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Dear M Chapnman,

| amwiting in response to Sir John Mdgg's letter of 1
Septenber. The chem cal industry continues to be the |argest
user of electricity in the manufacturing sector, accounting
for approximately 20% of electricity and 30% of gas,

equi val ent in each case to about 5% of all UK supply. The

sectors’ conbined gas and electricity bill is in the order
of £1 billion. The industry’ s conbined energy and feedstock
bill amounts to approximately £2.5 billion W therefore

very nmuch wel cone this opportunity to help shape OFGEM s future
wor k progranmme.

| attach our position statenment on energy policy, which was
revised less than a nonth ago. Many of the issues it addresses
relate to OFGEM s areas of work and with regard to OFGEM s
strategic plan, | would sumrarise our views as foll ows:

Key areas where the CIA would like to see greater OFGEM focus
and resource are:

a. Gas Network | nvestnent — OFGEM shoul d review t he
present arrangenments with a view to maxi m sing
network investnment in order to make sure that
conpetitive gas gets to market today and that Britain
is strategically prepared to receive foreign gas in
the |l onger term

b. BETTA — OFGEM shoul d increase efforts to comuni cate
its benefits and press for |egislation sooner, rather
than | ater.

c. NETA — OFCGEM shoul d focus on ensuring the facts and
benefits are comuni cated and on naki ng sure supply
and demand- si de response flexibility is maxim sed.

d. Transparency of gas market information — OFGEM shoul d
focus on areas where it has powers or |everage to
press for greater transparency in the interests of
i nproved whol esal e market functioning.

Areas where the CIA would |ike to see OFGEM focus | ess or stop

wor k are:
3
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a. Reform of exit capacity arrangenents — W wel cone
OFGEM s decision to reconsider this area and believe
the current arrangenents are practical and
strai ghtforward and therefore should conti nue.

b. Reform of Transm ssion access — we wel come OFGEM s
deci sion not to pursue a strategy of radical reform
in this area and do not believe that the benefits of
reformto consunmers justify changes to the
arrangenents.

| trust this input is useful and we | ook forward to
contributing to the further shaping of OFGEM s strategic pl an
i n due course.

Yours sincerely,

<. 4.

Robert Si ddal
Uilities Policy Manager
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CHEMICAL INDUSTRIES

ASSOCIATION

Cl A POSI TI ON STATEMENT
ENERGY POLI CY AND PRI Cl NG

Summary of the Cl A position

The Cl A believes that energy policy nust be progressively set
wi thin a sustainable framework and that properly functioning
markets are the best tools to underpin both econom ¢ and
environmental sustainability. The main requirenent of energy
policy for the chemical industry is a framework that gives
producers access to secure supplies of energy, and feedstock
at internationally conpetitive prices. Cheni cal conpanies
desire minimumtax and adm ni strati ve burdens, and a choi ce of
supplier, product and contract. The Cl A supports the
government’s creation of the sustainable energy policy network
(SEPN) to the extent that it can better co-ordinate energy
policy and believes that it must give due weighting to the
econom c aspects of sustainability, as well as environnental
obj ectives. W recognise the success of the regulatory node
and support the continued enphasis on econom c efficiency of
an i ndependent Office of Gas and El ectricity Markets (OFGEM .

The chemical industry’ s objectives and proposals
On Energy Policy in general:

1. Donestic policy should focus on nmaki ng conpetitive energy
commodi ty nmarkets work, while maintaining sinple network
regul ati on. Building on the success of recent European
directives, the Governnent should now press hard for a rapid
l'i beralisation of European energy markets and ensure careful
har noni sati on with UK arrangenents.

On Electricity:

2. The New El ectricity Trading Arrangenents (NETA), the UK's
first genuine market in wholesale electricity, should not be
subject to intervention, either in response to pressure from
special interest groups, or because of a perception that it
woul d hel p environnmental objectives. Genuine externalities
being reflected in prices should not be confused with
nmonopoly rents being internalised in the same way. The C A
bel i eves that a framework where prices reflect costs is the
basis for a sustainable energy policy, rather than sonething
that detracts fromit. W are disappointed by the del ays,
due to lack of parliamentary tine, that have occurred in
creating a UK-wide electricity nmarket and urge the
Governnment to accel erate NETA's extension to Scotland as the
British Transm ssion and Tradi ng Arrangenents (BETTA).

