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1. Introduction 

The DTI’s Energy Review sets out four goals for the UK’s energy policy.  It is designed to: 

· put the UK on a path to cut the UK’s CO2 emissions by some 60% by about 2050 with real progress by 2020; 

· maintain the reliability of energy supplies; 

· promote competitive markets in the UK and beyond, helping to raise the rate of sustainable economic growth and to improve our productivity;

· ensure every home is adequately and affordably heated. 

The review is timely, given that progress on most fronts has not been positive since the publication of the previous Energy Review in 2003. For example, carbon emissions have started to increase in recent years and though there should be some further progress towards the government’s 2010 targets, they are, on the government’s own projections, set to rise further between 2010 and 2015. The competitiveness of our energy supply has worsened, while events this winter have illustrated the danger of the UK’s current over-reliance on imported supplies of gas. Rising energy prices have also increased the number of households suffering from fuel poverty. 

Clearly, not all of these developments have been driven by events in the UK, with the global increase in oil prices playing a key role.  Similarly, some of the UK’s problems have been caused by distortions in continental energy markets and the lack of progress in liberalising them. We have welcomed the efforts that the UK government has made to address these distortions and to continue to pursue the liberalisation agenda in Europe. Nonetheless, the current problems we face highlight the need for a new framework that will deliver reliable, competitive, secure, low carbon sources of energy in the UK. 

We therefore welcome the review and our submission seeks to answer a number of questions it raises, in particular: 

· what more the government could do on the demand or supply side for energy to meet the UK’s long-term goal of reducing carbon emissions; 

· what steps the government should take to develop our market framework for delivering reliable energy supplies; 

· any particular considerations that should apply to nuclear power; 

· what is the long-term potential of energy efficiency measures and how best should these be achieved. 

Our submission is based around a number of key points: 

1. Supplementing the market-based approach.  Business generally has a strong preference for market-based approaches and this applies to energy. However, the experience with the EU Emissions Trading Scheme in its first phase and our analysis of likely developments in the second phase suggests that it is unlikely to send out a strong signal on the long-term price of carbon to potential investors in low carbon sources of energy. Similarly, we are sceptical as to how fast we are likely to see progress in liberalising European energy markets. Therefore, in both cases the government will need to provide a framework in order to deliver investment in low carbon energy sources and to address concerns over security of supply. 

2. Energy efficiency.  We need to look afresh at the measures in place to secure improvements in energy efficiency. This will involve widening the focus beyond the energy-intensive parts of manufacturing to other business sectors and to the domestic and transport sectors.  The Climate Change Programme Review has made moves in this direction, but the Energy Review will need to go further in setting out some strategic thinking on how this will be delivered over the medium-term. 

3. Measures that will deliver sustained progress. If the government is serious about hitting its target for carbon emission reductions of 60% by about 2050, it needs to set out a path that will deliver sustained cuts over a period of time rather than hitting a target in a particular year. This should involve developing a package of measures that will deliver in the near future, in the medium-term and in the longer-term. We believe that refocusing our efforts on energy efficiency will start to help achieve immediate gains, but this will only ever be just one part of the solution. In the medium-term, provided that concerns over safety and decommissioning can be addressed, nuclear power can play a role in cutting carbon emissions along with renewable energy sources. However, we should not rely too strongly on nuclear power but should see it as buying time while we develop other technological solutions. This will require a significant increase in investment in energy-related research and development expenditure.  

4. Promoting prosperity.  The UK needs a vibrant economy if we are to maintain high levels of employment and rising standards of living, and address the challenges posed by the ageing of our population. It is therefore vital that the government avoids measures that will harm our competitiveness.  In addition, the UK can play a key role in helping the fast-growing parts of the world such as China and India to address the challenges of climate change in a way that will create opportunities for UK business. The government must ensure that we capitalise on these opportunities.   

2. Supplementing the market-based approach 
Business and households in the UK have for some time enjoyed the benefits of a liberalised market with energy prices generally lower than those on the continent. However, manufacturers have recently experienced some of the potential downsides - in terms of steep rises in prices and concerns about accessing sufficient supplies of energy  - of following a market-based approach within the context of more highly regulated and less liberalised energy markets in the rest of Europe. However, there is no desire to see a significant departure from the UK’s market-based framework. 

