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GCI Comment on DTI Memo on Contraction and Convergence (C&C)

1. DTI - Thisisan application of the environmental space developed in 1996 by the Global
Commons Ingtitute (GCI). This sets a global CO2 budget, based on atmospheric
concentrations of carbon dioxide rising to no more than 450 ppmv, yielding a space for
accumulated anthropogenic emissions equal to 630-650 gigatons of coal. Allowing for
likely deforestation, allowable accumulated emissions would be limited to 295-315
gigatons.

GCl — The approach was introduced in 1990. GCI keeps its views as
to what is safe and what is fair distinct fromthe cal cul ation
capabilities of the CCOptions nodel [www. gci.org.uk]. Cimate
nodel s used by the I PCC determne the feasibility of time/weight
specifications relating em ssions to consequential atnospheric
concentrations. The C&C nodel will calculate any rates of C& C [in
metric tonnes] but consistent with what | PCC deens feasible.

2. DTI Inorder to keep within that budget, annual emissions would have to be gradually
reduced to the point where output and capture of carbon dioxide balance each other.
That is the contraction part of the model. The GCI proposes stepwise reductions up to
the target year of 2045, with avery (si ¢) reduction of 60 per cent compared to the
present, if the budget isto be met.

&Cl — As stated, the C& C nodel will calculate any feasible rates of
C&C. However, DTI’s comment here inplies that GCl prefers gl obal
reducti ons of 60% achi eving 450 ppnv will with convergence (see

bel ow) conplete by 2045. The nodel cannot conpute this contraction/
concentration rati o because according to IPCC clinate nodelling it
is not possible. Calculations in C&C Options closely reproduce | PCC
WGL, which show that concentrations are not stable on these

ti me/wei ght contraction specifications.

3. DTI According to the GCI model, by 2045 every country should be emitting the same
amount per capita. Here we have convergence. It means that the industrialized
countries, with their present high per-capita emissions, will have to make hefty
reductions, while the developing ones will be able to go on increasing their emissions.
Reductions will continue even after all countries have got down to the same per-capita
level, but then at the same rate for all.

G&Cl — Wth CCOptions, the rate of convergence can be conputed to
conplete nore or less quickly within the contraction period chosen.
In the negotiations at the UNFCCC, this feature is intended to help
resolve the conflict between the GDP-1ed approaches (favoured by
the USA) and ‘historic responsibilities’, (favoured by Brazil).

4. DTI The GCI argues that there can be no solution to the climate crisis without these two
key elements: contraction and convergence. If a catastrophic change in climateisto be
avoided, the developing countries will also have to accept reduction targets - which
means that there must' be a model for burden sharing that is not inherently inequitable.

GCl — Allocations created under C&C are assuned by GCl to be
‘equitabl e’ but also tradable. Wile all Parties to a C&C agreenent
do take on em ssions ‘commitnent/entitlenments’, depending on the
rates of C&C negotiated, |low per capita emtting countries will not
face ‘reductions’ in entitlenents. On the contrary entitlenments as
distinct fromem ssions, will generally increase for the near term
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5. DTI Thismodel requiresindustrialized countries to reduce their emissions of
greenhouse gases by up to 80 per cent, together with calls for commitments on the part
of the developing countries to reduce theirs within a relatively short time. Clearly there
are severe political and practical problems.

G&Cl — DTl point 5 contradicts DTl point 2 above. It is also
i mportant to keep on recognising and restating that climte change
is the problem not — as is inplied here - C&C.

6. DTI The contraction-and-convergence model has surfaced at international meetingsin
the late 1990's and found some support, including by India, China, and the European
parliament. But so far the backing has been insufficient for it to be taken up seriously in
the climate negotiations. This was not raised at the recent WSS and thereislittle sign
of the issue re-emerging at CoP8 in Delhi next month.

G&Cl — Attention to and support for C&C has been increasing
exponentially since it was introduced at COP-2. Evidence at: -

http://ww. gci . orqg. uk/ consol i dati on
http://ww. topica.comlists/ GCN@ gc.topica.conlread

There was a determined effort to keep clinmate change (rather than
C&C) off the agenda at WSSD. Notwi t hstanding the increasingly
desperat e enphasis on ‘adaptation’ requirenents by devel opi ng
country Parties, India — the host country at COP-8 — reasserted
devel opi ng country demands for ‘equal per capita rights’ to the
commons, a core structural feature of the C&C approach. GCl feels

t hat C&C preparedness on the part of governnents mght well lead to
| ess rhetorical and di sappoi nting outconmes at future neetings.

7. DTI Oneimportant criticism of the model is that it does not take account of variationsin
national circumstances, including climate, and energy resources, by linking national
carbon budgets to population size. In the absence of a technology breakthrough for
transport and/or electricity production, the global reductions envisaged in the model
look unattainable.

GCl-This inplies that we should now i nclude preparations for a no-
solutions future. Moreover, faced with a potential infinity of
“individual circunmstances’, putting the basic principles of the
UNFCCC (precaution and equity) into the basic calculus is one of
the strengths of C& C — stability in the negotiations for common
security. Rather than negotiate nore chaos, exceptions wll in fact
be proved by the C&C rule. Beyond this, where countries or groups
do have a diversity of natural endownents al ongsi de an increasingly
conpl ex agenda of grievances, C&C enbraces this by recognising for
exanpl e the European Union, which operates as a unit at the inter-
nati onal level whilst creating its own convergence arrangenents
within the region. GCl believes the UNFCCC negoti ati ons about
commtnents would ideally be conducted between a gl obal total of
around six or seven regions follow ng that nodel. In other words,
while climte change un-arrested increasingly augurs potentially
catastrophic | osses, C&C synthesizes the objective and principles
of the UNFCCC in a constitutional rather than a stochastic manner,
so that the necessary foundation for the transition to a new growh
and prosperity is specifically guided by that global agreenent to
the zero carbon energy technol ogies that nake this future possible.


http://www.gci.org.uk/consolidation
http://www.topica.com/lists/GCN@igc.topica.com/read
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GCl Comment on DFID Memo * on Contraction and Convergence (C&C)

The use of contraction and convergence as a way forward in climate negotiations

1. 29. Current UK policy on mitigation is focussed on bringing the Kyoto Protocol into
force as a starting point for further more significant reductionsin emissions. DFID
agrees with this objective, but accepts that the target level of emissions reductionsin
the first commitment period under Kyoto (a5 per cent reduction of 1990 emissions
during the period 2008-12) is probably inadequate. However, it represents a starting
point from which to make future progress.

GCl —Kyoto does not consistently set enissions ‘reductions’

commi tnents. Australia, Ireland and ot hers have had nere
‘“limtation’” [controlled positive growh] conmtnents. Moreover
t hese have been deened to be ‘entitlenents’ as they are tradable
wi thin the Annex One group and exchangeable for credits fromthe
Non- Annex One group. It is generally accepted that the altered
course of ghg concentrations rise in the atnosphere is probably
not greater that one part per mllion by volunme in the next ten
years. In terns of providing global ‘leadership’ with respect to
avoi di ng dangerous gl obal clinmate change, “probably inadequate” is
nore accurately stated as, “certainly inadequate”.

2. 30. For a number of years the Global Commons Institute has advocated the
Contraction and Convergence (CC) approach. Within CC "contraction” refersto the
need to reduce emissions to a level, which will not impact adversely upon the global
climate. This level would represent a global "budget”" of GHG emissions and
"convergence" represents the process by which sharesin that budget would be
equitably allocated to all nations on a per capita basis over a period of time. These
allocations would be unrelated to current emissions levels.

&Cl — GCl reconmends that on the UNFCCC s basis of precaution and
gui ded by scientific advice of IPCC, all governnents or regional
groupi ngs of governnents should jointly and severally shoul d agree
to observe a safe and stabl e atnospheric ghg concentration val ue.
Then, with periodic review, we can calculate the total dimnishing
anount of greenhouse gases that the world can emt for each year
in the century ahead that is consistent with this atnospheric ghg
concentration. Whatever the concentration target chosen and

what ever the dimnishing rate needed to achieve it, in C& this
event as a whole is known as “Contraction”. Convergence to equal
per capita shares globally is the only non-random shari ng of
contraction that is defensible and technically achievable, while
random sharing is clearly increasingly chaotic and dangerous.

3. 31. CC advocates propose that in addition to its inherent equity, the approach provides
the only way of bringing together developed and devel oping countries within a single
emission reduction framework. They argue that as Kyoto only addresses devel oped
country emissions, it is unattractive to many developed countries that point to the fact
that the developing world is an increasingly important source of emissions and will—if
current trends remain—be the major source by 2015. Consequently, it is claimed that
Kyoto's targets are set at an inadequately low level in order to achieve devel oped
country agreement. Under a CC regime, the increasing impact of developing country
emissionsis explicitly recognised. At the same time, they argue, CC would
accommodate the devel oping country perspective that their development should not be
held back in order to rectify the damage caused by the existing rich countriesto the
global climate.

! Sent to House of Commons Select Committee on International Development for their Third Report, 13 06 2002.
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&l — It is — albeit surely unintentionally — sonewhat m sl eadi ng
to say that, “under a C&C regi ne, the increasing inpact of
devel opi ng country em ssions is explicitly recognised.”

Wth the C&C cal culus and i magery, GClI has been at pains for years
to point out that under any regine, or reginme change, or no
regime, any Party that does not recogni se the increasing inpact of
gl obal accunul ated em ssions, has sinply not understood the choice
we are facing.

Ei t her gl obal ghg em ssions are reduced by between 60 — 80% as
qui ckly as possible to offset the effect of these accunul atati ons,

or climate change will becone so rapid as to be uncontroll abl e.
DFI D s agenda of hel pi ng devel opi ng countries finance ‘adaptation
to climte change will increasingly be over-whel ned by the donor’s

inability to finance even their own adaptation.

4. 32. The approach has an intuitive logic, but it is based on the simple premise that
developed countries will agree to cut their emissions significantly. Regrettably, thereis
little evidence of their willingness to do so thus far under any form of agreement. Time
lines for the completion of convergence have also never been proposed. The concept is
therefore interesting but without agreement from the USin particular (along with other
Kyoto reluctant parties) to agree to major cutsin GHG emissions under any regime it
remains little more than that.

GCl - The IPCC Third Assessnent Report affirmed that, “C&C takes
the rights-based approach to its |ogical conclusion.” This was not
merely intuition

Furthernore, C&C pre-distributes em ssions commtnent/entitlenents
that are tradable. In other words, subject to the overal
contraction/concentrations target, the convergent pre-distribution
of commtnment/entitlements does not specify at any given nonent
where the reductions will happen or happen soonest. This is

preci sely because they are internationally tradable.

It is also worth noting — as indeed do the Wirld Bank and the EC —
that the C&C nechanismpotentially directs devel opnent resources
to devel oping countries in far greater volune than arrangenents
under the status quo. Doing this while de-linking everybody’s
devel opment fromfossil fuel dependency in this C&C- gui ded
restructuring, also potentially accel erates our collective

avoi dance of global climte changes and the terrifying damage
scenari o these herald.

Usi ng CCOptions (the C&C cal culus and i magery) GCI has proposed,
presented and denonstrated tine-lines for C& and their
consequences, frequently and effectively for many years. It is a
little disappointing to realize that DFID appears not to have
observed the C&C material GCl has sent to the Secretary of State
four tinmes over the past three years addressing the rates point.

Finally, GCI does not feel it is prudent to proceed further into
the climate negoti ati ons based on just going along with the Kyoto
and its ‘reluctants’. Cinmate change is getting worse and it
requires an effective global solution. The real cause for concern
now is that we are creating the danger of a self-fulfilling
prophecy of catastrophic danages, precisely because of the absence
of effective arrangenents to avoid them This is what the C&C
proposal addresses. DFID will help us all address the issue, while
elimnating poverty, nore effectively with C&  than w thout.

Department for International Development - May 2002
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EXECUTIVE SUMMARY

Background

1 In June 2000 the Royal Commission on Environmental Pollution
(RCEP) published an important report on the long-term challenges for
UK energy and environmental policy posed by climate change. It makes
87 recommendations, to which the Government will respond in due
course. Amongst its key recommendationsis that the Government should
now adopt a strategy which puts the UK on a path to reducing carbon
dioxide emissions by some 60% from current levels by about 2050. This
would bein line with a global agreement based on contraction and
convergence which set an upper limit for the carbon dioxide
concentration in the atmosphere of some 550 parts per million (ppm) and
a convergence date of 2050. However, contraction and convergenceis
only one of a number of potential models which could help achieve the
objectives that we are striving to fulfil.

Group's remit

2 In order to help inform the Government’ s response to this
recommendation, and also thereby a number of the RCEP s other
proposals, an inter-departmental analysts group (IAG) was set up whose
remit was to consider:

- thescale of emission reduction implied by the RCEP' s
recommended 60% cut (taking account of potential future
energy demands and energy mix);

- the optionsthat might be availableto fill this gap, and their
associated costs;

- theimplications for policy now if the prospect of meeting such
atarget at minimum or low cost isto be maintained.

3 Subseguently, a review of long-term energy palicy, to be
undertaken by the Performance and Innovation Unit (PIU), was
announced. This had a broader remit than the IAG. We have therefore
seen our role as helping inform the PIU's review with economic analysis
of the implications and challengesin moving to alow carbon economy.
The group has therefore deliberately not made recommendations on the
long term objectives for energy policy, which fallsto the PIU, nor on the



environmental science, covered by the RCEP, which is the responsibility
of DEFRA.

Carbon gap

4 Therate of carbon intensity improvement (ratio of carbon
emissions to GDP) required to meet a 60% CO:- reduction target by 2050
would average 4.3% a year after 2010 (allowing for GDP growth of
2.25% ayear). To put thisin perspectiveitis:

- greater than the improvement expected over the period 2000-
2010 (around 2.8% a year) which includes the impact of the
Climate Change Programme (CCP);

- greater than the historic trend (around 3% a year 1970-2000).

5 UK emissions of COz in 1997 amounted to 154MtC. Depending on
the assumption made for a basdline projection of COz, by 2050 such
emissions could amount to between 103 and 167MtC. So the projected
gap againgt a 60% reduction target in 2050 ranges from 41-105MtC.

6 It should not be assumed that all sectors (domestic, industry,
services and transport) be required to make a 60% reduction, since some
sectors may be able to achieve such areduction at lower cost than others.
In practice, therefore, cost effectiveness and other considerations will
mean that contributions will be likely to differ across sectors. But itis
still useful to understand what a 60% reduction by sector would mean.

7 Transport has the greatest gap of any individual sector between
historic performance and that required to reduce CO: by 60%. Therate of
reduction required in industry to achieve a 60% reduction isbroadly in
line with the past trend. It islower than the average requirement post
2010 reflecting that the CCP to 2010 includes significant reduction from
industry. Significantly greater reductions in carbon intensity than
delivered to date would be required of both the domestic and services
sectors. The scope for further fuel switching in final demands may be
limited, so energy efficiency improvement would have to increase by 2%
(domestic) or 3% (services) ayear more than we already have in the
basdline.



8 The easiest reductions in non-CO2 emissions have been made, and
by 2020 non-CO: gases are only 14% of the GHG total. So we do not
expect a greater than 60% reduction in non-CO:z emissions could
substantially and cost-effectively reduce the burden on CO:z itself.

