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Trading emission permits
An opportuni ty  for  the Ci ty?

Executive Summary

The t rad inq of  emiss ion permi ts  is  widely  recoonised as a potent ia l lv

ef fect ive wav of  reducinq qreenhouse qases which cause c l imate chanqe.
With the s ign ing of  the 1997 Kyoto Protocol ,  the concept  is  bu i l t  in to
in ternat ional  t reaty ,  and much exploratory work is  now going on at
na t i ona l  and  g loba l  l eve l s  t o  des ign  marke ts .

Under  the current  t imetable,  the a im is  to  qet  an EU reqional  market  qo inq

bv 2005 and a g lobal  market  bv 2008.  But  considerable pract ica l  and
pol i t ica l  d i f f icu l t ies s tand in  the way of  fu l ly  f ledged markets ,  and much
work wi l l  need to be done to s t ick  to  these t imetables.  In  the UK,  permi t
t rad ing is  on ly  one of  severa l  opt ions (a long wi th  taxat ion and regulat ion)
being considered by the government  to  meet  i ts  reduct ion targets .  This
wi l l  not  prevent  pr ivate sector  in i t ia t ives,  but  leg is la t ion would be needed
to get  a  fu l l  UK market  o f f  the ground.  Pressure is  more l ike ly  to  come
from the bot tom up than the top down

London is  in  a verv s t ronq posi t ion to  prov ide markets  for  permi t  t rad inq at
bo th  a  l oca l  and  o loba l  l eve l .  The  UK 's  expe r t i se  i n  t h i s  a rea  i s  as  h igh  as
any country 's  except  poss ib ly  the US' .  The Ci ty  has a l l  the necessary
exchanges and in f rast ructure,  as wel l  as back-up serv ices such as
regulat ion and ver i f icat ion.  Severa l  Ci ty-based inst i tu t ions are act ive ly
engaged  in  resea rch  and  expe r imen ta t i on  w i th  pe rm i t  t r ad ing . .

But  the Ci tv  wi l l  face comoet i t ion in  at t ract inq in ternat ional  bus iness
main lv  f rom the US which a l readv has l ive exper ience of  su lphur  permi t

t rad inq.  Other  exchanges such as Sydney and Frankfur t  have a lso
expressed in terest .  London's  pos i t ion in  the l ine-up would s l ip  i f
compet ing exchanges managed to get  schemes up and running f i rs t :
because of  the l imi ted scope for  th is  market ,  there wi l l  not  be much room
for  la te-comers.  London should therefore a im to be among the f i rs t  to
beg in  ac tua l  t r ad ing ,  even  w i th  a  sma l l  l oca l  scheme.

The market  for  permi t  t rad inq would not  be larqe bv the s tandards of
f inancia l  markets .  A l though the va lue of  outs tanding permi ts  might  run
into the b i l l ions of  do l lars ,  on ly  smal l  propor t ion -  as l i t t le  as ten per  cent  -

would need to be t raded to i ron out  imbalances.  This  means that
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creat ing suf f ic ient  l iqu id i ty  could be one of  the main chal lenges fac ing the
market .  l f  l iqu id i ty  is  a  problem, t rad ing might  have to  be channeled
through a s ing le exchange to concentrate vo lumes -  a  fur ther  reason for
being ahead of  the f ie ld .  But  t rad ing i tse l f  could take p lace in  a 24-hour
e lect ronic  g lobal  market .

e  Ci tv  of
market would be modest.  A UK-based market would generate a few
dozen jobs  p lus  commiss ions  and fees  runn ing  in to  the  low mi l l ions  o f
pounds. An expanded scheme with other countr ies would be
commensurably larger,  though not enormous because foreign traders
would not have to relocate to London in a v i r tual  wor ld.

On the intangible s ide,  the presence of  a market would reinforce the City 's
reputat ion for  innovat ion,  and create posi t ive "green" associat ions.

However permit  t radinq is controversial .  Some people see i t  as a way
for r ich countr ies to export  their  pol lut ion,  others as an opportuni ty for  the
ci ty to "cash in" on the wor ld 's environmental  problems. on balance,
though, permit  t rading seems to generate posi t ive publ ic i ty.

business oppor tuni tv  for  the Ci tv .  and the Ci tv  is  wel l  p laced to  win that
business.  But  the prospect  o f  a  larqe and act ive market  is  d is tant .  and

What can the City do?

1.  wi th  i ts  impor tant  in ternat ional  reputat ion,  London could have a
considerable in f luence on the speed at  which the permi t  t rad ing concept  is
adopted at  reg ional  or  g lobal  levels .  A successfu l  ear ly  s tar t  in  London
could be the s tar t  o f  a  v i r tuous c i rc le .

2.  A l though the t ime scale for  the fu l l  development  of  emiss ions t rad ing
markets is  very long,  the learn ing curve is  s teep.  There is  l i t t le  to  be lost
f rom encouraging industry  to  research and exper iment  wi th  permi t  t rad ing
systems at  th is  s tage -  which industry  is  a l ready showing an inc l inat ion
to  do .

3.  Because emiss ions t rad ing is  controvers ia l ,  there is  a lways a danger
that  any promot ional  e f for t  by the Ci ty  could backf i re .  The Ci ty  should
st ress the posi t ive benef i ts ,  poss ib ly  by compi l ing an inventory of
independent  research and d is t i l l ing the conclus ions.  l t  could a lso help

about .



st imulate discussion of  the many unresolved quest ions about
pract ical i t ies.

4.  Al though the direct  benef i ts in terms of  jobs and revenues from the
new market would be relat ively smal l ,  the Ci ty should seek to promote the
wider benef i ts:  the acquis i t ion of  t rading technology, the potent ia l  for
fur ther pol lut ion-dr iven markets,  and the City 's concern for  the
environment.
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1. Introduct ion

Protect ing the environment is not al l  about control l ing,  regulat ing and
taxing. l t  is  a lso about business opportuni ty:  opening up new markets,
encouraging innovat ion,  and harnessing compet i t ion to achieve new
object ives.

Global  warming is an excel lent  example of  th is.  On the one hand i t  poses
a possible threat to the wor ld 's c l imate.  But on the other i t  creates an
opportuni ty to exper iment wi th ways of  inf luencing business behaviour.
Var ious " f lexible mechanisms" are now being considered at  a global  level
to encourage countr ies to curb their  emissions of  greenhouse gases in
novel  ways, among them a system of carbon emission permits which
could be traded in a wor ldwide market.

This paper focuses on carbon emission permits not just  as a mechanism
for combat ing global  warming, but arso as a potent ia l  business
opportuni ty for  those who might t rade them. More speci f ical ly i t
examines whether the Ci ty of  London, one of  the wor ld 's leading f inancial
centres,  could or should become the trading centre for  such a market.

The issues are not just  environmental ,  They are about the best way to
tackle global  warming: is permit  t rading more ef fect ive than taxes and
regulat ion? They are about how markets work:  in today,s electronic
world,  is  i t  even possible to locate a global  market in one part icular
centre? They are also about seiz ing opportuni ty:  is  th is an area where
the early leaders wil l carry off the prize?

To those who view global  warming as essent ia l ly  an ethical  problem,
many of  these issues wi l l  seem irrelevant:  some people wi l l  even accuse
the ci ty of  t ry ing to "cash in" on global  warming. But th is paper makes
no apology for being hard-nosed: that  was our br ief .  The real  quest ion
is whether t rading emissions permits can make a di f ference, and i f  so
whether the Ci ty 's huge exper ience with f inancial  markets can help br ing
i t  about.



2. Facing up to cl imate change

Cl imate change has become one of  the largest  issues on the wor ld
envi ronmenta l  agenda,  and severa l  top level  in i t ia t ives are now underway
to t ry  and combat  i t  by curb ing emiss ions of  greenhouses gases.

2.1.  Global  in i t ia t ives
The f i rs t  was the Framework Convent ion on Cl imate Change at  the 1992
Rio Ear th Summit  when developed countr ies set  vo luntary targets  to  br ing
emiss ions  back  to  1990  l eve l s  by  the  yea r  2000 .  Th i s  was  fo l l owed  by
the 1997 Kyoto Protocol  when those same countr ies went  a s tage fur ther
by agreeing b ind ing commitments to  cut  emiss ions to  5.2 per  cent  be low
1990  leve l s  ove r  t he  pe r iod  2OOB-2O12 .

Tab le

O,uantif ied emission l imitation commitments
in the Kyoto Protocol

%o change 199O/2OO8-2O7 2

*  1Oo /o  l ce land
+  8% Aus t ra l i a
+  1 V o  N o r w a y
0  Russ ia ,  Uk ra ine ,  New Zea land
-5o/o Croat ia
-60/o Canada,  Japan,  Hungary,  Poland
-7 o/o US
-8To  EU* ,  L iech tens te in ,  Monaco ,  Sw i t ze r land ,  Bu lga r ia ,

Czech Republ ic ,  Estonia,  Latv ia ,  L i thuania,  Poland,
Roman ia ,  S lovak ia ,  S loven ia .