Nonetheless, despite the best efforts of the UK government and the European Commission, it has become increasingly clear that we cannot expect any significant progress towards liberalisation of European energy markets in the foreseeable future. As we will come onto in section 4 of this submission, EEF therefore believes that the government must pay greater attention to developing storage facilities in the UK and contractual arrangements that provide a strategic supply of gas that will leave the UK less vulnerable to spikes in the demand for energy or disruptions to supply.    

In the near future, it is also unrealistic to expect the EU Emissions Trading Scheme (EU ETS) to develop sufficiently to send out a long-term signal on the price of carbon that will give private finance the confidence to fund investment in the more capital- intensive forms of low carbon energy. The European Commission has made considerable progress in getting Member States to produce National Allocation Plans and to collect and publish the information needed to make them workable. However, the scheme currently lacks the transparency and credibility that would provide a strong carbon price signal. There are differences in how the different Member States approach their plans, varying degrees of implementation, fairly thin volumes of trading and incomplete publication of information. These factors have contributed to highly volatile carbon prices. In addition, the phases of EU ETS are not long enough for investors to project what the conditions applying to that phase will mean for carbon prices. 

Perhaps most fundamentally, though the rules of ETS are fairly tightly drawn and enforcement mechanisms in place, there must be doubts as to whether individual Member States will face up to the potentially negative implications of compliance when they are facing significant economic challenges. These include growing competition from low-cost countries and the impact on economic growth and public expenditure from an ageing population.  The inability of the Commission to enforce the Growth and Stability Pact is a recent reminder of how national economic self-interest still pre-dominates, even when individual countries have made a common commitment on the way forward.     

The evidence suggests that we will see limited progress in liberalising European energy markets and that it will be some time before the EU ETS provides a strong signal on what the carbon price is likely to be over the medium-term. Therefore within the context of the UK’s market-based approach, we need to develop a framework that will deliver investment in secure, reliable and competitive low carbon sources of energy. We set out our proposals on how to deliver this in the next two sections. 

3. Delivering a balanced energy supply 

Although energy efficiency has an important role to play in setting the UK on a path to a low carbon economy, ultimately our energy mix will determine how much progress we make. This encompasses the energy used to heat our homes, fuel our cars and to run our business for example. The government can clearly have an important influence in encouraging drivers to use more environmentally friendly fuels, and home-owners to install solar panels or micro-generators.  We support initiatives to go further on these fronts. In our submission, however, we focus on the issue most directly relevant to business - the power they obtain from the National Grid.    

On current trends over the next 10 to 15 years, we will see most of the current generation of nuclear power plants phased out. At the same time, we are likely to see further growth in the penetration of renewable energy, although the Climate Change Programme Review admits the government is unlikely to hit its target of 10% in 2010. Indeed, we will need a significant acceleration of current progress to get anywhere near close to it. Taken together, these trends will make it harder to achieve reductions in carbon emissions. The declining share of nuclear power and the closure of our existing coal-fired plants, accelerated by the Large Combustion Plants Directive, will also increase our dependence on gas, most of which will be imported. 

We therefore need to take steps to develop a more balanced energy supply that will reduce our dependence on imported gas and deliver sustained reductions in carbon emissions. EEF’s 2005 report ‘Sustainable Energy - A Long-term Strategy for the UK’ argued that we cannot rely on gas alone and that renewable energy and nuclear power should both play a role in our future energy supply. In addition ‘clean’ coal should continue to supply a part of our energy needs, initially through retro-fitting of super-critical boiler and turbine technology to existing plants and further on through carbon capture and storage provided that it becomes economic. 

Our analysis focused on energy sources that should be in a position to generate a significant share of our energy supply and to be competitive on price in about 2015, rather than those that might be in the longer-term.  Therefore, we did not look in detail at the costs associated with solar power, tidal and wave, biomass, waste and geothermal energy, although all of these may have some role to play longer-term.  Our detailed costing work was therefore confined to gas (both open and combined cycle), coal (both conventional and gasified), onshore and offshore wind and nuclear pressurised water reactors.    