9 Emissions of non-CO: greenhouse gases have fallen by about a
guarter since 1997 and are expected to be about athird below their 1997
level by 2020. If hypothetically the projected rate of decrease continued
to 2050 emissions of these gases will have fallen by about 45%, and
would then be equivalent to about 11% of total UK emissionsin 1997.
Therefore, although in the context of a 60% reduction in COz, additional
measures might be introduced for non-CO: gases to give a balanced
reduction effort, there is unlikey to be sufficient margin for further action
on non-CO2 gases to make a big difference to the need to reduce CO..

10  Similarly, whilst action to increase uptake by UK terrestrial carbon
sinks could offset a few per cent of 1997 CO: emissions by 2050 it is very
unlikely that sequestration by forestry and agriculture could be increased
to offset alarge fraction of a 60% cut, especially asthetimeto 2050 is
long enough for sink enhancement measures taken early on to be
approaching saturation. Forestry and agriculture could of course make
larger contributions via biomass renewable energy schemes. Nonetheless,
forestry and agricultural options offer some scope for increasing
seguestration through no-regrets or |ow-regrets measures.

International issues

11 The Kyoto mechanisms will provide the right framework for cost-
effective emissions reductions only if price signals work and are allowed
to work. This means that the UK should look to work towards a future
emissions trading scheme (both domestically and internationally) with
minimal artificial constraints and the simplest possible rules. This will
implicitly require that the schemes in the shorter term — consistent with
sound carbon accounting — be seen as a success.

12  Key attention will need to be paid to the longer-term role of the
developing countries, and to the nature and stringency of targets in the
developed world. These will be the crucial determinants of what happens
to the mechanisms.



13 In the long term, if developing countries are themsaves taking
on emission targets of smilar stringency to others (as exemplified by the
contraction and convergence methodology) then the UK cannot rely on
there being substantial sources of cheap emission savings to buy in from
others and supplement domestic action.

14  Even when the price signal works, the mechanisms provide only
part of the required policy framework. They will not necessarily eliminate
other market failures that may be holding back emissions-reducing
technologies, and do not preclude the use of other policy tools.

15 Inthesame way that the RCEP path to 550 ppm implies a 60%
reduction in the UK’ s current COz emissions, it is possible to estimate the
implied reductions for other devel oped countries. Key points from this
are that:

- the US would need to reduce emissions by around 80%, and the
EU by around 53% on 1998 |evels,

- in teems of scale of reduction, in percentage terms the UK
reduction is mid-table in both EU and G8 rankings;

- during the period from 1990 to 1998 the UK has improved its
performance relative to the EU and G8.

16 Attheinternational level, the UK will amost certainly not be
looking to buy units of assigned amount (AAUS) in the first commitment
period. But it may well be looking to sell or bank excess AAUs and we
will be seeking to ensure in the redlevant EU negotiations that any member
states which over achieve their target have autonomy over any surplus
they accrue.

17  Looking further ahead, the expected tightening of targets, coupled
with a rising emissions basdline, could make it less likely that the UK will
be in a position to sall — and we may then look to rely on purchases of
AAUs from elsewhere. But this is not an inevitability and, as noted
above, such substantial sources will not necessarily be available. It
depends on the targets and emissions baselines of other countries relative
to the UK. If the UK is among the leaders in developing low and no
carbon technologies, it could develop a comparative advantage in
emission reduction.



Costs of meeting the target - evidence from the literature

18 Wehave considered literature on the costs of moving to a lower
carbon economy, including both top-down and bottom-up approaches.
Each hasusesin illustrating the scale of the challenge and each aso has
different weaknesses. The uncertaintiesin looking 20-50 years ahead are,
of course, huge.

19  Top-down macro economic models tend to overstate costs of
meeting climate change targets because, among other reasons, they take
Insufficient account of the potential for no-regret measures or large
technical advances. Equally most top-down models ignore the benefits of
climate change mitigation and present a gross economic cost estimate.

20  Technologically disaggregated (so called "bottom-up” ) models can
take these ben€fits into account but may understate the costs of
overcoming economic barriers.

21  TheWorking Group |11 of the Intergovernmental Panel on Climate
Change (IPCC) has assessed the international work on both analytical
approaches. DTI, DEFRA and the PIU have also commissioned work
using the MARKAL modd, areport of which will be available shortly.
Modelling work tends to show that costs can be reduced if rules are
flexible and awide range of optionsis considered. In particular, measures
such as trading can significantly reduce costs of achieving atarget.

22  Estimated costs - such as those summarised in the report of
Working Group 111, IPCC - can look large, amounting to hundreds of
billions or even trillions of dollars, depending on the assumptions made
and time period considered. But this can aso be looked at in terms of the
percentage impact on GDP or GDP growth rates, taking into account that
economic growth over the period might be between 2% and 3% per
annum.

23  Macro models assessed by IPCC suggest that the cost in 2050
leading to stabilisation at 550ppm might be between 0.2% and 1.5% of
GDP in 2050 (with GDP having tripled by then). There will be GDP
lossesin earlier years building up to these levels. Estimated costs would
increase substantially for stabilisation levels below 550ppm.

24  However these global economic costs are viewed emission
reductions may not be easy to achieve. There may be very substantial
distributional implications. The modeling work reported above generally



assumes international action to meet targets. Costs for one country by
itself may be very different. But with full trading estimated marginal
costs of meeting Kyoto are found by IPCC to be typically $70/tC (range
$50 to $140/tC) assuming US engagement. Costs could be much less
without the US, although this will depend on the amount of so-called "hot
air" that comes onto the market, on whether any alternative emissions
reduction scheme introduced by the US is sufficiently compatible with
Kyoto to allow partial engagement and on the degree to which sinks
measures offset emissions reductions internationally.

25 It should be borne in mind that, while there will be abatement costs
associated with emissions reductions, the wide-ranging impacts of climate
change means that there will also be costs associated with inaction.
Recent work by DEFRA indicates that a point estimate of £70/tC,
together with a sengitivity range of £35-£140/tC, would be appropriate
illustrative values to use for the estimated damage costs associated with
current carbon dioxide emissions.

Whereisthe potential in the UK?

Enerqy efficiency

26  Within our basdine projections there is substantial improvement in
energy efficiency. Savings of around a further 25MtC might be possible
by 2050 at a cost reaching, at worst, £20-35/tC. In practice, actual costs
could be much less. Past experience suggests that raising the take-up of
energy efficiency measures is not easy but, even at these worst case
levels, energy efficiency measures are likely to be competitive with other
abatement options.

Renewabl es and other |ow carbon options

27  The practicable resource from renewables options by 2025 is large.
Allowing for technological advance, but before additional systems costs
around half to two-thirds of projected e ectricity demand could be met by
renewables with e ectricity costing under 5p/kWh. Ddivery will be
substantially reliant on wind (on and offshore) and, to a lesser extent,
energy crops. The key issues for renewabl es include the achievement of
technological advances to bring costs down and the management and cost
of the security attached to intermittent sources of generation.



28  Onshorewind has alarge potential with generation of 50TWh/year
by 2025 costing around 2-2.5p/kWh. This could remain competitive even
If the additional system costs of intermittent supply, an area requiring
further work, risetowards 0.4p/kWh (alevel of penalty which may not
be reached until intermittent sources make up well over 20% of
generation). This generation cost estimate is more optimistic than the
Energy Technology Support Unit (ETSU) work. Alongsidethis, there are
planning issues concerning the location of wind farms.

29  Offshorewind could offer the greatest potential for renewable
generation. Little has been developed in the UK so far, but advancesin
installation methods and demongtration plants could prove the
technology, reduce costs and increase deployment. By 2020-25, the cost
could be down to 2-3p/kWh and 100TWh/year (over one-quarter of the
UK’ s generation needs) could be provided. Again, further systems costs
will need to be factored in.

30  Municipal solid waste and landfill gas could be competitive (cost
around 1.5-2.7p/kWh), but the scale of resourceislikely to be relatively
small — around 3-4% of total generation.

31  Energy crops and other woody biomass could be a significant
resource at around 10% of generation. But thisis at a dightly higher cost
than wind (and also above generation from gas), at around 3-4.5p/kWh.

32  Carbon capture and storage has potential — with intensive capital
Investment - to save significant amounts of carbon. Capture applied to a
new CCGT plant with transport over 300 km and storage in geological
aquifers might add 0.5-1p/kWh to the cost of gas-fired generation. There
are technical uncertainties and concerns over public acceptability. Issues
associated with this technology which need resolving include engineering
risks associated with transmission, probability of sudden or gradual
release, associated environmental risks and the legal status of disposal in
sub-sea strata, given the provisions of the London and Ospar conventions.

33  Tida stream has modest technical potential but might be available
at a cost of around 3.4-6p/kWh. Other options such as active solar and
wave power are unlikely to be available at an economically acceptable
cost.

34  Nuclear currently provides the bulk of carbon-free electricity
generation in the UK and just over 20% of all generation. If low
construction costs for the new technologies were confirmed (which might



require series congtruction and high availahilities) then it ispossible to
see new nuclear generation competing with other generation at reasonable
levels of carbon value at costs of 2.6-4p/kWh.

35 Thereare, however, issues other than generation cost.
Uncertainties over waste management are also material from the
perspective of public acceptability aswell as cost. There are also issues
of public perception and acceptability on safety and the environment.
The long-term nature of the capital investment with significant
planning/exploratory work in aliberalised market is also an issue.
DEFRA has recently started a consultation process on waste
management.

36 Therearetherefore a number of carbon-free generation options
with costs which have the potential to move to being competitive with
gas.

37  Individual transport measures such as hybrid vehicles, biofuels and
Intelligent Speed Adaptation look costly when measured in terms of £/tC.
But the benefits of action often go wider to include a reduction in
congestion or regulated air pollutants. Thereis scope for energy
efficiency gain and behavioural change but the most significant
abatement opportunities arise from fuel switching measures such as fuel
cells. Thereisalsono sign at present of any substitute for kerosene in
aviation, a sector where demand is growing rapidly.

Costs

38  Achieving a60% reduction in emissionsis technically feasible but
extremely challenging. Total costs need not be excessive, though
distributional effects may be significant. A combination of substantial
(non-transport) energy efficiency improvement and a move to carbon-free
electricity generation would help to deliver a significant proportion of the
emission reductions required. But emissions savings from other sources,
such as the transport sector, would need to be achieved as well.

39 Intermsof overall coststo the economy, moving to a carbon-free
generation system by 2050 could cost between -0.1% and +0.2% of GDP
(with GDP having grown threefold by then). Thisfigure was estimated
by looking at the costs of a system with an increased share of renewables
and varying the proportions of nuclear and gas-fired generation with
carbon sequestration. The costs were compared with those for gas-fired



generation at arange of costs. Theimpact on eectricity prices could vary
from around a 20% increase, if low carbon options turn out to be
relatively expensive, to a position where prices could fall asaresult of
cheap on and offshore wind resources and high gas generation costs.

40 MARKAL moddling resultsindicate that the cost of moving to a
45% reduction in emissions by 2050 could be between £85 and £150/tC.
For a 60% reduction the average cost increases to around £200 and for
70% to between £270 under Global Sustainability (GS) and £360 under
World Markets (WM). Themarginal cost involved in moving from 60%
to 70% reduction increases significantly to about £440 under the GS
scenario and to nearly £1100 under the WM scenario. The cost of
abatement is estimated to have an impact of between 0.01 and 0.02
percentage points on along-term GDP growth rate of 2.25%. Thiswould
still represent a non-recoverable decrease in living standards, although the
model does not take account of the benefits of emissions mitigation or
any opportunities to the UK economy which might arise from the
technological developmentsimplied.

41  Oveadl impacts on GDP then depend on the success in delivering
low cost energy efficiency improvements. There is undoubted potential
but achieving it, as demonstrated by past experience, isdifficult. It will
also depend on the extent to which transport demand growth is
constrained and/or technology develops to allow alow cost switch to low
carbon transport fuels. Thisis highly uncertain and more work is needed
on the relationship between generalised costs, infrastructure provision and
modal shifts.

Genera conclusions

42 A key theme of the preceding analysisis uncertainty. We do not
know how basdline emissions will change. We do not know how the costs
and potential of currently available technologies will devel op.

43  Inthese circumstances a prime consideration must be to create the
right framework which will reward the best, most cost-effective
technologies and encourage their development. This means a policy that
Is not about picking winners, but which allows the market to provide
appropriate incentives. But at the same time, while we see price signals
as fundamental, thisis not to exclude other policy actions. A range of
measures such as information campaigns, target setting and minimum
standards may have arole.



44  We have made use of projected resource cost curves, but these are
inevitably constrained by what we (think we) know now, and by our past
experience of cost reductions for new technologies. Economic
instruments (carbon internalisation, trading) have arole here — they
provide a signal which helpsto incentiviseinnovation. There are key
guestions to be addressed about how to achieve the kind of cost
reductions projected for a number of low-carbon technologies.
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LONG-TERM REDUCTIONSIN GREENHOUSE GAS
EMISSIONSIN THE UK: Report of an Inter-departmental Analysts
Group (IAG)

1. INTRODUCTION

1.1 InJune 2000, the Roya Commission on Environmental Pollution
(RCEP) published an important report® on the long-term challenges for
UK energy and environmental policy posed by climate change. It makes
87 recommendations, to which the Government will have to respond in
due course. Amongst its key recommendations is the following:

(Recommendation 5), The Government should now adopt a
strategy which puts the UK on a path to reducing carbon dioxide
emissions by some 60% from current? levels by about 2050. This
would be in line with a global agreement based on contraction and
convergence which set an upper limit for the carbon dioxide
concentration in the atmosphere of some 550 ppm® and a

conver gence date of 2050.

1.2 The Government has recognised that action now will lay the
foundation for the more fundamental changes that will be needed in years
to come.* 1ts 20% goal for areduction of COz emissions by 2010
provides asignal of the direction in which policy is moving, but it has not
committed to any further figure for longer-term reduction. Nor hasthe
Government agreed the contraction and convergence approach.

1.3 Inorder to hep inform the Government’ s response to this
recommendation, and also thereby a number of the RCEP s other
proposals, an inter-departmental analysts group (IAG) was established
(membership at Annex A). Our remit was to consider:

- thescale of emission reduction implied by the RCEP' s
recommended 60% cut (taking account of potential future
energy demands and energy mix);

- the optionsthat might be availableto fill this gap, and their
associated costs;

! Energy — the Changing Climate, RCEP, June 2000, Cm 4749

2 For “current” the RCEP report uses 1997 levels of emissions.

% Thereis no international agreement on stabilisation levels. Even at 550ppm work by the Hadley
centre indicates that temperature increases will still occur but at half the level than if no action istaken.
* Climate Change: the UK Programme, DETR, November 2000, Cm 4913
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- theimplications for policy now if the prospect of meeting such
atarget at minimum or low cost isto be maintained.

1.4 Subsequently, areview of energy policy, to be undertaken by the
Performance and Innovation Unit (PIU), was announced. Thishasa
broader remit than the IAG. We have seen our role asto help inform the
PIU, largely in its consideration of environmental issues. Thisreport is
therefore focused on the challenge concerned with the adoption of the
RCEP target.

1.5 Our work concentrates on the 60% target and does not consider the

adoption of contraction and convergence as a principle in international
negotiations.