*The  EU took  advan tage  o f  t he  "bubb le "  p rov i s i ons  o f  t he  P ro toco l  t o  make  a  j o i n t

commi tmen t  on  beha l f  o f  t he  15  member  s ta tes  ( see  be low)

Source:  Kyoto Protocol

One of  the key sect ions of  the Protocol  prov ides for  three " f lex ib le

mechanisms" to  enable countr ies to  del iver  par t  o f  the i r  commitment  by
help ing to  reduce emiss ions in  other  countr ies.  The f i rs t ,  io in t
imolementat ion (J l ) ,  a l lows developed countr ies to  work together  to  cut
the i r  em iss ions .  The  second ,  t he  c lean  deve lopmen t  mechan ism (CDM) ,

enables developed countr ies to  gain credi ts  by help ing developing
countr ies to  reduce emiss ions by t ransferr ing technology etc .  The th i rd
prov ides for  a  system of  in ternat ional  oermi ts  to  emi t  greenhouse gases

which could be t raded among companies and countr ies.  The Protocol
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sees such a system coming into existence in the year 2oo8, in t ime for
the  2008 -2O12 ta rge t  per iod .

Al l  these mechanisms would require internat ional  structures to set  the
rules,  ensure fa i r  p lay,  and keep a ta l ly  of  each country 's posi t ion.
However i t  wi l l  be some t ime before these are agreed. A meet ing in
Buenos Aires in late 1998 which was supposed to address the pract ical
arrangements,  fa i led to
make much headway, and the part ies agreed to postpone work unt i l  a
later
conference scheduled in Jordan for the year 2000. In the meant ime the
UN Secretar iat  wi l l  compi le a l is t  of  issues for discussion.

There were several  stumbl ing blocks at  Buenos Aires.  One was
cont inuing disagreement between the US and the European Union over the
ser iousness of  the global  warming problem and the best way to combat i t ,
including the role that  might be played by emissions trading. Several
groups of  countr ies also had reservat ions about aspects of  the
mechanisms: that  r ich countr ies could use them to "shuff le of f  "  their
environmental  problems onto poorer countr ies,  or  get out of  more direct
fo rms o f  a id .

Al though progress towards a global  emission trading scheme could
therefore be slow, indiv idual  countr ies are st i l l  legal ly bound to pursue
their  targets at  a nat ional  level  (and, in the EU's case, at  regional  level) ,  so
trading schemes of  a more local  k ind may st i l l  be possible.

Table 2

The EU bubble
%o changes in emissions

agreed at Kyoto

A u s t r i a  - 1 3
B e l g i u m  - 7 . 5
Denmark -21
F in land 0
France 0
Germany -21
Greece + 25
l r e l a n d  +  1 3
I ta ly  -6 .5
Luxembourg -28
Nether lands -6
Portugal  + 27
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S p a i n  +  1 5
Sweden + 4
u K  - 1 2 . 5

Total EU -8

2.2.  The EU posi t ion
The EU took advantage of  the "bubble" provis ions at  Kyoto to agree an 8
per cent reduct ion for  the Union as a whole over the Protocol  per iod.
This includes the nat ional  targets given in Table 2,  many of  which actual ly
show increases.

According to Ri t t  Bjerregaard,  EU environment commissioner,  the EU wi l l
p lace the main responsibi l i ty  for  achieving reduct ion targets on domest ic
act ion by member states rather than Brussels- led in i t iat ives.  The EU sees
only a secondary role for  emissions trading as "a supplement to domest ic
act ion on condi t ion that their  use is subject  to str ict  ru les on monitor ing,
accountab i l i t y  and compl iance. "  She a lso  sa id  tha t  l im i ts  shou ld  be
placed on emissions trading to prevent members using the scheme to
export  their  environmental  problems. Al though she did not ment ion a
cei l ing,  EU off ic ia ls have talked of  a maximum 50 per cent.

2.3.  The UK posi t ion
The UK is wel l  p laced to set  ambit ious targets for  reducing greenhouse
gas emissions because of  the big shi f t  in electr ic i ty generat ion away from
coal to natural  gas.  The di f f icul ty for  the UK is a pol i t ical  one: choosing
the best way to do i t .

Tab le  3
Reduct ions in UK greenhouse gas emissions

by economic sector (MtC)

Sector

Energy sectors
Business
Transport
Domestic
Agriculture,
forestry and land
use
Public
Total
Change from
| 99O levels (6-
gas basket)
Change from

Projections including
planned policies and actions

for 2OlO
59
75
42
4 l
22

9.4
194

- t  o %

-3%

Possible Further possible
measuresl measures2

7
2
4
o

o
3
4
3

o.5

o.5
t l

- l5o /o

o.6
t 8

-24o/o

1 0

-9% -20%



| 990 levels
(COz only)

1 .  Made up of  p lanned and lower-cost  measures.
2 .  Made  up  o f  h i ghe r  cos t  measu res ,  whe re  i n fo rma t i on  i s  ava i l ab le .
3 .  I nc ludes  54 .3MtC  o f  em iss ions  tha t  a re  a l so  i nc luded  i n  t he  t ab le  unde r  t he
sector  that  is  the end-user  of  the energy suppl ied.

Sou rce :  DETR

In the run-up to the 1997 elect ion,  the Labour party promised to cut
greenhouse gases  by  20  per  cent  be tween 1990 and 2010.  But  s ince
then the threat of  job losses in the coal  mining industry forced i t  to
declare a morator ium on new-gas-f i red power stat ions.  As resul t ,  the UK
adopted a more modest target of  12.5 per cent at  Kyoto,  though 20 per
cent remains an informal goal .

The government is now try ing to formulate a pol icy to meet these targets.
In  a  mid-1998 consu l ta t ion  paper ,  the  Depar tment  o f  the  Env i ronment ,
Transport  and the Regions publ ished Table 3 indicat ing that greenhouse
gases  migh t  be  reduced by  around 10  per  cent  be tween 199O and 2010
using current pol ic ies and techniques. But the Department warned that
these were del iver ing progressively fewer gains,  and that fur ther measures
might  be  needed.

These addi t ional  measures would include some or al l  of  :
-  voluntary act ion by industry
-  informat ion,  advice and best pract ice,
-  regulat ion,  e.g.  integrated pol lut ion control ,  tougher bui ld ing regulat ions;
-  f iscal  measures,  and
-  emiss ions  t rad ing .
The DETR est imated that these measures could bump reduct ions up to
between 15 and 24 per cent f rom the 1990 base.

The paper also indicated that some of the greatest  reduct ions would come
from greenhouse gases other than COr. (see Table 4)

Table 4
Reductions in UK greenhouse gas emissions

by type of gas (MtC equivalent)

Carbon dioxide
Methane
Nitrous Oxide
Hydrof luorocarbons
Perf luorocarbons
Sulphur hexafluoride

1990
t68
25
t 8
4 .2  *

0.2 "

0.2 *

2000
t 5 7
t 9
t l
1 . 2
o . l
o.3

2070
163
t 6
t 2
1 . 6
o.2
o.3

1 1



Note:  Forecasts  for  2000 and 2010 are based on the adopt ion of  "poss ib le

measures"  l is ted in  Table 3
Source:  DETR

The paper  was studious ly  non-commit ta l  in  i ts  analys is  of  these opt ions.
The best  i t  could say about  emiss ions t rad ing was:  "We bel ieve that
there may be benef i ts  in  a domest ic  t rad ing scheme to del iver  carbon
savings cost -ef fect ive ly  in  the UK".  The lack of  c lear  preferences in  the
document  echoes the d iv is ions wi th in  UK industry  over  the best  way
forward.  The Advisory Commit tee on Business and the Envi ronment ,  a
government  panel  o f  top businessmen,  af ter  spending a year  examin ing
the  i ssue ,  came ou t  w i th  a  recommenda t ion  In  m id -1998  fo r  a  m ix  o f
measures,  inc lud ing tax,  regulat ion and market  inst ruments.  S imi lar ly ,
the Treasury 's  Task Force on the Industr ia l  Use of  Energy headed by Lord
Marsha l l  was  unab le  to  come down  c lea r l y  i n  f avou r  o f  any  s ing le  cou rse
o f  ac t i on .  l t s  ma in  recommenda t ions ,  pub l i shed  i n  November  1998 ,
were :

Total greenhouse gas
emissions

-  that  the government
emiss ions " ;  and
-  t ha t  t he re  shou ld  be
measures .  "

2 t 6 t89 194

should provide "c lear long-term signals to reduce

"a mixed approach, using a number of  d i f ferent

The repor t  acknowledged that  t radable emiss ions permi ts  might  p lay a
par t ,  but  was caut ious about  the pract ica l  problems of  implement ing a
nat ional  scheme which,  i t  sa id,  "wi l l  requi re a robust  system of  moni tor ing
and ver i f icat ion."  Lord Marshal l  added:  "Pract ica l  considerat ions lead me
to the conclus ion that  i t  may not  be sensib le  for  government  to  in t roduce
a  fu l l y - f l edged ,  s ta tu to ry  scheme domes t i ca l l y  i n  t he  UK a t  t h i s  s tage . "
However  Lord Marshal l  urged the government  to  s tep up consul ta t ions
wi th in terested par t ies,  wi th  severa l  a ims:

-  to  secure s t rong business input  in to the design,
-  to  in form the UK's in ternat ional  negot ia t ing posi t ion,  and
-  to  develop local  exper t ise to  ensure that  UK companies and f inancia l
markets  were ready to  take the lead.  This  would inc lude encouragement
fo r  p i l o t  schemes .

