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EPC CONSULTATION SUBMISSION

Introduction

1. EEF is the representative voice of manufacturing, engineering and technology-based businesses with a membership of 6,000 companies employing around 800,000 people. Comprising 11 regional EEF Associations, the Engineering Construction Industries Association (ECIA) and UK Steel, EEF is one of the leading providers of business services in employment relations and employment law, health, safety and environment, manufacturing performance, education, training and skills
. 

2. This is a submission in response to DEFRA’s “Consultation on measures to reduce carbon emissions in large non-energy intensive business and public sector organisations”. 

Executive Summary

3. EEF welcomes government’s commitment to increase energy efficiency and reduce emissions in the ‘large non-energy intensive’ sector. However, we are sceptical that the proposed Energy Performance Commitment (EPC) scheme would be an effective mechanism through which to achieve these objectives and fear it might have a negative impact on manufacturing. 

4. Market forces and existing policies already provide a powerful price incentive to invest in energy efficiency measures. Business consumers have faced significant energy price inflation over the past few years and are already subject to two further energy price signals – the pass-through of EU ETS carbon costs by suppliers and the Climate Change Levy (CCL). The EPC would increase the cost of energy further without addressing the barriers to energy efficiency. It could even undermine the capacity of businesses to finance efficiency measures.

5. Research carried out by EEF identified the key barriers to energy efficiency as the cost of implementation, the lack of knowledge and skills within firms, the shortage of appropriate technical expertise both within companies and the economy at large and limited government support for R&D. The EPC would not address these issues. Arguably, it would exacerbate the situation by placing increased financial pressure on businesses – i.e. through higher energy prices and the cashflow impact of auctioning. The scheme could result in those with limited ability, or further scope, to increase efficiency subsidising investments in energy saving measures by those yet to address the issue. Organisations that have already made significant investments in energy efficiency would be losers under the EPC.

6. Participation would represent a considerable burden for those captured by the scheme – emissions trading would be a significant departure from the current activities of many businesses captured by the scheme. The higher energy costs, cashflow impact and administrative burden resulting from the scheme would consume resources which otherwise could have been spent on efficiency measures.

7. However, EEF appreciates that a voluntary approach might prove ineffectual if participation is low and the scheme did not provide sufficient incentive for participants to implement efficiency measures. The most promising alternative is a scheme that combines the best elements of mandatory and voluntary approaches – i.e. a scheme that is voluntary and financially attractive to join, but which binds participants to emissions reductions once entered into.  Climate Change Agreements (CCAs) are a good example of this hybrid type of approach. Coupled with increased support for R&D, EEF believes such an approach could deliver both increased energy efficiency and emission reductions.

Energy Efficiency: Drivers & Barriers 

8. Last year, EEF undertook research into the factors influencing the implementation of energy efficiency measures in the manufacturing sector
. Four key factors were identified - the size of a business, its energy intensity, relevant regulation and participation in voluntary initiatives.

9. Energy intensive businesses tend to have already made significant investments in increasing their efficiency. Further improvement is harder, and more costly, to achieve and often requires a step change in technology. In contrast, smaller companies are less likely to have implemented energy efficiency measures due to a lack the funds, time and knowledge to assess and improve their efficiency. Finally, our research suggested that both regulatory measures and voluntary measures, such as environmental management systems, act to improve energy efficiency.

10. Four major barriers to the implementation of energy efficiency measures:

a) Cost: the cost of energy efficiency measures often outweighs the benefits. Implementation costs include ‘hidden’ costs such as specialist safety advice, the knock-on impacts on existing energy systems and auditing requirements. 
b) Skills: companies, especially the smaller ones, often lack the staff with the skills to assess the costs and benefits of investing in energy efficiency. A general shortage of combustion and energy efficiency experts is also a limiting factor.

c) Limited Support for R&D: in energy intensive sectors, where simpler measures have often already been implemented, cost effective abatement is harder to achieve and may require step changes in technology. Government support for energy-related R&D in general, and energy efficiency R&D in particular, is very limited compared to other industrialised nations. 

d) Competition for Funds: UK manufacturers that are part of trans-national groups compete for investment with overseas plants within the same group. Plants need to prove a significant return on investment to attract funds, which can be problematic for ageing, less efficient, plant.

11. Any policy designed to deliver greater energy efficiency needs to address the barriers to its uptake and support organisations in the target sector. 

The Energy Performance Commitment

12. EEF is sceptical that the EPC would be an effective policy through which to deliver increased energy efficiency and fears that it even could reduce the capacity of manufacturing businesses to invest in efficiency measures. 

13. Our most recent energy survey
, suggests that the EPC would capture a substantial number of manufacturing businesses from a wide variety of sectors – including defence, electronics, automotive components, engineering and plastics.  In addition, niche manufacturers such as producers of specialist materials, which typically do not have the option of participating in a CCA, would also be captured.

