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Abstract
This short paper summarises the response of the Lean Economy Connection to DEFRA's pre-
feasibility study into personal carbon trading. While welcoming the additional researchin thefield,
we believe that a number of important misunder standings are contained in the papers, and that
DEFRA's consequent decision to delay a full feasibility study into the TEQs concept isill-advised in
the absence of other realistic and effective means for addressing climate change and fuel depletion.

DEFRA yesterday published the results of their ‘pre feasibility study' into personal carbon trading.
The headline finding is that “ personal carbon trading has potential to engage individuals in taking
action to combat climate change, but is essentially ahead of its time and expected costs for
implementation are high”.

The study consisted of four reports in the following areas, commissioned from various bodies:
) Technical feasibility and potential cost — Accenture
i) Effectiveness and strategic fit — DEFRA
iii)  Public acceptability — Opinion Leader and Enviros Consulting
iv)  Distributional impacts— Centre for Sustainable Energy
aswell as a synthesis report which attempted to draw together the conclusions of all four.

All of these reports can be accessed on the DEFRA website at: http://tinyurl.com/5ffjed
The Centre for Sustainable Energy published a response yesterday: http://tinyurl.com/5995w5
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Executive Summary

The DEFRA synthesis report states that,

“To ensure the research areas were as compatible as possible and could be brought together
into this synthesisreport it was necessary to provide a baseline description of a personal carbon
trading scheme, and setting some key assumptions around scheme design... For the purposes of
this project, a Domestic Tradable Quotas (DTQs) model was assumed.” (p.5)

Asthis DTQs model (now known as Tradable Energy Quotas — TEQs) was devel oped here at the
L ean Economy Connection, we welcomed the Government's interest and investment and were
happy to comment on the drafts of the four reports.

However, while the brief specified that the TEQs scheme should be the subject of the four reports,
the different reports explicitly addressed significantly different schemes, making it hard to draw
together a coherent set of conclusions from DEFRA’spre-feasibility study as awhole. We will
therefore address these reports separately.

Technical feasibility and potential cost —Accenture

We believe that the Accenture report has made a useful contribution to research in the area of
feasibility and cost, and welcome their headline finding that there are no insurmountable technical
obstacles to the implementation of TEQs.

While we believe that the total set up costs of between £700 million and £2 billion, and running
costs estimated at £1-2 billion per annum may be somewhat overstated, we would also emphasise
that the hypothecated income to Government generated by the sale of TEQs allowances to
organisations would be £6 billion per annum, based on the same assumptions. Additional savings
would also be generated through the redundancy of other existing schemes.

Effectiveness and strategic fit — DEFRA

The headline finding of this report is that,

“Government policy should look to raise visibility of personal carbon emissions whereit can be
done cost-effectively. Increased visibility would be expected to trandlate into raised awareness
and as aresult behavioural change. However, the additional visibility delivered by personal
carbon trading would be limited and as it would come at a high cost, it would need to deliver
very considerable savings to be justified. This suggests that other measures to increase the
visibility of personal carbon emissions and influence carbon saving behaviours should be
explored.” (p. xii)

This report has highlighted — as we have ourselves — the inadequacies of a personal carbon trading
scheme that does not involve the whole economy, but explicitly states that it does not examine the
economy-wide TEQs model. Indeed, it aso proposes ‘ softening’ the hard emissions cap which is
central to the TEQs model, and thus removing the guarantee that the national carbon budget is
actually achieved.

we strongly dispute thereport’s argument that its conclusionson this alternative model nonetheless
apply equally to TEQs.