Delay is  a lways an opt ion open to government .  Compared to  other
countr ies,  the UK's problems are not  that  urgent  and could even be so lved
wi thout  in t roducing radica l  measures -  just  by t ry ing a b i t  harder .  So
government  could be tempted to  put  unt r ied schemes l ike permi t  t rad ing
on  ho ld ,  o r  a t  l eas t  wa i t  un t i l  some w ide r  reg iona l  o r  g loba l  scheme
emerges,  and the crunch per iod of  2OO8-2012 moves c loser .
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The UK pos i t ion  w i l l  be  c la r i f ied  in  the  au tumn o f  1999 when the  DETR
intends to publ ish i ts c l imate change strategy document.  This wi l l
probably propose a mix of  measures,  but is unl ikely to urge rapid
movement towards a nat ional  permit  t rading scheme. Instead, the
government may express support  for  p i lot  schemes, and of fer  some
inducement such as the promise of  legis lat ion at  an appropr iate point  in
the  fu tu re .

2.4.  The US posi t ion
The US agreed to reduce greenhouse gases by 7 per  cent  in  the Kyoto
Protocol .  But  the US is  a re luctant  par t ic ipant  in  the in i t ia t ive,  par t ly  out
of  scept ic ism about  g lobal  warming,  par t ly  because the Adminis t rat ion
faces s t rong res is tance f rom the business lobby.  As a resul t ,  there is
doubt  that  the Senate wi l l  ra t i fy  the Protocol  and make i t  law.  The only
measure  fo r  wh ich  the  US has  shown  any  en thus iasm i s  em iss ions  t rad ing
because i t  be l ieves th is  to  be the most  ef f ic ient  way to  cut  emiss ions.  l ts
Chicago-based commodi ty  market  a l ready t rades su lphur  permi ts  and is
therefore wel l  p laced to  host  any market  that  might  evolve in  CO2.  But  a
nat ional  scheme seems unl ike ly  so long as the Protocol  remains unrat i f ied,
so the quest ion is  how far  the pr ivate sector  wi l l  be ready to  move ahead
wi th in i t ia t ives of  i ts  own in  the absence of  a  legal  f ramework.

2.5.  Pol i t ica l  out look
The pol i t ica l  t imetable for  the creat ion of  permi t  t rad ing schemes at
nat ional  and g lobal  levels  is  extended and uncer ta in .  A l though the EU
has ment ioned 2005,  th is  seems very ambi t ious g iven the low pr ior i ty

at tached to emiss ions t rad ing by Brussels .  A g lobal  scheme by 2008
seems even more ambi t ious g iven the large number of  countr ies which
would have to  be up and running by then.  The uncer ta in ty  surrounding
the US posi t ion is  a  fur ther  factor .  We bel ieve that  the s t rongest
prospects for  permi t  t rad ing l ie  at  ind iv idual  country  and even ind iv idual
industry  and company level ,  and that  progress wi l l  come up f rom the
bot tom up rather  than f rom the top down.  This  is  the focus for  much of
the remainder  of  th is  repor t .
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3. Tradable permits

3.1 .  How wou ld  they  work?

Permi t  schemes could operate at  the g lobal  or  the local  level ,  or  both.

3 . 1  . 1  .  A  q l o b a l  s c h e m e
The Kyoto Protocol  speci f ica l ly  prov ides for  a  g lobal  permi t  t rad ing
scheme, but  the deta i ls  have st i l l  to  be f leshed out .

The most  l ike ly  path would be for  an in ternat ional  agency to  create a f in i te

number of  permi ts  which would confer  the r ight  on the owner to  emi t  a
g iven amount  of  greenhouse gas.  These would be a l located to
ind i v idua l  coun t r i es ,  and  those  w i th  a  su rp lus  wou ld  be  ab le  to  se l l  t hem
to those in  def ic i t .  The r ights  conta ined in  each permi t  would s teadi ly  be
reduced so as to  force a g lobal  reduct ion in  greenhouse gas output .  The
sanct ions for  the scheme would be based in  a country 's  t reaty  obl igat ions.

3 . 1 . 2 .  L o c a l  s c h e m e s
At  nat ional  or  reg ional  level ,  governments or  groups of  countr ies could run

loca l  schemes  wh ich  wou ld  be  a imed  a t  b r i ng ing  emiss ions  down  to  a
po in t  where  g loba l  pe rm i t s  cou ld  be  so ld  o f f  .  I ns tead  o f  be ing  i ssued  to
coun t r i es ,  t he  pe rm i t s  wou ld  be  i ssued  to  compan ies  fo r  t rad ing  among
each  o the r .  These  schemes  wou ld  be  based  on  l oca l  l eg i s la t i on ,  and
would be moni tored and enforced through nat ional  or  reg ional  agencies.

3 . 1 . 3 .  H v b r i d  s c h e m e s
However  i t  should be poss ib le  to  combine g lobal  and local  schemes in to a

s ing le wor ldwide scheme.  At  i ts  most  sophis t icated,  a  g lobal  scheme
would a l low company- level  permi ts  to  be t raded in ternat ional ly ,  as a form

o f  g loba l l y  recogn ised  cu r rency  i n  em iss ion  r i gh ts .

3.2.  Pros and cons of  t radable permi ts

The proponents of  permi ts  c la im they are much the most  ef f ic ient  way of
con t ro l l i ng  po l l u t i on ,  a  c la im  wh ich  i s  suppor ted  by  expe r imen ta l  wo rk
which has been conducted over  the last  decade or  two.  Typica l ly ,  a
t radable permi t  system might  ha lve the cost  o f  compl iance compared to
other  ways of  cut t ing greenhouse gases,  such as abatement  or  swi tch ing
energy  sou rces .  Th i s  i s  because  the  f l ex ib i l i t y  o f  t r ad ing  a l l ows  economic
preferences to  come through,  and g ives companies or  countr ies an
incent ive to  seek out  the lowest  cost  so lut ion.  Permi t  t rad ing is  a lso
at t ract ive to  bus iness because i t  g ives companies a way to  hedge the i r
r isks,  and can i tse l f  be a source of  prof i t  through speculat ion.

But  t radable permi ts  a lso have the i r  drawbacks.  They are pol i t ica l ly

sensi t ive because they prov ide a "bus iness"  so lut ion to  what  many people

see as an eth ica l  problem. Fur thermore,  r ich countr ies can af ford to  have
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more of  them than poor countr ies.  Permit  schemes are also untr ied on
anything but a very l imi ted scale,  and the pract ical  and pol i t ical  obstacles
to set t ing them up wi l l  be considerable.

Tradable permits should also be viewed in the context  of  other means of
achieving emission reduct ions,  part icular ly taxes. These can be designed
to create s imi lar  economic incent ives,  and are much less t rouble to set  up.
They can also be modif ied qui te quickly to meet changing circumstances.
Since taxes and tradable permits are both "economic instruments",  they
may be seen ei ther as compet ing or as complementary solut ions.  The
European tendency is to v iew them as complementary,  the US as
compet ing wi th permits -  and the dist inct  favour i te.  One advantage of
permits over taxes, f rom a government 's point  of  v iew, is that  they can
ensure that targets are met;  taxes can only steer people 's behaviour in a
chosen d i rec t ion .

3.3.  Designing a scheme

Much the greatest  obstacle facing tradable permits is the large number of
unanswered quest ions about how they would work,  at  e i ther the global  or
the local  level .

3 .3 .1 .  A  g loba l  scheme

The main quest ions are:
Who should run a qlobal  scheme? The World Bank, the World Trade
Organisat ion and UNCTAD have been mooted. The selected organisat ion
would need the credibi l i ty  and resources to oversee a market in which
assets of  real  commercial  value were being transferred. l ts ro le would
include monitor ing,  enforcement,  ver i f icat ion and registrat ion of  permit
ownersh ip .

