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General points

1.

In his foreword to the consultation document, the $fariwrites:

We will consult extensively on our proposals for the RO. iiédlyw important
that we get the details of any new approach rigid this document sets out
what we think are the key issues and invites views on tf@ar.emphasis.)

We strongly agree with this statement, not least becthes decisions to be
taken will affect energy and carbon markets for marary¢o come, and they
have the potential, if poorly made, to either (a) impasestantial,
unnecessary costs on energy consumers and/or taxpayeits) to deliver
substantially smaller reductions in CO2 emissions thanldhme feasible for a
given real resource cost, or (c) some combinatiorhesd two effects. The
costs of mistakes can be expected to be high for ti@esiand obvious reason
that the scale of the potential problem to be addressed)es

Notwithstanding the opening Ministerial sentiments, tigerso far as we can
see, nothing in the consultation document that couldtanbate a claim that
the proposals for banding the Renewables Obligation aleniines suggested
should be the preferred way forward for the Governméie are aware that
the proposals first emerged from the Energy Review gsydaut there is no
evidence that a regulatory impact assessment (RiMeofaquired degree of
scope or specificity was carried out during that praceddeither the
assessments conducted during the Energy Review nor theal PRIA
document accompanying the consultation document comes amyalbse to
the kind of policy analysis that is, on grounds of prapodlity (to the high
seriousness of the issues at stake), appropriate.

We therefore strongly urge the Government to firsispaand then engage in
the clear and imaginative policy thinking that will be negd to develop
effective and efficient environmental policies for theemy sector (and
beyond). In other commentaries on regulatory impactsassent we have
argued consistently that failure adequately to ‘frametrétevant policy issues
at the outset is a factor leading to costly and ald@lerrors at later stages. In
its various reports, the NAO has also made similartpoirfsuch an exercise
need not be protracted — it is improvements ingbality of thinking that is
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questions.
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deployed, not in the quantity of RIA documentation acdated, that have
the potential for creating substantial value added (orhapsr more
realistically, avoiding the imposition of unnecessalakge burdens on energy
consumers and/or taxpayers).

4, Among other things, regulatory impact assessment gomgafd should pay
greater attention to (a) clarification of policy objges, (b) the clear
identification and specification of the policy problerashe addressed, (b) the
overall design of renewables policies which takes faloant of economic
interactions with other, wider policies (most speailliz the EU Emissions
Trading Scheme (ETS)), and (c) the full range of fdasilalternative
approaches that might be adopted to meet the policy olgiectincluding
options that have been suggested by other energy sechdystanand
commentators but that have not yet been consideredait dering the course
of the limited RIA conducted to date.

5. Even setting aside these general weaknesses in yha waich reform of the
RO has been considered to date, the much more limitedigx@af assessing
the potential impacts of implementing the ‘banding optibas not yet been
performed to any acceptable standard. For example, thig bkstorting
effects on competition, the implications for regulatangertainty and the cost
of capital, the history of performance deficienciesadministered markets’,
and the tendencies toward ‘politicisation’ of markets ceptible to
administrative interventions are all aspects of pineposal that are either
ignored or glossed over in the Partial RIA document puldisivéh the
consultation.

6. It is not feasible in this response to cover all le# points that might be
relevant in reconsidering the future of the RO. We imstead attempt to do
two things:

» Set out, in summary form, some of the high level ctim@s that can be
levelled at the current banding proposals, as an indicas to why
this type of approach should be considered to be a depatyractive
option.

* Provide some indications of the characteristics thghtrbe expected
to feature in a better, alternative way forward.