Public acceptability — Opinion Leader and Enviros Consulting

The headline finding of this report is that,

“Overal, the degree of resistance to individual behavioural change was less than had been
expected compared to previous research Opinion Leader has conducted in thisarea. But even
in this light, when first proposed at the meetings, there was a strong feeling against the
perceived idea of Government-imposed ‘limits' on carbon emissions from individuals. Of the
three policy options proposed, PCT was seen as the most complex and difficult to understand,
even though some could see that it may be more equitabl e than the other two options.” (p.50)

The report's methodol ogy was based around focus groups, in which a generic personal carbon
trading scheme was briefly described to these groups. The results support our view that without an
in-depth understanding of both the detail of the TEQs scheme and the severity of the chalengesitis
designed to ameliorate, attitudes to energy rationing are generally almost as negative as those
towards carbon taxation.

Asoutlined in the DEFRA synthesis report, this report “can only be taken as a snapshot of the
group’s very first reaction to the proposal” (p.13). We believe the most interesting area for further
research is the change in attitudes during deeper explanation and exploration of the topic. Our own
experience over the past twelve years suggests that once the scheme design is fully understood
attitudes tend to be overwhelmingly positive.

Distributional impacts — Centre for Sustainable Energy

This report adds to the weight of evidence that TEQs would be afinancially progressive policy
instrument, and we agree with the conclusion that, since a small number of low-income households
may neverthelesslose out from the introduction of personal carbon trading (albeit by arelatively
small amount), these exceptions could be addressed through compensatory measures, such as the
existing benefits system.

However, we aso believe that the reports represent a missed opportunity, as they focus exclusively
on TEQs in relation to climate change, but do not address the benefits of applying TEQs to the
related challenge of depleting fossil fuels. With the North Sea producing steeply declining
quantities since 1999, and the UK now anet importer of both oil and gas, thisisacritical issue.

Due diligence in the context of rising energy prices, global production trends and the geopolitical
climate requires that an energy rationing scheme be ready for implementation at short notice asa
means of guaranteeing accessto fair shares of energy as supply tightens. For afull assessment of
the benefits of TEQs, any investigation into distributional impacts would need to consider and
compare the distributional impacts arising from an energy shortage without an effective rationing
systemin place.

In Conclusion

Overal, DEFRA’s pre-feasibility study represents a useful addition to the body of research in this
area, but does not constitute the detailed systems-audit of TEQs which could be the basis of a
decision on whether to take the scheme forward. DEFRA’ s press rel ease yesterday stated that:
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“The Government remains interested in the concept of personal carbon trading and, although it
will not be continuing its research programme at this stage, it will monitor the wealth of
research focusing on this area and may introduce personal carbon trading if the value of carbon
savings and cost implications change.” ! (our emphasis)

In the absence of such a properly grounded evaluation, the development of ways of including the
personal and the commercial sector both in the reduction of carbon emission and in the rationing of
fuel has stalled. This leaves the United Kingdom and other economies unprepared and vulnerable to
the consequences of energy shortages and unmitigated climate change. It is to be hoped that afull,
grounded and careful feasibility evaluation will be commissioned in Britain or elsewhere in the near
future. Thisisnow apriority.

! http://www.defra.gov.uk/news/2008/080508c. htm, 8" May 2008




Detailed comments

Technical feasibility and potential cost report — Accenture

We believe that the Accenture report shows understanding of the TEQs scheme, and has made a
useful contribution to research in the area of feasibility and cost. We welcome their finding that
there are no insurmountable technical obstacles to the implementation of TEQs.

However, there are anumber of points where we believe misunderstandings or inappropriate
assumptions have been made, and we shall examine these point-by-point, going through the report
in order for ease-of-reference. Thisis no reflection on the relative importance of the points raised.

3.2, p.11 — Thereport reads:

“If individuals do not enrol in the scheme the design assumption is that their credits would be
made available for auction.”

While this appears a not-unreasonabl e design assumption, we believe it may need to be reviewed
with caution. The scenario of individuals being forced to go without the use of the energy they are
entitled to because they have failed to register in time would justifiably be a controversial one. The
parallel scenario of wartime families having to go without their food ration because they had not
procured aration book isillustrative and DEFRA have indicated in personal communication that
“this would certainly be something to be avoided”.