14. EEF understands the rationale for the EPC to be two-fold – to improve energy efficiency by (1) increasing the price incentive to invest in efficiency measures and (2) focusing management attention on the issue.  We have serious misgivings about the pricing element of the rationale.

Price Signal

15. A key element of the proposal’s rationale appears to be a sharpening of the energy price signal to induce improvements in energy efficiency. By capping emissions and auctioning a corresponding amount of permits, the EPC would effectively increase the cost of consuming energy. However, it is questionable that this would make the already powerful price incentive provided by the market and existing policies more effective.

16. Businesses have faced significant energy price inflation for several years now. EEF research indicates that companies are price conscious and respond to the price rises. More than a third of the companies we surveyed last year had implemented energy efficiency measures in response to rising prices
.

17. The efficiency incentive provided by market forces is further enhanced by both European and national policy. Consumers already face the cost of electricity related emissions through the pass-through of EU ETS carbon costs. The UK’s CCL, a tax explicitly designed to encourage energy efficiency and reduce emissions
, is another policy which increases energy prices faced by business consumers.

18. EEF questions the need for a further pricing policy designed to internalise the environmental impact of energy use. The future design of the EU ETS is currently under review, government should await the outcome of this review before introducing another emissions trading scheme. In addition, the case for exposing the so-called ‘non-energy intensive’ businesses to both the EPC and the CCL should be carefully considered. The NERA/Enviros report underlying DEFRA’s impact assessment of the EPC considers an exemption or discount from the CCL for EPC participants and notes that “offering an ex-ante discount to CCL payments would be relatively straightforward to implement”
. EEF was surprised that government did not take the opportunity to consult on or assess this option.

19. EEF is also concerned that the EPC is based on an overly simplistic view of business investment. Businesses make investment decisions on the basis of a wide range of factors including, but not limited to, the general economic climate, perceptions of consumer confidence and the relative merits of competing investment options. Assuming a simple correlation between the cost of energy and the implementation of efficiency measures can be misleading.

20. EEF research on productivity in manufacturing showed that investment decisions are often a complex process
. For example, management discretion played a more significant role in the UK than in the other countries studied (e.g. France and Germany) and was used more often to block investment projects on financial grounds. As well as highlighting the value of quality information on the costs and benefits of investments in energy efficiency, this suggests the need to build up the capability of firms to implement and monitor energy efficiency measures.    

Addressing Barriers

21. Given the diverse nature of the EPC’s target sector, a single barrier cannot be identified as the principal obstacle to improving energy efficiency. Barriers vary according to the type, activities and size of an organisation. However, a number of key barriers were identified by EEF research - the cost of making investments, a shortage of relevant skills, both within companies and in the economy as a whole, limited support for R&D and the need for plants part of trans-national firms to compete for funds with overseas sites.  

22. Introduction of the EPC would not necessarily address these barriers and could even divert funds away from energy efficiency. Arguably, at a time when energy price inflation has tightened operating margins, there is a greater need for support to help businesses identify and finance effective energy efficiency measures.

23. The issue has an added environmental dimension in the context of the manufacturers of energy saving materials and components for low-carbon generating technologies. For example, glass manufacturers, who produce numerous types of insulation, and manufacturers of advanced carbon products used in insulation and PV cells. Increasing the financial burden on these types of businesses could prove counterproductive to climate change policy.

Equity

24. The cost of the scheme, in terms of being a net purchaser of allowances, could fall on those companies least able to invest in energy efficiency and those who have already exploited the most cost effective options. Any organisation having made significant investments prior to the introduction of the EPC would be disadvantaged by the scheme. Especially where these investments are high cost and long lived assets – e.g. more efficient air conditioning systems in semiconductor plants.
 Impact Assessment
25. We welcome the fact that a detailed cost-benefit analysis of the proposal has been undertaken. However, EEF is concerned that the ‘Partial Regulatory Impact Assessment’ (PRIA) underestimates the costs and overestimates the benefits.

26. For example, the development of a ‘compliance strategy’ –  deciding how to comply with emission limits based on the investment and trading options available - is one of the key activities involved in participating in an emissions trading scheme. The initial PRIA estimate for this activity, between one and five days, depending on the size of the organisation, seems unrealistic
27. This appears to have been acknowledged by NERA/Enviros in revision of initial administrative costs. The estimate for developing a compliance strategy has been more than doubled to 11 days for the largest organisation (i.e. those with 50 or more sites captured by the EPC). We believe the estimates should also be revised for small and medium organisations which arguably might have less experience of the issues involved. In our opinion, the trebling of total administration costs in the revision places the accuracy of the cost-benefit analysis into doubt in our opinion
.

