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DEPARTMENT OF FINANCE & PERSONNEL

Craigantlet Buildings
Stormont Estate
BELFAST BT4 3SX

Tele: 028 9052 0444
Direct Line: 028 9052 7437 or 27437 on Network
Fax: 028 9052 7270 or 27270 on Network

From: Dr Andrew McCormick
Second Permanent Secretary

13 January 2003

Mr Geoffrey Spence

Head of Private Finance Unit
HM Treasury

1 Horse Guards Road
LONDON

SW1A 2HQ

Dear Geoffrey,

POSSIBLE LOW COST BORROWING MECHANISM FOR THE ENERGY
INDUSTRY IN NORTHERN IRELAND

| am very grateful to Sean Byrne and Ros Dunn for their help so far with this
topic: the informal exchanges so far have led the Minister here, lan Pearson,
to agree that this issue should be put formally to the Treasury for consideration
and | am very grateful that arrangements have been made for a meeting
tomorrow. In preparation for that discussion, | have sought to set out in this
letter the issues taken “from the top” as some of the points from the earlier
informal exchanges have now been overtaken.

lan Pearson, the Minister responsible under suspension for both DFP and the
Department of Enterprise, Trade and Investment here, has agreed that |
should seek Treasury views on a proposal in respect of Energy legislation
here. He hopes very much that you will be able to signal that this can be
accepted in policy terms - at worst, on the basis that action such as this in the
limited context of Northern Ireland would not be likely to have material
repercussions for the major issues you are addressing at UK level in other
sectors.

The policy objective is to reduce electricity prices here. There is premium of
30-40% on average bills, mainly as a consequence of the structural and
financial arrangements that resulted from privatisation. The general
background remains as explained in the first part of the attached paper (Annex
1) which was prepared last year. Paragraphs 1-9 remain relevant as a
summary of the background and context of the NI electricity market, and some
of the considerations which affect future policy making. The specific
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propositions dealt with from paragraphs 10 on have been overtaken in a
number of respects.

The fundamental point remains that electricity prices are markedly higher than
elsewhere in the UK, and higher than they need to be even allowing for the
disadvantages of a small scale market with limited connectivity with wider
markets. One central problem remains the contracts with the main power
stations which were built in to the privatisation arrangements 10 years ago. |
should not understate the degree of resentment and antipathy to private sector
involvement in public services that can be attributed to the consequences of
that privatisation: this has had consequences for all policy developments in
relation to PPPs or privatisations. Hindsight has shown that important
mistakes were made in the arrangements, most specifically the serious under-
estimate of the availability that could be provided by the power stations which
meant that the formula for the availability charge proved much more lucrative
to the buyers than was expected in the negotiations.

Another problem has been the financing costs of certain projects, such as the
Scotland-Northern Ireland gas pipeline (SNIP), which were perceived as high
risk — bringing natural gas here for the first time with no guarantee of a strong
customer base (apart from Ballylumford power station). Additionally, of course,
in a small, peripheral market, there is often just a single sponsor prepared to
take forward a project — British Gas (SNIP), Phoenix (gas distribution) and
Bord Gais (extension of the gas industry).

This is very important background, because it creates a unique context where
there is tremendous significance for a number of aspects of public policy
arising from the electricity price differential. It is highly relevant to the current
debates on aspects of local taxation:

a. industry claims that the price differential in energy should be taken into
account in looking the plans to phase out industrial derating;

. in the domestic sector, it is argued that the high electricity prices, which
were a consequence of public policy actions 10 years ago (that is the
way privatisation was implemented) should affect the debate on
regional rate and water charges which is a very live topic at present.

There has been much discussion, especially over the last year, on various
mechanisms which would put downward pressure on prices. The main focus
of the discussions with No 10 and the Treasury in the run up to the
announcement on the Reinvestment and Reform Initiative and subsequently in
the advice from Caminus, was on ways and means to increase competition.
There are some material limitations on this approach, especially the existing
long term generation contracts, and the small scale of the market. But DETI is
still pursuing that as a key aspect of policy. The non-domestic market will be
fully open from 2004 onwards, leaving only the domestic market tied to the
generation contracts.

But in reality, there is only limited experience so far of major cost
improvements from market opening, mainly because the Moyle Interconnector
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supply is available only to the 750 largest users. Even with Moyle, prices are
in the region of 2.9pKh compared to 1.5pKh in England. With the over-priced
contracts in place, it is unrealistic to expect early and substantial price
reductions even for the remaining non-franchise customers in the next few
years.

With the current very low prices in England - although these are seen as
unsustainably low - we are seeing if anything a divergence in prices. The
context remains one of vast differences between the energy markets in NI and
GB, and nothing like a level playing field in the UK in terms of competition and
prices. Nevertheless, Nl is expected to contribute proportionately to UK
targets, such as those for renewable energy, which will push prices even
higher. Hence we believe that there are very strong arguments that, from time
to time, some peculiar NI measures are essential if we are to close the gap in
energy prices.

The Regulator’s focus is on the issue of the cost of capital, believing that he
has a very clear responsibility to address the problem of excessive prices. In
an informal communication, he has said his “objection to [Caminus’]
competitive model is based on one point only - that it would increase prices
because it would nominally - but not actually - transfer risk currently borne by
customers to shareholders and for this perceived transfer customers would
pay more over the next twenty years. Customers in return would have to have
“Faith” - in defiance of reason and evidence - that the market would produce a
better solution.”

Aside from the generator contracts, which are in place until 2010 and 2012 for
the two power stations respectively, the cost of capital is seen as the largest
cost driver in the system and one which is amenable to some degree of
change. The focus is not, at present, on the ideas for a bond-based buy out or
buy down of the generation contracts as described in Annex 1, but on more
specific possibilities for refinancing:

a. the Moyle Interconnector;
b. the SNIP gas pipeline;

c. Ballylumford (which has already been refinanced by its owners for the
purposes of funding a new CCGT, but where there remains scope for
lower cost borrowing) and/or Kilroot — the point on the two power
stations is to see if a lower cost of capital for their owners, within the
existing contractual framework, would produce a benefit for consumers;
and

d. the T&D network — where a consortium led by the Royal Bank of
Canada has been developing a case for a mutualisation.

Some mutualisation/ refinancing options can be pursued with no Government
involvement. However, to secure the best possible interest rates, it has been
proposed that special statutory provisions should be introduced to provide
additional certainty for the lenders in relation to aspects of the possible
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transactions. Only if sufficiently strong statutory powers are in place will the
banks lend at the low rates needed to make the proposals worthwhile - it is
claimed that this approach has been affected by recent developments in
relation to the issue of covenant at UK level.

The proposal is that the Draft Energy Order would be extended to include such
provisions. This is nearly ready for introduction as a Draft Order in Council -
the usual mechanism for primary Northern Ireland legislation under direct rule.
It deals mainly with provisions for the new gas pipelines approved by the NI
Executive last year, which require postalisation of gas prices to proceed. The
main provisions had progressed as a Bill before the NI Assembly before
suspension, and are very urgent - the Secretary of State is committed to
ensuring the Order is introduced in time for it to be made at the Privy Council
in February - ie before the possible restoration. If this timetable is not met, vital
powers may be lost. Both the gas-related measures, and the new proposals for
access to low cost borrowing, command broadly based political support here.
The timetable is not quite as acute as we thought before Christmas, but the
Order does need to be laid by 20 January. The point remains that once it has
been laid it cannot be subsequently amended. Hence we will need to take final
decisions on this issue this week.

Each of the possible transactions mentioned above would give rise to different
issues of detail. The most immediate focus is the Moyle proposal, where NIE
wishes simply to sell its subsidiary, and a purchase by a debt funded SPV is
seen by OFREG as the optimum solution. | have already sent you and
colleagues the OFREG consultation paper which gives some relevant details:
the structure and sequence of steps is summarised in the attached chart
(Annex 2), and the note from OFREG at Annex 3 provides updated figures
which may also help draw out the issues in that case.

On the detail of the proposal, the discussions at one stage involved the idea of
creating a provision which would seek through legislation to establish security
directly on the revenue stream from customers. DETI considered this
unworkable without duplicate billing systems or other intricate legislative
provisions. The possible provision which is now attached (Annex 4 - although
this is still not in final form) would not change the position whereby all charges
paid to the SPV and hence to the lender would be applied to licence holders,
(generally supply companies) and not consumers directly. The banks' view is
that, collectively, these licence holders provide reasonable security if the
present risk of channelling and collecting charges through a single licence
holder can be reduced. But the point remains that the reason for adding any
new provision into legislation is to reduce the perceived risk to the banks.

