credits will have to meet the
criteria for U.S. domestic offsets (except for
specified types of offset credits where such
compliance is not feasible and where other
safeguards for environmental integrity are
established). In addition, the Bill requires that
the U.S. be a party to a bilateral or multilateral
agreement or arrangement with the country
where an offset activity would take place before
any international offset credits would be issued.
Canada would therefore have to enter into such
an agreement with the U.S.

The Bill establishes standardized methodologies
for determining additionality, establishing
baselines, measuring performance, accounting
for leakage, discounting for uncertainty, and
addressing reversals and would establish

procedures for accredited third-party verifiers to
approve and verify offset projects.

The Waxman-Markey system does not mention
specific types of projects that will be allowed to
generate offsets. Other emissions trading
ventures, however, such as the Western Climate
Initiative, have identified agriculture, forestry

and waste management as project types under
priority consideration and specifically exclude
projects in sectors that are covered by the
overall cap, such as energy. Notably, the Bill
proposes instruments outside of the cap and
trade approach, such as performances standards
for methane emissions from landfills, coal mines
and natural gas systems, suggesting that some of
these types of developments may be ineligible
for recognition as offset projects under the Bill.

Oversight for the offset system will be shared by
the U.S. Environmental Protection Agency and
the U.S. Department of Agriculture. The latter
will likely have specific oversight over
agricultural, forestry and land-use projects,
which may turn out to constitute the bulk of
domestic offset projects.

What trading, banking and borrowing would
be permitted?

The Waxman-Markey system allows unlimited
trading and there are no restrictions on who can
hold an allowance. The proposed framework
allows unlimited banking of allowances for use
during future compliance years. The Bill would
establish a two-year rolling compliance period
by allowing covered entities to borrow an
unlimited number of allowances from the
subsequent compliance year. Covered entities
could also satisfy up to 15% of their compliance
obligations by submitting emission allowances
with vintage years 2 to 5 years in the future, but
would be required to pay an 8% premium (in
allowances) to do so.
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Climate Change Law Practice Group

Davis LLP's national Climate Change Practice Group includes
lawyers with a wide variety of Canadian and international
experience ranging from regulatory compliance to project
finance. Our national team helps clients navigate the evolving
world of climate change regulation and seize opportunities in an
increasingly carbon-constrained economy.

The group advises greenhouse gas emitters about regulatory
compliance, risk management and environmental disclosure.
We also advise emissions reduction project developers and
cleantech companies about carbon finance, project structuring,
corporate governance, IP protection, government relations and
regulatory affairs. We have significant expertise in areas of
renewable energy including wind energy, run of river hydro,
biomass and fuel cell industries.

For more information please contact:

Vancouver Office

Brian Hiebert Grant Boyle Jeff Horswill
604.643.2917 Articled Student 604.643.6357
bhiebert@davis.ca 604.643.2914 jhorswill@davis.ca

ghoyle@davis.ca
Edmonton Office

Robert A. Seidel, Q.C. Jennifer Cleall Craig Rose, R.P.F.
780.429.6814 780.429.6838 780.429.6807
rseidel@davis.ca jcleall@davis.ca crose@davis.ca
Calgary Office

Roy Hudson Brian Yaworski, Q.C.

403.698.8708 403.698.8746

rhudson@davis.ca byaworski@davis.ca

Toronto Office

David Crocker Andrew Lord
416.941.5415 416.369.5264
dcrocker@davis.ca alord@davis.ca

Tokyo Office

Tony McArthur
81.3.5251.5071
tmcarthur@davis.ca

Dan Jarvis
604.643.2950
djarvis@davis.ca

Rachel Hamilton
780.429.6833
rhamilton@davis.ca

This bulletin is intended to provide our general comments on developments in the law. It is not intended to be a comprehensive review nor is it
infended to nrovide leaal advice. Readers shoulld not act on infarmation in the hulletin without first seekina snecific advice on the narticular matter. The

© Davis LLP, 2009

Page 6



