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13 September 2002

Angie Parkinson

Department of Trade and Industry

Room 1105

1 Victoria Street

LONDON

SW1H 0ET

angie.parkinson@dti.gsi.gov.uk
Dear Ms Parkinson,

ENERGY POLICY – KEY ISSUES FOR CONSULTATION

I enclose the Scottish Council for Development and Industry’s response to the above consultation paper.  The response sets out SCDI’s comments on many of the themes set out in Section Two of the paper.  Given that the national energy debate has not moved on a great deal since the PIU report was published, the response also includes the key points from SCDI’s submission to that review. 

SCDI believes that Government needs to give industry clear signals as to the direction that energy policy will take in the future in order to enable it to develop appropriate technology and to direct capital investment accordingly.  It hopes that the publication of the White Paper will make a significant contribution towards bringing about that policy certainty.

I trust that SCDI’s comments will be useful in the development of the White Paper and would be pleased to expand on any of the points made.

Yours sincerely,
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Alan Wilson

Chief Executive
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SCOTTISH COUNCIL FOR DEVELOPMENT AND INDUSTRY

RESPONSE TO DEPARTMENT OF TRADE AND INDUSTRY CONSULTATION PAPER

“ENERGY POLICY – KEY ISSUES FOR CONSULTATION”

1.
The Scottish Council for Development and Industry (SCDI) is an independent membership network, which strengthens Scotland’s competitiveness by influencing Government policies to encourage sustainable economic prosperity.  SCDI has had a strong interest in energy policy for many years.  In the last year alone, it has submitted advice to Government on a range of energy issues, including a response to the Performance and Innovation Unit (PIU) Energy Review, observations on the House of Commons Trade and Industry Select Committee’s inquiry into “Energy – Security of Supply”, and representations to the Chancellor on the effect on the oil and gas industry of tax changes introduced in the 2002 Budget.  SCDI has also participated in the internet-based consultation exercise run by Dialogue By Design in conjunction with the development of the Energy White Paper.

SCDI’s recommendations to the PIU Energy Review

2.
In its original response to the PIU Energy Review, SCDI made the following recommendations:

· Government should provide support for research into the development of technology that would allow the capture and storage of carbon dioxide from electricity generation.
· There should be a fundamental review of the operation of the Climate Change Levy (CCL), which would encourage a switch to less carbon-intensive energy and a more efficient use of energy.

· All of the proceeds of the CCL should be directed towards assisting industry to use energy more efficiently, supporting the development of renewable energy and promoting energy efficiency. 

· The remit of the electricity industry regulators should be revised to require a comprehensive regulatory impact assessment which demonstrates that each decision taken by the regulator is consistent with climate change objectives.
· Government should share the investment costs in developing the transmission infrastructure to cope with a significant increase in renewable generation in Scotland for the benefit of UK consumers. 

· The cost burden of developing renewable energy in Scotland, which will make a significant contribution to the UK’s target of 10% of electricity generated from renewable sources by 2010, should not be borne by the Scottish consumer alone.

· Government should take steps to capitalise on existing expertise in renewable energy to create global leaders, especially with regard to the European Union’s enlargement plans.
· If the issue of waste management can be satisfactorily addressed, Government should make an early decision to invest in new nuclear plants, which will contribute towards a balanced energy policy and long-term continuity of supply.
· Government should devote significantly more resources to promoting energy efficiency in industry and the population at large to enable them to cope with future rises in energy prices.
3.
The key points in the PIU report, published in February 2002, are set out in the Annex to this paper as background.

MAIN THEMES FOR CONSULTATION

4.
SCDI has the following comments on the Department of Trade and Industry consultation paper, “Energy Policy – Key Issues For Consultation”.

Security of supply

5.
In SCDI’s view, the PIU report took a sanguine view of the prospects of the UK becoming increasingly dependent on gas as the main source of fuel for electricity generation.  This is perhaps difficult to justify when, on present trends, DTI figures show the UK moving towards gas providing 70% of its electricity by 2020, with perhaps 90% being imported.  SCDI considers that Government should take steps to minimise our exposure to the risk that supplies might be disrupted in the medium to long term.  Continuity of supply is vital and over-reliance on external sources, outwith domestic influence, would be unwise.