It can be argued that the change that would result from refinancing supported
by legislation of the sort that is proposed is much more of perception than of
real risk (ie that in substance the majority of the risks involved are already in
practice being carried by consumers), and thus that there is no additional risk
for the consumer in this scenario. On the contrary, it is argued, if costs can be
reduced, it will be a benefit - not an additional liability or risk - which is passed
through to them. Indeed, some might say that it is totally disproportionate to
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worry unduly about the possibility of additional risk to consumers, when the
latter are carrying and have been carrying for a decade, not the risk of loss, but
a very large actual problem, in the form of the very large premium on bills that
resulted from privatisation.

To conclude: lan Pearson wishes to facilitate a potentially beneficial
intervention in the energy market, which commands broadly based political
support here, and wants strongly to be able to secure urgently statutory power
that would make it possible to proceed if one or more of the ideas under
consideration at present emerges a worthy candidate . Only Moyle is at the
point of being developed into a firm proposal. The question now is whether
the proposal to facilitate low cost borrowing by private sector players in
the NI energy market through legislative provisions is acceptable from
the point of view of national policy. This is all happening in a regulated
private sector environment, but the nature of the arrangements that might
result could take us close to the substance of a public sector transaction. | am
also very conscious that, as the issue arose because of a change in banks’
perception on the general issue of covenant, from cases at UK level, that there
are issues of principle and precedent where you will want to take a view. |
should repeat that there is very intense political pressure locally for this to
proceed, and as Ros and Jacob will recall from the nature of the RRI
discussions last year, we can expect the issue to be raised with No 10.

| hope this is helpful as background to our discussion tomorrow. Copies got to
Ros Dunn, Jacob Nell (No 10), Will Haire (OFMDFM) and to other colleagues

in DETI and DFP here.

Yours sincerely,

Andrew McCormick

ANDREW MCCORMICK
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Annex 1

[RRI Paper 3 dated 4 March 2002}

ELECTRICITY IN NORTHERN IRELAND

Introduction

1.  This paper provides background to the strategic issue of how to
reduce the excessive electricity prices payable in Northern Ireland

mainly as a result of the way the privatisation of NI Electricity was
settled in 1992.

Background

2. At the time of privatisation the industry was divided up with
separate sales of four generating plants (Ballylumford, Kilroot,
Coolkeeragh and Belfast West) and the transmission and
distribution network. The name NIE was retained for the latter.

a;

Belfast West was an old coal-fired plant which will close at
the end of March 2002 and does not affect the present
issue;

The recent agreement by the Executive to the gas pipeline
proposals will make it possible for a new gas-fired
generating plant to replace the old oil-fired Coolkeeragh
station, which is also nearing the end of its contract. The
new plant is being built, without any guarantee of a contract
with NIE, and thus this plant is not a constraint on the
present issues on electricity prices (apart from the effects of
postalisation of gas prices, which is necessary to make the
pipeline proposals acceptable) — indeed it should contribute
to increasing the degree of competition as the market
opens;

The Ballylumford gas-fired plant, now owned by Premier
Power, (current capacity 951 MW) was oil-fired at the time
of privatisation, and Kilroot, now owned by AES, (capacity
390MW on coal/ 520 MW on oil) is dual coal / oil-fired.

NIE is the public supplier for the franchise market (the domestic
market and other customers taking less than 790,000 kwh per year
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— such as farms, small businesses, charities etc), through its
Power Procurement Business (PPB). This represents about 65%
of the total market. Supply for this market has to be purchased at
the Bulk Supply Tariff, and hence there is no realistic way for a
competitor to enter this part of the market because they would not
be able to obtain sufficient margin on the supply business only.
The supply business accounts for only 5% of the price of electricity
to the franchise market with generation costs at 60% and
transmission and distribution costs at 35% representing the major
proportions of the final price.

The Generation Contracts

4.

At privatisation, long-term contracts were set between the PPB and
the generators, giving them a guaranteed inflation proofed revenue
stream as long as their capacity is available to generate (whether
actually generating or not). In practice this permits them to make a
substantial return on capital (perhaps around 12%, but possibly
more). The contracts run until 2012 in the case of Ballylumford and
2024 for Kilroot. With the introduction of market opening, the
generation contracts now relate to the supply of electricity to NIE’s
franchise customers. The non-franchise (eligible) market,
consisting of around 750 more intensive users, can contract
bilaterally with suppliers for their electricity outside of the long-term
contracts.

The PPB holds the contracts for all the power stations’ output it
can sell. Any of the output from the power stations above NIE’s
requirements for the franchise market can be sold:

a. inthe Republic of Ireland; or
b. toindependent power producers; or
c. tosuppliers in the competitive market

but any sales must be at NIE’s Bulk Supply Tariff, to prevent abuse
of NIE’s dominant market position.

Thus the market position is that NIE has a monopoly position in
supply to franchise customers, and non-franchise customers can
buy their supply from the additional capacity available over and
above that which is needed and contracted to meet the franchise
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customers requirements, including now from the Moyle
interconnector (see below). The effect of this is that the excess
cost issue applies to the domestic consumer and small business
sectors. While it would in theory be possible to reduce or remove
the statutory restrictions that give the PPB an effective monopoly in
relation to the franchise market, that would not solve the problem,
because it would not remove NIE’s contractual obligation to pay

the availability charge to the generators.

The NIE T&D asset base is covered by a price control that
guarantees a return on capital for NIE, and this represents a cost
to all electricity consumers (that is, including those businesses that
are outside the franchise arrangements).

Developments since Privatisation

8.

In 1996, the introduction of natural gas supply to Northern Ireland
and the conversion of some generating plant to gas firing has
changed the context somewhat. However, there is a very costly
“‘must take” contract for gas supply, (LTI3) between Ballylumford
power station and Centrica. The contract is a legacy of the
privatisation arrangements and now represents an inflexible part of
the cost structure. This contract applies until 2008. There are also
high costs resulting from the obligations in respect of the Scotland
Northern Ireland Interconnector Pipeline (SNIP), which arise from
the costs of financing that pipeline.

More recently, the Scottish (Moyle) Electricity interconnector at a
capacity of 500 MW, opens up the region to much greater
competition in electricity supply. However, the benefits are
restricted at present because of the long term generation
contracts, and because, in the absence of competitively priced
plant in Northern Ireland, Scottish suppliers can in practice charge
higher prices than for their home market, that is, price up to the
market.

Possible Customer Bond

10.

The proposals brought forward late in 2000 were for the customers
to buy out a series of future contract payments with an up front
lump sum, with the lump sum being raised by issuing a bond. The
bond requires annual repayments to be made and if the annual
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payments on the bond are lower than those which would have
been paid under the contract then there would be a saving.

For example the generators (Ballylumford & Kilroot primarily) may
be able, under the present arrangements, to earn something in the
region of a 12% return (nominal) through the contracts. Borrowing
a lump sum @ 7% nominal and using it to buy out the future
payments to the generators could produce savings for customers
of the difference between the two rates — perhaps of the order of
5%. Thus customers would pay money in their bills towards bond
repayments (albeit over a longer period of time) rather than
payments to generators.

The second key point is the benefit from the difference between
the real cost of the bond and the real cost of the contracts. The
generator contracts are inflation proofed, as is NIE’s asset base
and their return on it. Buying out a stream of real payments with a
Bond whose repayments are fixed nominally will reduce the real
cost of those payments as inflation erodes the real debt burden.
Thus the real cost of the repayments will become progressively
lower as time goes by. It is likely however that the generators
would take account of this in the lump sum they would require in
exchange for the guaranteed income stream. Thus the potential
benefit from the buy out may be substantially less than is indicated
at paragraph 11.