Which oases should be traded? Only CO2 (which accounts for  three
quarters of  the total) ,  or  the other f ive main gases as wel l?

Would the market be bio enouoh to sustain qenuine two-wav tradinq?
The World Bank has est imated that the value of  outstanding permits could
be
$ 1 SObn by the year 2O2O. That sounds a lot  but  i t  is  re lat ively smal l  by
the standard of  wor ld markets (act ive capi ta l  markets run into several
t r i l l ion dol lars) .  l t  is  a lso an indicat ion of  the total  amount of  permits
held,  not  the amount that  would be traded, which would be smal ler
because trading would only occur at  the margin (see below).
Furthermore, s ince the aim of  the market would be to reduce emissions,
i ts s ize would steadi ly dwindle over t ime.

)

1 5



How much would permits cost? The pr ice determinants would be the
size of  penal t ies for  v io lat ions,  and the cost of  abatement or al ternat ive
energy sources. l f  permits are to work,  their  pr ice has to be lower than
both of  these. Est imates range from as l i t t le as f8 per tonne of  CO2
emit ted,  to as much as f60.

BOX 1

UNCTAD proposals

Much of the groundwork on globally tradable permits has been done by the
United Nations Conference on Trade and Development (LINCTAD), which
has come out strongly in favour of them, largely on grounds of cost
effectiveness. UNCTAD's view is that the system should initially be
based on CO2 with each permit representing a unit, such as one tonne of
COz. Permits would be dated in terms of individual years and could be
designed either for trading between governments, between companies, or a
mix of the two. LINCTAD does not believe that the system would need to
be controlled at the domestic level, but there would have to be an
international organisation to oversee it. Other institutional requirements
would be for a central clearine house to record transactions.

One of LINCTAD's key findings is that, while there would have to be
financial markets for trading to take place, these would not need to be
centralised. LINCTAD uses the analogy of the foreign exchange market
which has no obvious home, but operates globally over the electronic media.

As for getting the market going, LTNCTAD sees a need for "market

leaders" who, it suggests, should be the major gas emitters since they would
have the most to gain from the lower costs associated with permit trading.
LTNCTAD is helping to set up the International Emissions Trading
Association, a group of some 60 multinational companies and
environmental organisations who are keen to explore the idea. These
include, from the IlK, British Petroleum, Shell, Eastern Power and Energy
Trading, Pilkington, the Intemational Petroleum Exchange, Lloyd's Register
and the Uranium Institute. (The full list of potential members is given in
Appendix I.) One purpose of the organisation would be to promote pilot
schemes at both the national and global levels. The association is
considering setting up its operating headquarters in London.

How would permi ts  actual lv  be t raded? Through an exchange,  through
network of  brokers,  or  b i la tera l ly  between buyers and se l lers?

1

t
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Should permi ts  be bankable? Should owners be a l lowed to hold them
from one year  to  the next  to  ant ic ipate a change in  the market  or  in  the i r
requi rements?

3.3.2.  Local  schemes
Some of  the quest ions are the same,  i .e .  which gases should be inc luded,
how would permi ts  actual ly  be t raded? But  there are some speci f ic  ones
as  we l l :

Who would be covered? Al l  greenhouse gas emi t ters ,  or  just  the b ig
ones? l f  so,  would such a scheme be equi tab le? Should the scheme
cover  upst ream industr ies (producers of  gas-emi t t ing products)  or
downstream consumers (power generators,  indust r ia l  companies,
t ranspor t  systems)?

How would a scheme be moni tored and enforced? By a g lobal  agency,
or  a t  nat ional  level?

How would permi ts  be a l located? Would they be d is t r ibuted f ree,  or
so ld,  and i f  so at  a  f ixed pr ice or  by auct ion? In  other  words,  who owns
the r ights  to  the carbon? Auct ion ing r ights  would be seen by business as
a form of  energy tax.

Could a s inq le countrv  susta in a v iab le permi t  market?

l f  a  countrv  were to  qo ahead wi th  a nat ional  scheme ahead of  the o lobal
scheme.  would the permi ts  acoui red bv companies be credi tab le aqainst
some future q lobal  scheme?

I t  is  not  the purpose of  th is  repor t  to  of fer  answers to  these quest ions,

only  to  point  up the scale of  the chal lenge that  faces the arch i tects  of  any
scheme.

3.4.  Groundwork
Daunt ing though the chal lenge may be, th is has not discouraged a
considerable amount of  groundwork and exper imentat ion.  A few
examples :

3 .4 .1 .  Br i t i sh  Pet ro leum has  se t  up  an  in -house emiss ions  t rad ing  sys tem
in which r ights to emit  CO2 are being bought and sold among a number of
i ts business uni ts.  (See box) Shel l  is  set t ing up a s imi lar  scheme.

3 .4 .2 .  Nord ic  shadow marke t :  In  1996,  the  governments  o f  Denmark ,
Finland, Norway and Sweden ran a hypothet ical  market in which they
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t raded permits wi th the aim of  achieving their  Rio commitments by the
year 2000. Finland and Denmark turned out to be the sel lers and Norway
and Sweden the buyers.  The main conclusion was that t rading permits
was 5O per cent cheaper for  the group as a whole than going the
abatement route.

3.4,3.  Costa Rica has created a system of Cert i f ied Tradable Offsets,
each of  which represents one tonne of  carbon locked in i ts t rees.  Other
countr ies can buy these CTOs for $ 10 each, and the proceeds go towards
developing Costa Rica's forests.  The benef i t  for  other countr ies comes i f
and when a global  system of t radable permits is set  up, and the CTOs are
recognised as val id uni ts to be set against  the purchasing country 's
emiss ions .
BOX 2

The BP scheme

BP launched an in-house permit trading scheme in September 1998 as part of its
wider interest in environmental control. The framework for the scheme is the
company's internal target to reduce group-wide emissions by three per cent between
1995 and 2003.

Twelve of the company's 90 business units worldwide are participating on a voluntary
basis, and two more have joined as observers. Each unit has been allocated a quantity
of annual permits, fitting the profile of BP's overall reduction target, which they can
trade among themselves. Units may only emit COr within their permit limits, or risk
being fined. Trading is being brokered through the company's oil trading unit. The
profits or losses from trading go into each unit's accounts.

The first trade took place in mid-November - for 10,000 tonnes of CO2 at $17 a tonne.
This was a purchase by Foinavon, BP's new offshore oil development west of
Shetlands, from the Forties field in the North Sea. As a growing project, Foinavon
needed more perrnits than the more mature Forties facility.

BP says that the scheme will be externally audited, and the results will be published
each year.

3 .4 .4 .  Su lphu r  t rad inq .  The  on l y  marke t  o f  any  impor tance  tha t  has

been created for  po l lu t ion permi ts  is  the US'  su lphur  t rad ing scheme.

Permi ts  to  emi t  su lphur  d iox ide are auct ioned annual ly  on behal f  o f  the

Envi ronment  Protect ion Agency by the Chicago Board of  Trade.  These
permi ts  can be used,  banked or  t raded,  though there is  no organised or

fu tures market .  The proponents of  the scheme est imate that  i t  has

reduced the cost  o f  su lphur  abatement  f rom as much as $ 1000 a tonne to

a round  $10O.  In  2000 ,  t he  scheme w i l l  be  ex tended  f rom the  110

1 8



la rgest  emi t ters  to  a l l  power generat ing uni ts  over  25MW. However
sulphur  is  not  a  per fect  model  for  C02 t rad ing because i ts  impact  is
local ised;  C02's  impact  can be measured at  a  g lobal  level ,  which creates
possib i l i t ies for  a  much wider  market .
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4. A market for the UK

The UK is  one of  the most  act ive countr ies explor ing the emiss ions t rad ing

concept ,  for  severa l  reasons.  Market-dr iven so lut ions are fashionable and

pol i t ica l ly  acceptable,  a l l  the re levant  industr ies are now in  the pr ivate

sector  (o i l ,  gas,  e lect r ic i ty ,  heavy industry ,  t ranspor t ) ,  and the Ci ty  has

wide exper ience of  creat ing and managing new markets '

4 .1 .  P romote rs
The main promoters of  emiss ions t rad ing are:

4.1 .1 .  The e lect r ic i tv  industrv .  The Associat ion of  E lect r ic i ty  Producers,

the power generators '  t rade group,  has fac i l i ta ted the creat ion of  work ing

groups represent ing industry  and government  to  explore the pract ica l

aspects  of  permi t  t rad ing in  the UK.  The groups explored four  areas:

-  credi t  and permi t - re la ted issues;
-  ru les for  making a system work posi t ive ly ;
-  hurd les that  might  prevent  a system work ing posi t ive ly ;  and
-  se t t i ng  up  a  t r i a l .