6.
SCDI believes that a balanced energy policy is required in order to reduce volatility and increase security of supply.  Over-reliance on one fuel source would risk exposure to significant price increases in the event of shortages, or even disruption in supply.  Depending on the future development of the industry, in SCDI’s view, this could mean putting a ceiling on the proportion of the country’s electricity that is generated by gas.  It also means making the most of the UK’s own oil and gas reserves in the UK Continental Shelf.  Clearly there are also implications for the future of the nuclear industry.  The UK’s plentiful supplies of coal should also play a part in ensuring security of supply, provided that carbon sequestration technology is developed.  SCDI repeats its recommendation for Government support for the development of such technologies.  In the meantime, SCDI notes that the Government incentives currently available for the construction of renewable generation are contributing to security of supply, albeit from a low base.
Climate change

7.
SCDI supports the Royal Commission on Environmental Pollution (RCEP) recommendation that the UK should achieve a 60% reduction in carbon dioxide emissions by 2050.  SCDI therefore agrees that climate change and other environmental objectives should be given greater emphasis in the development of UK energy policy.  This should extend to the remit of bodies with a significant influence on the energy industry, such as Ofgem, whose principal duty under statute is currently to “protect the interests of gas and electricity consumers, present and future, wherever appropriate by promoting effective competition.”

8.
SCDI continues to believe that an integrated combination of “carrot and stick” measures should be put in place to bring about the move to a low-carbon economy.  A clear Government commitment to reaching its climate change targets is required, coupled with appropriate tax incentives and subsidies, in order to improve the efficiency of energy use in industry and the domestic sector.  Only when sufficient “up-front” incentives have been put in place should the imposition of additional fiscal measures be considered.  Similarly, Government needs to warn energy users well in advance if it is minded to increase the cost of energy in order to reduce demand.  This will allow industry to plan and invest for a low-carbon economy.  

9.
Clearly, imposing additional costs on UK businesses’ energy use that are not also borne by their international competitors reduces their competitiveness, offset to some extent by first-mover advantage.  SCDI has argued before that the Climate Change Levy (CCL) acts as a cross-subsidy from manufacturing to the service sector, rather than offering real assistance to industry to reduce its energy use.  The 0.3% National Insurance employers contribution reduction resulting from the CCL has, in any case, been reversed by the measures set out in the 2002 Budget.  Although SCDI acknowledges that a proportion of the proceeds of the CCL is currently recycled in the form of grant assistance for investment in energy efficient equipment, it would prefer to see all of the proceeds of the CCL recycled in this way.

10.
Particularly in an era when changes in society are leading to a significant increase in the number of households across the UK, domestic energy demand will continue to grow.  SCDI would like to see significantly more Government resources applied to educating consumers on the importance of using energy more efficiently, coupled with more financial assistance for home energy efficiency measures.

Energy efficiency and combined heat and power

11.
SCDI welcomes the emphasis on demand management in the PIU report.  As part of its regular information programme for its member organisations, SCDI recently ran a series of seminars across Scotland on energy efficiency in conjunction with the Scottish Energy Efficiency Office (SEEO).  While many organisations will see significant cost savings as a direct result of this initiative, it has sometimes been difficult to raise interest in the topic.  Yet if business is to make its contribution to achieving energy efficiency targets, all must be aware of the potential savings.  

12.
As well as the mistaken perception that investing in energy efficiency will not significantly reduce business costs, there is still not enough grant and tax assistance available to encourage such investment.  In that sense, the CCL is not working.  Worthwhile initiatives, such as the grant schemes administered in Scotland by SEEO, do not have access to enough funds to bring about a step-change in energy efficiency.  SCDI repeats its call to Government to direct all of the proceeds of the CCL into assistance for businesses in all sectors to invest in energy efficient equipment. 