There are also proposals for replanting the stations:

a. in the case of Ballylumford this means the old dual fuel
generating sets which have low fuel efficiency (around 31%)
are to be replaced with a highly efficient (48%) Combined
Cycle Gas Turbine (CCGT) station. This will require 30%
less fuel to produce the same amount of electricity compared
to the old dual fuel sets. The capacity of the new CCGT
station, due to come on stream at the end of 2002, is 600MW
(see paragraph 16 below);

the replanting envisaged for Kilroot is of a different nature.
Kilroot currently burns coal but it could be replanted to burn
orimulsion (a bitumen based fuel). While the efficiency
remains the same orimulsion is much cheaper than coal and
it would also enable Kilroot to maximise its generating
capacity which is restricted on coal. The net effect would be




lower fuel costs are and higher potential output. However,
orimulsion is high in sulphur and other pollutants, and has
only one source (Venezuela). DETI and the Regulator are
concerned to avoid a tendency to over dependence on one
fuel (gas) for the small system in Northern Ireland, but it is
not clear that this is necessary or sufficiently beneficial to
outweigh the higher costs compared to gas. The costs of flue
gas desulphurisation (£40-60 million) — which would be
needed if Kilroot burns British coal or orimulsion - would push
costs up, but would be a consequence of the diversity policy
The orimulsion proposal also depends on an assumption that
Kilroot would be able to sell 4,000Gwh in Northern Ireland:
this is doubtful, given the new competition that will come from
the new CCGT plant at Coolkeeragh. If that assumption is
not well founded, the economics of using orimulsion would
not be as good as indicated above.

The up shot of replanting is that the marginal cost of generation
will be reduced due to greater fuel efficiency and lower fuel costs
and this leads to an opportunity to trade the excess output from the
stations. The marginal costs for Ballylumford and Kilroot are
estimated at 1.4p per kWh and 1p per kWh respectively. With
NIE’s Power Procurement Business (PPB) holding the contracts
for all the power stations’ output, it could - provided it is detached
from NIE - sell any of the output above its requirements for the
franchise market to the competitive market to make a contribution
to the fixed price of the contract. With the potential of 2,600GWh
being available, the profit could be substantial and this profit would
be used to offset payments on the bond. To realise all the
potential benefits of efficient plant for reducing Northern Ireland’s
electricity costs, further structural development of the competitive
market will be required - a process which is in any case inevitable.

Recent Discussions with OFREG

18.

The proposal in 2000 was for a £1.3 billion bond to buy out the
generation contracts, NIE's T&D business, LTI3, and some other
contracts. In recent discussions, the Regulator has given an
updated view of the issues and options. This takes account of the
progress with thinking on the replanting issue.

Taking first Ballylumford’s output of 951 MW:




234MW were out of contract anyway and have been
squeezed out by market forces because it was from old
inefficient plant;

. NIE is contracted to take 117 MW until (only) 2004, not
2010;

the remaining 600 MW is from the new, highly efficient
CCGT machine under a new contract which will allow the
cost of that new plant to be spread over 10 years with NIE
having an option to extend.

The only remaining cost from Ballylumford relating to the old
contracts is a debt of £172 million, representing a refinanced
element of the privatisation contract. This costs some 5-8% on
tariffs for small businesses and domestic consumers, and runs to
2012. It might be possible to improve this by further refinancing
(the current rate payable is 7.62% nominal).

The Kilroot contract, at c. £60 million a year, includes some
specific special elements which stand on their own merits and a
premium of c. £6-10 million, which is essentially a public service
obligation arising from DETI's policy of diversity (to avoid a future
where all our generation capacity is gas fired). The proposed
conversion to orimulsion could leave Kilroot in a very competitive
position. If the conversion to orimulsion was not to proceed, the
possibility of buying down the generating contract could be
considered — alongside the “do nothing” option of sticking with the
station on coal until 2010.

Thus OFREG does not see a justification for refinancing the
generation contracts. The actions in hand or planned will eliminate
the unfair elements arising from privatisation. One important point
is that when replanting takes effect and the local suppliers are
providing lower cost power, that will introduce a competitive
pressure on the Scottish suppliers in respect of the power sold
through the Moyle interconnector. There would also be a concern
that a buy-out would put the existing generators in a very strong
(cash-rich) position, which could make it much more difficult to
drive in greater competition.

These factors will have a significant effect in reducing the price
differential. The existing arrangements have already led to
competitive pressure for supply to non-franchise customers, who in
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2000 (according to the figures produced by the Electricity
Association) paid 126% of the prices of comparable companies in
the South of England compared to 131% for franchise customers.
The introduction of NETA in England and Wales and the much
greater exposure of Northern Ireland’s generation costs to the
increase in world market prices of gas, oil and coal have widened
these differentials since. This greater relative disadvantage of
franchise customers and in particular small businesses is expected
to be exacerbated this year as the introduction of the Moyle
interconnector will reduce prices for non franchise customers.

NIE T&D Buyout Proposal

21. This involves the buyout of NIE’s Transmission & Distribution
(T&D) assets. The cost of the buyout is estimated at £676m
(assuming no tax leakage). The potential saving from this buyout
is estimated below.

T&D 20 yr Buyout | 40 yr Buyout Bond
Bond
Annual Saving £6m £18.6m

Effect on Bills 1% reduction 3.5% reduction

The Regulator recognises that NIE has little scope to make money
from ownership of this major asset base (while they recoup enough
from tariffs to service their equity finance, this is heavily regulated
— and under the terms of the privatisation contracts, very costly to
consumers). NIE may prefer to get out of this business, and hence
the attractions in a bond based buy out, transferring the assets to a
not for profit company. The major doubt is whether, by removing
the need to service equity finance, the system would also lose the
main incentive to good management of this business.

As all the relevant companies are in the private sector, the only
need for government involvement in this would be to ensure that
the legislation would make this possible (provided Government
does not become guarantor of last resort). OFREG was assuming
that the bond could be raised without any other intervention by
Ministers. The law would need to be amended to permit the
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inclusion of payments to service the debt in customers’ bills. This
could generate savings to consumers of £20 million a year.

Implications of the Bond Option

24.

For the Customer Bond idea to work within the present privatised
structure, and avoid any breach of State Aids rules, the bond
would have to be raised by some organisation or body at arms
length from government — possibly the PPB if, as will be necessary
anyway under EU directives, it is separated from the T&D business
or, alternatively, some other Special Purpose Vehicle (of non-profit
status). Even though it would be self financing, the way in which
the bond is raised could otherwise impact on the PSBR. That body
would have to be responsible for the customer levy which would
raise funds from electricity customers to make the repayments on
the bond.

Further permutations that have been discussed with OFREG by
some contributors to this debate include:

a. NIE participation in a mixed infrastructure management
entity. In this model NIE would retain ownership of the
T&D assets, but synergies would be secured to the benefit
of consumers by managing these assets alongside other
aspects of infrastructure;

a multi-purpose infrastructure management entity which
would buy the T&D assets from NIE and manage them as
in (a) above, in one Not for Profit entity (mutualisation
option). The scope for economies through joint planning,
construction, billing, metering, etc has been identified, but
not explored in detail.

The Gas Industry

26.

The Gas Industry in Northern Ireland is entirely new since 1996,
and has to compete against other fuels that have a strong market
position. The Regulator's view is that there would be important
long term benefits from a refinancing of the gas assets (the SNIP
pipeline in particular — though the contracting parties to SNIP have
indicated that this may not be possible) from a 20 year basis to 40
years. The current position is based on a real rate of return of
8.5% pre tax to 2016, which is unrealistic. Refinancing a large

B
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proportion of the asset base through bond based finance would
improve the relative position of the gas supplier and strengthen
that sector for the longer term. Around £100m of bond finance
would be needed now, but this could rise to around £250m as the
industry develops.

Conclusion

&

In the context of the package of proposals under consideration
between OFMDFM, DFP and the Treasury, the question is how
best to achieve real reductions in electricity prices. It may be that
bond financing arrangements could be linked to a wider PPP idea
for infrastructure reinvestment.

The Regulator’s view is that bond finance is worth exploring for:
a. aspects of the financing of the existing electricity assets;
b. a possible refinancing of the gas industry; and

o future energy infrastructure developments — he estimates
that capital expenditure on gas and electricity networks over
the next ten years is likely to require at least £750m.

His view is that a low cost way of funding capital expenditure would
offset Northern Ireland’s disadvantage in having to develop its full
energy infrastructure - including interconnection with Great Britain
and the Irish Republic - decades after the rest of the UK had
secured for itself a comprehensive network at public sector costs
of capital.

