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Summary

The ingredients of major change for the UK energy market are in place.
Political debate no longer focuses on whether stretch targets for renewables
and CO, reductions are desirable but how they are best achieved. We have
embarked on a largely irreversible legislative path towards a radically
different future.

Energy companies face a stark choice: wait for clarity to emerge before
changing strategic course, relying implicitly on the ability to change faster
than competitors as the source of competitive advantage, or build a new
vision for the future, taking the strategic actions that will ensure that it
becomes a self-fulfilling prophesy.

We need to break free from the mental straightjacket of experiences and the
challenges of today. Defining a set ‘breakthrough beliefs’ derived from the
evidence available today can help achieve this end. The resulting story for the
next 10-15 years will provide the foundation for a strategic roadmap which
can deliver first mover advantage and shape the future of the market.

Background designed to tackle the full spectrum of

energy policy challenges. Although the
InJanuary 2007, the  European initiative  to  drive  forward  the
Commission published an ‘Energy Policy liberalisation agenda with a 3™ package of
for Europe’. This comprehensive set of legislative measures grabbed most of the
proposals brought together a range of early attention, it soon became apparent
existing and new policy measures that the environmental policy proposals
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would have a much more far reaching
impact. By the time the proposals were
(perhaps surprisingly) endorsed at the
2007 spring meeting of the European
Council, the radical nature of these ‘green
measures’ had become appreciated. The
so-called ‘Green Package’ comprises the
following elements:

Save 20%
against projected consumption

of energy by 2020
Increase share of renewable
energy to 20% by 2020

Increase share of biofuels to 10%
by 2020

Commit to cutting greenhouse gas
emissions by 20% by 2020 against
1990 levels with the ambition of
achieving 30% cuts in line with
appropriate
agreements

international

Of particular significance was the binding
target to achieve a 20% share of
renewable energies in overall EU energy
by 2020. This

‘business as usual’ and people are only

consumption is not
now beginning to recognise that this
decision has triggered an irreversible
legislative journey towards a radically

different UK energy market.

By the time the burden

discussions had concluded and the 15%

sharing

target for the UK was confirmed in
January 2008, further had
highlighted the extent of the policy

analysis
challenge. The inherent constraints in
introducing renewable technologies to the
heat and transport sectors pointed to a
of the UK

radical transformation
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electricity market. The 15% energy target
implied a share of the electricity market
no lower than 30% and possibly as high as
50%. Although it is likely that the draft

directive will be further amended
reducing the UK ambition towards the
lower end of this range, this still

represents a massive change for the UK
energy market.

Meanwhile, the UK energy policy agenda
has been focussing for some time on
strengthening the legislative framework
to deliver reductions in CO, emissions,
culminating in the publication of a draft
Climate Change Bill. This Bill does not
appear to be politically controversial and
it is therefore likely that it will pass into
the this
parliamentary term. The Bill includes

legislation before end of

proposals for:

Legally binding targets of a 60%
reduction in UK CO, emissions by
2050 and at least a 26% reduction
by 2020.

A new system of legally binding
five year “carbon budgets”, set at
least 15 years ahead, to provide
the UK’s
towards its key targets.

clarity on pathway

A the
Committee on Climate Change, to

new statutory body,
provide independent expert advice
and guidance to Government on
achieving its targets and staying
within its carbon budgets.

the
easily

New powers to enable

Government to more
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implement  policies to cut

emissions.

A new system of annual open and

transparent reporting to
Parliament. The Committee on
Climate Change will provide an
independent progress report to
which the Government must
respond.

Of particular interest is the fact that only
the most optimistic projections based on
existing and currently proposed policy
measures deliver a 26% CO, reduction by
2020 according to the Energy White Paper
published in May 2007. The implication is
clear — further changes to the policy
framework are required.

So, the policy ingredients for radical
change to the UK energy market are in
place. And, of course, it is unlikely that the
world energy markets or the structural
evolution will

of energy companies

stagnate.

We can therefore be confident that the
markets will look very different by 2020.
But what will these changes be and how
can energy

companies position

themselves now to win in the new world?

‘“Breakthrough

Our thinking in our

experiences and the challenges of today

is so grounded

that it can be very difficult to engage with
a potentially very different future. But the
evidence is overwhelming that it will be
different from today,
Different

very different.

market rules, different
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different
companies with new business models

commodity prices and
organised in new structures with different

geographical focus and product range.