Renewables

13.
A pleasing outcome of the PIU review was the increasing emphasis on renewables.  SCDI is enthusiastic about the industry’s potential in Scotland to provide employment in ongoing maintenance as well as in fabrication, particularly in peripheral rural areas.  The recent opening of the Vestas facility in Kintyre being one example.  The combination of Scotland’s expertise in the offshore oil and gas industry, and its traditional strengths in shipbuilding and engineering, together with a strong Scottish research base, provide an excellent opportunity to build up a world-leading renewables industry, particularly in wave and tidal technologies.  SCDI is keen to see Aberdeen developed as a centre of renewable energy excellence and therefore welcomes the DTI’s establishment of Renewables UK in the city earlier this year.  The establishment of an Energy Intermediary Technology Institute by Scottish Enterprise in Aberdeen would provide further impetus to this process.

14.
The effectiveness of the market-based Scottish Renewables Obligation and its successor instrument, the Renewables Obligation (Scotland), in providing policy certainty and encouraging significant investment can be seen in the increasing number of applications for the construction of onshore and offshore wind farms in Scotland.  The move to constructing new renewables has been made more attractive by current wholesale electricity prices.  At present, under the New Electricity Trading Arrangements (NETA), prices are at approximately £18-20 per megawatt hour (MWh) in England and Wales (the NETA regime is planned to be applied in Scotland from April 2004 under the British Electricity Trading and Transmission Arrangements (BETTA)).  Under the Renewables Obligation in England and Wales, for example, renewables are at an advantage over other forms of generation.  Generators receive not only the market price for the electricity generated from those licensed electricity suppliers that purchase their output, but can also sell separately “Renewables Obligation Certificates” (ROCs) – which certify that their electricity is generated from renewable sources - for up to £30/MWh.  Finally, all suppliers who have met their Renewables Obligation through ROCs are entitled to a share in the £30/MWh buy-out payments paid to Ofgem by those suppliers that choose not to purchase renewable energy.  

15.
DTI’s response to the PIU energy review suggested that the new entry price – i.e. the lifetime cost for new electricity generation plant – of gas combined cycle generation was £20-25/MWh, with new coal generation at £25-36/MWh and new renewables at £22.5 – 39/MWh.  British Energy figures suggest that the equivalent figure for new nuclear generation would be £25-30/MWh.  In other words, the current wholesale electricity price of £18-20, coupled with Government subsidy under the Renewables Obligation, only justifies major new investment in wind power capacity, which is the most competitive renewable technology.  Construction of new gas, nuclear or coal generation plant is not currently economically viable as the wholesale electricity price would not cover generation costs, let along produce a return for investors.  Not only does this make the maintenance of a balanced source of supply commercially unattractive, SCDI is concerned that it also does not provide significant commercial incentives for investment in research in other renewable technologies, such as wave and tidal power, where the UK could develop a world lead. 

16.
SCDI will be responding separately to the Scottish Executive’s consultation on the appropriate renewable generation target for Scotland.

Nuclear

17.
Recent announcements regarding the future of British Energy, which is the UK’s largest single electricity generator providing approximately a quarter of our electricity supply, are a cause for concern.  While the current wholesale price of electricity is a factor in the company’s difficulties, SCDI notes that British Energy has also called for exemption from CCL for nuclear-generated electricity, and for the non-domestic rates burden applying to its plant to be reduced to stand at a similar level to that applying to other forms of generation in order to improve its competitiveness.  SCDI considers that if the CCL is genuinely intended to encourage a reduction in greenhouse gas emissions from energy use, it is difficult to justify charging CCL on electricity generated by nuclear power stations when nuclear power does not produce significant greenhouse gas emissions.  Currently, coal and gas-fired power stations pay approximately £9,000/Mw per year in non-domestic rates, while nuclear power stations pay £14,500/MW.  SCDI trusts that the Government will fully consider the company’s proposals.  In the meantime, SCDI notes that, on 9 September 2002, the DTI announced a short-term loan of £410 million to British Energy pending clarification of the company's full financial position. 