DETI has appointed consultants (Caminus/Simmons & Simmons)
to advise on these issues. In preliminary discussion, the emphasis
has been on how to tackle the fundamentals of the position, by
finding ways of increasing competition, as the main driver of lower
prices, rather than focusing on the cost of capital underlying the
existing arrangements. Some buy-out of the “above market”
aspects of the existing contracts may be worth considering, if that
is the key to securing lower prices for the franchise market. They
also wish to explore if some of the mothballed generation assets
could come back into the market to add to competition.
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There may also be scope to open the region to stronger
competitive pressures by making it more effectively a part of wider
markets on an east-west (and north-south) basis. In other words, if
existing constraints to creating a genuine single UK market in
electricity are removed, interconnection could allow cheap power
from England to be transmitted through the Moyle Interconnector.

The consultants have been asked for a short position paper by 21
March.




Annex 2

Working Draft of Possible Additional Provisions for Draft Energy Order

Low cost borrowing mechanism

Designation of certain arrangements for purposes of levy [j200]
* —(1) Article {j201} applies where—
(a) in accordance with any arrangement which—
(i) involves the provision or operation of any electrical plant or electric
line; or
(ii) otherwise affects the generation, transmission or supply of electricity
by a licence holder,
a loan is, or is to be, made by a person to a party to the arrangement; and
(b) the arrangement is designated by the Authority in accordance with
paragraph (3).
(2) That Article also applies where—
(a) in accordance with any arrangement which—
(1) involves the provision or operation of any gas plant; or

(ii) otherwise affects the conveyance, storage or supply of gas by a licence
holder,

a loan is, or is to be, made by a person to a party to the arrangement; and
(b) the arrangement is designated by the Authority in accordance with
paragraph (3).
(3) A designation of an arrangement under paragraph (1)(b) or (2)(b)—
(a) shall be in writing;
(b) shall not be made except with the approval of the Department;

(c) shall not be made unless the arrangement fulfils such conditions as may
be prescribed;

(d) shall not be made except with the consent of such persons as may be
prescribed;

(e) shall not be made unless such procedures as may be prescribed have been
followed;

(f) shall expire at such time as may be specified in or determined under the
designation;

(g) shall specify such other matters as are required to be specified by Article
{j201} or regulations under that Article; and

(h) may contain such other provisions as are authorised by that Article or
such regulations.

(4) A designation of an arrangement under paragraph (1)(b) or (2)(b) may not
be amended or revoked except—

(a) with the consent of such persons as may be prescribed; and
(b) in accordance with such procedures as may be prescribed.




(5) For the purposes of this Article and Article {j201}—
(a) “an arrangement” means—
(i) an agreement in writing; or
(i1) two or more such agreements which relate to the same matter; and

(b) a person is a party to an arrangement if he is a party to an agreement
constituting, or included in, the arrangement.

(6) In Article {j201}, as it applies by virtue of paragraph (1) in relation to an
arrangement designated under paragraph (1)(b)—
(a) “designated arrangement” means an arrangement so designated;

(b) “relevant licence holder” means the holder of a licence under Article
10(1)(b) or (c) or (2)(a) of the Electricity Order;
(c) “specified” means specified in the designation of the arrangement under
paragraph (1)(b).
(7) In that Article, as it applies by virtue of paragraph (2) in relation to an
arrangement designated under paragraph (2)(b)y—
(a) “designated arrangement” means an arrangement so designated;

(b) “relevant licence holder” means the holder of a licence under Article
8(1)(a) or (c) of the Gas Order;

(c) “specified” means specified in the designation of the arrangement under
paragraph (2)(b).

Levy regulations {j201}

(1) The Department may by regulations provide—

(a) for the imposition on relevant licence holders of a levy in respect of a
designated arrangement;

(b) for the collection of payments in respect of that levy by a specified person
(“the collector”); and

(c) for the sums realised by the levy (after payment of the administrative
expenses of the collector) to be paid by the collector to a specified person
(“the recipient”).

(2) Regulations under this Article may in particular make provision for—

(a) the levy to be imposed on specified relevant licence holders only;

(b) the amount of—

(1) the levy in respect of a designated arrangement; and
(i1) any payment by a relevant licence holder in respect of the levy,
to be calculated by such method as may be specified,

(c) the times at which payments falling to be made in pursuance of the
regulations (whether to or by the collector) are to be made;

(d) dealing with overpayments or underpayments of the levy;




(e) the recovery by the recipient or the collector of any payment due in
respect of the levy (including provision for any such payment to be treated
as a debt);

(f) any rights of a recipient in relation to sums realised by the levy not to be
assigned without the consent of the Department (and for such consent to
be given subject to such conditions as the Department thinks fit);

(g) the collector to hold any sums realised by the levy on such trusts or other
terms as may be prescribed,;

(h) imposing requirements on the recipient, the collector and relevant licence

holders;

(i) enabling a party to the arrangement to be designated as the collector or
recipient of payments in respect of the levy;

(j) prescribing anything authorised or required to be prescribed by Article
{j200};

(k) such other incidental or consequential matters as appear to the
Department to be necessary or expedient for the effective imposition and
collection of the levy and the handling and payment of the sums realised
thereby.

(3) Regulations under this Article may authorise or require matters to be specified
in or otherwise dealt with by the designation of the arrangement concerned.

(4) The Authority and the Department shall exercise their powers under this
Article and Article {j200}in such a manner as to secure that the sums realised by
the levy—

(a) are sufficient (after payment of the administrative expenses of the
collector) to pay to the recipient the specified amounts; and

(b) are no greater than is necessary for those purposes.

(5) Regulations shall not be made under this Article unless a draft of the
regulations has been laid before and approved by resolution of the Assembly.
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Memorandum

Victor Hewitt

Mike Lowry
January 14, 2003

Moyle Interconnector Financing Assumptions

The numbers used in our September paper have changed following negotiation with NIE and
movement in the capital markets. I set out the current state of play.

The purchase price (that is the total amount payable to NIE) is based on the following:

Ofreg determined a RAV (regulatory asset value) for Moyle in its final T&D price control proposals
in June of £113m at March 2002 in 2000/2001 prices. This is based on indexed capital expenditure
and capitalised interest during construction. Moyle raised £1m in auction receipts for the period Jan-
Mar 2002 which we use to fund £1m depreciation giving a RAV of £112m

This is indexed to 2002/03 giving £114.31m
Depreciation for 2002/03 @ 3% gives a RAB @ March 2003 of £110.88m

If the Interconnector remained with NIE's T&D business its RAB would be £110.88m. This would
then earn a 6.25% real rate of return during the current price control period and be depreciated at 3%
(of £114.31m) per annum for 19 years and 2% per annum for a further 20 years (the counterfactual).

To the RAV we add:

Arrangement fees paid to date (subject to Ofreg approval) of £1.4m (£112.28m) and developer’s fee
of £1.3m (£113.58m). The remainder of the £4m developer’s fee (£2.7m) is paid in the form of tax
losses surrendered by Moyle to NIE. This surrender is an efficient method of fee payment from
Moyle’s perspective given the length of the period before Moyle becomes liable for tax.

We wish to take advantage of the relatively lower cost of capital on Moyle by funding £10.47m
depreciation on T&D RAB via the Moyle bond (£124.04). The derivation of this £10.47 is immaterial
to the transaction.




January 14, 2003

The final size of the bond to be raised and cost of finance depends on the bond’s underlying rating and
the requirement for reserve accounts. The underlying rating depends, infer alia, on whether the
revenue stream has legislative or regulatory backing and any residual asset risk.

The cost of finance (coupon) is based on the equivalent (14-18 year index linked) gilt reference rate
plus spread (risk premium). Depending on the underlying rating a monoline wrap (bondholders’
insurance against default by a specialised insurer) may be efficient and reduce the required spread, the
benefits of which are distributed 2/1 between monocline insurer and customers respectively.

Our current assumption is that a monocline wrap would be required giving an 85 basis point spread
for a 35 basis point monoline fee (paid upfront) on a 2.40% gilt reference rate.

Debt service and maintenance reserve accounts will also initially be funded via the bond proceeds
together with further (Ofreg approved) arrangement fees currently estimated at £3.6m.