Non-neutrality and discrimination

Notwithstanding the statement at paragraph 2.3 of the Itatiso document that
“The RO was devised as a technology-neutral instrument designed to brthg on
most economic forms of renewable generatjotfie RO is manifestly not a
technology-neutral instrument. As a simple matteaof, it privileges certain forms
of electricity generation technology, and certain hads of contributing to carbon
emissions abatement, over others. What is true s whinin certain categories of
technologies, the RO has, to date at least, beerahastbetween different techniques
of electricity generation (e.g. between onshore dfgthore wind facilities).
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The current proposals for banding the RO effectivelyedthe non-neutrality (or

discrimination) in public policy to a yet more micro-eomic level. For reasons
given below, we think that this would be unwise as atenatf good policy making

but, quite apart from such reservations on economic grotineise must at least be
some doubt about the legality of what is being proposed.

The central argument deployed in favour of banding appearbetthat some
renewable technologies or techniques are more costly ¢kizers, and that it is
appropriate, in order to keep the RO payment levels dowpayoless for the less
costly alternatives. It is unclear, however, how thiers from the argument that
might be advanced by a discriminating monopsonist (or darnimayer) that, faced
with an upward sloping supply curve, it can keep costs doainleast in part to the
ultimate benefit of its own customers — by pursuing réhsioatory procurement
policies.

There can, of course, be efficiency arguments in faebsuch price discrimination;
but there are also arguments against (e.g. in ternmapEdats on competition and on
supply-side incentives generally), and such conduct hase ctombe viewed
sceptically, at least on@ima faciebasis, by competition authorities. At a minimum,
therefore, any satisfactory regulatory impact assessmeuld need to address the
relevant, negative aspects of such discrimination — whidhcipally concern
distortions of competition and of supply-side incentivem a very careful way, to
assess legality.

Assessment of effects on competition

The Partial RIA document appended to the consultation iswever,
disproportionately thin when it comes to assessing @ffe¢ the proposals on
competition. The full extent of the assessmenbiganed in one, short paragraph as
follows:

“5.1 The Renewables Obligation is a market-based instrument that openates
competitive market for electricity. The rules of the RO apply non-discriminatory
way to all participants in the renewables industry and electricgégta. The
Government’s intention is that this will remain the case withhal amendments to
the RO(Q(sic) and there are no changes that will be likely to have any material impact
on competition in the electricity market.”

We set this out in full because to read it is to be imatety aware of its inadequacy.
Thus, therules of, say, Apartheid might have been said to “apply in am-n
discriminatory way” to all citizens of South Africlut theeffectsof those rules were
manifestly discriminatory. It i®ffectsthat matter and, when evaluating them, the
relevant market to consider is ntite electricity market. The RO itself creates a
distinct relevant market since, by virtue of the rutdsctricity generated from a coal
or gas or nuclear station is not a good substitute (fioelactricity supplier) for
electricity from a renewable source.

Given this, it is obvious that the banding proposals de hlae potential to give rise
to material impacts on competition in the relevantkeg(for electricity generated by
the defined renewable technologies). The expected imgeptnd upon the extent of
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the discrimination — which would be determined by the detdithe banding
proposals if such proposals were to be implemented -itaadthose impacts that
stand to be assessed.

The prima faciedistortions of competition that would be caused by bandiwogld be
acceptable to the Government only if they are eithgrn(@ appreciable or (b)
indispensable for the achievement of key policy objecfiveGiven that the UK
Government has argued in other European policy contextsnthiapensability tests
should be applied with some rigour — so as to prevent @idypon competition and
state aids from being undermined by Member State governrkeetsto subsidise
domestic industries or to otherwise interfere with merker local political advantage
— we think that the DTI faces a special responsibilitgneure that this aspect of the
regulatory policy assessment is performed with due diigenAt a minimum, that
should involve analysis of the full spectrum of poliggtions that have been put
forward, or that will be put forward in the course ofstbbonsultation. If this were
done, it would in our view be surprising if, at the end of #usrcise, it could be
concluded that there was no other option that could becteg to have a less
distorting effect on competition in the relevant matkan the banding proposals.

Indispensability: taking stock of the RO

The renewables obligation itself was something of a degaftam key principles
that have guided UK energy policy for over two decades. nddowever, when first
introduced, there were at least some defensible arganmenthe effect that the
indispensability test was satisfied.