One useful technique is to adopt a set of
‘breakthrough beliefs’ that can be used as
the basis for constructing a story about
the future of the market for the next 10-
15 vyears. Indeed, sufficient clues are
already apparent to suggest what such a

set of beliefs might entail. For example:

e International climate

change
agreements will be reached which
UK

European climate policies

reinforce  current and
The UK Government will commit
to achieving a share of renewable
energy in the power sector >30%
by 2020 as part of a journey
towards  full
before 2050

The Climate Change Committee

decarbonisation

will quickly identify the gap
between ambition and reality in
UK CO,

recommend strong measures

emissions and will

initially  perhaps related to
downstream energy efficiency
but

ultimately focussing on the ability

and the heat sector -

bel i ef Sof’ EU ETS and the resulting

carbon price to drive the
necessary investment

The political debate will not relate
to whether the costs of tackling
climate change should be born,

but how they should be shared to




Trilemma UK

20:20 Vision
May 2008

deliver social and competitiveness
policy goals

e Retail competition is here to stay
and politicians will increasingly
look to a vibrant and innovative
retail market to help minimise
customer costs and drive changes
in customer behaviour whilst
more interventionist solutions will
be sought
market.

in the generation

These are, of course, merely hypotheses,
although there is much current evidence
to support them. However, armed with
these ‘stakes in the ground’ it is possible
to start filling in the gaps to create a self-
consistent view of the future to inform
strategic choices. And some of the
conclusions may not be comfortable for
existing market players. For example, the
following ideas about some of the

changes we might see could result:

e The balancing market will be

reformed and risks centrally
managed (including contracts to
incentivise new build and backup
this  will
security of supply when there
high

uncontrollable and ‘must-take’

reserve) - maintain

are volumes of
renewable generation and will
also remove a significant barrier
to entry in the retail market

e Connect and manage

be

adopted along with increasingly

transmission  rules  will
strong locational signals to avoid

network system redundancy
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e Strong incentives will be
introduced on suppliers to
encourage investment in
customer energy efficiency,
significantly reducing the
attractiveness of energy only
products

e A ‘hardship levy’ will be added to
energy bills and the funds raised

redirected to alleviate fuel
poverty
o New plant standards will be

include CO,
emissions and, thereby, reduce

introduced which

the dependence of low carbon

investments on a robust and
durable carbon price

e Micro-generation, smart
metering and energy

management solutions will be
pursued aggressively as part of
the
products

new portfolio of retail

play
increasingly significant role in

and will an

system balancing along with
large scale power storage

of the market

require significant

Such overhaul

framework would

an

political will to deliver. However, the
circumstances are aligning such that a
new Government following the next
general election may well find itself
having to act.

A Strategic Opportunity

The future remains extremely uncertain
but sufficient clues exist such that it is
possible to paint a picture which can
inform the development of a long term
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winning strategy. One thing is clear,
success in the past is no guarantee of
success in the future and new ideas and
approaches are bound to be required.

It is entirely reasonable for companies
to choose a strategy based on adapting
to changes faster than competitors and,
in this case, a wait and see approach is
appropriate. However, large utility
companies are probably more suited to
a strategy in which they proactively
move in a particular direction and use
their size and influence to shape the
market to help ensure that their vision
becomes a self-fulfilling prophecy.

However, the breakthrough beliefs
outlined above highlight the extent to
which conventional wisdoms need to be
challenged. For example:

e s vertical integration the most
efficient structure in a market
where balancing risks are
centrally managed and the core
competences required in
generation and retail are so
completely different?

e What is the future for high
capital cost generation
investments (nuclear, CCS) which
require high load factors to make
the economics stack up when
this can no longer be guaranteed
far into the future?

e Can de-centralised (i.e. market
based) investment decisions
really deliver security of supply
and a rapid transition to
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renewables and low carbon
generation?

e Will the role of national
governments in energy markets
reduce or increase and what
does this mean for the single
European market and the
business models of pan-
European players?

e To what extent can existing large
suppliers be expected to drive
the transition towards new retail
products and services and, if not,
what mechanisms will be used to
drive the necessary entry of new
players with new business
models?

e How attractive is the energy
market to potential new
entrants, for example: forward
integration by oil and gas
companies, emergence of new
international renewables majors,
networks providing a natural
home for the ‘wave of private
equity’, fast moving retailers
adding energy products to their
overall customer proposition?

The future is highly uncertain. However,
sufficient clues about the future do exist
and now is therefore the right time to
explore the strategic choices that will
deliver genuinely sustainable competitive
advantage through a period of major
change in the industry.