Costs of inaction

1.6 It should be bornein mind that while there will be abatement costs
associated with emissions reductions, the wide-ranging impacts of climate
change means that there will also be costs associated with inaction.
Recent work by DEFRA® indicates that a point estimate of £70/tC,
together with a sengitivity range of £35-£140/tC, would be appropriate
illustrative values to use for the estimated damage costs associated with
carbon dioxide emitted in 2000. Since the value of damages associated
with carbon emissions increases over time, the point estimate for future
emissions increases by £1/tC per year after 2000. Socially contingent
impacts of climate change have not been included in this estimate. Itis
stressed that the uncertainty associated with climate change is very large
and these values should only be considered as illustrative of possible
costs.

Uncertainties

1.7 Itisimportant to be clear from the outset that any consideration of
prospects over a 50 year timescale must be very uncertain. Our
projections and technol ogy assessments will inevitably turn out to be
Inaccurate. But this does not invalidate the exercise. Policy actions now,
or decisions to postpone policy action, ought to be informed by best

® Estimating the Social Cost of Carbon Emissions: Government Economic Service Working Paper 140
available at:
http://www.hm-treasury.gov.uk
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possible assessment of potential costs and benefits. And the uncertainty
attached to those assessments should itself be factored in to consideration
of the appropriate policy response.

1.8 Thereisarange of uncertainties attached to the various costings.
We have drawn from a range of sources. Despite our best efforts to put
figures on as common a basis as possible, there will inevitably be some
inconsistencies. We would not want to claim robustness for precise
comparisons, particularly of point estimates. We think, nevertheless, that
it is possible to make some comparisons and draw broad conclusions. Our
use of ranges for many of the cost assessments helpsin that regard.

13



2. GREENHOUSE GASEMISSION PROJECTIONS TO 2050

Key messages: The rate of carbon intensity improvement required to hit
a 60% CO2 reduction target by 2050 (4.3% a year after 2010) is:

- greater than the historic trend (3.0% a year 1970-2000).

- greater than the improvement expected over the period 2000-
2010 (2.8% a year) which includes the impact of the CCP;

Depending on the assumptions made for a “ business as usual” baseline
projection of COz, the projected gap against a 60% reduction target in
2050 ranges from 41-105MtC.

To achieve a 60% CO: reduction target, emissions reductions would be
required across sectors. |deally, more would be achieved whereit is
relatively cheap and less where costs are relatively high.

Looking across sectors, the greatest gap between historic performance
and that required to reduce CO:2by 60% isin the transport sector.

The easiest reductions in non-CO:z emissions have been made, and by
2020 non-CO:z gases are only 14% of the GHG total. So we do not
expect a greater than 60% reduction in non-CO: gases to substantially
and cost-effectively reduce the burden on COs.

2.1 Wehavetaken as our remit that we are considering the
implications, including cost, of the RCEP s recommendation of a 60%
reduction in COz emissions by 2050. |dentifying what might be involved
requires that we establish a baseline projection — a view of what might
happen to emissions in the absence of further policy action.

2.2 Wecannot predict 50 years ahead but that does not negate the
requirement for usto at least consider this basdlinesissue. If the
Government is being asked to consider reducing COz emissions by 60% it
needs to establish the implications of that commitment as best asit is
able. The Government’ s Climate Change Programme (CCP)° makes clear
that the kind of emission reduction required in the future will be of a
different order to that achieved in the past, or even projected to be
achieved in the UK to 2010. We have attempted a rather more precise
quantification or specification of the nature of that task.

® Climate Change The UK Programme, DETR Published November 2000.
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Carbon dioxide or greenhouse gas basket?

2.3 Thereisimmediately an issue to be resolved about the nature of the
RCEP srecommendation. It is very clearly focused on CO.. For the
Kyoto protocol, targets for 2008-12 relate to a basket of six gases’. Whilst
COz isthe most substantial of the greenhouse gases (for the UK, in 2000
CO:2 accounts for around 84% of the total), it seems odd to frame the
overall target on only one of the contributory gases. Ideally, it makes
senseto look at the overall basket of greenhouse gases and consider
which can be reduced most cost-effectively.

2.4  Inour anayss much of the focusison CO.. But we also consider
in paragraphs 2.24-2.28 how UK emissions of the six gas basket might
move and whether greater or lesser reductions in non-COz emissions
might reduce or increase the burden on CO..

Egtablishing a basdine

2.5 An econometric approach to forecasting over so long a period
would make no sense. Our approach to establishing a basdline projection
for CO2 has been asfollows:

(i)  our gtarting point has been the Government’ s emission
projections contained in Energy Paper 68 (EP68)®, published
in November 2000;

(i) EP68 provides projections to 2010°, but excludes the full
impact of the Climate Change Programme (CCP). We have
included separate allowance for the impact of the CCP to
2010;

(i)  we have “projected” beyond 2010 on the basis of arange of
simple assumptions for continued carbon intensity
improvement, but also including the impact of the closure of

" Carbon dioxide, methane, nitrous oxide, hydrofluorocarbons, perfluorocarbons and sulphur
hexafluoride.

8 Energy Paper 68 Energy Projections for the UK available at:

http://www2.dti.gov.uk/energy/energy projections.htm

° EP68 provides projections to 2020 and it is equally possible to use them as the basis to 2020, with
divergence allowed beyond that point. A limited set of projectionsisincluded in Annex B. They are not
our preferred baseline because the CCPisaimed at 2010 (or at least at the Kyoto period 2008-12), and
because allowing divergence from 2010 is probably a better reflection of the uncertainties.
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existing nuclear generation plant and congtraints to reflect
limits on fud switching potential.

2.6  Emerging from (i) —(iii) we have a range of baseline projections of
CO210 2050 (Table 2.1 below). We extend thisinitial range of basdlines
later. What we produce in thisway is inevitably broad-brush, but we
hope it gives a reasonable indication against which to begin consideration
of the“ gap” to a 60% reduction target.

Scale of the carbon gap on basdline projections of CO»

2.7 The RCEP recommendation of a 60% reduction in COz0n current
levels seemsto view the level of emissionsin 1997 as current. UK CO:
emissionsin 1997 amounted to 155 Million tonnes of Carbon (MtC), so
achieving a 60% cut would mean emissions no higher than 62 MtC in
2050™. It is against that target that we assess various basdline projections.
Against 1990 levels, which would be consistent with international
negotiations, a 60% cut would mean emissions no higher than 65 MtCin
2050).

2.8 A business as usual basdineitsdf can be constructed in various
ways. We have primarily made use of the CO: projections to 2010 within
EP68, considered the difference made for allowance for the CCP, and
projected forward beyond that on various bases, and with resulting carbon
gaps by 2050, asin Table 2.1 below. These initial projections are based
on extrapolation of total UK carbon emissionsto GDP ratios and illustrate
the wide range of potential business as usual projections to 2050.

19 The emissions figures have recently been revised as a result of adjustments to the numbers resulting
from land use change. On thisbasisemissionsin 2050 should be no higher than 60MtC. At the margin
and given the uncertainties the implications for our work are minor.

16



Table 2.1 A range of baseline CO: projections to 2050 illustrating the
size of gap to 60% reduction target

Basisfor projection Assumed % p.a. Carbon Gap to 60%
carbon/GDP projection reduction
intensity change | (MtC)in 2050 | target (MtC)
(post 2010/20)

EP68 TO 2010 AND THEN:

Historic (1970-2000) p.a. -3.0 103 41
carbon intensity change
Historic (1970-2000) p.a. -21 145 83

carbon intensity change,

less dash for gasin ESI, less
impact of fuel switchingin
final demand, including
nuclear closures.

EP68 (2000-2010) -2.8 110 48
projected p.a. carbon
intensity change (including
fud switching in ESI, CCP
and nuclear closures)

EP68 (2000-2010) -1.8 162 100
projected p.a. carbon
intensity change (including
fuel switching in ESl,
excluding CCP, including
nuclear closures)

EP68 (2000-2020) -1.7 167 105
projected p.a. carbon
intensity change (lessfue
switching in ESI, excluding
CCP, including nuclear
closures)

2.9 Allowing for the impact the CCP is projected to have had on
carbon emissions by 2010, the annual required rate of carbon intensity
improvement after that date in order to reach the 60% reduction target is
4.3%. None of our baseline projections comes close to this requirement.
Reaching such atarget - especially allowing for the fact that some factors
that have produced emission reductions in the past are not available
looking forward (or not available to the same extent) - is a significantly
bigger task than anything achieved to date. The rate of carbon intensity
improvement required to reach a 60% reduction target by 2050 is:

- dgnificantly greater than the historic trend (3% a year 1970-
2000);
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- dgnificantly greater than the recent historic trend ignoring the
impact of the dash for gas (2% a year 1990-2000);

- greater than the improvement expected over the period 2000-
2010 which includes the impact of the CCP (2.8% a year).

Scenarios

2.10 To help deal with inherent uncertainties associated with the longer
term, we have included the devel opment of scenarios to complement our
basdline projections. Energy and emission scenarios are used extensively
in long-term policy work to stimulate debate about the future. Notably,
the emissions scenarios devel oped by |PCC provide four qualitative
storylines which explore aternative directions in which social, economic
and technical changes may evolve over coming decades. Closdly linked to
these scenarios, and devel oped by SPRU and the DTI, are the Foresight
scenarios. These have also been used by the PIU.

2.11 The point of scenario development isto provide arange of “views
of theworld’. They do not have to be considered equally likely. But they
can be helpful in a planning context — for example, to consider potential
policy devel opments which may be consistent with a range of future
outcomes.

2.12 Generally an emissions scenario represents a complete set of
assumptions regarding the possible state of the future. These include
assumptions about the soci o-economic situation, future climatic effects
and the impact of technological change on the environment. Our use of
scenariosisrather different. The immediate task we set our group was to
identify the potential gap in COz emissions against a baseline scenario (in
order to explore potential policy implications). The projections we
produce are therefore influenced by the views within the Foresight
scenarios, but not wholly determined by them. We did not want, for
example, to adopt a full “environmentally sustainable’ future asa
basdline - where international climate change targets are met. That would
assume away the very problem that we are interested in looking at —i.e.
the policy actions necessary to deliver that outcome.

2.13 Wewereinterested in building a bridge between our projections

and the scenario approach, without developing our own scenarios from
scratch (which would require a leve of resource we did not have). For
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this purpose we have made use of Foresight Environmental Futures
scenarios™. The four scenarios are described briefly as:

World Markets: - based on individual consumerist values, ahigh
degree of globalisation and scant regard for the environment.

Global Sustainability: -based on predominance of social and
ecological values, strong collective environmental action and
globalisation of governance systems.

Provincial Enterprise: -based on individualistic consumerist
values, reinforced governance systems at national and sub-national
level.

L ocal Stewar dship: - based on communitarian and strong
conservation values, diverse political systems and economic
regionalisation.

2.14 We have taken some of the key assumptions from these scenarios
(including rates of growth of GDP, and population and household
numbers) and projected forward from our 2010™ base on those different
assumptions. This does not explicitly consider™ (asin the PIU work) the
extent to which different rates of technological change might be
associated with each scenario, but that can be considered further in the
context of considering how the “ gap” isfilled. Two baselines have been
selected from those illustrated in Table 2.1 to compare with these
scenarios. They are (a) the historic (1970-2000) carbon intensity change,
less dash for gas, fuel switching and including nuclear closuresand (b)
the estimated EP68 (2000-2010) carbon intensity change, less dash for
gas, fue switching and including the CCP and nuclear closures. More
details of the basdline and scenario assumptions are provided in Annex B.

2.15 In addition to each of these two basdline projections, the scenario
approach gives us another set of four projections of COz emissions
beyond 2010™ based on the carbon intensity assumptions and limited

" The Foresight scenarios were devel oped in co-operation with SPRU. They are closely aligned to the
IPCC emission SRES scenarios, most recently updated in 2000.

12 \We have sdlected 2000-2010 representing a reasonable near-term period for which there has been
extensive econometric modelling (EP68) and for which the Climate Change Programme provides
detailed sector analysis of the effects of measures.

13 Our scenarios do include some basic assumptions which reflect a de-coupling of economic growth
and transport growth, and improvements in emissions associated with the vehicle stock. The key
assumptions and limited allowance for technology devel opment in the transport sector to vary across
the scenarios are described in annex B.

14 An alternative projection base of 2020 was also examined. (Annex B).
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soci 0-economic conditions associated with each of the different scenarios.
Thus we have:

- two basdline projections that allow for future COz emissions to
move similarly to some estimate of the past trend (A), or an
alternative projected trend (B);

- two sets of four scenario constructed projections which adjust
those baselines to allow, for example, for alower rate of GDP
growth and lower rate of household growth as might be
observed in a*“provincia enterprise’ world; or for a higher rate
of GDP growth and higher population growth as might be
observed in a*“world markets” world.

2.16 Our approach isnot the same as providing afull range of COz
projections based on fully different scenarios (because the fully different
scenarios probably imply different rates of technology improvement, of
environmental behaviour and of willingness and capacity to introduce
policy measures to reduce emissions that we have not allowed for). But
we are left with a set of projections of COz emissionswhich imply a
different scale of gap to a 60% reduction target — gaps which would have
to befilled by other actions.

Scale of the carbon gap on baseline projections of CO. augmented for
quantifiable variations attached to scenarios

2.17 Where do our basdlines sit againgt the kind of worlds envisaged in
the scenarios? Thisisillustrated in Figures 2.1 and 2.2 below. In both
graphs the 60% target isindicated. A line representing a 40% reduction is
also shown —this has no formal basis from the RCEP report or asa
Government target, and is purdy illustrative of an intermediate step
towards 60%.

2.18 InFigure2.1 CO: emissions are projected on different bases
according to scenario, but in all cases on the basis that carbon intensity
improvement by sector beyond 2010 continues from the rate of
improvement observed over the period 1970-2000 (but excluding — on the
basis that once achieved these cannot be repeated - the impact of the dash
for gasin generation and the switch out of coal in final demands).
(Basdline (A))
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2.19 InFigure2.2 CO: emissions are projected on different bases
according to scenario, but in all cases on the basis that carbon intensity
improvement beyond 2010 continues at the rate of improvement by sector
expected for the period 2000-2010 (which incorporates the CCP)™.
(Basdine (B) Thisison average a higher rate of carbon intensity
Improvement by sector than in Figure 2.1 — hencein all scenarios the gap
to the 60% target is lower.

2.20 The scale of the gap to the 60% reduction target in 2050 is
summarised in Table 2.2 below. It might be considered that an
assumption of continued improvement in carbon intensity at the higher
rate projected for the UK in the period 2000-2010 (reflecting the CCP) is
more relevant to the global sustainability and local stewardship scenarios,
and that improvement at the same rate as observed from 1970-2000 has
more in common with world markets or provincia enterprise. In Table
2.2 these correspond to the highlighted figuresin bold.

Figure 2.1 Baseline (A) and scenario (A) CO, emission projections
based on aggregated sectoral intensity trends (1970-2000), excluding DFG and fuel
200 o HPN o™ HIRO= i o o alaco alac ac

World Markets
175

150
Baseline (A)
Global
— Sustainability
. T e
z 12!

s 5 Enterprise

Local
Stewardship
75

RCEP target
(62 MtC)

50
1970 1975 1980 1985 1990 1995 2000 2005 2010 2015 2020 2025 2030 2035 2040 2045 2050

1> Baseline and scenarios projections at this point are aggregated from sector projections. This has been
necessary to reflect sectoral differencesin scenarios, see scenario sector assumptions annex B, and an
allowance for non-sectoral emissionsincluded. These projections are more detailed in construction and
differences between the baseline projections by this method and the aggregate emissions projections
shown in Table 2.1are small.
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Figure 2.2 Baseline (B) and scenario (B) CO, emission projections
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Note: The aggregated emissions projections represent end user emissions from the industry, services,
domestic and transport sectors and include non-sectoral emissions such as land use change (LUC),
military emissions, marine bunkers, etc. Non-sectoral emissions represent approximately 6% of total
emissionsin 2050 in basdine (A) and 8% in Baseline (B). The most recent land use change (LUC)
estimates have been included in the projections and the impact of LUC is assumed to be 2.5MtC in
2010, and projected forward at a constant level of 1.6MtC from 2020 to 2050.