18.
SCDI’s sister organisation, the Scottish Council Foundation, has carried out research for the Scottish Executive on public attitudes to nuclear waste.  The results suggest that the public is more mature when faced with the waste issue than press and politicians sometimes give them credit for.  People want to know what is going on and to have a say in how waste is dealt with.  This in turn suggests that an open, participative process is required in addressing the nuclear issue.  Even if the nuclear industry were to cease in the short term, these issues would still have to be faced.  It is worth noting that BNFL’s recent decision to close Chapelcross has led to calls in the local area for a replacement station to be built in order to safeguard high quality, high value jobs in a rural part of Scotland.  SCDI believes that there is a public demand for leadership on this issue and that Government must do more than “leave the nuclear option open”, as the PIU report recommended.  A decision on the future of the nuclear industry in the UK must be made now.  SCDI’s policy position is that, if the issue of waste management can be satisfactorily addressed, Government should make an early decision to invest in new nuclear plants, which will contribute towards a balanced energy policy, meeting the UK’s climate change emissions targets, and maintaining long-term continuity of supply.

Gas and oil

19.
SCDI’s original submission to the PIU emphasised the importance of maximising the extraction of oil and gas from the UK Continental Shelf through ensuring the maintenance of a long-term stable fiscal approach to the oil and gas sector and providing continued support for the joint Government-industry PILOT initiative.  SCDI is concerned that announcements in the 2002 Budget have undermined industry confidence in Government’s willingness to maintain this stability.  Given the nature of the oil and gas industry and its scale, major investment decisions are long-term.  Thus to impose an unannounced, retrospective tax is particularly damaging to investor confidence.  This is likely to inhibit future investment with the inevitable effects that this will have throughout the Scottish and wider UK economies.  

Coal

20.
Coal remains an important energy resource for the UK.  SCDI notes the reasoning behind imposing CCL at a higher rate on electricity than other sources of energy.  However, it would like to see more account taken of the particular technology used to generate electricity, to allow for more efficient, less polluting technologies to be liable to a lower levy.  So, for example, coal-fired electricity generation that benefited from some degree of carbon sequestration would attract a lower rate than conventional coal-fired generation.
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ANNEX: KEY POINTS FROM PERFORMANCE AND INNOVATION UNIT ENERGY REVIEW

The UK's future energy strategy should have the following elements: 

· energy security should be addressed by a variety of means, including enhanced international activity and continued monitoring. However, there appear to be no pressing problems connected with increased dependence on gas, including gas imported from overseas. The liberalisation of European gas markets will make an important contribution to security; 

· continued attention to long-term incentives is needed, though recent levels of investment in the energy industries have been healthy; 

· there is a strong likelihood that the UK will need to make very large carbon emission reductions over the next century. However, it would make no sense for the UK to incur large abatement costs, harming its international competitiveness, if other countries were not doing the same; 

· keeping options open will require support and encouragement for innovation in a broad range of energy technologies. The focus of UK policy should be to establish new sources of energy which are, or can be, low cost and low carbon; 

· the immediate priorities of energy policy are likely to be most cost-effectively served by promoting energy efficiency and expanding the role of renewables. However, the options of new investment in nuclear power and in clean coal (through carbon sequestration) need to be kept open, and practical measures taken to do this; 

· the Government should use economic instruments to bring home the cost of carbon emissions to all energy users and enable UK firms to participate in international carbon trading. Achieving deep cuts in carbon would require action well beyond the electricity sector where cuts have been concentrated in recent years; 

· step changes in energy efficiency and vehicle efficiency are needed, with new targets for both. In the domestic sector, the Government should target a 20% improvement in energy efficiency by 2010 and a further 20% in the following decade; 

· the target for the proportion of electricity generated from renewable sources should be increased to 20% by 2020; 

· institutional barriers to renewable and combined heat and power investments should be addressed urgently; and 

· the Government should create a new cross-cutting Sustainable Energy Policy Unit to draw together all dimensions of energy policy in the UK. 

In the light of this review, the Government should initiate a national public debate about sustainable energy, including the roles of nuclear power and renewables.
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