The thrust  o f  the d iscuss ions is  that  whi le  there could be obstac les to

success fu l  pe rm i t  t r ad ing  (e .g .  l ack  o f  l i qu id i t y ,  absence  o f  sound  pe rm i t

a l locat ion and t rad ing arrangements,  poor  ver i f icat ion,  h igh t rad ing costs) ,

these are not  insurmountable,  and a wel l -des igned scheme would be

advantageous,  par t icu lar ly  on grounds of  e f f ic iency.  The groups favoured

a p i lo t  scheme involv ing " rea l  t rades for  rea l  money" '

4 .1  .2 .  The  o i l  and  qas  i ndus t r v .  The  UK Of f sho re  Opera to rs  Assoc ia t i on

has a lso set  up a work ing group to examine how t rad ing might  be

establ ished between operators of  o f fshore o i l  fac i l i t ies in  the Nor th Sea'

A repor t  comnr iss ioned f rom Oxford Economic Research Associates

concluded that  a  t radable permi t  scheme for  o f fshore insta l la t ions might

be feas ib le ,  but  that  many issues to  do wi th  permi t  a l locat ion and t rad ing

ru les needed to be c lar i f ied.

4 .1  .3 .  The  C i t v .  The  In te rna t i ona l  Pe t ro leum Exchange  ( lPE) ,  London ' s

commodi ty  exchange for  o i l  and gas t rad ing,  has prepared out l ine

proposals  for  a  market .  The IPE's  v iew is  that  a  market  would in i t ia l ly  be

establ ished in  the UK,  and la ter  expanded to inc lude other  European

coun t r i es .  The  IPE  i t se l f  has  the  fac i l i t i es  to  se t  up  and  run  such  a

market ,  inc lud ing pr ice d isseminat ion,  reg is ter ing permi ts  and co l la t ing

emiss ions data.  The London ln ternat ional  F inancia l  Futures Exchange

(LIFFE) which,  s ince i ts  merger  wi th  the London commodi ty  Exchange,

t rades non- f inancia l  commodi t ies as wel l ,  is  a lso in terested.  L loyd 's

Regis ter  has explored the requi rements and would be able to  supply  the
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independent  cer t i f icat ion and ver i f icat ion serv ices needed to make the
market  work.

4.2. How would a market in the UK actually work?

The exper ience gained f rom pioneer ing schemes suggests that  a
successfu l  permi t  market  needs to  be h igh ly  organised and,  preferably ,
backed by government  regulat ion to  create conf idence and prov ide the
sanct ions.  Tradable permi ts  must  have commerc ia l  va lue,  which means
that  the issuer  has to  be credib le ,  and the number of  permi ts  in  c i rcu lat ion
has to  be regulated.  The in i t ia l  par t ic ipants in  a market  would be large
greenhouse gas emi t ters  such as power generators,  o i l  and gas
companies,  t ranspor t  companies and industr ia l  concerns not  in  a pos i t ion
to sh i f t  the i r  fac i l i t ies to  a cheaper  env i ronment .  Many of  these
companies are a l ready large t raders in  commodi t ies and f inancia l
inst ruments.  An act ive market  would a lso at t ract  speculat ive t rad ing by
investment  banks and pr ivate ind iv iduals .

4 .2 .1 .  Governmen t .  Leg is la t i on  wou ld  be  needed  to  ensh r ine  emiss ion
reduct ion in  law so as to  create the economic imperat ive and endow
tradable permi ts  wi th  proper ty  r ights .  The law would have to  def ine the
pol lu tant  to  be t raded,  the va lue of  the permi t  in  terms of  the amount  of
emiss ion i t  a l lowed,  the durat ion of  the permi t ,  the a l locat ion procedure,
and  the  sanc t i ons  fo r  non -comp l iance  -  t hough  much  o f  t h i s  cou ld  be
conta ined in  secondary leg is la t ion.  The government  would a lso have to
create suf f ic ient  cer ta in ty  to  get  the market  establ ished,  for  example by
stat ing a c lear  po l icy  on envi ronmenta l  taxat ion and regulat ion.

4 .2 .2 .  I ndependen t  marke t .  A l t hough  the  marke t  wou ld  be  c rea ted  by
statute,  the market  i tse l f  would be independent  of  government .  l t  could
operate in  one of  two ways.

a)-  As a b i la tera l  over- the-counter  market  in  which buyers and se l lers
t raded d i rect ly  wi th  each other ,  wi thout  the in termediat ion of  an organised
market .  This  would be cheaper  and s impler ,  but  a lso less t ransparent  and
therefore less l iqu id,  and t raders would be exposed to the r isk  of  the
fa i lure of  a  t rade or  a  counterpar ty ;

b) -  A l ternat ive ly ,  and more l ike ly ,  i t  would work through an organised
exchange which would guarantee t rades and prov ide pr ice d isseminat ion
and c lear ing serv ices.  A l though i t  would be more expensive,  th is  market
would be more l iqu id and produce bet ter  pr ices.  The ex is tence of  an
exchange would not  imply  the need for  a  t rad ing f loor .  Trading would
almost  cer ta in ly  be "v i r tua l " :  that  is ,  par t ic ipants would t rade through
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screens or over the te lephone. Al though the market would have of f ic ia l
opening hours,  th is would not preclude af ter  hours t rading.

The market would have to exist  at  three levels.
The pr imarv level  where government would issue new permits to emit ters
and speculators.

The secondarv level  where exist ing permits would be traded among
buyers and sel lers.  The requirements for  a successful  market would be
good pr ice and volume informat ion ( t ransparency),  and suff ic ient  turnover
to generate t rading interest  ( l iquidi ty) .

BOX

Permits to emit milk

A close analogy to emissions permit trading is the EU's system of milk quotas which
was set up in 1984 to reduce the amount of milk being produced by European farmers.
The quotas are, effectively, permits to emit a set quantity of milk over a given period.
At the outset they were allocated to farmers based on their milk production over a
preceding base period, but since then an active market has evolved at the secondary
level.

Trading is possible because quotas are not attached to particular pieces of land or
herds of cows. Instead, they belong to farmers who can trade them depending on
whether they want to ernit more milk or less. Although there is no centralised
market, several brokers have emerged to create prices and trade quotas in an over-the-
counter market. The market is continuous and at times very busy, particularly
towards the end of the quota year. One feature that has emerged is a market for
temporary transfers of quotas through sales of leases.

Like a potential CO2 market, trading occurs mainly through changes in marginal
demand, plus a small amount of speculative activity. The main difference between a
milk and a CO2 market is that the first has many more active players, - about 25,000
in the IIK alone - while a fully fledged CO2 market in the UK is unlikely to have
many more than 1000. The UK Intervention Board estimates that about 10-15 per
cent ofthe outstanding quota total is traded each year.

Although the quota scheme is EU wide and therefore has the makings of a milk
trading "bubble", the allocations are country specific, and there is no cross-border
trading. Countries which exceed their quotas have to pay a levy to Brussels and the
proceeds are used to fund intervention costs. Countries recover the levy costs by
penalising farmers who overproduce.

The f i rst  of  these could be readi ly suppl ied by exist ing exchanges. The
second is more problemat ic.  l t  is  far  f rom certain that  t rading volumes
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would be large enough to sustain a good market,  at  least  in the ear ly
stages. Unl ike t raded goods which are passed along a supply chain or
bonds which can be traded in for  a l ternat ive investments -  a l l  of  which is
good for turnover -  emission permits would only be traded at  the margin.
That is,  t rades would only occur when there was an imbalance and one
market player had too many permits and another too few. This could
ar ise in a number of  ways:
-  through incorrect  a l locat ion in the pr imary market,
-  through changing structures among users,
-  because of  changes in the cost of  a l ternat ives,
-  f rom the arr ival  of  new entrants to the market,  and
- f rom changes in the regulat ions or of f ic ia l  targets.
But s ince al l  these are incidental ,  they do not guarantee a steady f low of
business. There would,  of  course, be speculat ive t rading as wel l ,  but  th is
could only thr ive i f  there was an act ive under ly ing market.

In order to generate higher t rading volumes i t  might be necessary to issue
permits with a very short l i fe, as l itt le as three months, so that emitters
were forced to t rade more act ively,  though this would be unpopular wi th
business. l t  would also help to have a wide var iety of  t rading interest  to
generate those unexpected trade-of fs that  make markets work.  For
example,  the pr ice of  permits could become an indicator of  the level  of
economic act iv i ty in the UK. As such, permits could be used as a hedge
against  the ups and downs of  the economic cycle.

An al ternat ive way of  improving l iquidi ty would be to concentrate t rading
into per iodic auct ions,  rather than run a cont inuous market.