Table 2.2: Size of gap in 2050 relative to RCEP target (62MtC) by
scenario, CO:z only and sector carbon intensity assumption (A) or (B)

Baseline World Global Provincial L ocal

M arkets Sustainability | Enterprise Stewar dship
Falls short Falls short Falls short Falls short Falls short
by between | by between | by between | by between | by between
44 and 83 69 and 118 36 and 70 34 and 67 9 and 32
MtC MtC MtC MtC MtC

Carbon intensity change by sector

2.21 In consdering the implications of hitting a 60% reduction target, it
may be useful to examine historic rates of improvement by sector of final
demand. Overall, as previoudy estimated, carbon intensity must improve
by 4.3% post 2010. Table 2.3 below compares the rates of improvement

observed over the period 1970-2000 with the rate of improvement

required post 2010 (assuming the CCP delivers as expected) to meet a
60% cut by 2050 in each sector. In practice, cost effectiveness and other

considerations will imply that contributions will differ across sectors.
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2.22 Significant indicators from this are that:

23

(i)

(i1)

(iii)

the greatest gap between historic performance and that
required to reduce COz by 60% isin the transport sector;

the rate of reduction required in industry is broadly in line
with the past trend. It islower than the average requirement
post 2010 reflecting that the CCP to 2010 includes
significant reduction from industry;

Significantly greater reductionsin carbon intensity than
delivered to date would be required of both the domestic and
services sectors. Excluding decarbonisation of eectricity, or
further fud switching in final demands (for which scope may
be limited), energy efficiency improvement would have to
Increase by 2% (domestic) or 3% (services) ayear more than
we already have in the basdline.



Table 2.3: Historic (1970-2000) car bon/ener gy intensity
Improvements and requirements to meet 60% CO:zreduction in 2050

Domestic sector
Historic rate of carbon intensity improvement (% pa) Rate of carbon intensity improvement post 2010 4.8
4.3 required to meet 60% reduction in 2050
of which: energy intensity'®
carbon to energy 2.6
1.7
Historic rate of carbon intensity improvement 3.0
excluding dash for gas and major fuel switching
of which: energy intensity 2.6
carbon to energy 0.4
Transport sector
Historic rate of carbon intensity improvement (% pa) | 1.2 Rate of carbon intensity improvement post 2010 4.9
required to meet 60% reduction in 2050
of which: energy intensity'’ 1.1
carbon to energy 0.2
Historic rate of Carbon intensity improvement 11
excluding dash for gas and major fuel switching
of which: energy intensity 11
carbon to energy 0.1
Industry sector
Historic rate of carbon intensity improvement (% pa) | 3.7 Rate of carbon intensity improvement post 2010 35
required to meet 60% reduction in 2050
of which: energy intensity'® 2.8
carbon to energy 0.9
Historic rate of carbon intensity improvement 3.0
excluding dash for gas and major fuel switching
of which: energy intensity 2.8
carbon to energy 0.2
Service sector
Historic rate of carbon intensity improvement (% pa) | 2.7 Rate of carbon intensity improvement post 2010 4.9
required to meet 60% reduction in 2050
of which: energy intensity® 1.6
carbon to energy 11
Historic rate of carbon intensity improvement 18
excluding dash for gas and major fuel switching
of which: energy intensity 16
carbon to energy 0.2

16 Energy per unit GDP per household
" Energy per unit GDP per household
'8 Energy per unit GDP
19 Energy per unit GDP
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International aviation contribution to emissions

2.23 At present only emissions from domestic flights areincluded — in
line with the format of the international targets. But if the UK were
assigned a share of international emissions this would make achieving a
60% reduction more difficult. Projections of growth in UK international
aviation made on the same assumptions across scenario and basdine as
those made for domestic aviation (see annex B) suggest that in 2050 an
additional 14MtC would be added to the basdline projection based on the
historic rate of carbon intensity improvement and an additional 21MtC on
the baseline projection based on the carbon intensity improvement
expected between 2000-2010.

Allowing for non CO. greenhouse gases

2.24 In 2000 non-CO: greenhouse gases accounted for 16% of the
basket of UK emissions. Those gases have been reducing faster than COs.
Available projections, summarised in Table 2.4, suggest that will
continue to be the case in the period to 2020.

Table 2.4: Non-CO: greenhouse gases

Non CO:2 | Changesince | Changesince | Non CO: as
(MtC) 1990 (%) 2000 (%) % total GHGs
1990 44 21
1997 39 -12 20
2000 29 -34 16
2020 26 -41 -10 14

2.25 Aswe saw above, the RCEP s recommended 60% cut relates to
CO2. Whether it would be easier (less costly) to achieve a 60% reduction
in the greenhouse gas basket depends on the bal ance between the
margina cost of achieving further CO: reduction as against further non-
CO: reduction —whether it is possible to reduce by 60% on non-CO: at
lower marginal cost than for COe..

2.26 But the base year also matters. For CO. the RCEP seem to view the
60% target as against acurrent 1997 level. But since a very substantial
reduction in non-CO:z has been achieved over the past decade the precise
base year for non-COz could make a significant difference:
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- a60% reduction on 1990 non-CO: is equivalent to 26 MtC non-
COg, which is 8MtC more than the non-CO:2 reduction currently
projected (on business as usual) to 2020;

- a60% reduction on 1997 non-CO: is equivalent to 23MtC non-
COgz, which is 10MtC more than the non-CO: reduction currently
projected (on business as usual) to 2020;

- a60% reduction on 2000 non-CO: is equivalent to 17MtC non-
COg, which is 14MtC more than the non-CO: reduction currently
projected (on business as usual) to 2020.

2.27 Soin order to reduce the burden on CO: reduction more than 8-
14MtC cuts in non-CO2 would have to be found, beyond reductions
already expected to 2020. Achieving cuts of that order may not be easy.
By 2020 approaching half of non-COz emissions will be from agriculture,
principally methane and nitrous oxide:

- research is being conducted on techniques of cattle farming with
lower methane emissions, but significant improvements are not
considered available in the foreseeabl e future, reflecting lack of
technical development and implications for animal welfare and
food safety;

- no additional measures, beyond a business as usual improvement,
for improving the efficiency with which nitrogen is used by crops
and livestock have been identified in the CCP.

2.28 There may be some relatively cost-effective further reductions
available. Catalytic destruction of N2O on all plant could reduce
emissions by 0.6MtC compared with the latest business as usual
projections (0.7MtC in 2010). No further plant closures are assumed.
Measures aimed at CO: in the transport sector could also reduce nitrous
oxide. But although DEFRA is planning further work to assess policy
options for reducing non-CO: emissions, in general we do not expect that
greater than 60% reductionsin non-CO: can cost-effectively and
significantly reduce the burden on required CO: reductions.
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Energy demand projections

2.29 ThelAG analysis has been directed towards projections of carbon
emissions to inform the response to the RCEP recommendation of a 60%
reduction in carbon by 2050. However, it is also necessary to consider the
equivalent final energy demand of the baseline and scenario projections -
firgly asthisis a sgnificant determinant of carbon emissions and
secondly asit provides the basis for the MARKAL analysis of the low
carbon options which will be reported separately. The projected energy
demands have been estimated independently on different bases, although
to the same set of scenario assumptions. These arereported in Annex B.

2.30 Theleves of energy demand in the industrial, service and domestic
sectors projected to 2050 are fairly consistent under each approach®.
Differencesin transport sector demand are apparent and reflect a
significant difference in the assumption of transport sector growth. The
approach adopted for IAG by DEFRA assumes constrained transport
growth to 2050, implied by the NRTF?* model projections while the
IAG(A) assumptions incorporate continuation of past rates of growth.
The lAG(A) demand projections are plausible in terms of implied
kilometres per household without saturation of car ownership, but do not
explicitly incorporate the increased impact of congestion in constraining
growth. On the other hand the NRTF forecast assumes no new road build
after 2010 and reflects substantial modal switches and falling rail prices
in real terms. It is probably safe to assume that actual transport final
energy demand growth lies somewhere between the two projections (i.e.
between a growth rate of 0.3 and 1.3 per cent per annum) which would
mean transport final energy demand representing somewhere between 35
and 50 percent of basdinetotal final energy demand in 2050 and
contributing between 42 and 59 MtC of carbon. This assumes that
transport fuel has about the same fossil carbon intensity as at present and
that there is no major switch to low carbon fuels such as hydrogen or
eectricity from renewables.

2 Fyll details of the IAG(DEFRA) Energy Demand Analysis are to be found in the 4 DEFRA sectoral
papers on the PIU website:

http://www.cabinet-offi ce.gov.uk/innovation/2001/energy/submissi onshome.shtml.

A description of the general methodology and a summary of theresultsisin Annex B: Appendix 7.
2! National Road Transport Forecast provided by DTLR and based on the Ten Year Transport Plan to
2010, with additional assumptions of saturation of car ownership, road congestion and no new road
build.
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3. THE INTERNATIONAL CONTEXT

Key messages:

The Kyoto mechanisms will provide the right framework for cost-
effective emissions reductions only if the price signal works and is
allowed to work. This means that we should look to work towards a
future emissions trading scheme (both domestically and internationally)
with minimal artificial constraints and the simplest possible rules
consistent with sound accounting. This will implicitly require that the
schemes in the shorter-term be seen as a success.

Key attention will need to be paid to the longer-term role of the
developing countries, and to the nature and stringency of targets in the
developed world. These will be the crucial determinants of what
happens to the mechanisms. |ssues attached to JI| and CDM currently
add substantial complexity. On a 2050 timescale, however, these should
be transitional issues.

In the long term, if developing countries are themselves taking on
emission targets of similar stringency to others (as exemplified by the
contraction and convergence methodology) then we cannot rely on
there being substantial sources of cheap emission savings to buy in
from others and supplement domestic action.

The UK is mid-ranked in terms of scale of emissions reduction required
to 2050 and may become a buyer in the latter part of the period. An
RITA study for DEFRA suggests, however, that the UK could produce
emissions savings at a lower cost than some other developed countries.

Even when the price signal works, the mechanisms provide only part of
the required policy framework. They will not necessarily eliminate
market failures that may be holding back emissions-reducing
technologies, and do not preclude the use of other policy tools.

Introduction
3.1 Itisnottherole of the |AG to provide a detail ed assessment of the
position of other countries relative to current or potential targets, nor to

consder the rules governing use of the mechanisms that were agreed in
Marrakesh in November 2001. The RCEP itsdlf assumes that the UK
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would move to a 60% reduction within a global framework and that
trading would be available. In considering whether the UK should
commit to a 60% (or otherwise stretching) long-term reduction target, we
should clearly therefore pay some attention to:

- thelikelihood of others moving similarly. The UK accounts for
asmall proportion of global emissions (2% of world COz
emissonsin 1995, falling to perhaps 1.6% by 2010). If there are
costs to achieving such targets then thereislittle point in
environmental termsin the UK acting alone — unlessthere are
other (non greenhouse gas) benefits which exceed costs;

whether the UK has a comparative advantage in being in the
lead in emissions reduction. Thereislimited information on
this. Work for DEFRA by Dames and Moore® suggests that
marginal costs of emissions reduction in the UK could be less
than the Annex B country average under certain circumstances.

Progress towards Kyoto targets

3.2 Whilst some member states are yet to produce the national climate
change programmes that would be expected to start to move them
towards Kyoto, the latest European Commission assessment® suggests
that:

- the mgjority of EU member states are far away from their
target pathsto Kyoto;

- by 2010, on policies and measures adopted to date, at best
stabilisation of emissions at 1990 levels will be achieved;
and additional policies and measures identified by
member states take that to -5%. This compares with the
EU's Kyoto obligation to an 8% reduction by the 2008-12
period,

- But contributions from member states are very uneven.
Most fall well short of a Kyoto target path. To the extent
that the EU, allowing for implementation of planned
measures by member states, ison course for its Kyoto

22 'The implications for the UK of an International Carbon Emissions Trading Scheme' by Dames and
Moore published in October 1999

2 COM (2001) 708 final, Report under Council Decision 1999/296/EC for a monitoring mechanism of
Community greenhouse gas emissions.
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target then thisis principally due to potential over-
achievement in Germany and the UK.

3.3 Looking beyond the EU, and before allowing for potential use of
the Kyoto mechanisms (which many countries such as Japan will rely on
heavily to meet their Kyoto commitments), a number of other countries
look likely to be well short of Kyoto targets. Thisincludes the US, of
course, which has announced its withdrawal from the Kyoto Protocal.

What isimplied by contraction and convergence?

3.4 The RCEP recommends that the Government should pressfor a
future global climate agreement on a contraction and convergence
approach®, allowing also for emissions trading. It selects one path for
achieving stabilisation of COz concentrations in the atmosphere at
550ppm that implies a convergence date of 2050. Many other paths to
stabilisation at thislevel could be taken. The Government is keen to
establish a dialogue on possible approaches to future target setting.
However, contraction and convergence is only one of a number of
potential models, some of which may be more attractive to devel oping
countries and still promote the objectives that we are striving to fulfil.
Other possible approaches, for example, include setting dynamic targets
linked to GDP, or setting limits on the basis of countries historical
emissions (the* Brazilian Proposal”). The Government believes that it
would be premature to rule out any options at this stage and plans to
engage congtructively in future debates.

3.5 Inthe sameway that the RCEP path to 550 ppm implies a 60%
reduction in the UK’ s current COzemissionsin 1997, it is possible to
estimate™ the implied reductions for other developed countries. These are
summarised in the chart below, which is based on 1998 data. Key points
from this are that:

- the US would need to reduce emissions by around 80%, and the
EU on average by around 53%;

24 A contraction and convergence approach means that over the coming decades each country’s
emission allocation would gradually shift from its current level towards alevel set on a uniform per
capita basis. By this means “grandfather rights’ would gradually be removed. The allocations of
developed countries would fall, year by year, while those of devel oping countries would rise, until all
had an entitlement to emit an equal quantity of greenhouse gases per head (convergence). From then on
the entitlements of all countries would decline at the same rate (contraction).

% All these estimates are from a base year of emissionsin 1998.
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- In teems of scale of reduction, in percentage terms the UK
reduction is mid-table in both EU* and G8 rankings;

- during the period from 1990 to 1998 the UK has improved its
performance relative to the EU and G8.

Figure 3.1: Reductions Required of CO2 in 2050 Under 550ppm Scenario (1998 base
Year)
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3.6 The impact of such large-scale reductions in emissons on a
country’s reative international competitiveness partly depends on the
availability and cost of measures to achieve ther target. We do not
comment on thisissue. However, it is worth noting that, providing use of
the Kyoto Mechanisms (International Emissons Trading, Joint
Implementation and the Clean Development Mechanism) is supplemental
to domestic action, Parties can use the mechanisms to help fulfil ther
commitments at minimum cog.

Costs and benefits of being in the lead

3.7 Although the UK accounts for a small proportion of global
emissions, the Government has made clear in the CCP that it expectsthe
UK totake aleading rolein the fight against climate change.