28. The most significant underestimation relates to the cost of identifying and evaluating of available energy efficiency measures. It is not clear if, or to what extent, these costs have been accounted for in the cost-benefit analysis. The PRIA states that these costs have been excluded on the assumption that they “have already been taken into account in the models that assess the costs of the measures and are not related to the presence of the scheme”
. The assumption that these costs are not related to the EPC seems at odds with its very rationale – i.e. to focus the attention of organisations on the relative costs and benefits of energy efficiency measures. Even if they have been included in the analysis, we are concerned they have been underestimated. Part of the upward revision of administrative costs mentioned previously, was factoring in 23 days for energy audits for large organisations where previously nothing had been included
. 

29. We are also concerned that benefits have been overestimated. The analysis assumes that “over time (and in response to the introduction of the scheme) the existing cost effective potential for emissions reductions will be taken up by participating organisations”
. If this means that the benefits of all existing `cost effective’ efficiency measures have been attributed to the EPC, this would significantly overstate the potential impact of the scheme. A certain level of investment in energy efficiency will occur regardless of whether or not the EPC is introduced. Identifying the benefits associated with previously uneconomic efficiency measures made viable by the EPC would be a more robust approach. 

30. Finally, EEF seeks reassurance that the issues identified with ENUSIM by a 2006 report by Enviros
 were addressed prior to the EPC cost-benefit analysis. The issues identified were a lack of transparency in the modelling assumptions and inputs, no explicit allowance for ‘hidden costs’ and a discount rate unreflective of the cost of capital. The report also noted that ENUSIM had been subject to less ‘”validation, revision and updating” than modelling for the domestic sector and that it was “not  possible to say categorically whether the quality of subsector results are sufficiently accurate due to the lack of suitable reference data’”.
EPC Design

31. Putting aside EEF’s concern over the rationale of the scheme and its consequences, and assuming it was implemented, most aspects of the design seem appropriate.  However, we believe the participation threshold would need to be set significantly higher than the proposed 3GWh annual electricity consumption, the cash-flow consequences of the proposed recycling scheme would need to be addressed and that ‘green’ electricity consumption should be excluded from the scheme.
Eligibility Threshold
32. Mandatory half-hourly electricity consumption would be a pragmatic basis for determining eligibility for the scheme. Inclusion of discretionary half-hourly metered consumption within the scheme should be at the discretion of a participant (or potential participant). Automatic inclusion could discourage its installation. However, automatic exclusion could increase the participation cost for organisations with both types of metering installed and which monitor consumption on an aggregate basis. 

33. According to the PRIA, a 3GWh threshold would result in a scheme in which the administrative costs exceed the expenditure on energy efficiency measures it stimulates
 and would have a negative net impact on the mechanical engineering sector. In contrast, a threshold of 10GWh would result in a net benefit to all sectors covered by the scheme, stimulate energy efficiency investments expenditure which outweigh the administrative costs of the scheme and yet still deliver over 80% of the emissions reductions attributed to a 3GWh threshold.

34. The case for a threshold higher than 3GWh is more compelling still in light of the upward revision of administration costs in Annex 3 of the PRIA which results in an estimate that the scheme would have a negative impact financial on the mechanical engineering, electrical engineering and plastics sectors.
35. Therefore, based on the PRIA, the participation threshold should be set significantly higher than 3GWh in order to better balance the goals of maximising emissions reductions and minimising the negative impacts of the scheme. The case for a higher participation threshold is stronger still if one believes, as EEF does, that the cost of scheme has been underestimated and the benefit overestimated.

Auctioning, Revenue Recycling & Cashflow
36. The recycling of auction revenues would be essential. Participants would be forced to enter and fund the scheme in its entirety. Therefore, EEF believes that it would be inappropriate to use the EPC to raise revenue for the government. Revenues should be recycled in a way that minimises the burden of the scheme and supports those captured by it improve their energy efficiency. 

37. The cashflow consequences of auctioning could be serious and would need to be addressed. Any lag between auctioning and recycling would impact the cashflow of participants and deprive them of funds that could otherwise be used to invest in energy efficiency measures. A solution might be for participants to enter into ‘a commitment to pay’ for permits during the auction with their accounts settled on a net basis (i.e. auction costs net of recycling) at the end of the compliance period.

38. EEF does not support the proposed deduction of the central administration costs of the scheme from auction receipts prior to recycling.  The EPC is designed to deliver a benefit for society as a whole – i.e. reduce emissions - and would be mandatory for the target sector. Therefore, all revenues should be recycled so as to minimise the cost of compliance for those captured by the scheme. 

Treatment of ‘Green’ Electricity

39. EEF believes that electricity sourced from low-carbon generation (e.g. renewables and nuclear) should be exempt from the scheme, regardless of whether or not it is supplied from the grid. Government policy should promote low carbon energy. Failure to exempt ‘green’ electricity would be missing an opportunity to help empower environmentally conscious consumers and might give the impression that the scheme is geared towards cutting energy consumption rather than emissions.