3. Electricity transnission is generally well organi sed under
current arrangenents. The Cl A does not support the reform of
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transm ssi on arrangenents and chargi ng unl ess benefits to
consunmers can be clearly denonstr at ed.

A renewabl es target of 20% by 2020 is overly anbitious.

Over - dependence on renewables is likely to lead to

addi tional cost, and security of supply risks in the case of
technol ogi es such as wind. The ClI A supports research to
devel op conpetitive renewabl e technol ogi es, but believes
that the generation mx is best left to the market. W

di sagree with specific subsidies such as the Renewabl es
oligation, which result in costs being directly passed
through to industry and an associ ated | oss of
conpetitiveness.

The CI A agrees with the Governnent that a nuclear build
progranmme shoul d not be ruled out, but believes that any
deci sion to do so should depend, not |east, on its economc
viability.

The Government’s target of 10GM of install ed Conbi ned Heat
& Power (CHP) by 2010 now appears to be at risk. CHP could
be encouraged by a nore |ong-term and consi stent approach to
policy on CHP in order to provide stable signals to industry
about | ong-terminvestnent decisions.

On Gas:

7.

10.

The ClI A has continued concerns about the conpetitiveness of
the UK s whol esal e gas market, and believes that questions
about the sharp price rise at the beginning of 2000 woul d
be best anal ysed through a conprehensi ve and i ndependent
review. A Government-l|ed programe of gas market
information rel ease woul d i ncrease transparency and further
under pi n mar ket functioning.

The existing UK-Continental interconnector has a greater
capacity for export than inport, which neans that European
conpetitors benefit fromcheap UK gas in the sumer,

wi t hout the associated quid pro quo in the winter. The ClA
believes the Government nust accel erate the changes al ready
underway to upgrade the interconnector in order to address
this situation.

Transco has struggled to deliver tinely network investnent
and we believe network constraints are still putting a
prem um on gas prices. The Cl A considers that the
relatively small cost of a marginally over-engi neered
network is justified to take pressure off prices in short
termand attract conpetitive gas in long term OFGEM shoul d
closely nmonitor its recently introduced |Iong-term auction
arrangenents. If these arrangenents fail to deliver a badly
needed boost to | evels of network investnment, the regulator
shoul d adopt a nore prescriptive approach in ensuring that
Transco neets it 2007 targets.

The CI A al so believes that of fshore and onshore regul ati on
shoul d be harnoni sed under a single body. This would
address the difficulties created by the UK Departnent of
Trade & Industry’s (DTlI’'s) current dual-role as sponsor and
regul ator of offshore industry.

Posi ti on Background
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The chemical industry accounts for two per cent of GDP and is
the UK's top manufacturing export earner. It continues to be
the | argest manufacturing user of electricity and natural gas,
accounting for 6% of total UK supply in each case at a cost of
approxi mately £1bn. Chenical producers are increasingly price-
takers in global markets, where conpetition is extrenely
fierce. Efficient operation is key and compani es nust nmintain
a laser like focus on raw material costs, of which energy can
represent up to 30%

In addition to its consunption of energy for fuel and power,

t he industry uses energy as an essential feedstock for the
start of many chenical processes, such as chlorine production,
whi ch add value to the basic raw materials. The industry’s
combi ned energy and feedstock bill amounts to around £2. 5bn.

The industry al so has an excellent record of inproving energy
efficiency. Between 1967 and 1990 the output of chem cal
products nore than doubl ed, while energy consunption per unit
out put was reduced by al nost 60% sinmlarly between 1990 and
1998 further inprovenents of 19% were achieved. The CIA is
currently participating in a negotiated Cimte Change
Agreement with the UK Governnment and expects to deliver a
further aggregate inprovenent in energy efficiency 1990 — 2010
of 34% across its nenbership.

The CI A played a full part in the review of energy policy,
which led to the February 2003 Energy Wite Paper. It
submtted detailed witten responses to the Cabinet Ofice
Performance and I nnovation Unit’s (PIU) ‘Energy Review at the
end of 2001 and also to the DTlI’'s ‘Energy Key |ssues for
Consultation’ in summer 2002. It continues to nake input to
the Government about the detailed inplenentation of the Wite
Paper’ s objecti ves.
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