The principal is amortised over 30 years the precise schedule depending on our objectives apropos
intergenerational distribution of benefits and current and expected future costs in the industry, the
only restriction being that the average life of the bond is between 14 and 18 years.

I hope this is useful. If you have any further queries do not hesitate to contact me.

Mike Lowry




Annex 2: Moyle Refinancing Structure

Members
(Prominent NI individuals) Capacity

Electricity Suppliers Holders

3 2

Capacity Agreements

£ Levy Payments SPV HoldCo

(Limited by guarantee)

£ Revenue for use of Moyle

Shares purchased
from Viridian

£ Interest and Principal
Moyle Interconnector Plc Repayments

£ Repayment of
existing debt £ Lump Sums

Existing Financiers 5 8 Bondholders

1/121C18F.ppt97

1. New “not for profit” company limited by guarantee purchases shares in Moyle Interconnector Plc (“Moyle”).
2. Moyle enters into contracts for use of capacity on its interconnector.

3. Levy imposed in favour of Moyle on all electricity suppliers in NI.

4. Bondholders lend a lump sum to Moyle on issue of bonds by Moyle.

5. Existing debt of Moyle repaid.

Note A: the same structure could be used without a bond issue. A commercial loan could be made by financiers to Moyle instead.
Note B: this structure is based on a diagram provided by Moyle’s current owners. It is not clear how the price for the purchase by

the SPV of Moyle shares is to be financed. i g
Simmons & Simmons
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NEGOTIATING POSITION FOR A DIRECTIVE ON THE PROMOTION OF
COGENERATION BASED ON A USEFUL HEAT DEMAND IN THE INTERNAL
ENERGY MARKET

This letter is to agree broadly the negotiating line proposed in your letter to colleagues of 18
December 2002.

I agree with the stated claim of the Commission’s proposal to emphasise the promotion of
high efficiency co-generation to contribute to the achievement of carbon saving targets.
However, I share your concern that the proposal, as currently drafted could be unhelpful in
some respects including, in particular, Article 7°s proposed restriction on public support for
cogeneration schemes greater than 50 MWe. This restriction seems to run counter to the
related purpose of the directive, to contribute towards carbon saving and the reduction of
climate change. I consider the key criterion for support should be the environmental benefits
that co-generation can bring and large schemes have the potential to deliver big benefits. 1

agree, therefore, that we should argue strongly against limiting support to schemes under 50
MWe.

As regards Article 5, I agree that we should support the proposal for common principles for
determining the criteria for high energy efficiency cogeneration but that some flexibility may
be needed to allow Member States, including ourselves, to use their own methodologies But
I think it is important that the provisions of the directive should ensure that support is limited
to schemes that deliver real carbon savings.

[ agree that we should support Article 8 in principle but argue to ensure that our concerns are
met and that the directive is drafted in a way that is compatible with the liberalised UK
market and regulatory framework. My officials will work with yours to help achieve this aim.
They are currently working on implementation of a similar article included in the Renewables
Directive — there will be a consultation about how to do this — and will ensure that experience




here is shared with you where it is relevant to the way in which the CHP directive might be
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drafted.

PATRICIA HEWITT




RT HON ROBIN COOK MP
LEADER OF THE HOUSE OF COMMONS
2 CARLTON GARDENS
LONDON SWIY SAA

TEL: 020 7210 1025

Our Ref: LP/02/311/IN

13 JAN 2002

¢

/

ELECTRICITY (TRADING AND TRANSMISSION) BILL

Thank you for your letter of 16 December requesting agreement to publish the
Electricity (Trading and Transmissions) Bill in draft later this month. I am
happy to agree to this: LP Committee will consider the final draft of the Bill for
approval for publication when it meets on 27 January. As you are aware,
Cabinet has now agreed that the Energy Bill should be included in the Third
Session programme and that this Bill should be used to implement the British
Electricity Trading and Transmission Arrangements (BETTA). I have also
considered your request to make a statement that the Government will
implement these new arrangements by April 2005 and I am content to agree to
this.

Your letter of 16 December requested agreement to publish the Electricity (Trading
and Transmission) Bill in draft later this month. It said that early publication would
enable the Bill to be introduced into Parliament later in the session. You also
requested clearance to state the Government’s intention to implement BETTA by
April 2005 at the latest.

Paul Boateng wrote in support of your letter, stressing the importance of maintaining
momentum on the BETTA proposals.

The government is committed to the publication of more Bills in draft and greater pre-
legislative scrutiny; therefore 1 would welcome the early publication of this Bill. LP
Committee is scheduled to consider the Bill for publication when it meets on 27
January.

As you are aware, the Cabinet has now approved the legislative programme for the
Third Session. The Energy Bill has been included in the programme and this Bill will
be used to implement the BETTA proposals. You should note however that its place
in the programme is conditional on satisfactory progress being made on the
preparation of the Bill.




Your letter also requested clearance to make a statement committing the Government
to implementing the new trading arrangements by April 2005 at the latest. You cited
the need to make public any decisions which may affect the bondholder’s decisions
on British Energy before 14 February and also the need to ensure that the three
transmission companies are aware of the Government’s serious intention to legislate
and begin preparatory work. As the proposed statement does not pre-empt the
contents of the Queen’s speech, I am content to give my agreeing to the proposed
statement.

I am copying this letter to the Prime Minister, Members of LP Committee, Sir
Andrew Turnbull and First Parliamentary Counsel.

Yours sincerely

(20
ROBIN COOK

The Rt Hon Patricia Hewitt MP
Secretary of State for Trade and Industry




CONFEDERATION OF UK COAL PRODUCERS

Confederation House Thornes Office Park Denby Dale Road
Wakefield WF27AN West Yorkshire England

Tele: +44 1924 200802 Facsimile: +44 1924 200796
E-mail: admin@coalpro.co.uk www.coalpro.co.uk

Our Ref: BJR/3302/af
10 January 2003-01-10

Mr Geoffrey Norris
Senior Energy Advisor
Policy Directorate

10 Downing Street
LONDON SW1A 2AA

Dear Mr Norris

Projected Coal Burn to 2012/

We attach copy of a letter ‘,a;nd report regarding Projected Coal Burn to 2012
which we sent to Patricia Hewitt in December 2002 and which we feel will be
of interest to you at this time as the Energy White Paper is finalised.

We would be pleasec?Vto discuss the report and would be grateful for any
comments you may have on its contents. Indeed any assistance you feel we
may be able to give/to assist your deliberations in finalising the White Paper
will have our immediate attention.

We look forward td hearing from you.

Yours sincerelyj,,f'

Brian J Rostron
Director General

Encl. 7

Chairman: Tom Alichurch
Vice Chairman - England:  Nigel Yaxiey
Vice Chairman - Scotland:  J Scott Brown
Director General: Brian J Rostron
Registered in England No: 2551116




Our Ref: BJR/5101/af
06" December 2002

Rt. Hon. Patricia Hewitt, MP

Secretary of State for Trade and Industry
Department of Trade and Industry

1 Victoria Street

London SW1H OET

Dear Secretary of State K—\
Projected Coal Burn t0!2012

g ed for some time that the role that coal is likely to
play S nation’s electricity requirements has been seriously
underestimat ‘

and without affecting security and diversity of energy supply. It is clearly important
that the forthcoming White Paper is founded on a range of realistic and credible
energy projections, otherwise it will inevitably be discredited.

The fall in wholesale electricity prices following the introduction of the New Electricity
Trading Arrangements has exposed the nonsense of the dash for gas where
expensive gas stations replaced lower cost coal stations in the electricity market. We
note that new gas station construction has almost ground to a halt. Therefore the
projected displacement of coal in EP68 is simply not going to occur. Coal burn and
emission from coal-fired stations are going to be higher than those projected and
used by your Departments.

To help quantify the impact of a more realistic approach, the Confederation of UK
Coal Producers commissioned CLG Energy Consultants to produce projections of
electricity production and associated coal burns and a copy of the report is attached
for your information. The comparison of coal burn between the CLG study and EP68
is as follows:




Comparison of CLG and EP68 Coal Burn Projections - Mt

2005 2010

High Coal Burn Case

CLG

46.9 47.8

EP68 CH Scenario

39.2 33.9

4

Low Coal Burn Case

N

CLG

% [\ 35.0 33.0

EP68 CL Scenario

Er22.0 15.5

We would welcome the opportunity ake you anm experts through the CLG

projections to help you appreciate

Coal will play an important role in energ
that production of economically recoverab
have emission limits that an h and a
our indigenous coals to provide electricity

Yours Sincerely

Brian J Rost
Director Gene

real world is very different from EPG68.
stipplies in the 21% century. It is important
e coal in the UK is maximised and that we

gvable and permit the continued use of
at competitive prices.