We examined these costs under different scenarios for gas and carbon prices. We also varied the discount rate (i.e. the interest rate used to discount future revenue streams) for nuclear power and wind to allow for the impact that government can have on the costs of capital associated with investing in these forms of plant.  These can include the government’s approach to planning, licensing and protecting investors from increases in costs associated with unanticipated changes in the liabilities to which they would be exposed.   Reflecting our concern at the time that much of the published analysis had tended to make assumptions that supported the case for one particular form of energy, we took a conservative approach in our assumptions on build times, thermal efficiency, load factors and so on. Similarly, we used a higher cost of capital to reflect the higher levels of risk associated with nuclear power and offshore and onshore wind.   

Our analysis concluded that further technological progress would improve the competitiveness of wind power but that even under the most favourable scenario (high gas and carbon price, low discount rate), onshore and particularly offshore wind would remain expensive relative to gas.  In addition, the experience of countries such as Germany suggested that the problems associated with the intermittency and unpredictability of wind would place an effective limit on the share of generation it could take.  It also shows that nuclear power can be competitive relative to most other forms of energy, provided that the government addresses the issues of planning, licensing and stability of liabilities. 

However, nuclear power remains more expensive than combined cycle gas except under the scenario of high gas and carbon prices. Although gas prices currently look likely to stay high for the foreseeable future, investors in nuclear power plants will be looking at returns over a period of 40 years during which the future direction of gas prices will be less certain. Given our earlier comments about the EU ETS and the fact that its future beyond 2012 is undecided, carbon prices are subject to even greater uncertainty. In our report, we recommended that the government investigated the feasibility of long-term power contracts with consortia of major energy suppliers and consumers; possibly following a similar approach to that adopted in Finland or considered replacing the Renewables Obligation with a Low Carbon Obligation as an interim measure around 2015. This would provide non-discriminatory support for low carbon technologies until long-term carbon prices had become sufficiently well-established to encourage low carbon investment. 

4. Delivering security of supply 

There is no fundamental reason why the UK should fear import dependence in itself, but the level of risk this poses to consumers depends on the adequacy of import infrastructure (which the market appears to be addressing); long range gas storage (which the market is largely failing to address under the current framework); and the ability to source gas from external markets (many of which are heavily cartelised and/or politicised).  This last factor is critical since the existence of import capacity is not in itself sufficient to ensure that gas deliveries can be relied upon if the right contractual arrangements are not in place at either end of the link.

Given the limited prospects in the near future of any significant progress in liberalising European energy markets (as noted above), transitional arrangements will be required to enable the UK’s liberalised markets to deliver a secure supply of energy throughout the year. The market alone will not deliver the level of long-range gas storage or other ‘strategic’ infrastructure that is rightly regarded as necessary in other import-dependent countries.  Some form of intervention is therefore required if these facilities are to be built and operated in the UK.  The costs of building and operating these facilities would ideally be recovered from the consumer base that most benefits from their existence and use, perhaps through network charges or a compulsory levy on suppliers.
5. Getting energy efficiency right 

Maintaining a growing economy is essential if we are to deliver increases in employment, advances in prosperity and generate income for the growing number of retired people relative to the working age population. Energy efficiency must therefore play a key role in restricting the increases in energy use below what they would otherwise have been.  It was therefore helpful to see some measures in the Climate Change Programme Review to deliver savings in carbon emissions from greater energy efficiency. However, the government needs to go further on energy efficiency if the UK is really to improve its performance and the Energy Review should make a start on this. In particular, it should:  

· Scrutinise in much greater detail the UK’s progress in raising energy efficiency, the effectiveness of different measures and the reasons behind it. Currently, there is a tendency for new initiatives to be announced or existing ones extended, with limited examination of how current measures are working. We also need to be more rigorous in measuring progress.  For example, measures of progress in energy efficiency at the national level (measured in terms of energy used per unit of output) can give a misleadingly optimistic impression.  This might simply reflect the fact that the more energy intensive industries are playing a smaller role in the economy.  