3.8 Evenignoring the carbon benefits, many of the measuresin the
CCP are designed to ddliver wider environmental, social and economic
benefits. But as we move beyond Kyoto it seems likdy that we will
increasingly have to look to measures that impose real costs. Even in

% On 1998 data the UK (57% reduction) has more to do than Portugal (27%), Sweden (35%), France
(38%), Spain (39%), Italy (47%), Austria (48%) and Greece (50%); less than Ireland (62%), Germany
(62%), Denmark (63%), Netherlands (64%), Finland (66%), Belgium (67%), Luxembourg (76%).
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those circumstances there may be arguments for moving faster than
others, depending on:

- the potential of early mover advantage;

- the extent to which use of the Kyoto flexible mechanisms gives
avalue to over-achievement of targets. Such value will depend
on the price of carbon if surplus units are sold and the EU rules
governing the achievement of its collective target. On the latter
point, thereis a danger that the Commission will seek to
establish rules that require Member States that have surplus
Assigned Amount Units to subsidise those have failed to meet
their target. Thisis unacceptable because it removes the
incentive to go beyond the legal commitment and the UK will
therefore seek to ensure that over-achievers are not penalised
for their diligence and are free to dispose or bank any surplus as
they deem most appropriate.

Long-term implications of the Kyoto mechanisms

3.9 Oneof the key innovations of the Kyoto Protocol in 1997 isthe
role it gives to market mechanismsin achieving emissions reductions,
These market mechanisms are:

- International Emissions Trading: The basicideaissmple the
effect on the global environment is the same wherever the emissions
come from, so it is better to reduce emissions where the cost is lowest.
Emissions trading therefore all ows businesses to reduce their
emissions of greenhouse gases in the most economically efficient
way. An overall emissions reduction target covering a group of
emittersis set and then individual businesses decide how to achieve
their own target. Participants can either make ‘in house emission
reductions (and can sdll any reductions surplusto their requirements
on the market) or they can buy tradable emission allowances as a way
of meeting their targets.

- Joint Implementation (J1):; J involves two Annex 1% countries with
targets under Kyoto. Under the emerging rules, Country A could
invest in a project in Country B that reduced the emissions of Country

2" Annex 1 to the UN Framework Convention lists devel oped countries, whose emissions limitation or
reduction commitments are listed in Annex B of the Kyoto Protocol.
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B by x tonnes. Country B would then transfer x tonnes of its assigned
amount (its permitted emissions under Kyoto) to Country A.

- The Clean Development M echanism: The CDM allows project
devel opers to undertake emission reduction projectsin developing
countries. Theseare only digible for registration as CDM projectsiif
they are additional —i.e. the emission reductions would not have
occurred in the absence of the CDM. The projects generate emission
reduction credits that can be used by devel oped countries to meet their
Kyoto targets.

3.10 Therulesgoverning the use of these mechanisms were agreed at
the 7" Conference of Partiesin Marrakesh in November 2001. In this
report, our interest isin the potential long-term use of the mechanisms.
But, in consdering that, it isworth summarising some of the salient
features of the agreed rules which provide a good basis on which to
proceed.

- for thefirst commitment period thereis a need to build
confidence in the new system and also to signal that domestic
action in the industrialised countries will be of primary
importance. Thereisalso some residual hostility to the use of
market solutions amongst a number of countries, especially
devel oping countries;

use of the mechanisms shall be supplemental to domestic
action, which shall constitute a significant eement of each
Party’ s effort to meet itstarget. Parties shall report on how use
of the mechanisms is supplemental to domestic action;

- concerns have also been expressed about the possible impact of
“hot air"?® on international emissionstrading. There is potential
for the excess unitsin the Former Soviet Union (FSU) to flood
the emissons trading market and significantly depress for the
price of carbon, allowing other countries to achieve their targets
with substantially reduced effort (and resulting in less
investment through the CDM — a major concern to many
devel oping countries). However, this depends on whether
Russia restricts supply of its surplus units;

% “Hot air” isthe generic term given to excess of units of Assigned Amount arising from the collapse
of economies in the Former Soviet Union (FSU). The size of these economies is now much smaller

than it wasin the 1990 base year against which targets are set —and emissions levels have dropped as a

direct corollary.
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- thearrangementsfor facilitating, promoting and enforcing
Parties compliance with their commitments under the Kyoto
Protocol. It was agreed to establish a compliance committee,
which advises on, facilitates and promotes compliance and
determine breaches by devel oped countries with emissions
targets. Among the consequences that can be imposed on a
Party for failing to meet its obligations under the Protocol are:
(@) arequirement to prepare a compliance action plan, (b)
suspension of digihility to participate in one or more of the
mechanisms, and (¢) the imposition of a restoration rate of 1.3
(which means that a country that exceeded its emission limit
during the first commitment period between 2008-2012 would
have to make up the shortfall, plus 30%, in the following target
period). In accordance with the Bonn Agreement in July 2001,
the decision on whether the consequences of the system will be
legally or, merdy, politically binding has been | eft over for
decision by the Parties to the Protocol at their first meeting;

- Therulesfor the project-based mechanisms (JI and the CDM)
were agreed. Annex 1 countries must refrain from using credits
generated from nuclear facilities to meet their commitments,
sinks projects under the CDM are limited afforestation and
reforestation; and there is a cap on the amount of CDM sinks
creditsthat Annex 1 Parties can use. More generally, transaction
costs for projects could be as high as $100,000s and are
certainly likely to bein the order of $10,000s, which could deter
all but the largest emissions reduction projects. However, there
was agreement to the devel opment of ssmplified procedures for
small-scale CDM projects to lower transaction costs and make
such projects economically viable.

3.11 A key influenceislikdy to be the need for increasingly stringent
emissions caps to be met. Given the scale of these reductions, and the
likely costs of meeting them, there will be considerable pressure to find
|east-cost approaches. Economic theory — and evidence from trading
schemes in other policy areas — suggests that emissionstrading islikely to
be one of the best ways of achieving this. On the basis of those pressures,
and potentially of helpful experience of emissions trading in the period to
2012, it islikely that there will be fewer and fewer voices calling for
restrictions on the use of the mechanisms. It may well be the case that
Increasing reductions in emissions are otherwise unattainable. Thereis
also provision in thetext to review the operation of the project-based
mechanisms by the end of the first commitment period at the latest.



Hopefully, such opportunities will be used to reflect on experience and
seek to improve and streamline procedures.

3.12 Arguably the main uncertainty in assessing the future impact of the
mechanisms s the question of devel oping country targets. Once the CDM
process beds in, and transactions costs are reduced, emissions reduction
projectsin the developing world could be expected to provide an
increasingly significant source of credits to be used in compliance with
caps. That is certainly the result delivered by general equilibrium models
of international emissions trading. (For example, the Dames and Moore
project shows CDM sales from Chinaincreasing from 190MtC in 2010
(lessthan half the sales from the FSU) to over 900MtC in 2030 in one
fairly central scenario).

3.13 But therole of the CDM in the longer term is crucially dependent
on the wider role of the developing countriesin the Kyoto process. With
projections showing devel oping country emissions overtaking those from
the developed world in the next quarter of a century, there will be an
Increasing imperative to limit the growth in these emissions and
eventually to reduce them. Thisisahighly political issue and efforts to
encourage devel oping countries to take on further commitmentsin future
will be adversely influenced by the US s stance on Kyoto and failure to
take on abinding target (we are, at the time of writing, unaware of the
outcome of the US climate change review).

3.14 An RIIA report®® surveys 10 studies that have attempted to assess
potential CDM activity. It finds prices ranging from £5 to £26/tC, with
annual guantities of carbon ranging from 103Mt to 844Mt. Taking an
average, RIIA calculates 409Mt trading at an average of £17/tC, which is
certainly significantly below the marginal cost of many of the options
within the UK examined later.

3.15 Thesze of the CDM and the availability of hot air will inevitably
affect the trading price of carbon, and the availability of hot air will
influence the size of the CDM.

- anilludgtration of the potential effect of constraining the extent
to which emissions reductions in devel oping countries can be
counted is provided by the Dames & Moore study. In a
scenario where the developed world is required to keep
emissions at the levels set out in the Kyoto Protocal, this shows

% The paper by Christiaan Vrolijkcan be found at:
http://www.riia.org/Research/egp/quantky. pdf
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CDM contributing sales of over 1000MtC into global trading
by 2030 (compared with just 150MtC from the FSU). This
leads to a price of around £36/tC. With more expensive CDM
(in terms of high transactions costs which do not decline over
time), sales are only about 750MtC and the price of permits
increases to £60/tC. And with no CDM sales allowed, the price
of permitsincreases to around £140/tC;

- another key pressure will bethe rate at which “hot air” is used
up. On the assumption that the economies of the FSU pick up
again in due course, there will come a point when “business as
usual” emissions exceed targets. We can al so reasonably expect
the FSU countries to have tougher targetsin future commitment
periods. (In the Dames & Moore project, this does not happen
until sometime between 2020 and 2030.) Thiswill have a
bearing on the price of carbon and availability of surplus units
of assigned amount (AAU)® in subsequent commitment
periods.

3.16 Of course, the fact that Annex 1 countries can bank AAUS between
commitment periods could spread the effects of hot air over time
depending on how Russia (and other much less significant sdllers of hot
air) act. Thiswill be influenced by the view they take of the advantages of
present sales versus future uncertainty (i.e. their discount rate) and the
demand for carbon in the market (i.e. the price any AAUs sold might
realise). The FSU countries might not sell al their excess unitsin the
first Kyoto commitment period (if they think that the price in the market
IS going to increase significantly over time). The key influences
governing the price of carbon will vary depending on the volume and
availability of hot air which will be influenced by:

a) levesof economic growth and the relationship between growth
and emissions;

b) how many (and which) holders of hot air meet the digibility
requirements to participate in the mechanisms;

* The assigned amount represents the emissions allocations of a party for a commitment period
measured in AAUS, each equivalent to a tonne of carbon dioxide. A Party would have excess AAUs if
its emissions during a commitment period were less than its assigned amount, allowing for
international emissionstrading, project-based transfers and acquisitions under the provisions of Articles
6 and 12 of the Kyoto protocol and sinks activities. The detailed rules are set out in the Marrakesh
accords agreed at the seventh meeting of the Parties to the UN Framework Convention on Climate
Change (November 2001) and can be found on the UN-FCCC website.
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¢) whether Russia (acting alone or in conjunction with others)
seeks to dominate the carbon market by restricting the supply
of hot air and thereby drive up the price. However:-

- Russia s market power is checked by the CDM which provides
buyers with an alternative means of securing non-domestic
emissions reduction if the price of hot air rises steeply;

- rather than collude, sdlers of hot air could, in the absence of the
US, compete to gain a share of the much smaller market. This
could result in price undercutting, reducing revenues still further.

d) expectations about the future — if the prospects are good for the
US re-joining Kyoto, tougher targetsin future commitment
periods and the extension of targets beyond Annex B
countries™, the future price of carbon could rise and may make
banking more attractive. Conversely, buoyant expectations
about the pace of technological development could depress the
future price;

e) thediscount rate used by Russia and other sellers of hot air.
Discounting allows the comparison of economic costs and
benefits at different pointsin time. The higher the discount rate
the more weight is placed on current costs and benefits than
those that occur in the future. Informal contacts suggest that
Russia would like to benefit from sales revenue as early as
possi ble to finance investment in the energy sector.

Snks

3.17 Following the Bonn agreement and the Marrakesh Accords, parties
may choose to use forest management up to an individual cap, and the
mitigation effect of agricultural activities over and above the 1990 leve
towards meeting their Kyoto targets. They must also account for carbon
uptakes during the first commitment period due to new forests planted
since 1990, less any deforestation, though deforestation need not be
counted if existing forests are taking up sufficient carbon to
compensate®.

31 Annex B countries comprise those countries which have made a commitment to reduce greenhouse
3gas emissions
2 This provision for compensation applies up to a limit of 9 MtC/yr.
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3.18 Under the CDM, afforestation and reforestation projects will be
eigible during the first commitment period, up to a cap set at 1% of base
year emissions. The Subsidiary Body for Scientific and Technological
Advice will prepare recommendations on modalities and procedures for
decision at COP9 in November 2003. The limitations and need for
further work reflect serious concerns about their permanence, scientific
uncertainty, baseline setting and socio-environmental impacts.

3.19 Sink alowances are unlikely to amount to more than about 2-3% of
developed country emissionsin 1997 and will probably be less than 3%
of total COz. They should, as experience is gained and difficulties are
resolved, make a significant contribution to the effort needed to meet
current commitments, although ill small compared with the emissions
reduction needed to stabilise atmospheric concentrations. Using IPCC
data the Royal Society has estimated that, on optimistic assumptions,
sinks enhancement by 2050 could account for no more than about 25% of
the emissions reduction required for stabilisation, with limited potential
thereafter due to saturation.

Implications for the UK

3.20 Attheinternational levd, the standing of the UK in thefirst
commitment period will be influenced by our performance relative to our
Kyoto target. The CCP suggests an emissions reduction for all
greenhouse gases of 23% on 1990 levels by 2010, compared with the
target of 12.5%. If this were achieved, it would leave the UK with around
22MtC per annum to sel or bank in the Kyoto commitment period.

3.21 The Dames & Moore project confirms the UK’ srole as a potential
seller between 2008 and 2012. Thisis determined in the model by the
UK’smarginal cost of abatement being less than the average across
Annex B countries as awhole. It should be noted, however, that this
study assumed the participation of the USA in the Kyoto process. Since
the USA was seen to be a major buyer of permits its non-participation
could have significant implications. The project also consdersthe
implications of some of the constraints on the UK’ s position in 2010.
Relative to a base case of Annex B trading only, with no restrictions but
no CDM, the report finds that:

- the existence of the CDM with relatively high transactions costs
would reduce sales by 5%;
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- the existence of the CDM with relatively low transactions costs
would reduce sales by 50%;

- theabsence of Russian hot air would increase sales by 75%
(athough thisis of course not on the cards, Russia may restrict
supply of creditsto bolster the price).

3.22 Looking further ahead, the UK’ s position is likely to switch from
that of being a sdler to that of being a buyer. In the majority of scenarios
where it is assumed that the Kyoto targets are maintained indefinitely into
the future, the UK starts as a moderate seller in 2010, becomes a
moderate buyer in 2020 and then a significant buyer in 2030.

3.23 In order to deal with the expected increasing stringency of targets,
the Dames & Moore project considers a 1 percentage point per annum
emissions reductions across Annex B countries from 2010 onwards. No
targets are imposed on the devel oping countries, but CDM is not
included. In this scenario, the FSU and Eastern Europe are the only
sources of supply and the price of allowances rises steeply over time.

Conclusons

3.24 The mechanisms provide a framework that will lead to least cost
emissions abatement activities being undertaken, and which should allow
bigger emissions reductions sooner than would otherwise have been the
case.

3.25 Theway in which the mechanisms provide these benefitsis by
putting a price on greenhouse gas emissions. Restrictions and constraints
on the mechanisms can limit their effectivenessin levering in emissions
reductions. However, given the aims of the Convention and the Kyoto
Protocal, thereis of course a need to balance market efficiency and
environmental integrity where the project-based mechanisms are
concerned.