Even considering just the basic scheme (i.e. putting dsrdihe moment the new,
banding proposals), recent experience and evidence suggesintilar arguments
deployed in today’s market conditions are less plausiblee RO has, for example,
been criticised by more than one public body on groundstthehieves abatement of
CO2 emissions at a substantially higher cost than atteenpolicy instruments; and
there has been no great rush to copy the scheme in pit&tictions, where
alternative paths have been followed. Perhaps modafuoentally, we now have the
EU Emissions Trading Scheme (ETS) in place, implyirag #ny assessment of RO
proposals against criteria such as indispensability, négessproportionality_ must
be framed in a way that takes account of the interati@tween these two aspects of
public policy.

We are where we are, and in accordance with the priscgflgood regulation (in
particular, with the principle of consistency) thehewld be no question of resiling on
past policy commitments in relation to existing renewalpiegects. On the other
hand, looking forward it would be advisable to re-setpthiecy direction by reference
to the general principles that have successfully indordK policy for many years
now (e.g. the maintenance and promotion of undistorb@apetition). The current
banding proposals would, in our view, take UK policy muclhierr down a different

2 These are necessary, but not sufficient, conditioa policy that causes the minimum necessary

distortion of competition may nevertheless be refettecause the harm to competition is assessed to
be greater than the benefits of meeting the relguality objective.
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and uncertain (because more detached from established |@shqg@th, strewn with
potential distortions of relevant markets.

Regulatory certainty and administrative burdens

In consequence of being a further, more radical breaanyprinciple of technology
neutrality, we believe that the banding proposals woaldeha number of highly
undesirable consequences for the future conduct of enviroamant energy
policies, including:

* Increased administrative discretion, exercised innggtboth bands (which
specify which technologies are in a particular band andtwhre not) and
ROC rates, can be expected to increase regulatorytaimtgr with, among
other things, potentially adverse consequences for investment

* Increased administrative influence over outcomes eapxpected to attract
increased resources to political lobbying for and againstcpkt options.
The general tendency will be toward re-politicisatioh energy markets,
reinforcing problems of regulatory uncertainty.

» The complexity of the proposals can be expected to aserethe
administrative burdens of regulation, both in governmemtt @mong
electricity generators and suppliers.

 The costs of administrative complexity can be expetbedo beyond the
immediate cash costs of additional human resourBesibstantial fraction of
the administrative tasks associated with the RO acated to Ofgem, an
organisation whose (very different) primary duties ancgassibilities lie
elsewhere. This ‘tagging on’ of extra responsileditto the regulator could,
via loss of organisational focus, hinder other aspectsgdi@t work.

There are other points that could be made, but it wificRuhere to point out that
these (and related) weaknesses of the banding propasalsimply the classic
weaknesses associated with policies that seek to substitiministrative decision
making for market decision making. The UK was ill-servedthry ‘administered
markets’ approach in the past, and it is difficult to ewe of benefits that could
emerge from its resurrection.

Policy objectives and identification of issues

Part of the problem with the policy assessment to datemave arisen from lack of
any clear discussion of the objectives of the polidyictv in turn may be linked with
a certain fuzziness about the issues at stake. Claddyement of carbon emissions
is a very major policy goal for the Government, but the only goal of relevance in
the current context? Much of the reasoning in the ctatsarh document proceeds as
if the answer to this question is in the affirmative — ¢hg. analysis of ‘costs’ of
different technologies works with a relative narroviirdgon of costs — but there are
good reasons to think that other objectives can or shouleldeént also.
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Consider, for example, what may be the most imporsamyle factor driving the

current review of the RO — the differences betweehamsand offshore wind. There
are certainly significant capital cost differenceswastn the two, such that, other
things equal, onshore locations would tend to be preferrétle fact that the

Government is keen to promote offshore developmentsates, therefore, that other
factors (i.e. not just a concern with achieving maximabatement of carbon
emissions for a given level of expenditure) must beatk. Thus, for example, the
expansion of onshore wind-farms may be limited beca@idecal resistance to the
construction of such facilities.