Copy: Brian Wilson, MP — Minister of State for Energy and Construction

Joan MacNaughton )
Rob Wright ) Dti
Peter Mason )

Rt Hon Michael Meacher, MP — Minister of State (Environment and Agri-Environment

Martin Williams )
Michael Harryman ) DEFRA




UK Electricity Market To 2012

Colin Godfrey, CLG Energy Consultants, November 2002

Introduction

1.1 Coal burn in the UK fell sharply through the 1990s as a result of electricity market
liberalisation with a large tranche of gas fired power stations being built to replace coal units,
the dash-for-gas. The deployment of renewable technologies was supported through the non
fossil fuel obligation, though with limited success.

Electricity Production TWh (Gross)

1996 1997 1998 1999 2000 2001
uclear 94.7 98.1 99.5 95.1 85.1 90.1
Renewables 6.0 7.4 9.2 10.2 104 10.1
Gas 82.1 107.5 | 117.8 | 1429 | 1482 | 1426
Coal 1458 | 1198 | 1230 | 1062 | 1200 | 1314
Others 18.8 12.6 13.2 13.8 13.6 11.6
Imports 16.7 16.6 12.5 14.2 14.2 10.4

Total 364.1 362.0 | 3752 | 3824 | 3915 | 396.2

1.2 Government projections in their November 2000 Energy Paper 68' (EP68) assume
that the displacement of coal will continue through the early years of the 21st century. With
the introduction of the New Electricity Trading Arrangements (NETA), the wider ownership
of coal fired power stations and the associated fall in wholesale electricity prices, few new
gas fired power stations are being built. Previous projections of the rapid demise of coal burn
in the UK are no longer realistic, if they ever were.

r 3 Electricity Market Projections

2.1 The projections of electricity generation through to 2012 are based on standard
market information and Government policy initiatives. The forecasts are consistent with
outturn demands and demand forecasts from the National Grid Company Seven Years
Statement”. Government have targets for the installation of renewables and CHP and the
forecasts assume that Government targets are achieved, though as discussed in section 4, it is
hard to see such targets being achieved in the current investment climate.

2.2 The model deployed is a simple spreadsheet model of the electricity market. Other
energy sources (nuclear, renewables, links, and CHP) are assumed to run before coal and gas
stations. Under NETA coal and gas stations compete for generation dependent upon the
competitiveness of each fuel source. In 2001 gas prices were high relative to coal prices and

' Energy Paper 68, Energy Projections for the UK, dti, November 2000
? The forecasts assume a 2002 demand of 391 TWh (consistent with Q1 and Q2 2002) and 1.6% p.a. growth
thereafter compared to a 1.9% rate of growth through the 1990s




coal stations ran at higher load factors. In 2002, particularly through summer 2002, the
situation reversed with gas being lower cost than coal. This limited experience under NETA®
suggests that two cases are likely to apply, a high gas price/higher coal burn case and a low
gas price/lower coal burn case. This is modelled in the spreadsheet by applying a relaxation
factor to the maximum output from combined cycle gas turbine (CCGT) stations of 20% and
5% respectively, consistent with recent experience.

2.3 The actual split between coal and gas fired stations will depend upon a number of
factors including the competitiveness of fuel supply, electricity market prices, contractual
terms such as take-or-pay obligations and the aggressiveness in the electricity market of the
plant owners/operators at any point in time. Such contractual and financial information is
commercially confidential. Fuel burns could yoyo between these cases on a year-to-year basis
dependent upon the relative price of coal and gas.

24  The model assumes that new CCGT pant is commissioned to maintain plant margins
at around 20% in England and Wales*. In the higher coal burn case it is presumed that 1500
MW of clean coal plant is installed between 2008 and 2012 associated with a desire to ensure
coal burn is achieved at minimum environmental impact with a consequent reduction in new
CCGT capacity to maintain the 20% plant margin.

2.5  The spreadsheet calculates total electricity production to meet electricity demand,
transmission and distribution losses and energy industry own use. A full table of results is
included in Appendix 1. Summary figures for 2005 and 2010 are:

Forecast Generation TWh (Gross)
Higher Coal Case | Lower Coal Case
2005 2010 2005 2010
Nuclear 85.9 61.9 85.9 619
Renewable 25.6 46.9 25.6 46.9
S
CHP 28.0 43.0 28.0 43.0
129.7 142.0 160.4 180.4
120.5 123.3 89.8 84.9
20.4 27.0 20.4 27.0

410.1 443.9 410.1 443.9

It can be expected that the majority of CHP generation will be fuelled by gas. In 2001 gas
was the fuel for 70% of CHP schemes and most CHP schemes installed in the over the last
decade have been gas fired.

2.6 It is important to note that even with a massive increase in renewable generation
(380% over the period) generation from carbon free sources will decline as nuclear stations

3 NETA went live on27 March 2001
* Some generators argue that lower margins are likely under NETA. The assumption of a 20% margin results in
greater gas displacement of coal and lower coal burns than would occur if a lower plant margin was used.




close. Coal generation is unlikely to fall below 85 TWh unless Government implement
policies to ensure its demise.

3. Coal Burns

3.1  These forecast coal generation figures convert to the following coal burn levels
assuming an efficiency of 37% (in line with the UK Digest of Energy Statistics) and an
average calorific value of 25 GJ/te (NCV):

Coal Burn in the UK Electricity Market - Mt
2000 actual 2005 2010

High Coal Burn Case 46.2 46.9 47.8
Low Coal Burn Case 46.2 35.0 33.0

3.2  These projections are in stark contrast to the projections contained in EP 68, again
converted to coal burn:

Comparison of CLG and EP68 Coal Burn Projections - Mt
2005 2010

High Coal Burn Case
CliG 46.9 478
EP68 CH Scenario 39.2 33.9

Low Coal Burn Case
CEG 35.0 33.0
EP68 CL Scenario 22.0 15.5

3.3 Put bluntly, coal burn in 2005 cannot fall to the levels projected in EP68. The new
CCQGT plants that would have to be built to achieve the levels of coal displacement are
simply not under construction and the current wholesale electricity prices do not support
investment in new CCGT stations’. Coal burn in 2010 can only fall to EP68 levels if
Government intervenes to restrict coal burn and erode energy diversity and security.

3.4  Coal production in the UK totalled 31.9 Mt in 2001 and is set to fall with the closure
of Prince of Wales and Longannet collieries in 2002 and the announced closure of Selby in
2004. The coal burn projections demonstrate that there will be adequate market for all coal
produced in the UK over the next decade if the coal can be produced at a competitive price
and Government create a positive investment and planning environment for coal producers.

3.5  Imported coal will continue to have a significant role to play in meeting the needs of
the nation’s electricity generators. Both UK and international coal suppliers are likely to be
subject to large swings in demand year-on-year dependent upon the price differential between
coal and gas. This will raise particular challenges for coal producers, traders and users.

4. Sensitivities

’ New CCGTs would generate at around 2.1 to 2.2 p/KWh compared to baseload wholesale prices of under 1.6
p/kWh




4.1  The gas relaxation factors used in developing the two cases above are based on the
limited experience under NETA. There is little potential upside for gas generation and the
use of a zero % relaxation factor in the lower coal case would only reduce coal burn by
around 4 to 5 Mt coal pa through the period.

42  The more important sensitivity is that to a higher relaxation factor that would apply if
there were to be disruption to gas supply or a steep rise in gas prices. As we move towards
high import dependency it is possible that either of these effects could apply for a short or
extended period. The use of a gas relaxation factor of 30% in the higher coal burn case would
increase coal burn by 7.5 to 10 Mt coal per annum through the period.

43  The model assumes that electricity links into the UK continue to import at 2001
levels. However if there are supply disruptions around Europe associated with expensive or
unreliable gas supplies then it is likely that such an assumption is not valid. It is possible that
periods of disruption/dislocation that imports of electricity from France could stop or even
reverse. A cessation of electricity from France would increase coal burn by nearly 4 Mt pa.