3.26 Itisunrealistic to expect the balance between these two competing
considerations to be perfect at this stage as the rules represent a
compromise between 180 countries and were developed in the light of
little practical experience and empirical data on which to draw. It should
be possible to streamline the rules in the future the light of experience. At
theinternational level, the UK will amost certainly not be looking to buy
in the first commitment period. But it may well be looking to sdl or to
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bank excess AAUS (subject to a successful outcome on the devel opment
of the rules on thisissue within the EC). Looking further ahead, the
expected tightening of targets, coupled with arisng emissions baseline,
will makeit lesslikdy that the UK will bein a position to sell —and we
may indeed look to rely on purchases of AAUs from elsewhere. But this
Isnot an inevitability. It depends on the targets and emissions basdlines
of other countriesrelative to the UK and if the UK isamong the leadersin
developing low and no carbon technologies, it could develop a
comparative advantage in emission reduction.
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4. OVERVIEW OF COST ISSUES

Key messages:

Top-down macro economic models tend to over state costs of meeting
climate change targets because, among other reasons, they take
insufficient account of the potential for no-regret measure or large
technical advances. Additionally most top-down modelsignore the
benefits of climate change mitigation and present a gross economic cost
estimate.

Technologically disaggregated (so called " bottom-up” ) models can
take these benefits into account but may under state the costs of
overcoming economic barriers. The Working Group |11 of the

I ntergovernmental Panel on Climate Change (I PCC) has assessed the
international work on both analytical approaches. DTI, DEFRA and
the PIU have also commissioned work using the MARKAL model, a
report of which will be available shortly.

Modelling work tends to show that costs can be reduced if rulesare
flexible and a wide range of optionsis considered. I n particular,
measures such as trading can significantly reduce costs of achieving a
target.

Economic analysis for | PCC suggests that the cost of stabilisation
might mean an average GDP loss of 1% in 2020, rising to 1.5% in 2050
and then declining by 2100 to 1.3%. Most scenarios show the cost to
GDP isunder 3% (and some even find a positive impact - reflecting
assumptions made about positive feedback on technology development
and transfer). Expressed in terms of impact on average annual rate of
GDP growth, the impact is a reduction of up to —0.06% a year, but
averaging only —0.003% a year. Projected costs do, however, increase
significantly for stabilisation levels below 550ppm.

Whilst some features of aggregate models may tend to lead to under-
estimation of costs such as assumed efficiency in market operation; or
particular assumptions which allow for availability of excess AAUSs, the
use of which might in practice be restricted, on balance there are clear
grounds to expect much of the available modelling to over state costs.
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The wider inclusion of the six greenhouse gases, rather than just CO,
can significantly reduce costs (some models suggest by up to 50% but
the exact amount depends on the target level and timing).

Emissions trading may reduce costs to Annex 1 countries by 60-90 %.
However, models also show that there islittle gain in economic terms
from restricting trading to the EU. In short, the wider the base of
trading the more costs can be reduced.

Summary of general economic moddling work

4.1 Duringthelate 1990’ s a great deal of economic research was
devoted to estimating the costs of meeting the Kyoto targets. There has
also been some work aimed at examining the implications of longer-term
emission stabilisation targets. Perhaps the most authoritative review is
that conducted by Working Group 111 of the IPCC on mitigation®. This
guotes results from an earlier review by the Energy Mode ling Forum
(EMF)*, but in summary it concludes that in respect of Kyoto targets:

- in the absence of emissions trading the majority of studies show
acost to GDPin 2010 of 0.2-2.0%;

- with emissons trading that cost is halved (0.1-1.1%);

- carbon |leakage (associated with the relocation of carbon-
intensive sectors) outside Annex | countries might amount to 5-
20% of emissions.

4.2 Thecost of stabilisation becomes increasingly speculative. It finds:

- an average GDPloss of 1% in 2020, rising to 1.5% in 2050 and
then declining by 2100 to 1.3%;

- most scenarios show the cost to GDP is under 3% (and some
even find a positive impact - reflecting assumptions made about
positive feedback on technology development and transfer);

%3 Report of Working Group |11 of Intergovernmental Panel on Climate Change, Mitigation, 2001.
* The EMF study finds that the costs of meeting Kyoto target for OECD-Europe vary by study. The
GDPlossin 2010 in a“no emissionstrading” world ranges from 0.31-1.50%. If Annex | trading is
allowed this cost declinesto 0.13-0.81%, and to 0.03-0.54% if global trading is allowed.
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- expressed in terms of impact on average annual rate of GDP
growth, the impact is a reduction of up to —0.06% a year, but
averaging only —-0.003% a year;

- projected costs increase significantly for stabilisation levels
bel ow 550ppm.

4.3 Expressed in monetary terms such impacts can look large:

- GDPlossesfor OECD countriesin hitting Kyoto targetsin 2010
amounting to about $100 billion to $350 billion (1990 prices,
without international trading);

- total accumulated gross costs of stabilisation at 550 ppm by
2100 ranging from $1,000 billion to $9,000 hillion depending
on mitigation path and trading assumptions.

4.4 ltisclear that estimates of cost vary widely and are dependent on
the structure of the modd used, definitions, data availability, the
treatment of uncertainty and crucially the starting and behavioural
assumptions (including interaction with domestic measures).

Do models overstate costs?

4.5 Much of the cost modelling work has been top-down in nature —
based on estimated rel ationships between changesin relative prices and
the use of different fuels. This may over-state costs for a variety of
reasons.

- dncetheinstrument of carbon reduction is generally taken to be
acarbon tax, akey parameter in these modelsis energy’ s price
elasticity of demand. Evidence for thisis provided by the
responses to the oil pricerises of the 1970s and the reductions
of the mid-1980s. But there are reasonsto think that the
response to these price movementsis unlikely to be the same as
the response to a planned programme aimed at carbon
reduction®, and that response to a planned programme would be
greater (and less costly).  Such argumentsrest on a planned

% Barker, T., Ekins, P. & Johnstone, N. 1995a 'Introduction’ in Barker, T., Ekins, P. & Johnstone, N.
Eds. 1995b Global Warming and Energy Demand, Routledge, London/New Y ork, pp.1-16
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programme over time being understood and viewed as
permanent. That gives, for example, a greater stimulusto long-
term devel opment of low carbon technologies, and allows the
capital stock to be replaced gradually rather than induce
premature scrapping.;

- Insufficient attention to no-regret (already cost-effective)
measures. Top-down models generally start from a basis that
actors within an economy are acting efficiently, implying all
zero or negative net direct cost opportunities are being
exploited. Bottom-up approaches suggest many such
opportunities exist. Much of thisrelates to energy efficiency
potential. While it can be argued that such bottom-up
assessments ignore a number of real costs, a part of this non-
take up does seem to be associated with market failures. There
IS some scope, therefore, for measures which induce increased
take-up to reduce carbon at nil cost;

- neglects theimpact of greenhouse gas mitigation on other
environmental externalities. Many carbon-reducing measures
will have other benefits (for example, reduced NOx, SOx,
particulates). Of course, there may be some uninternalised costs
(such asvisual intrusion attached to wind farms), but in general
the expectation is that wider environmental benefits exceed
wider environmental costs;

- insufficient regard to possibilities of technical progress. Where
technical progressisincorporated thisis generally areflection
of past trends, including observed change in carbon/energy
intensity in respect of past price movement. The possibility of
faster progress, or leaps in technology, incentivised by the
appropriate internalisation of carbon, or carbon reducing
programme, is difficult to allow for.

4.6 Work by Repetto and Austin® reviewed the results of 16 US
models (162 different predictions). Worst case results indicated that a
30% reduction in US emissions by 2020 would cost around 3% of GDP,
best case indicated an increase in GDP of 2.5%. Much of the overall
variation (5.5 percentage points — pp) could be explained by variation in
type of modd and assumption as follows:

% Repetto, Robert, and Duncan Austin. 1997. The Costs of Climate Protection: A Guide for the
Perplexed. Washington, D.C.: World Resources Ingtitute.
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- computable general equilibrium models gave lower costs than
macroeconomic models (1.7pp);

- Inclusion of averted non-climate damages such as air pollution
effects (0.7pp);

- alowancefor trading (0.7pp);
- availahility of a constant cost backstop technology (0.5pp);

- Inclusion of averted climate change damages in the model
(0-2pp);

- whether the mode allows for product substitution (0.1pp).

4.7 Overadl, thisindicates that model methodology is a big influence
on results. Worst case assumptions will generate costs; best case
assumptions can generate net benefits.

4.8 Itisof course possibleto argue about the most appropriate basis for
the modelling. One of the most significant sensitivitiesindicated in the
Repetto and Austin work is attached to the use of a general equilibrium
model. Such models allow, for example, for the effects of revenue
recycling — the use made of the revenue generated by a carbon tax.
Current tax systems are non-optimal, providing scope for use of revenues
to reduce distortionary taxes. Such use (double-dividend) can gresatly
reduce estimated costs of emission reduction.

4.9 However, it isegually possible to argue that if such tax distortions
exist, then they should be reduced in any case and this need not be
ascribed to the introduction of a carbon tax. The existence of (sometimes
long-standing) distortionsin tax structuresis also indicative that we
cannot smply assume that revenues from a carbon tax would in practice
be used to reduce such distortions.

4.10 Thereisno smple summary of such arguments. We cannot point to
asingle best estimate of the cost, from previous macroeconomic
modelling work, of hitting Kyoto targets or of stabilisation. But despite
the range of results, and associated uncertainties, we can draw a number
of conclusions of policy interest:

- looked at in terms of percentage impact on GDP or GDP growth
rates (and seen in the context of economic growth which might
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be between 2% and 3% per annum) estimated costs can
generally be viewed in percentage terms as small;

while some features of aggregate models may tend to lead to
under-estimation of costs (such as assumed efficiency in market
operation or particular assumptions which allow for availability
of excess AAUS, the use of which might in practice be
restricted), on balance there are clear grounds to expect much of
the available modeling to overstate costs,

iIf rules are flexible and more options are considered to control
emissions, then costs are lower;

the wider inclusion of the six greenhouse gases, rather than just
CO, can sgnificantly reduce costs (some model s suggest by up
to 50% but the exact amount depends on the target level and
timing);

emissions trading may reduce costs to "Annex 1" countries by
60—90 %. However, models aso show that thereislittlegain in
economic terms from restricting trading to the EU. In short the
wider the base of trading the more costs can be reduced.

4.11 Even if economic costs may in the end be fairly small does not, of
course, mean that emission reduction is easy to achieve. There may be
very substantial distributional implications. It should also be remembered
that the modelling work reported above is generally reflective of
international action to meet targets. Costs of domestic action in individual
countries may be very different.
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5. OPTIONS FOR REDUCING CARBON EMISSIONSIN THE UK

Key messages:

Thereis awide range of often divergent views on the costs and potential
of different technologies.

Thereis substantial scope for cost-effective energy efficiency to be
taken up. There may be a variety of information failures or hidden
costs which prevent or slow down the rate of uptake.

Thereisvery large potential for renewables but the main issues are how
much can technically be developed and at what cost. Onshore and
offshore wind offer the most potential and could be more than
competitive with gas-fired generation. Other new technologies may
have niche roles but cannot be relied on to make a cost-effective
contribution.

Carbon capture and storage has significant potential, though at some
cost, and would have to overcome concerns about environmental and
security issues and legal issues regarding sub-sea storage.

The scope of new nuclear build will depend primarily on the ability of
new plant designs to reduce the current generation cost.

Reducing transport emissions will require a combination of measures to
reduce traffic demand, improve the efficiency of vehicles and introduce
low carbon fuels.

Introduction

5.1 The macroeconomic modelling approach to cost consideration has
been examined in chapter 4. In this chapter we pursue an alternative
bottom-up approach. This proceeds by assessing the potential and costs of
arange of possible technologies (including energy efficiency options).
Chapter 6 then attemptsto pull together packages of options, aimed at
emissions reduction, to give indications of overall costs.

5.2 Asagaing the macroeconomic approach, this has advantages and

disadvantages. It allows us to make best use of data and expert views
specific to particular options and at alevel of detail not addressed in the
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more macro approach. If thereis potential for the future to look radically
different to the past — step changes in the development of low carbon
technologies, for example, rather than the continuation of past gradual
change — then this may be very important.

5.3 Butit can also appear avery judgemental approach. Thereisa
wide range of views on the potential of different technologies and the
bottom-up approach will inevitably be limited to options or technologies
that we know about now. The macroeconomic approach gets round this
because it does not speculate on individual technologies. It merely
predicts on the basis that the future will change at rates similar to those
previously observed.

5.4 The packages we produce should therefore be viewed as illustrative
only. They are not predictions, but are included smply to explore the
implications of particular assumptions.

5.5 Weaddressthefollowing optionsin turn (with more detailed
descriptions contained in Annex C):

- Energy efficiency improvement;
- Electricity generation options;
- Transport options;

- Other.

Enerqy efficiency improvement

5.6 Bottom-up consideration of the potential for energy efficiency
improvement always indicates that the technical and economic potential
islarge. Pulling together estimates from a variety of sourcesit is possible
(Annex C) to estimate an economic potential in 2010 (beyond the amount
expected to be delivered by the CCP) of aimost 20 MtC.

5.7 Wehavenot found it straightforward to assess this evidence on a
similar basis to other options. For most of the options we are concerned
with — such as renewables and carbon sequestration — there are clear
resource costs attached to these technol ogies. There may be scope for
some renewabl es to become cost-competitive with other forms of
generation, but the basic pictureisthat with these options there are
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definitely in the short/medium term cost penalties attached. We can seein
the market what it costs to produce dectricity from renewabl e sources
and that can be compared with alternatives (gas-fired generation at the
margin).

5.8 With energy efficiency, however, bottom-up assessments suggest
that there is substantial scope for greater energy efficiency, and that a
great deal of thisis cost-effective in its own right (before we consider
adding in anything for the value of emissions saved).

5.9 Ifthereisall this cost-€effective potential, the obvious question to
ask iswhy isit not being taken up. There are two competing
explanations.

I that a variety of market failures and barriers prevent or dow
down such uptake. At one extreme this would be consistent
with aview that in making investment decisions economic
agents (in households and/or business) actually do not
operate rationally. A PIU Scoping Note® containsa
summary of the arguments;

li.  that the potential identified is not actually cost-effective —
that economic agents are operating quite rationally in their
decisions, but that these are affected by a variety of (hidden)
costs not easily picked up in the bottom-up assessment.
These might include costs of acquiring and considering
information on options; costs attached to the risks that such
options will not perform as expected; opportunity costs
attached to the time and resources put into pursuing energy
efficiency options when there may be other investments to
pursue; costs attached to the disruption to the household or
business of work to install energy efficiency measures.

5.10 This matters because the implications for policy might be very
different. If we accept the first view, then this argues, firstly, for policy
actions to reduce or remove the identified market failures. If that is
difficult, or fails to generate much response, then it would be possible to
go on to argue that this supports strong action to regulate energy
efficiency and require that certain measures are taken up (after al they
are cost-effective).

3 This noteis available at:
http://www.cabi net-offi ce.gov.uk/innovation/2001/ener gy/ener gyscopeenergy.shtml
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5.11 But on the second view there are actually costs of energy efficiency
measures. Some of these may be costs to GDP (for example, coststo a
business of acquiring information and of management time); some may

be welfare costs, for example personal time or household inconvenience.
Thiswould suggest that it is very important that these costs be assessed,
with energy efficiency options pursued only to the point that that they
produce carbon savings at a cost lower than other options.