To the extent that the issues at stake concern mdaans of externalities or social
costs, it is reasonable to argue that public policy sha@dk to incorporate
allowances for such costs into the decision makinggs®c Or, put another way, the
externalities or social costs are potentially capableproviding an ‘objective
justification’ for differences of approach betweentmre and offshore facilities.

It should be noted, however, the differences here areeatly to do with technology:
rather they are related tocational variations in social costs. Further, there is no
reason to think that the social cost differences bal at all well reflected by an
approach that relies upon variation in RO Certificat®(R allocations, and which
leads to the financial differentials in payments (asvben locations) being linked to
the market price of ROCs (which will tend to vary otiare as a result of changes in
non-locational factors in the market).

If carbon emission abatement is all there is toRRE the problem of discrimination,
identified above, becomes acute: the Government thedsrieebe clear as to why
much more should be paid for a unit of abatement achievedheidgechnology than
via some other technology, given that this appearseta lrecipe for inefficient
abatement decisions and for distortions of competiti@r®the other hand, if (as we
think is the case) there is more to renewables pohey tcarbon abatement, it is
important to specify clearly what the relevant objexdiare, as has been repeatedly
indicated by the Government’s own guidance on best practicegulatory impact
assessment. Is it the intention to support high-dtetnatives on the basis of ‘infant
industry arguments’ or is it to support technologies whighvirtue of their location,
impose fewer social costs. It matters which.

If objectives are specified more precisely, the wayl Wwé clear for the difficult
exercise of crafting policy options that are potentiaipable, in their different ways,
of contributing to the achievement of the policy godfg¢here are multiple goals, the
better policy options will likely be multi-dimensiolnalso. For example, measures to
address locational variations in the social costs ofdviarms might better be
unbundled from measures to reduce carbon emissions.t&gehing of policy is one
of the high-level principles of better regulation, butsitanother of those principles
that seems to have got lost along the way in the dewedat of the banding
proposals.

Questions of policy design: the RO and theETS

The thing that we found most surprising about the consuitatias the lack of any
analysis of how, in the future, the RO is expectedaeetail with the ETS, which, as
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of now, must be regarded as the primary policy compontheo Government’s
carbon strategy. Such an omission was understandatile &itne that the RO was
introduced, but is incomprehensible in current conditions

In the original set up, the RO was designed to providewaiples facilities with a
premium over the market price of electrictyhatever that price may beThat is, the
effective subsidy is added to, and is not contingent ufien market price, and the
current proposals retain this feature of the approadakienGhat wholesale electricity
prices have risen substantially since the RO wasdoted, the effect has been that
renewables have enjoyed effective prices for their dautpat have been significantly
higher than originally anticipated.

Although this is not necessarily a problem in abstrattwholesale electricity prices
are as likely to fall as to rise, it is largely a reatf the allocation of price risk — it is
a real issue in the relevant factual context. Thedtref electricity prices has been
upward, and that trend can be expected to contmeideast because of the prospect
of an increasing influence on prices from the ETBigher carbon prices can be
expected to be reflected in higher wholesale electripiiges, and the latter can
therefore be expected to reward renewables generatecdlyliand to an increasing
extent for their contribution to carbon abatementjtequndependently of any
payments under a revised RO scheme. The higher the garicenthe higher the
reward to renewables.

Since the original rationale for the RO depended in pam tip® absence of effective,
alternative policy instruments — the indispensability argnim- the more effective the
ETS the lower should be the effective contributiorihef RO. That is, the two arms
of policy should operate in a complementary wayt, independently

The continuation of the RO, over such an extended taescan only be interpreted
as a signal that the Government does not expect th&TtBewill be fully effective
within the relevant time horizons. That may welldeorrect judgment, but it is a
position that could cause substantive difficulties durfe policymaking if the linkage
between the rationale for the RO and any limitatointhe ETS is not recognised.