BOX

Possible emissions permit specif ication

Commodity COz
Unit Metric Tonne
Contract size 100 Metric Tonnes
Trading period Rolling 36 months
Allocation period Permits valid for one month
Quotation Sterling, pence per metric tonne
Expiration Permits expire two days before

commencement of permit month
Delivery Transfer of title
Trading times 10:00 to 16:30 hours inclusive
Min. price fluctuation 20p increments
Position limits No limits

Source: IPE
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By IPE est imates,  i t  takes trading turnover of  a minimum 2,000 lots a day
to make a good market.  For comparison, the Brent crude contract  for
North Sea oi l  t rades an average 60,O00 lots a day with several  hundred
part ic ipants,  but  the new North Sea natural  gas contract  t rades only
1 , 5 0 O ,  w i t h  3 0 .

A simple calculat ion of  the UK market 's t rading value might run as
fol lows. l t  has been est imated (see below) that  permits for  about 250m
tonnes a year might in i t ia l ly  be issued. At f2O a tonne, the outstanding
would be worth f  Sbn. l f  10 per cent of  th is was traded each year,  the
market 's annual  turnover would amount to f500m. With a 2 per cent
transact ion cost,  earnings for the market operator and brokers would be
f  1 O m  a  y e a r .

Der ivat ive level .
As to the form of t rading, there would probably have to be two markets:
-  a cash market for  d i rect  buying and sel l ing of  permits,  and
- a der ivat ive market of  futures and opt ions to permit  speculat ion and
hedging. This would only emerge once the cash market was f i rmly
establ ished. But the opportuni ty for  speculat ion and hedging would be
one of  the market 's strongest appeals.

4.2.3.  Independent ver i f icat ion and cert i f icat ion.  Since the integr i ty of
the market and the value of  permits would depend on part ic ipants st icking
to their  emission commitments,  the performance of  greenhouse gas
emit ters would have to be independent ly audi ted,  and cert i f icates issued
as evidence of  compl iance.

4.2.4.  Enforcement.  An of f ic ia l  agency would have to pol ice the market
to enforce the regulat ions and penal ise v io lators.  Simi lar ly,  the market
i tsel f  would have to be subject  to f inancial  regulat ion.
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5. Could a market get off the ground in the UK?

The shor t  answer is  yes.  Many of  the main components of  a  market
a l ready ex is t ,  or  could be assembled fa i r ly  qu ick ly .

5 .1 .  A  marke t  ex i s t s .  As  Europe ' s  l a rges t  o i l  and  gas  p roduce r ,  and  one

of  i ts  largest  consumers of  coal ,  the UK has a s t rong natura l  const i tuency

for  permi t  t rad ing,  and many of  i ts  members have a l ready shown an act ive
interest  in  the idea.  Accord ing to  ca lcu lat ions by the lPE,  over  150 large

companies involved in  energy,  t ransformat ion (e,9.  power generat ion)  and
industry  would be requi red to  reduce the i r  emiss ions under  the scheme.
These would represent  at  least  53 per  cent  o f  the UK's to ta l  CO2
emiss ions ,  wh ich  amoun ted  to  572Mt  i n  1995 .  l n  t he  lPE ' , s  v iew ,  t h i s

would be enough to get  the market  s tar ted.  However ,  as ind icated in

4.2.2,  t rad ing vo lumes might  have to  be ar t i f ic ia l ly  s t imulated to  generate

enough l iqu id i ty .  The market  could la ter  be extended to cover  more than
1O00  sma l le r  UK p laye rs .

5 .2 .  The  i n f ras t ruc tu re  ex i s t s .  I n  t he  IPE  and  L IFFE,  the  UK has  two  o f
the wor ld 's  leading commodi ty  and fu tures exchanges.  Both markets
have the membership,  the technica l  exper t ise and the in f rast ructure to
prov ide a p lat form for  permi t  t rad ing.  By the IPE's  est imate,  a  market

could be up and running wi th in  a year .  The London Clear ing House,  now
part  o f  L IFFE,  a lso of fers  c lear ing fac i l i t ies which would guarantee t rades

and remove counterpar ty  r isk  f rom t raders.  Through organisat ions l ike

Lloyd 's  Regis ter ,  the Ci ty  can supply  the independent  audi t ing serv ices
needed to back the market  up.  The Ci ty  a lso has a p lent i fu l  supply  of
profess ional  serv ices to  serve the market :  lawyers,  accountants,  systems
spec ia l i s t s .

5.3.  Requlat ion.  A l though a speci f ic  regulatory  body might  have to  be
created to  oversee the market ,  the ex is tence of  the F inancia l  Serv ices

Author i ty  and the Envi ronment  Agency is  a  good star t .  One of  the

FSA's remi ts  is  to  promote the in ternat ional  compet i t iveness of  the UK
f inancia l  sector ,  and to  encourage innovat ion,

5.4.  Exper ience.  The exper ience gained f rom research and
exper imentat ion is  a l ready considerable.  A l though someth ing as novel  as
permi t  t rad ing would be bound to throw up surpr ises,  the level  o f
knowledge and technica l  exper t ise is  as h igh in  the UK as anywhere,

except  poss ib ly  the US.

5 .5 .  P i l o t  schemes .  l n  schemes  l i ke  BP 's  and  She l l ' s ,  t he  UK has  the

seeds of  a  local  market .  l t  is  a  quest ion of  whether  such schemes can be

l inked,  for  example on a sectora l  bas is ,  to  create b igger  schemes.  The

BP scheme was designed to be extendib le to  other  companies:  a l l  that

would be needed is  a contractual  agreement  and independent  ver i f icat ion.
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But i t  might be di f f icul t  to extend schemes into di f ferent business sectors
without an of f ic ia l  f ramework.  The IPE is also explor ing the possibi l i ty  of
creat ing an exper imental  market wi th interested players

6. The business opportunity

Permit  t rading represents a c lear business opportuni ty for  the Ci ty,  which
can legi t imately aspire to become the centre for  any global  scheme. But
London would face two types of  compet i t ion.

6.1.  Compet i t ion f rom vir tual  markets
As markets become more electronic,  their  physical  locat ion becomes less
important.  A dist inct ion increasingly has to be made between the market
operat ion funct ion (set t ing the rules,  recording trades, col lect ing pr ices,
set t l ing t ransact ions etc.)  which can be done vir tual ly anywhere, and the
trading community which can be dispersed al l  round the globe, or,  more
l ikely,  concentrated in a few key centres.  ldeal ly,  London should aim to
have both.  But i t  is  possible that  the locat ion of  the market operator for  a
global  scheme could be pol i t ical ly dictated, which means i t  could end up
in an unl ikely dest inat ion.  In th is case, London should aim to at t ract  the
trading community,  as i t  has successful ly done with other "v i r tual"

markets l ike foreign exchange and Eurobonds.

6.2. Competit ion from other centres.
Other establ ished exchanges wi l l  be compet ing wi th London for the
business. In North America,  the Chicago Board of  Trade, home of the
sulphur permit  market,  is  a strong contender,  as is the New York
Mercant i le Exchange (NYMEX) which t rades commodit ies such as
electr ic i ty (and has a c lose working relat ionship wi th the IPE).  In Canada,
the Toronto Stock Exchange has also expressed an interest .

In Europe, the Frankfurt-based Deutsche Terminborse has said i t  is
watching developments,  as are the MATIF in Par is and the Amsterdam
exchange because of  the Nether lands'  interest  in natural  gas.  However
none of  these markets have the depth or exper ience of  London.

ln the Paci f ic  atea, the leading contender is the Sydney Futures Exchange
which  is  p lann ing  to  launch a  domest ic  scheme by  the  end o f  1999 based
on a new NSW law recognis ing carbon r ights in forestry and energy.

In our v iew, London has a very strong posi t ion in the l ine-up. But i t  would
sl ip i f  other exchanges managed to get going f i rst .  Because of  the l imi ted
scope for th is market,  there wi l l  not  be much room for late-comers.
London should therefore aim to be among the f i rst  to begin actual  t rading,
even i f  only wi th a l imi ted local  scheme.

How quickly could the market grow?



Under i ts  current  t imetable,  the EU a ims to have a market  go ing by 2005,
though there does not  seem to be much steam behind the idea at  the
moment .  But  i f  any group of  countr ies is  to  set  up a market ,  the EU is
among the best  p laced wi th  i ts  common pol ic ies and s ing le t rad ing area.
A fur ther  factor  could be growing opposi t ion by Cont inenta l  bus iness to
a l ternat ives such as h igher  taxes:  v iz .  the recent  outcry  in  Germany
against  the proposed energy tax.

Among b i la tera l  par tners for  the UK,  one of  the most  promis ing is
Norway ,  ano the r  l a rge  o i l  and  gas  p roduce r .  I n  m id -1998 ,  t he  S to r t i ng  se t
up  a  commiss ion  to  exp lo re  em iss ions  t rad ing ,  f o l l ow ing  wh ich  p lans  a re
being c i rcu lated for  a  scheme star t ing in  2003.  Other  par tners that  have
been ment ioned inc lude l re land,  Swi tzer land and the Nether lands,  and,  a t
a supra-nat ional  level ,  Nordpool ,  the Nord ic  e lect r ic i ty  exchange.