5.12 Inredlity, the“truth” will not be whally in line with either i or ii.
Both will have some validity. Which looks the better explanation? We
have not found empirical material to convincingly make the case for
either. But the balance of the available material points usto think that the
position iscloser toi than toii. The arguments for existence of a variety
of market failuresin consideration of energy efficiency investments ook
compdling. It ismuch more of a struggle to make a convincing argument
that hidden cogsts, attached to things like management time or the risks
attached to having contractors working in the home, are actually very
significant set againgt the apparent financial returnsto many energy
efficiency investments.

Cost of enerqy efficiency measures

5.13 We have attempted to get a better handle on the potential range of
costs attached to improving energy efficiency beyond “business as usual”.
For the domestic, industry and commercial sectors the paper at Annex D
provides our detailed assessment. But in brief:

- we start with estimates of cost curves for carbon abatement,
derived from bottom-up assessments in each sector;

- we examine the amount of carbon saving that (according to the
abatement curve, and applying assumed take-up factors
representative of what is actually observed), would be induced
by carbon internalisation set at varying levels,

- the average and marginal costs per tonne of carbon saved are
similarly derived from these abatement curves.
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5.14 There aretwo substantial issues attached to this:;

the bottom-up derived carbon abatement curves show large
amounts of carbon savings apparently available at nil cost.
Thereis an argument about whether thisisredlistic. We
therefore provide estimates of costs on two bases. first, in line
with the abatement curves, i.e. accepting that this nil cost
potential exists. And second, to consider the sensitivity of costs
to aworst case assumption that economic actors are actually
operating at an efficient point (that they are currently taking
measures up to the point where the marginal cost of taking
action equals the marginal benefit);

the carbon abatement curveis static — it reflects opportunities
available now. In practice, astime moves on new opportunities
will become available. We therefore consider a further
sengitivity whereby new energy efficiency technologies are
assumed to replenish cost-effective measures as they are taken
up. This clearly increases the potential long-run carbon savings.
Although full replenishment is quite a strong assumption, it is
interesting to note that bottom-up assessments of cost-effective
potential conducted over recent decades have typically shown
potential energy saving of around 20%. Assessments today,
despite take-up in the intervening years, show smilar potential
to that existing 10 or more years ago.

5.15 Theresults of this analysis are shown below on the basis that
replenishment of opportunitiesis assumed. Our estimates of cost per
tonne of carbon saved range from a negative (savings) figure —where an
optimistic view of availability of cost-effective optionsistaken —to a
positive (cost) figure, whereit is assumed that taking further measures
always incurs net costs.

Table 5.1 Cost and potential of energy efficiency measures

Marginal cost £/tC Carbon saving (above
baseline), 2050, MtC

Industry -80 to+35 Upto7
Services | -250to +25 Upto8
Domestic | -100to +20 Uptoll
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5.16 The key message from thisisthat thereisa substantial potential for
energy efficiency to contribute further carbon savings beyond our
basdline projection. Savings of up to 26MtC from the study's basdline
projection might be possible by 2050 at a cost reaching, at worst, £20-
35/tC. In practice, actual costs could be much less. But even at these
worst case levels energy efficiency measures are likely to be competitive
with other abatement options. If this conclusion is accepted, the key issue
Is not whether energy efficiency should be pursued as a priority within a
carbon saving programme — but how. Past experience, however, suggests
that raising the take-up of energy efficiency measures is not easy.

Electricity generation options
Renewables

5.17 Potentially there are sufficient identifiable renewabl e resources to
meet all the UK’ s expected dectricity demand in 2050. The key questions
are how much can and will be developed and at what cost.

5.18 Our starting point in making this assessment has been work by
ETSU for the DTI®*, summarised in Tables 5.2 and 5.3 below (detailed
assessments by individual technology arein Annex C). These show
estimates of potential for eectricity generation by 2025, if the

technol ogies continue to develop, and on the basisthat barriersto

devel opment are successfully removed. We have concentrated on
potential to 2025 rather than 2050 because to estimate 50 years ahead
would become almost entirely speculative. The tables are based on
discount rates of 8% and 15%. The lower figureis currently likely to be
more realistic for most projects and technol ogies.

% New and Renewable Energy: Prospectsin the UK for the 21% Century, Supporting Analysis, ETSU,
March 1999.
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Table 5.2 Maximum practicable resource in 2025 (8% discount rate)

Electricity generated (TWh/year) at price under:

2.5p/kWh | 3p/kWh 5p/kWh | 7p/kWh
Agricultural 1 3 19 19
and forestry
residues
Energy crops 0 5 33 33
(SRC)
Landfill gas 2 7 7 7
Municipal 3 4 6 7
Solid Waste
PV 0 0 0 0.5
Tidal <1 1 1.4 2
Wave 0 0 33 33
Onshorewind | 10 45 57 57
Offshorewind | 35 o8 100 100
TOTAL 51 163 257 258

Table 5.3 Maximum practicable resource in 2025 (15% discount rate)

Electricity generated (TWh/year) at price under:

2.5p/kWh | 3p/lkWh | 5p/kWh | 7p/kWh
Agricultural 0 0 14 18
and forestry
residues™
Energy crops | O 0 33 33
(SRC)
Landfill gas 1 2 8 8
Municipal 0 1 2 4
Solid Waste
PV 0 0 0 0
Tidal 0 0 1 1.4
Wave 0 0 0 33
Onshorewind |0 0 57 57
Offshorewind | O 0 o8 100
TOTAL 1 3 213 254

% Data for sawmill co-products and forest products, which may constitute significant resources, are not
available.
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5.19 The ETSU resource cost curves from which these figures are drawn
represent one view only, and it is possible to regard some of these
assessments as too pessimistic (we return to this below). But there are
some key points which we think would be widely accepted:

- thepracticable resource, by 2025, islarge. At a price of
eectricity under 5p/kWh it amounts to around half to two-thirds
of projected eectricity demand,;

- delivery of significant renewables generation at reasonable cost
(under 5p/kWh) will be substantially reliant on wind (on and
offshore) and, to a lesser extent, energy crops.

5.20 Our own assessment would categorise the key renewables
technologies under the headings of aready proven, proven by 2025 and
those with long-term potential by 2050.

5.21 Already proven technologiesinclude:

Onshore wind - this has a large potential — generation of 50TWh/year by
2025, at a competitive cost around 2-2.5p/kWh. In cost terms thisis more
optimistic than the ETSU work.

Municipal solid waste and landfill gas can be competitive (cost around
1.5-2.7p/kWh), but the scale of resource is rdatively small — around 3-4%
of total generation.

5.22 Technologies proven by 2025 include:

Offshore wind offers great potential. Little has been developed in the UK
so far, but advancesin installation methods and demonstration plants
could prove the technol ogy, reduce costs and increase deployment. By
2020-25, cost could decline to 2-3p/kWh and 100TWh/year (over one-
guarter of the UK’ s generation needs) could be provided.

Energy crops A significant resource, around 10% of generation, is
possible. But thisis at a dightly higher cost than wind (and also above
generation from gas), at around 3-4.5p/kWh.




5.23 Technologies with long-term potential by 2050 include:

Wave power The UK has one of the best wave power resources available.
It is clear that wave power devices can be made to work; but it isnot yet
demonstrated that they can do so at economically attractive prices.
Further innovation will be required to achieve true commercial
competitiveness.

Photovaltaicsis currently and for the foreseeable future too expensive for
significant electricity generation applications, but it has potential by 2050.

Other technol ogies may have nicheroles, but are too speculative for usto
include as definite cost-effective contributors to eectricity supply by
2050 (tidal) or the resource istoo small to make a substantial further
contribution (agricultural and forestry wastes, landfill gas, hydro).

Other options

Capture and storage

5.24 Carbon capture and storage has potential — with intensive capital
investment - to avoid the release of significant amounts of carbon.
Capture applied to a new CCGT plant with transport over 300 km and
storage in geological aquifers might add between 0.5p and 1p/kWh to the
cost of gas generation. |ssues associated with this technology which need
resolving include engineering risks associated with transmission,
probability of sudden or gradual release, associated environmental risks
and the legal status of disposal in sub-sea strata, given the provisions of
the London and Ospar conventions. The cost of carbon sequestration
from coal-fired plant will be somewhat higher (thereisagreater
efficiency decrease in coal-fired plant because more CO: per kWh hasto
be captured).

Existing nuclear plant — life extensions

5.25 Lifeextensonsto existing plants, so long as the plant continues to
contribute to eectricity supply to the high safety and environmental
standards that are required, might be cost-effective as means of
contributing to intermediate Carbon reduction targets (beyond the Kyoto
period, but not 2050). However, most of the closures are expected in the
next two decades, and even the last of the existing stations, Sizewell B, is
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currently expected to close around 2035. By 2050, even with somelife
extensions, we can expect to see all existing stations closed.

New nuclear build

5.26 There are some public concerns about safety relating to new
nuclear build. Based on current costs new nuclear build on current
technology is probably not cost-effective as a source of carbon saving.
However, looking towards 2050, cost reductions with new designs are
possible. Based on assessment of the literature and industry views, a price
range of 2.6 p/kWh to 4.0 p/kWh is suggested.

Fuson

5.27 The RCEP report briefly addressed fusion but noted that it is still at
the research stage and that a commercial-scale demonstration plant is
unlikely before 2050. It therefore concluded that, even if the technical
viability of fusion could be established, it would not be prudent to base
energy policies on the assumption that it will become competitive with
other non-carbon energy sourcesin the future.

5.28 We have also looked at options such as active solar, geothermal
power and photoconversion. They are generally either technically not
proven or likely to prove too expensive compared with other low carbon
options. A more detailed analysis of these optionsis contained in annex
C.

Electricity network

5.29 It seems generally expected that the next few decades will seea
considerable expansion of embedded generation. Intermittent generation
from wind and, in the longer term, solar sources will also grow. Greater
emphasis on carbon reduction will add to these devel opments.

5.30 Itisuncertain exactly how the network will respond. It will almost
certainly look very different in 2050 compared with now. A number of
different technical developments are possible. The costs of such
developments are currently unclear. We are not in a position to judge
what the requirements of a 60% carbon reduction target would add to
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such costs. Work isunder way at NGC to consider possible
developments.

5.31 There seems, however, to be a general expectation that the
Government'starget for 10% of electricity generation from renewables by
2010 could be incorporated without significant implications for the
network, although such implications are not ruled out as large increasesin
wind power in Scotland might require additional grid capacity for export.
Beyond that up to around 20% of intermittent generation can be
accommodated before technical and manageria changeisrequired. The
degree of fluctuation attached to such alevd of intermittency issimilar to
that attached to current demand fluctuation.

5.32 Asthe market penetration of intermittent forms of generation
Increases someincrease in costsis probably inevitable. Greater back-up
generation or storage isrequired, that isincreased start-ups/shutdowns of
conventional plant.

5.33 It has previoudy been suggested that the costs of increased
spinning reserve might amount to around 0.1p/kWh for 10% intermittent
penetration. This estimateis, however, some yearsold. Wind
predictability estimation hasimproved. NGC hasitsdf confirmed that
increased embedded generation to 2010 is not a problem and that
sufficient fast response and reserve services are available for the entire
2010 renewables target to be met from wind.

5.34 For the purposes of considering the costs of increased renewables
generation to 2025/2050 we have allowed for a cost of up to 0.4p/kWh
for a40% level of intermittent generation. Thisis, however, an area
where more analysisis required, such as that being undertaken by NGC.

Transport

5.35 Substantially reducing carbon emissions from transport will require
a combination of measures to reduce traffic demand, enhance the
transport infrastructure across all modes, improve the energy efficiency of
vehicles and encourage the introduction of low carbon fuels. Many
measures primarily aimed at reducing traffic growth and congestion and
improving public transport (e.g. congestion charging, local transport
plans, rail and bus investment) should have a considerable impact on
carbon emissions from road transport, but it is not possible at present to
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provide quantifiable long term estimates of the carbon saving beyond
2010.

5.36 Hybrid vehicles offer around twice the energy efficiency of
conventional vehicles. There are models on the UK market now. They
currently cost significantly more but the cost disadvantage is likely to
decline as the market grows.

5.37 Fud cdl vehicles offer alonger-term prospect, offering substantive
carbon reductions, especially if the hydrogen is produced from renewable
sources. But considerable research and devel opment needs to be
undertaken worldwide to make fuel cells commercially viable, and there
IS No consensus yet about the best way of introducing this technology to
the market. Ultimately fud cell technology |ooks a likely market
development. We are not able meaningfully to suggest costs at this stage.
But as the Government's recent consultation on "Powering Future
Vehicles™ makes clear, hybrid dectric vehicles and fuel cellsare
identified as having long-term carbon reduction potential and being likdy
to move towards commercial viability.

“0 " Powering Future Vehicles': Draft Government Strategy. DTLR, DTI, HMT and DEFRA, December
2001
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6. COST OF REDUCING CARBON EMISSIONSIN THE UK
Key messages:

Some low carbon (renewables) options could be competitive with
electricity generation from gas even in the absence of allowance for
carbon savings. New nuclear build and carbon sequestration may
operate at a cost penalty to gas but have significant potential to produce
carbon savings.

Energy efficiency improvements and structural change could produce
between 22 and 26MtC additional (beyond baseline savings by 2050).
Even allowing for a high take up of renewables and the assumption of a
carbon-free electricity generation system still leaves a gap of 23MtC to
the RCEP target. Much of the remaining gap will need to be filled by
the transport sector. |f the additional emissions from international
aviation were to be included the gap would further increase potentially
to around 40MtC.

In terms of overall costs to the economy, moving to a carbon-free
generation system by 2050 could cost between -0.1% and +0.2% of GDP
(with GDP having grown threefold by then). The impact on electricity
prices could vary from around a 20% increase, if low carbon options
turn out to be relatively expensive, to a position where prices could fall
as a result of cheap on and offshore wind resources and high gas
generation costs.

Modelling work using the MARKAL model suggests that the overall
cost of abatement for a 60% reduction is estimated at up to 0.01

per centage points and up to 0.02 percentage points for a 70% reduction
against along term GDP growth rate of 2.25%.

Introduction

6.1 The previous chapter considered specific “options’ for reducing
COz emissions. In this chapter we begin to consider how these might
combine towards filling the “ gap” to a 60% reduction target; and we
move on to consider associated costs.

6.2 Our previous work has considered a variety of bases for a basdline

projection. Depending on assumptionsit is possible to construct very
different basalines for 2050. Our initial projections show a gap as against
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a 60% reduction target ranging from 41 to 105MtC. Consideration of
different “ scenarios’ for the type of world we live in further widens that
range.

6.3 For our work in this chapter we start from a particular selected
baseline — a projection of COz2 emissions on the basis that carbon intensity
change post-2010 continues at the historic (1970-2000) rate, excluding
the unrepeatable fud switching of the dash for gas, and allowing for
nuclear generation plant closure. For illustrative purposes this seemsto us
areasonable basdline to choose™. It gives CO: emissionsin 2050 of 145
MtC, agap to the RCEP target of 83MtC.

Sector contribution to basgline emissions projection to 2050

6.4 Figure6.1 illustrates the sector contributions to this basdine
projection to 2050, based on assumptions of continuation of intensity
change equivalent to historic rates (1970-2000), by sector, after allowance
for non-repeatable events such as the dash for gas and major fuel
switching. Thisisthe basdine (A) of Chapter 2 shown in Figure 2.1%.