The effectiveness of the ETS will not likely be a O-attar: it will be more or less
successful, depending upon a range of factors, many of podtical. One of our
concerns about the proposals is that, since they amged to maintain thadditivity
of the RO to the ETS, they actually provide disincezgifor the UK to press hard for
improved EU ETS effectiveness. The more effectiveBm&, the more likely it is
that UK consumers will be faced with excessive elgtyrprices as a result of the RO
payments (set in a period when the ETS was less e#¢ct

We believe therefore that, if the RO approach is todsginued, a more sensible way
forward would be to index the (ROC) buy-out price to eithe wholesale electricity

price or, at a minimum, to the carbon price, such thathbuy-out price falls as the
wholesale electricity (or carbon) price rises. hié tmarket price of wholesale power
increases, particularly if that increase is driven lghér carbon prices, then the level
of support provided to renewables should fall.
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A number of alternative policy options have this featwigch could also be used in
a banding system (although all the objections to therlattet out in the above
sections, would remain). Thus, proposals that conegmphe offering of fixed-price

or fixed-payment (e.g. take-or-pay) contracts to renewabfergeors, or that are

based on competitive tendering for contracts — whether bie supply contracts or
financial contracts-for-differences (CFDs) — are abtarised by the fact that the RO
payments are nadditive to the wholesale electricity price.

Fixed-price/payment or CFDs are not the only optiongesindexation can also be
partial. For example, there could be full (negativeeixation of the ROC buyout
price to the carbon component of wholesale electrimitces (which is suggested by
the logic of the RO and ETS policies), but only partidieixation to other components
of wholesale prices. These are the some of thele@t@spects of policy design that
should be covered in a more rigorous and focused RIA isgerc

In conclusion

Whilst we can understand the reluctance of the Govarntoeely exclusively on the
EU ETS framework in seeking to constrain CO2 emissiaesthink it nevertheless
advisable to put first things first, which means recognisheg ETS’s lead role in
future policy. The RO has, at most, a supporting lach needs to be defined in
relation to the ETS. In our view, that implies, asnamimum, that RO payments
should be determined in ways that are inversely relatedatbon prices. Such
linkage is not a feature of the current banding proposals.

More generally, the banding proposals appear to incorponatege of features that
are quite contradictory to the principles upon which reti#energy policy has been
based. The proposals involve the administrative detatiam of categories of
generators, the administrative determination of pr@meshe basis of relative costs
(mimicking the cost-plus or cost-of-service approach assatwith utility regulation
in olden times), the development of renewables pohdgalation from other aspects
of public policy for energy and the environment, the coetnéen of pretty well all
the principles of better regulation, and substantiaitygaased administrative burdens
associated with implementation.

Speaking generally, consultation (and the regulatory gtn@ssessment process more
generally) can only be of value if they sometimes |l@adhtanges in policy. There is
inevitably a considerable amount of scepticism around aswhether the
Government’s ‘better regulation agenda’ actually has diegte(other than adding a
further layer of bureaucracy) but, given the points ma@eb@&lieve that the DTI now
has an opportunity to show that intelligent regulatorpant assessment can have
substantial value added.

The current proposals are not well thought through, péatiguin terms of their

relationship to EU ETS; they could cause future admatise nightmares; and are
characterised by an unnecessarily high risk that efégticustomers (or taxpayers)
will end up paying substantially in excess of a reasonabat&ehprice for the level of
carbon emissions abatement achieved. We strongly advecate basic rethinking,
focused on: clarifying policy objectives (what, in additimncarbon reduction, is
renewables policy about?); more vigorous developmenltterhative policy options:
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unbundling policy option components (e.g. distinguishing locatiassues from
aggregate CO2 emission issues); achieving better harmonisatib the ETS,;
avoiding distortions of competition and of supply-side moes; and keeping
administrative burdens to a minimum.

Precisely because the stakes are so high in this areaelligpamit policy design could
be very costly indeed.
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