44  Given experience in 2001 and current low wholesale electricity prices, the chances of
the 10 GW CHP target being met looks unlikely. If only 8 GW of CHP commissions by 2010,
still a very challenging target than coal burn could be up to 4 Mt higher per annum by 2010.
Similarly renewables may fail to reach the obligation target. A 1% point shortfall in the 10%
renewables target under the Renewables Obligation would increase coal burn by over 1 Mt pa
by 2010.

5. Issues Raised

5.1 The prospects for coal look substantially better than they did a few years ago. Coal
burn is likely to be at significantly higher levels than EP68 projections suggest throughout the
period to 2012. It is essential that Government accept the scale of the challenges it faces in
meeting conflicting energy and environmental policy objectives and assesses its initiatives
and proposals against realistic energy projections.

5.2 Unless Government intervene in the electricity market to constrain coal generation
coal burn will remain in the range of 30 to 55 Mt per annum. This will challenge
international and national targets on CO, and SO, reductions. Should Government intervene
to force the closure of coal generation and production capacity through statute and regulatory
initiatives or should they embrace coal as a part of the future supply scene and give the
generation market the confidence to invest in retrofit clean up plant and new clean coal
capacity? The unrealistic projections in EP68 have served to mislead Government into
believing that environmental targets can be achieved at zero cost®. The discredited EP68
projections should be abandoned and new realistic projections produced.

5.3 The long awaited White Paper on Energy Policy is scheduled for publication in the
New Year. The opportunity should be taken in that White Paper to set out credible energy
projections that would inform the policy debate and enable the various options to be fairly
assessed and costed.

¢ Both the Revised Large Combustion Plant Directive (that is currently being implemented by DEFRA) and the
Climate Change Programme have been misleadingly assessed against EP68 Projections.




54  Asthe UK moves into a period of dependence on imported gas over the next decade,
the risks of dislocation through price shocks or interruption to supply will inevitably grow.
The only fuel that offers the flexibility to replace gas in the electricity market in the short to
medium term is coal. Appropriate policies should be developed to maximise economic
production of coal in the UK and ensure that the regulation of emissions from coal
combustion are tough but achievable.

5.4 A large tranche of flexible coal fired capacity will be essential if the electricity
network is to accommodate a significant increase in intermittent and unreliable renewable
sources such as wind energy.




Appendix 1 - UK Electricity Market Forecast Results

Higher Coal Case

12002 | 2003 | 2004 | 2005 | 2006 | 2007 | 2008 | 2009 [ 2010 [ 2011 [ 2012
Electricity Production — TWh (Gross)

uclear 88.1] 87.2] 86.9| 859] 81.1] 79.6] 71.7] 63.6] 61.9] 483] 438
Renewables 14.0] 19.8] 23.0] 25.6] 30.1] 35.0] 40.1] 43.8] 46.9] 50.1] 53.2
CHP 19.0] 22.0] 25.0| 28.0] 31.0] 34.0] 37.0] 40.0] 43.0] 46.0] 49.0
CCGT 124.4[124.4 [127.8[129.7[131.6 [133.5[135.4 [138.2[142.0 [145.2 148 5
Coal 125.1 [123.5[120.6 [120.5 [115.9 [114.3[119.0 [124.4[123.3 |134.5[136.8
Others 20.4| 20.4| 204 20.4] 27.0] 27.0] 27.0] 27.0] 27.0] 27.0] 27.0

Total 391.0|397.3 |403.6 |410.1 |416.6 |423.3 |430.1 |437.0 |443.9 |451.0 [458.3

Coal Burn Mt 48.7] 48.1| 469| 46.9| 45.1| 445]| 46.2| 483 | 47.8| 52.1| 53.0

Lower Coal Case

2002 [ 2003 | 2004 [ 2005 [ 2006 [ 2007 [ 2008 [ 2009 [ 2010 [ 2011 [ 2012
Electricity Production — TWh (Gross)
Nuclear 88.1| 87.2| 86.9| 859 81.1| 79.6| 71.7] 63.6| 61.9] 483] 43.8
Renewables 14.0| 19.8] 23.0| 25.6| 30.1| 35.0| 40.1| 43.8] 46.9] 50.1] 53.2
CHP 19.0| 22.0| 25.0| 28.0| 31.0| 34.0| 37.0| 40.0] 43.0] 46.0| 49.0
CCGT 153.2(153.2[157.8160.4 |162.9 |165.5 |170.5 |174.3 |180.4 |185.6 [192.7
Coal 96.3| 94.7| 90.6| 89.8| 84.6| 82.3| 83.8| 882| 84.9] 94.0| 92.7
Others 20.4| 204 204 204 27.0| 27.0| 27.0| 27.0| 27.0| 27.0] 27.0

Total 391.0/397.3 1403.6 |410.1 [416.6 [423.3 |430.1 |437.0 |443.9 |451.0 |458.3

Coal Burn Mt 37.5| 36.9| 35.2| 35.0] 329 32.0| 32.6| 34.3| 33.0| 36.6| 36.1
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LATEST OIL MARKET NEWS

OPEC acts to limit recent oil price rises, with some success. But oil prices

remain fairly high and have started to affect UK forecourt prices (slightly).

Due the sustained high oil price, OPEC has agreed to a special meeting on

Sunday to decide whether to increase oil production to cover the shortfall in the
world market of around 2.5m barrels per day caused by the strike in Venezuela.
Unless something significant happens between now and then, OPEC will

probably agree a temporary production increase of around 1.5m per day.

The announcement of the meeting, coupled with good US stock data, pulled

crude down from highs of around $30 to just over $28. However, it is unlikely

that actual agreement to increase production on Sunday will greatly affect oil
prices - i.e. the impact of the increase has already been factored into prices by

traders.

Outlook: the oil price is being supported by a combination of the Venezuelan
strike and ongoing fears about the Middle East. There is no obvious prospect of

prices falling significantly until the situation changes in one of these two arenas.

It is also worth noting that spare OPEC production capacity is not enough to fully

make up the shortfall if Venezuela and Iraq stopped exporting oil at the same
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time. There is, at least, the possibility of this happening: if it did, prices would
rise further and international action to release strategic oil stocks may become
necessary.

UK forecourt prices

The high oil prices have fed through to UK forecourts. Diesel and unleaded

petrol prices rose around 1p/1 last week, forced up by 2p/l wholesale price

increases in December. The average price of unleaded petrol is now 74.9p/1, and

diesel is 76.3 p/l.

However, these price increases eased pressure on retailers’ margins making

further increases in retail prices less likely at this stage.

.

OLY JONES
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Rt Hon Robin Cook MP

Leader of the House of Commons
2 Carlton Gardens

London SW1Y 5AA

7 January 2003

LP CORRESPONDENCE: ELECTRICITY (TRADING AND TRANSMISSION) BILL

Thank you for copying to me your letter of 3™ December about the timetabling of the
Electricity (Trading and Transmission) Bill. Given the pressures on the Legislative
Programme, I agree that the publication of the Bill in draft early in the New Year is the best
way forward.

The new arrangements proposed by the BETTA Bill will encourage new transmission
capability to be built and help support development in the Renewables sector. It is therefore
imperative that we make industry aware of our commitment to this project. I therefore fully
endorse Patricia Hewitt’s suggestion, in her letter to you of 16 December, that a written
statement outlining the timetable for legislation be issued as soon as possible.

I am copying this letter to the Prime Minister, Cabinet and LP colleagues, Sir Andrew
Turnbull and First Parliamentary Counsel.

HELEN LIDDELL

XY
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Brian Wilson MP

Minister of State for Energy and Constuction
Department of trade and Industry

1 Victoria Street

London
SWI1H OET
@\/\ N\
BRITISH ENERGY BILL
You sought policy agreement in your letter to me of 13 December io a short Bill to

address urgent matters arising from British Energy. This letter gives you DA clearance
to proceed, subject to the views of colleagues recorded below.

A reply was received from Paul Boateng indicating his agreement to your proposals.
He said that in recognition of the unique nature of the tax liability arising as a result of
your restructuring proposal, the Bill should also include a provision to disregard the
tax liability arising from payments under Schedule 12 of the Electricity Act 1989.

~ No other DA colleague commented, you may therefore take it you have DA clearance
to proceed.