3.2, p.16 (and 4.2, p.33) — It is strange that this report assumes quarterly auctions of allowancesto
organisations. As stated in our own work? and in this report, the auction model would mirror the
Debt Management Office’ s existing auction design for Government Debt, in which Treasury Bills
are auctioned weekly.

The report considers a scheme design in which the auction of allowances to organisationsis
guarterly, yet the issue of individual entitlementsis annual (on a staggered basis). This disparity
seems unnecessary. The TEQs scheme is based on concurrent weekly issues of both auctioned
allowances and individual entitlements. The other essential feature of TEQs is the rolling budget.
On the opening day, a year’ sworth of allowancesisissued. After that, they are topped up on a
weekly basis so that, on the first day of the second week, afurther one-week’ s supply is placed on
the markgt. In other words, between 51 and 52 weeks' supply of alowances will be on the market at
al times.

The alternative arrangement described in the report has a number of drawbacks, and appears to
indicate that the authors had not considered the design feature of the rolling budget. The report
states.

“The enrolment and allocation process we have described in Section 3.1 is based on the
assumption that Carbon Credits would be allocated in annual lots on a staggered basis (i.e. not
everyone would receive their entitlement on the same day). This staggering of allocations may
go someway to mitigate against acute market fluctuations — for example, if all 50 million
individuals within the scheme sell their excess credits in the final two weeks of the year..” (p.16)

? David Fleming (2007), Energy and the Common Purpose, p. 19 http://www.teqs.net/book/tegs.pdf
3 David Fleming (2007), Energy and the Common Purpose, p. 20 http://www.tegs.net/book/tegs.pdf
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But thereis no “final two weeks of the year” in the case of arolling budget. A straight annual
allocation would indeed cause acute market fluctuations around the time of issue, as might a
quarterly auction and the fact that the two issuing processes (allocation to individuals and auction to
organisations) would take place on different timetables. The idea of staggering the allocation
process could also exacerbate any short term factors, as certain individuals would find themselves
more short of allowances than others, and so would be willing to pay a higher price for their
allowances on the market. We do not believe that the additional costs of a weekly automated issue
need be substantiall y higher than those of a quarterly automated issue.

3.4, p. 23 —The report identifies four ways in which operators might make money from the scheme.
One way that is not mentioned is viathe operators margin on the price at which allowances are
sold on to organisations after being bought at auction.

If this approach was adopted then the operators could be assured of an income from the scheme. If
minimal trading was taking place (thus reducing any transaction-income) then this margin could be
increased to cover the costs of administering the individual carbon accounts, and to allow some
operating profit.

3.7, pp. 26-27 — Self-regulating flow of allowances — Here the authors appear to have
misunderstood a fundamental aspect of the scheme. The report discusses...

“...procedura and reporting requirements on the carbon ‘retail’ and Carbon Credit trading
processes, including... arequirement on the registered ‘ carbon retailers' to collect the correct
number of Carbon Credits from their customers to match their carbon sales and to report on
these and redeem the Carbon Credits on aroutine and regular basis with a central carbon
accounting body.” (p.26)

However, there would be no need for such aregister of ‘carbon retailers (other than for
infrastructure upgrades such as new software to handle allowance trading). The report seemsto
imply that each ‘ carbon retailer’ will need to surrender the allowancesit receives directly back to
what they term the “aggregate national account”, but thisis not the case.

Instead, when the retailers buy energy from the wholesalers they would have to surrender to the
wholesaler the same allowances that they have received from their customers. The wholesalers
would then do the same when they bought their energy, and the allowances would thus flow back
up the energy supply line until they arrived with the primary energy providers/importers, just as
money does.

These energy providers and importers are then obliged to surrender the alowances (to the aggregate
national account) in order to be permitted to bring carbon-rated energy into the economy in
accordance with the national cap. This completes the cycle, as the allowances have returned to the
body that isissuing them, asillustrated below.