· More longer-term thinking is required. The CCPR focused on measures that will help to hit the government’s 2010 target and offered fairly limited thinking on what could be achieved in the years beyond this. While the political imperative to deliver immediate results is understandable, the focus on hitting a target for one particular point in time can often be to the detriment of longer-term thinking. Short-term targets are also extremely vulnerable to events such as the increase in carbon emissions associated with greater coal use on the back of higher gas prices. An alternative to this would be to set targets for different time periods (say five year intervals) along the road to the eventual target and to assess likely progress on all these fronts given the take-up of different policy measures. It would also be sensible to set out these targets as ranges rather than exact figures, rather like the Bank of England’s approach to targeting inflation.  

· We need to widen the net. The CCPR sets out a range of new measures to achieve a reduction in carbon emissions of between 7-12 Metric Tonnes of Carbon (MtC) by 2010. However, it is very reliant on the EU ETS to deliver between 3-8 MtC of these savings. While it is sensible to present the savings related to EU ETS as a range, relying so heavily on it means that progress in reducing emissions will be limited should EU ETS deliver at the low end of the range. This suggests we need more measures to raise energy efficiency amongst other parts of business, including manufacturers not covered by ETS, and the domestic and transport sectors. 
· Measures should be based on a better understanding of the barriers to energy efficiency.  Amongst the key barriers faced are constraints in raising capital to fund investments in energy efficiency; a tendency to over-estimate the hidden costs associated with investing in energy efficiency (such as management time); and lack of information available on these costs and scepticism that the investment will deliver the claimed benefits. Some of these barriers can be overcome by providing businesses and individuals with better information or a toolkit to assess these costs. However, there is also a need to help business finance investment in energy efficiency at a time when rising energy prices are increasing the prospective returns but are intensifying the squeeze on operating margins, particularly in manufacturing.  
Based on these principles, we propose that the Energy Review should set out measures to: 

· Extend climate change agreements (CCAs) to other parts of manufacturing and potentially other parts of the economy. The CCPR highlights the substantial contribution made by climate change agreements. The previous attempts to widen coverage were thwarted by using over-complicated criteria. The government should look seriously at whether these criteria are required to comply with State Aid rules, given that the European Commission is signalling a more pragmatic approach with a greater focus on major market distortions. The Energy Review should also examine the practicalities involved in developing Carbon Agreements to cover households.   

· Improve incentives for research and development into energy efficient products and processes by increasing the rate of credit associated with R&D in this area.  

· Improve access to enhanced capital allowances for investment in energy efficiency. Extending CCAs is likely to improve take-up of existing enhanced capital allowances by providing business with greater incentives to invest in energy efficiency in order to hit the targets. However, there is also a need to revisit the bureaucratic process involved in registering technologies to qualify for the allowance.
EEF is currently undertaking more detailed research on energy efficiency and we will be submitting more detailed proposals on this issue later this year.

6. Investing in the next generation of technological solutions 

The Budget statement and the CCPR recognised the need to invest in technological solutions to climate change. This will extend the weapons available in our armoury and will also create opportunities for UK businesses in helping other countries to tackle climate change if we can develop a lead in this area. The additional funds announced for investment in developing carbon capture and storage is welcome, particularly as large parts of the developing world are likely to continue investing in coal-fired plants. However, the extra money is fairly limited. This reflects the wider reality that the UK invests significantly less than its competitors in energy-related research and development. According to the latest international comparisons, the UK spent just 0.02% of GDP on energy R&D – a tenth of what is spent in the United States and below all EU15 members except Portugal. The government needs to examine how to bridge this gap as an immediate priority.    

7. Conclusion
Given the current problems that the UK faces in this area, we believe that this review is extremely timely. Our submission has highlighted what we believe is a need for a new framework that will deliver reliable, competitive, secure, low carbon sources of energy in the UK. We look forward to further contributing to this debate in the weeks, months and years ahead.  
For further information contact:

Stephen Radley

Chief Economist

EEF, the Manufacturers’ Organisation

Broadway House

Tothill Street

London SW1H 9NQ

020 7654 1530

sradley@eef-fed.org.uk
PAGE  
6