At  the g lobal  level ,  the prospects are less c lear .  UNCTAD foresees a
ser ies of  reg ional  markets  spanning the three major  t ime zones,  which we
suppose might  be Chicago,  London and Sydney.  But  i t  seems l ike ly  to  us
that  t rad ing would have to  be channeled through a s ing le market  to
achieve suf f ic ient  l iqu id i ty .  In  th is  case,  London's  main compet i tor  would
be ch icago which has the s t rongest  c la im of  a l l ,  though i ts  prospects are
c louded by the pol i t ica l  uncer ta in ty  over  US rat i f icat ion of  the Kyoto
Protocol .

6 .4.  The benef i ts
Taking i t  in  s tages:  a  UK-based permi t  t rad ing would open up a new
source of  bus iness for  the Ci ty ,  but  the d i rect  benef i ts  should not  be
exaggerated.  A scheme l imi ted to  the UK would be one of  the smal lest
markets  in  the Square Mi le :  t rad ing vo lumes and pr ice movements would
be low,  and in terest  would be narrowly based.  There would be some
gains in  terms of  employment :  smal l  numbers of  s taf f  to  run the
exchange,  and a few t raders and analysts  for  whom the market  would
probably  be an adjunct  to  some other  act iv i ty  l ike o i l  or  gas t rad ing.
These numbers might  amount  to  a few dozen.  There would a lso be fees
and  commiss ions  amoun t ing  to  the  sma l l  m i l l i ons  o f  pounds  each  yea r .

One of  the greatest  benef i ts  o f  launching such a market  would be to
st rengthen the Ci ty 's  c la im to be the centre for  wor ld  t rad ing.  In  th is
case,  the business advantages would obvious ly  be commensurably  larger .
But  we doubt  that  they would del iver  the huge benef i ts  forecast  by some
permi t  t rad ing enthusiasts  because we do not  expect  to  see a h igh level  o f
t rad ing act iv i ty ,  nor  a phys ica l  migrat ion of  CO, t raders to  the "centre"  of
the market ,  wherever  that  may be in  a v i r tua l  wor ld .  However  there
would be prospects for  d ivers i fy ing the market :  i f  carbon t rad ing is  a
success,  the permi t  concept  could be extended to other  areas of  po l lu t ion
contro l  such as waste water  and ac id ra in .



There would also be less tangible but nonetheless worthwhi le benef i ts.
One would be to establ ish the Ci ty as the archi tect  of  permit  markets wi th
a salable expert ise and technology. Another would be to reinforce the
City 's reputat ion for  innovat ion.  A thi rd would be to associate the Ci ty
with green issues, something for which i t  is  not  yet  famous. The City is
increasingly being targeted by environmental ist  groups for i ts low
environmental  awareness, and this would help improve i ts image.

6 .5 .  The downs ide
However emissions trading is controversial ,  and the business benef i ts
should be balanced against  a number of  r isks.

Because the business sector tends to favour permit  t rading over other
forms of  pol lut ion control ,  any venture in th is direct ion could be portrayed
as " the bosses" solut ion to the c l imate change problem, rather than " the

people 's" .  The City 's involvement might create the percept ion that " fat

ca ts "  were  "cash ing  in "  on  g loba l  warming.  One tab lo id  newspaper  has
already used the headl ine "Ci ty to t rade f i l th" .  There is the fur ther
concern that emissions trading could be seen as a way for r ich countr ies
to dump their  environmental  problems onto poor ones.

Clear ly,  these are r isks of  percept ion rather than business r isks,  and the
City is accustomed to accusat ions of  th is k ind.  But s ince creat ion of  the
business opportuni ty wi l l  include persuading government of  the publ ic
interest  case for emissions trading, i t  would be wel l  to be forearmed
against  them. Having said that ,  the general  tone of  Press comment
about emissions trading has been qui te posi t ive.
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7. Conclusions

Our  ma in  conc lus ions  a re  as  fo l l ows .

7.1 .  Permi t  t rad ing is  l ike ly  to  happen because i t  is  enshr ined in
in ternat ional  t reat ies,  and because i t  prov ides a cost -ef fect ive way to  cut
g reenhouse  gas  emiss ions .

7.2.  But  the prospect  for  any s izable permi t  t rad ing scheme is  very
dis tant .  At  a  g lobal  level ,  none is  l ike ly  to  mater ia l ise before the second
hal f  o f  the next  decade because of  po l i t ica l  and pract ica l  obstac les.  At
the EU level ,  a  scheme may get  go ing ear l ier ,  but  EU pol icy ass igns only  a
secondary ro le  to  permi t  t rad ing,  so the scope may be l imi ted. .

7 .3.  ln  the UK,  the government  is  in  the process of  formulat ing i ts

c l imate change st rategy,  and wi l l  lay out  i ts  p lans in  la te 1999.  Permi t
t rad ing is  on ly  one of  many opt ions being considered,  and i t  seems
unl ike ly  that  the UK wi l l  move quick ly  to  adopt  a nat ional  scheme.
However  the government  is  l ike ly  to  encourage p i lo t  schemes.

7.4.  Severa l  p i lo t  schemes are e i ther  underway or  be ing considered in  the
UK. These wi l l  he lp develop know-how, and could form the basis  for  a
nat ional  UK scheme i f  they could be l inked up.  This  is  an in i t ia t ive that  is

more l ike ly  to  get  go ing f rom the bot tom up than the top down

7.5.  Permi t  t rad ing represents a c lear  bus iness oppor tuni ty  for  the Ci ty ,
But  a t  th is  pre l iminary s tage the Ci ty  should focus on encouraging p i lo t

schemes,  lay ing the basis  for  a  nat ional  scheme,  and developing the
exper t ise and in f rast ructure to  move on to  a g lobal  scheme.

7.6.  The Ci ty  is  in  a s t rong posi t ion to  b id  for  permi t  t rad ing business.

London is  wel l  equipped to handle the markets :  i t  has the necessary

exchanges and t rad ing in f rast ructure,  as wel l  as anc i l lary  serv ices such as

regulat ion and ver i f icat ion.  The level  o f  exper t ise in  th is  area is  as h igh

as any country 's  except  poss ib ly  the US.

7.7 .  The Ci ty  would face compet i t ion in  at t ract ing th is  bus iness,  main ly

f rom the US which a l ready has l ive exper ience of  su lphur  permi t  t rad ing.

Other  exchanges such as Sydney and Frankfur t  have a lso expressed
interest .

7 .8 .  London ' s  pos i t i on  i n  t he  l i ne -up  wou ld  s l i p  i f  o the r  exchanges

managed to get  schemes up and running f i rs t .  Because of  the l imi ted

scope for  th is  market ,  there wi l l  not  be much room for  la te-comers.
London should therefore a im to be among the f i rs t  to  begin actual  t rad ing,

even wi th  a smal l  loca l  scheme.
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7.9.  A permit  t rading market would operate at  three levels:  a pr imary
market through which governments issued permits,  a secondary market
where exist ing permits were t raded, and a der ivat ives market for
speculat ion and hedging. The City would be able to handle al l  three
levels,  though the main interest  would l ie in the second and third.

7 .1O.  The marke t  fo r  permi t  t rad ing  wou ld  no t  be  la rge  by  the  s tandards
of f inancial  markets.  Al though the value of  outstanding permits might
run into the bi l l ions of  dol lars,  only smal l  proport ion -  as l i t t le as ten per
cent -  would be traded to i ron out imbalances. This means that creat ing
suff ic ient  l iquidi ty could be one of  the main chal lenges facing the market.

7 .11 .  l f  l i qu id i ty  i s  a  p rob lem,  t rad ing  migh t  have to  be  channe led
through a s ingle exchange to concentrate volumes. But t rading i tsel f
could take place in a 24-hour electronic market al l  round the wor ld.

7.12. The direct  benef i ts to the Ci ty of  being the centre of  a permit
t rading market would be modest.  A UK-based market would generate a
few dozen jobs plus commissions and fees running into the low mi l l ions of
pounds. An expanded scheme involv ing other countr ies would be
commensurably larger,  though not enormous because foreign traders
would not have to relocate to London in a v i r tual  wor ld.

7 .13 .  But  there  wou ld  be  w ider  benef i t s ,  ma in ly  acqu is i t ion  o f  techno logy
and expert ise which could be exported to new geographic regions or types
of pol lut ion control .  On the intangible s ide,  the presence of  a market
would reinforce the City 's reputat ion for  innovat ion,  and create posi t ive
"green"  assoc ia t ions .