Voluntary Benchmarking and Reporting

40. As stated previously, we believe that attempting to sharpen an already powerful energy price signal is unnecessary and potentially counterproductive. However, EEF does support government’s aim of focusing management attention on energy efficiency. Whilst we believe manufacturing businesses already taken energy issues very seriously, there is scope for more effective support to help businesses develop greater energy awareness and to implement efficiency measures. 

41. EEF believes that a voluntary approach has several potential advantages over a mandatory one. First, the scheme would not automatically capture and increase the energy costs of companies with limited potential to improve their energy efficiency cost effectively. Second, the cost of the scheme would be lower through avoiding the need for allocation, compliance and enforcement processes. Third, the negative cashflow impact of auctioning would be avoided. Finally, the scheme could, through the reporting and benchmarking infrastructure it would engender, help develop and disseminate energy efficiency best practice throughout industry. 

42. The key challenge with a voluntary approach is ensuring sufficient participation levels and that participants actually implement efficiency measures.  The consultation document reports that voluntary energy efficiency initiatives have typically drawn in up to 20% of the target audience
.

43. Therefore, EEF believes that an approach combining the advantages of both mandatory and voluntary schemes should be adopted. To encourage participation a scheme should be voluntary and financially attractive to join, but bind participants to emissions reductions once entered into. In this regard, Climate Change Agreements (CCAs) offer a useful precedent and model. 

Extension of Climate Change Agreements

44. Experience of CCAs suggests that a high participation level might best be achieved by offering participants an immediate and tangible financial benefit – e.g. a rebate of up to 80% on the CCL in the case of CCAs. EEF believes that structuring a ‘voluntary’ scheme such that it provides a greater incentive to join would increase participation and hence the scheme’s impact on emissions.

45. We believe the option of extending the right to participate in CCAs to any sub-sector that can demonstrate a credible plan to deliver efficiency gains should be reconsidered. We understand that previous attempts to widen coverage were undermined by the development of overly restrictive eligibility criteria designed to comply with State Aid rules. However, such detailed criteria may no longer be necessary given that the European Commission has adopted a more pragmatic approach to State Aid focusing on major market distortions. Moreover, there is the potential that the wider the eligibility for CCAs, the less significant the State Aid issue would be – i.e. rebates would no longer be the preserve of a select group of industries and thus might qualify as a general measure under taxation rules.

46. Research undertaken by EEF indicates that not only are businesses party to a CCA more likely to invest in energy efficiency measures than those who are not, but that they have also developed a more energy conscious culture throughout the company as a result. For example, our survey revealed that companies in CCAs, especially the smallest ones, are significantly more likely to monitor energy use and efficiency and to have undertaken efficiency audits than those not participating in CCAs. 

Technology Policy
47. EEF believes that it is just as important to address the barriers to increasing energy efficiency as it is to provide companies with incentives. Therefore, focusing government and industry resources on creating a financial framework, research environment and skills base that encourage efficiency measures should be a priority. For example, government should seek to improve the financial support for energy efficiency R&D and the framework through which technology policy it is delivered. 

48. Whilst we welcome the establishment of an ‘Energy Technology Institute’, EEF believes there is considerable scope for further increasing public funding of energy-related R&D. According to the IEA, under this government, UK public spending on energy R&D has been consistently the lowest among G7 nations. Support for energy efficiency R&D has been particularly limited – the IEA reports no public funding since 2001
. Even the funding announced for the Energy Technology Institute, £500m over ten years or £50m a year, would still leave UK far behind all other G7 nations. EEF believes government should place a much higher priority on energy R&D - for energy intensive businesses it could hasten the technological progress required to increase their efficiency further.

49. There is also scope for improvement in the administrative framework within which technology policy is delivered. In particular, the qualifying process for technologies eligible for Enhanced Capital Allowances (ECAs). The current approach of a ‘positive list’ of eligible technologies is slow to reflect technological developments and places the burden of proof on those making the claim. An approach based on either a ‘negative list’ or an energy efficiency criterion should be considered. 

Conclusions

50. EEF welcomes government’s commitment to reducing emissions and increasing energy efficiency in the ‘large non-energy intensive sector, but is sceptical that the EPC would be an effective mechanism for achieving these objectives. In fact, we fear the scheme could reduce manufacturing’s capacity to invest in energy efficiency. Moreover, it would disadvantage organisations with a limited capacity to increase efficiency and those which have already made investments.

51. EEF believes a better approach would be to build on the experience of CCAs, and combine the advantages of mandatory and voluntary schemes. A ‘voluntary’ scheme should encourage participation by being financially attractive to join, but bind participants to emissions reductions once entered into. Coupled with supportive and well designed technology policy, EEF believes efficiency gains and emissions reductions could be achieved.
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