I am copying this letter to the Prime Minister, members of DA and LP Committees,
the Paymaster General, Sir Andrew Turnbull and to First Parliamentary Counsel.

JOHN PRESCOTT

Website: www.odpm.gov.uk
Email: john.prescott@odpm.gsi.gov.uk
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KEY ISSUES FOR THE ENERGY WHITE PAPER

Thank you for sending me a copy of your letter of 20 December to the Deputy Prime
Minister. j

I agree that we need to move swiftly to resolve the key policy issues. I also agree with
your proposal for bringing forward the debate on the nuclear issues.

It is important to get the involvement of the Devolved Administrations onto a more
satisfactory footing.

In an earlier letter to Brian, I expressed my concern to ensure that the Devolved
Administrations remain as fully engaged in the process and outcomes as we can possibly
manage. I believe there is a need to reinforce their involvement and seek their engagement in
the drafting of relevant sections of the White Paper. I therefore welcome the recommendation
that the draft White Paper text is shared with them.

Both from a practical perspective, and in keeping with the spirit and the terms of the
Memorandum of Understanding and the concordats between the administrations, we should
aim to consult the Scottish Executive on a full draft text of the White Paper at the earliest
opportunity. ‘

It seems to us that the Energy White Paper involves by far the most complex amalgam of
reserved and devolved interests we have had to deal with to date. It is therefore important that
it should demonstrate the effectiveness of the co-operative relationship between the
Government and the Scottish Executive.

08/01/2003 i
& Recyded




Consultation with the Scottish Executive prior to the publication of the White Paper would of
course be on a strictly confidential basis. However we have to recognise that Executive
officials may need to seek the views of their ministers as appropriate on the implications of
the White Paper for devolved responsibilities.

The sensitivity is heightened by the likelihood that the White Paper will be published in the
run up to the Scottish Parliament elections in May. It would be embarrassing for the
Government (and possibly for Scottish Executive ministers too) if the White Paper were to be
seen as misunderstanding or misrepresenting the division of responsibilities under the
Devolution settlement or not giving sufficient recognition to the role and contribution of the
devolved administrations.

The continuing success of devolution depends in large part on effective partnership
between the UK Government and the devolved administrations. I believe that there
should be two objectives in relation to the Energy White Paper

ensuring that the reserved/devolved relationships and responsibilities are correctly
described in the White Paper text (bearing in mind that there are some significant
differences between the position in Scotland and in other parts of the UK);

maximising the scope for positive engagement from the devolved administrations in
contributing to the delivery of the Government’s overall energy policy objectives.

We will only be able to meet these if there is early consultation, on a confidential basis, with
the Scottish Executive on the full text of the White Paper.

I am copying this letter to the Prime Minister, members of DA(N) and to Sir Andrew

Turnbull.
)%@ﬁ pAL phe

R

ANNE McGUIRE

07/01/2003
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Draft Energy White paper

| am grateful that Patricia says that she will pick up the points | made in
my letter of 10 December during the DA(N) meetings scheduled to take
place this month. | share Patricia’s concern about limiting the White
Paper to the current spending review settlements. However | am
disappointed that the latest draft of the White Paper has not taken on
board the central arguments about being more ambitious on renewables
as an alternative to planning an expansion of nuclear. | would like to see
more in the White Paper on tidal and wave power. | would like to see
the references to COcapture and storage broadened and | would
welcome more detail on advanced traditional cleaner coal technologies.
In the section on coal mine methane | would like to see a greater
commitment to exploiting these technologies. | support the proposal to
share the draft White Paper with the Devolved Administrations.

As promised in my letter dated 3 January, | am writing with substantive points
on the latest draft Energy White Paper and Patricia’s letter of 20 December.

| am grateful that Patricia says that she will pick up the points | made in my
letter of 10 December during the DA(N) meetings scheduled to take place this
month. | hope that we can agree a date for our next meeting as soon as
possible, and in any case before any announcements are made on any part of
the White Paper.
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| share Patricia’s concern about limiting the White Paper to the current
spending review settlements. The Government is developing proposals for
the first serious, new energy policy for a generation. Any suggestion that the
proposals should be confined to current settlements undermines their
importance, leaving them, as Patricia says, “simply rhetoric’. Whilst | accept
that there are serious implications to looking beyond current settlements, it is
important that we recognise the sheer scale of the challenges the world faces.
Some of those challenges — such as climate change - if not grasped soon, will
lead to huge pressures being generated on future Spending Reviews. | hope
that the Chief Secretary will reconsider his position on this.

However | am disappointed that the latest draft of the White Paper has not
taken on board the central arguments about being more ambitious on
renewables as an alternative to planning an expansion of nuclear. | agree
with Jeff Rooker that security of supply and dependence on foreign imports
have been given a somewhat complacent treatment — but | do not accept the
argument that the public should pay a ‘security premium’ for nuclear. What
would this cost? How could it be compared on a proper opportunity cost basis
with public funding of renewables, nuclear fusion and so on?

| would like to see more in the White Paper on tidal and wave power. It
seems to me that if we in the UK were to give wave and tidal power a real
priority there is an opportunity for us to be a world leader and to establish
intellectual property rights. We are behind the Germans on PV/solar, the
Scandinavians on wind power and others on fuel cells — but wave and tidal
could put us in pole position, provided we give it a real push with public
funding for R&D. Up until now insufficient priority has been given to wave and
tidal — there are only 4 or 5 demonstration projects, including the one at Islay.
The models work, but they are insufficiently developed yet to be economic.

| would like to see the references to CO? capture and storage broadened so
that they do not focus as heavily on North Sea oil wells. In addition, | would
welcome more detail on advanced traditional cleaner coal technologies. Coal
offers price stability over the next decade at least. By exploiting these
technologies we could set an example that could be emulated by and
exported to, China and India and other nations which are heavily dependent
on coal and likely to become more so, dwarfting any CO?2 savings the UK
makes. In the section on coal mine methane | would like to see a greater
commitment to exploiting these technologies.




Wales Office | Swyddfa Cymru

Finally, | support the proposal to share the draft White Paper with the
Devolved Administrations. Not only is this in accordance with the
Memorandum of Understanding but also with Jeremy Heywood's letter of 6
November. The draft White Paper encompasses the most complex
combination of reserved and devolved policy issues seen to date. Involving
the Devolved Administrations will both secure their early commitment to the
Government’s proposals and allow them to have input into the draft in so far
as arrangements are different from those in England. The White Paper will be
out for consultation during the run-up to the Assembly elections in May. | wish
to avoid the Government, or the Devolved Administration, being embarrassed
as a result of any failure to communicate effectively on these sensitive issues.

| am copying this letter to the Prime Minister, members of DA(N) and to Sir
Andrew Turnbull.

The Rt Hon John Prescott MP

Deputy Prime Minister and First Secretary of State
Office of the Deputy Prime Minister

26 Whitehall

London SW1A 2WH
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BBC NEWS | Business | Oil creeps higher despite Opec
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US hospital ship to sail
towards Iraq

05 Jan 03 | Americas
Police wounded in
Venezuela protest

02 Jan 03 | Business

Qil price jumps after US
reserves fall

Internet links:

Opec

The BBC is not responsible for
the content of external
internet sites

Striking Venezuelan oil workers blockade an oil tanker Top Business stories

now:

Oil prices have remained near two-year highs
as a general strike in Venezuela continues to
halt supplies, and despite Opec production
increases due on 14 January.

Britannic shares halve in
value

Boss of mining giant quits
New supermarket price
war

Oil creeps higher despite
Opec

French bank chief stands
trial

Ford pins hopes on new
models

Fiat shares rise on rescue
hopes

Bush 'to slash tax for
shareholders'

Prices shot higher last week as data from the
US showed that oil reserves had fallen to near
26-year lows and over the growing prospect of
a war on Iraq.

On Sunday, the world's
two leading oil
exporters, Saudi Arabia
and Russia, also agreed
to try to bring down the
oil price.

#% An increase could
be anywhere between
500,000 to one million
barrels per day... It
will depend on
consultations
b
Abdullah al-Attiyah Links to more Business
Opec president stories are at the foot of
the page.

At 1015 GMT, Brent
crude was unchanged
at $30.77 a barrel, just below a two-year high
of $31.05 reached on 11 Sep<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>