7 .14 .  However  permi t  t rad ing  is  a lso  cont rovers ia l .  Some see i t  as  a
way for r ich countr ies to export  their  pol lut ion,  others as an opportuni ty
for the Ci ty to cash in on the wor ld 's environmental  problems. On
balance, though, permit  t rading seems to generate posi t ive publ ic i ty.

7 .15 .  Our  f ina l  conc lus ion  is  tha t  permi t  t rad ing  does  represent  a
worthwhi le,  though modest,  business opportuni ty for  the Ci ty,  and that
the City is wel l  p laced to win that  business. But the prospect of  a large
and act ive market is distant,  and encouragement on the part  of  the Ci ty
and the Corporat ion may be needed to br ing i t  about.
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8. Recommendations

There are four  quest ions which the Corporat ion could address in
formulat ing a posi t ion on emiss ions t rad ing:

1 .  l s  i t  a  good  th ing?
The case for  emiss ions t rad ing is  not  c lear  cut ;  indeed,  i t  is  controvers ia l .
However  we bel ieve i t  is  pos i t ive for  severa l  reasons.

-  F i rs t :  much of  the research in  both the publ ic  and pr ivate sectors
suggests that  t rad ing is  both feas ib le  and ef fect ive.  By harnessing
market  forces,  i t  prov ides a greater  l ike l ihood that  the most  ef f ic ient
means wi l l  be used to combat  g lobal  warming -  a t  a  f ract ion of  the cost
of  a l ternat ive methods.

-  Second:  industry 's  wi l l ing cooperat ion wi l l  be needed to mount  an
ef fect ive campaign against  g lobal  warming.  Market  so lut ions are more in
keeping wi th  the t imes than p i l ing on regulat ion and taxes.

-  Thi rd,  controvers ia l  aspects ,  such as the "shuf f l ing of f "  problem, need
not  be a concern in  the ear ly  s tages when t rad ing is  conf ined to  nat ional
or  reg ional  markets .  The exper ience gained at  th is  s tage could be used
by the arch i tects  of  a  g lobal  scheme to min imise the poss ib i l i t ies for
abuse .

2.  Wi l l  i t  happen?
The ear l iest  emiss ions t rad ing wi l l  happen at  the g lobal  level  is  in  2008,
and at  the EU level  in  2005.  But  these dates are very i f fy ,  g iven the
large amount  of  po l i t ica l  coord inat ion and groundwork that  needs to  be
done.  From the Ci ty 's  po int  o f  v iew,  a more pract ica l  quest ion is
whether  a nat ional  t rad ing scheme wi l l  be in t roduced in  the UK.  We
would venture a probabi l i ty  o f  50 per  cent  over  the next  f ive years,  tak ing
account  of  pos i t ive pressure f rom industry ,  the ambivalence of
government ,  and popular  op in ion which is  probably  evenly  d iv ided.

3. Does it  represent a business opportunity for the City?
A domest ic  scheme would represent  a bus iness oppor tuni ty  for  the Ci ty
because t rad ing would be routed through one or  other  of  London's
exchanges.  However  the real  oppor tuni ty  for  the Ci ty  l ies in  establ ish ing
i tse l f  as a potent ia l  centre for  reg ional  or  g lobal  t rad ing fur ther  down the
l ine.  This  is  a  market  where the learn ing curve is  s teep,  so the ear ly
leaders wi l l  ga in ext ra advantage.

The Ci ty  would face compet i t ion f rom other  centres and exchanges for
th is  market .  There is  a lso a poss ib i l i ty  that  a  g lobal  market  could ex is t
ent i re ly  in  an e lect ronic  wor ld ,  needing only  a processing centre which
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could be located anywhere,  though i t  would probably  gain credib i l i ty  by
being associated wi th  a wel l -known f inancia l  centre l ike London.

On balance,  i t  seems l ike ly  that  a  g lobal  permi t  scheme would be based
on an establ ished exchange for  pract ica l  reasons -  notably  to  concentrate
l iqu id i ty  in  what  is  l ike ly  to  be a smal l  market .

Were London to secure the business, the pract ical  benef i ts in terms of
employment and revenues would probably not be large. However
London's reputat ion for  innovat ion would benef i t ,  and i t  might also gain
some mi leage from the associat ion wi th "greenness".

4. lf so, what can the City do?
Since our conclusion is that  emissions trading represents a business
opportuni ty for  the Ci ty,  but  that  much groundwork needs to be done, and
progress is l ikely to be slow, we would propose the fol lowing points for
considerat ion.

1 .  G iven tha t  the  UK government  i s  s t i l l  i n  two minds  about  the  re la t i ve
meri ts of  emissions trading, a c lear statement of  support  f rom the City
wou ld  we igh  heav i l y  in  the  ba lance.  Emiss ions  t rad ing  is  no t  jus t  about
combat ing greenhouse gases: i t  is  a lso about creat ing markets and
developing new business opportuni t ies.

2.  A successful  emissions trading market in London would serve the
government 's pol icy object ives of  strengthening the internat ional
compet i t iveness of  the UK f inancial  sector,  and st imulat ing innovat ion.

3.  With i ts important internat ional  reputat ion,  London could have a
considerable inf luence on the speed at  which the permit  t rading concept is
adopted at  regional  or  g lobal  levels.  A successful  ear ly start  in London
could be the start  of  a v i r tuous circ le.

4.  Al though the t ime scale for  the fu l l  development of  emissions trading
markets is long, the learning curve is steep and the ear ly leaders wi l l  gain.
The City should encourage industry 's readiness to research and
exper iment wi th permit  t rading systems. Several  of  the key players (BP,
lPE, Lloyd's)  are physical ly located in the Ci ty.  The benef i t  for  London
wi l l  l ie in secur ing the business and teaching others how to do i t .

5.  Al though the direct  benef i ts in terms of  jobs and revenues from the
new market would be relat ively smal l ,  the Ci ty should seek to promote the
wider benef i ts:  the acquis i t ion of  t rading technology, the potent ia l  for
fur ther pol lut ion-dr iven markets,  and the City 's concern for  the
env i ronment .
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6. Because emissions trading is controversial ,  there is always a danger
that any promot ional  ef for t  by the Ci ty could backf i re.  The City should
stress the posi t ive benef i ts,  possibly by compi l ing an inventory of
independent research and dist i l l ing the conclusions. l t  could also help
st imulate discussion of  the many unresolved quest ions about
pract ical i t ies.
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Appendix I

International Emissions Trading Association

A proposal  to set  up an Internat ional  Emissions Trading Associat ion to
promote permit  t rading was aired at  the Buenos Aires Conference in
November 1998. Some 60 companies and organisat ions at tended a
meet ing held under the auspices of  the Earth Counci l  and UNCTAD. The
part ic ipants agreed to set  up a steer ing commit tee to def ine a mission
statement and create terms of reference.

Steering Committee

Lat in American Trading Associat ion
World Business Counci l  for  Sustainable Development

Switzer land
She l l  In te rna t iona l UK/Nether lands

Organisations that indicated an interest in membership

A R M  U K
Arnold & Porter US
Banco Nacional  de Desenvolv imento Economico e Social  Brazi l
Bol iv ian Government Bol iv ia
Boral  Energy Austral ia
Br i t ish Petroleum UK
C H 2 M  H | I I  U S
Chevron US
Companhia Vale do Rio Doce Brazi l
Danish Energy Agency Denmark
Earth Counci l  Inst i tute Canada
Eastern Power and Energy Trading UK
Electr ic i t6 de France France
Emissions lnternat ional  UK
Emissions Trading Associat ion Austral ia
Euro Brokers US
Eyre Associates UK
Eyre  Mundy UK
FORATOM Belgium
Ford Motor Company US
GCSI  Canada
General  Motors US
Green Power Corporat ion Austral ia
Greenpeace Nether lands
Internat ional  Automobi le Federat ion Belgium
Internat ional  Petroleum Exchange UK

Brazi l
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KPMG lnternat ional
Lloyd's Register
Marathon Ashland Petroleum
Margaree Consul tants
Mi tsub ish i  Corp
Mobi l  Corp .
Mount  l sa  Mines
Natsource
New York Mercant i le Exchange
Patr imonium
Pi lk ing ton
Sparber & Associates
Statoi l
Storebrand
Sydney Futures Exchange
Texaco
Tokyo Electric Power
Toronto Stock Exchange
Transal ta Corp
U B S
UNCTAD
U N D P
U N E P
U N I D O
U N O G
Uranium Inst i tute
Vattenfall
Warburg Di l lon Read (UBS)
White House Cl imate Change Task Force
World Resources Inst i tute

Austral ia
U K
U S
US
Japan
U S
Austral ia

U S
Brazi l
U K
U S
Norway
Norway
Austral ia
US
Japan
Canada
Canada
Switzer land
Geneva
New York
Kenya
Austr ia

Panama
U K
Sweden
Argent ina
U S
U S
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