6.5 The sector contributionsillustrated in Figure 6.1 (and given in
Table 6.1 below) indicate reductions in emissions between 2000 and 2010
in all sectors due to measures included in the CCP. The industrial and
domestic sectors continue a reduction in emissions post 2010, while
transport and service sector projections to 2050 indicate the increasing
proportion of total emissions contributed by the transport sector and to a
lesser degree increased contribution from the service sector.

“L Our purposeisto illustrate the potential for “filling the gap”. It should be noted that the potential
contribution of various “options’ has to be considered against the chosen basdline. If we chose a
different baseline then the scope of further options would also change. If, for example, more energy
efficiency improvement were included in the baseline assumption, then the scope for additional energy
efficiency improvement to be attained by further measures ought to fall.

“2 This basdline al'so incorporates an assumption of economic growth of 2.25% p.a. to 2050; a slight
increase in population to 2030 and then alevelling off, resulting in a dlight increase in household
growth; and a continuation of trends away from heavy energy intensive industry to the service sector.
Energy demand growth in the transport sector has been assumed to be at a dightly lower rate than in
the past and energy efficiency improvementsin transport areimplied at past rates. Domestic air travel
is assumed to grow faster than GDP, as has been the case in the past.
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Table 6.1 Sector contributions to total basdline CO, emissions projections
in 2050 (MtC)

2000 2010 2050
Industry 40 33 19
Domestic 40 34 30
Services 23 19 27
Transport 39 39 59
Non-sectoral 13 9 9
Total 155 133 145

6.6 The contribution of the transport sector to total emissionsin 2050
Issgnificant. An assumption of continuation of past trends in growth in
transport includes assumptions of past rates of energy efficiency
improvement, but excludes the potential impact of road congestion,
saturation of car ownership, increasesin price of fuel and increased
switching to alternative form of transport (modal switching), all of which
could reduce energy demand. Improvements in technology e.g. fud cells
based on hydrogen from renewable sources; advanced | CE and hybrid
dud fue vehicles also provide opportunities to lower transport sector
emissions.

6.7 An aternative approach, IAG(DEFRA), to the estimation of
trangport emissions (see paragraph 2.30) includes an increased impact of
congestion, saturation of car ownership and assumes no new road build
beyond 2010, reductions in rail fares which promote modal shift and fuel
switching (to less gasoline and more biodiesel) and the (limited)
introduction of fue cells (non-hydrogen). That analysis suggests that
transport emissionsin 2050 may be as low as 39 MtC, some 20MtC
below the IAG (baseline A) projection.
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Figure 6.1 Historic and projected emissions by sector (baseline A) 1990 -
2050, including impact of nuclear closures, CCP and non-sector emissions
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Bridaging the gap to a 60% reduction

6.8 Starting from the IAG (basdline A) projection to 2050, based on
historic rates of intensity change (1970-2000), bridging the gap to the
RCEP target of 62MtC appears difficult but not technically impossible. A
combination of:

- full achievement of all identified additiona®® energy efficiency
potential in the domestic, service and industrial sectors,

- the continued penetration of renewables to reach 40% of generation;

- theadditional carbon reduction achievableif all generation were
carbon-free by 2050;

would provide overall emissions reductions of 60MtC. The calculation is
illustrated in Figure 6.2 and Table 6.2 below.

6.9 A resdua gap, if al these were achieved, of some 23MtC would
remain. The main source for filling that gap would have to be transport.
The IAG(DEFRA) basdline projection provides oneillustration of how
that gap might be filled allowing for congestion which actsto constrain

3 Additional cost-effective energy efficiency potential identified by the DEFRA contributed papers
above the energy efficiency improvement incorporated within Baseline (A). Differencesin sectoral
detail between the IAG(A) and DEFRA BAU basdlines are ascribed to different degrees of structural
change.
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demand growth, no new road build beyond 2010 and reductionsin rail
fares. But if technical developments could deliver a greater switch to low
carbon fuds, then these emissions reductions could potentially be
achievable with less constraint on transport demand.

Figure 6.2 Bridging the gap to a 60% reduction in CO, emissions by 2050
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Table 6.2 Potential additional reduction from basdine (A)

Potential Cumulative sum | Projected
reduction in | of additional emissionsto 2050
emissions potential from 145 MtC
MtC reduction (basdine A
projection)

Energy 22-26 25 (approx.) 120

efficiency

potential above

basdine A

Renewables 13 38 107

contribution to a

40% limit of

generation

Tototal carbon- | 22 60 85

free generation

6.10 Itis, of course, easier to specify the kinds of options that might
contribute to closing the gap to a 60% reduction than to achieve that in
practice. Aside from difficulties attached to raising energy efficiency
performance:
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- it isunlikely that UK €eectricity will be carbon-free by 2050.
The above smply illustrates that measures other than carbon-
free dectricity will also be needed;

- international aviation emissions, to the extent assigned to the
UK, could add significantly to the scale of difficulty.

Costs of generation

6.11 Drawing on the assessments from the previous chapter (and Annex
C), Figure 6.3 below summarises our projected ranges of eectricity
generation costs in 2025 for the main technol ogies we think have (a)
potential to become broadly cost-effective (including allowance for
carbon saved); and (b) potential to contribute significant carbon savings.

6.12 The cost comparisons are drawn againgt a cost range for generation
from gas of 2.3-2.9p/kwh.*

Figure 6.3 Comparison of low carbon generation cost options
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* This compares with a current cost for gas generation of around 1.8-2.0p/kWh. A gas generation cost
reaching 2.9p/kWh by 2025 would represent annual real growth from current levels of 1.7% a year.
Note that sequestration will always be more expensive than gas generation by a factor estimated to be
between 0.5p and 1p/kWh. The cost of sequestration from coal-fired stations could be somewhat
higher.
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6.13 On the basisof Figure 6.3 it is possible that some low carbon
technol ogies could become cost competitive with gas, even in the absence
of allowancefor carbon gains. Others could become competitive if they
operate towards the more optimistic view of their potential on cost, or
through internaisation of carbon. In termsof potential to contribute
significant carbon savings, on and offshore wind are most promising in
thisregard.

Cost per tonne of carbon saved

6.14 Tables6.3 and 6.4 below summarise our estimates, in ranges, for
cost per tonne of carbon saved by different technologies. Thisis not
confined to generation options. It includes energy efficiency by sector.
None of the specific transport technology options that we have considered
are shown. These have high estimated costs when measured in terms of
cost per tonne of carbon saved (above £250/tC), but these often produce
significant other environmental benefits such asimproved air quality and
reduced congestion, which have not been taken into account here. Soa
high £/tC does not necessarily indicate that these policies would not be
cost effective overall.

Table 6.3 Estimated costs and potential in 2025

Cost (E/tC) MtC

L H Potential

Energy crops 10 210 1
Municipal waste -140 40 1
Landfill gas -140 40 1
Onshorewind -90 20 4
CCGT sequestration 70 100 5
Nuclear -20 160 6
Offshore wind -90 70 7
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Table 6.4 Estimated costs and potential in 2050
Cost (E/tC) MtC
L H Potential
Municipal waste -80 210 1
Landfill gas -80 60 1
Energy crops 10 180 3
Onshorewind -90 20 6
Energy efficiency - industry -80 35 7
Energy efficiency - services -250 20 8
Offshore wind -90 70 10
Energy efficiency - domestic -100 20 11
CCGT sequestration 50 100 25
Nuclear -30 170 25

6.15 The cost ranges shown reflect:

- for the dectricity generation options, the low cost/tC figure
reflects alow cost for the specific technology against a high gas
generation cost; a high cost/tC figure reflects a high cost for the
specific technology againgt alow gas generation cost;

- for the energy efficiency options, the low cost/tC figure reflects
an assumption that bottom-up assessments correctly identify
significant potential which is cost-effectivein its own right; a
high cost figure makes a worst-case assumption that there are
hidden cost such that all further potential entails positive
marginal costs.

6.16 The results suggest that thereis arange of options combining low
cost with limited potential and higher cost options with greater potential
carbon savings. New nuclear build and carbon sequestration may offer
the greatest absolute potential at a reasonable cost, compared with a
number of transport options. Energy efficiency in individual sectors
offers good potential at a probable lower cost. The costs for certain
renewabl es options do not include those associated with their intermittent
nature or the impact on quality of supply, e.g. on and offshore wind.
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Summary cost analysis

6.17 Based on the generation cost estimates in table 6.4 we have
estimated a cost of moving to a carbon-free generation system of between
-0.1% and +0.2% of GDP in 2025. This calculation depends very heavily
on the assumptions made about the cost and potential capacity of new
renewabl es options and the cost of the alternative means of generation,
assumed to be gas. These costs include an estimate for network/balancing
costs associated with embedded generation/intermittency. Compared
with a cost of gas-fired generation of 2.3p/kWh, the impact on final
industrial eectricity prices would be between 1% and 4% if zero carbon
options cost at the low end of our estimates or up to 23% at the high end.
Theimpact on domestic eectricity prices would be around just over half
thislevel. Clearly if gas generation costs were as high as 2.9p/kWh and
zero carbon options camein at the lower end of the range, thereis scope
for reductionsin eectricity prices compared with what they would
otherwise have been. These might be in excess of 10% for industry and
5% for domestic consumers compared with the level of prices consistent
with gas-fired generation.

6.18 We have also considered a worst case scenario where all eectricity
generation is carbon-free but at a cost of 4p compared with gas at
2.3p/kWh. Thiswould mean a cost per tonne of carbon of around £170.
Thetotal cost to the economy in 2050 would be £6.8bn. Thisis based on
an additional cost of 1.7p/kWh multiplied by an estimated level of
generation of 400TWh. It would represent about 0.27% of GDP in 2050,
assuming that the economy grows at 2.25% over the period. The impact
on the GDP growth rate over the whole period would be around 0.005
percentage points.

6.19 TheDTI, DEFRA and the PIlU commissioned AEA Technology
and Imperia College to usethe MARKAL model to develop arange of
“bottom-up” estimates of carbon dioxide emissions from the UK energy
sector up to 2050, and to identify the technical possbilities for the
abatement of these emissions. Three levels of abatement by 2050 were
considered: a 60% reduction relative to emission levelsin 2000 —
approximating to the level considered by the RCEP — plus 45% and 70%
reductions.

6.20 The MARKAL modelling resultsindicate that the cost of moving
to a 45% reduction in emissions by 2050 could be between £85 and £150
per tonne of carbon. For a 60% reduction the average cost increases to
around £200 and for 70% to between £270 under Global Sustainability
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and £360 under World Markets (scenarios described in Annex B). The
marginal cost involved in moving from a 60% to a 70% reduction
increases significantly to about £440 under the GS scenario and to nearly
£1100 under the WM scenario. The cost of abatement for a 60%
reduction is estimated at up to 0.01 percentage points and up to 0.02
percentage points for a 70% reduction againgt along term GDP growth
rate of 2.25%. Thiswould still represent a non-recoverable decrease in
living standards, although the model does not take account of the benefits
of emissons mitigation or any opportunities to the UK economy which
might arise from the technological developmentsimplied. The
conclusions of the project are described in annex E.
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7 GENERAL CONCLUSIONS
Key messages:

The future is uncertain. We cannot know, today, what the most cost-
effective means of meeting a carbon reduction target 50 years ahead
will be. There are many examples from the energy sector and elsewhere
of Government efforts to establish particular technologies as
"winners', which have failed and actually led to large costs. We are
most likely to meet a substantial carbon reduction target at least cost if
we give a value to carbon, via emissions trading or the appropriate
internalisation of carbon, and let the market respond.

While economic instruments are likely to be an important component of
a policy package, energy supply and demand is characterised by a
number of market failures. There are a number of barriers such as
lack of information, inertia and uncertainty to the adoption of low
carbon measures. Therewill be arole for a mix of instruments,
including regulation, to achieve carbon reduction at least cost and
drawing in sectors across the economy. A range of measuresislikely to
be required, targeted to specific market failures or barriers.

A 60% reduction target is technically achievable but it isa major
challenge. Itisunlikely to be reached without a substantial
enhancement of policy measures and the development of low cost
technologies. On the supply and demand sides the costs could be quite
large. But with such technology development there is scope for
considerable cost reduction. Theright policy framework can encourage
technology innovation and development.

L etting the market decide

7.1 A key theme of the preceding analysisis uncertainty. We do not
know how basdline emissions will change. We do not know how the costs
and potential of currently available technologies will develop. We expect
the costs of a number of developing lower carbon technologies to reduce,
but we do not know how far. We do not know what new technol ogies
might devel op.

7.2 Inthesecircumstances a prime consideration must be to create the

right framework which will reward the best, most cost-effective
technologies and encourage their development. This means a policy that
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Isnot primarily about picking winners, but which allows the market to
provide appropriate incentives. That means using the market to promote
the achievement of regulated standards or targets (as with the renewables
obligation or the energy efficiency commitment). Given our objectiveis
carbon reduction it means moving towards a structure, whether by
emissionstrading or the appropriate internalisation of carbon, and with
coverage that, subject to the constraints which will inevitably arise from
other policy considerations, isawide as possible.

7.3 Thefact that we see price signals as fundamental is not to exclude
other policy actions. Other measures such as information campaigns,
target setting and minimum standards will have arole. But somerole for
price signalsisinevitable and in some areas they will be key.

I nnovation

7.4  Much of our analysis has been too static in nature. We have made
use of projected resource cost curves, but these are inevitably constrained
by what we (think we) know now, and by our past experience of cost
reductions for new technologies. And we do not know what new products
and processes may emerge.

7.5 Economic instruments (carbon internalisation, trading) have arole
here — they provide a signal which hepsto incentivise innovation. But
more than this may be required. In specific areas there may be arole for
further Government support to encourage or fund RD&D. Economic
instruments will be strongest where the signal is clear and strong — the
potential innovator must be convinced that there is long-term Government
commitment, and therefore that the reward will be long-standing. But
markets may ill reflect too much "short-termism®.

Enerqy efficiency

7.6  Energy efficiency improvement is constrained by arange of
barriers but the potential islarge. While improving price signals (to
reflect carbon) will help, it is not sufficient. Market transformation is
required incorporating a range of policies (standards, pricing signals,
information) which build and reinforce each other.
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7.7  Product regulation islikely to be particularly effective in markets
involving large numbers of small users, such as housing and consumer
products.

7.8 Therole of processemission regulation for large business usersis
less clear-cut. Thereis evidence that energy demand in businessis price
indastic. But pricing signals through emissions trading may nevertheless
expand the market for energy efficiency improvement — attracting the
attention of businessin away not achieved to date.
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Annex B
Estimating scale of the carbon reduction required
SUMMARY - Thesize of the Gap.

B1 The development of arange of business as usual basdlines, and
scenario projections of long term carbon emissions, within the Foresight
scenario framework™, provides an illustration of the absolute size of the
gap between the recommended RCEP emissions target to be reached by
2050. The scenario approach provides a range of “expected” carbon
emission levelsin 2050 on the basis of several key assumptions
associated with, for example, GDP, population and sector growth. This
paper does not consider the introduction of radical technological changes
(although some limited assumptions are made within the scenario sector
assumptions), but looks at what “could happen” if things were to continue
according to past trends and four alternative future scenarios. The
approach has ddiberately been kept smple and transparent so that the
projections and the estimation of scale of the task required to meet such a
target recommended by the RCEP will inform the work of the IAG rather
than implying the projections are the results of the group. The scenario
projections are therefore “ baseline scenario” projections.

B2 Thesize of the gap between the recommended RCEP target of
emissions 60% below 1997 UK levels and a* business as usual” basdline
scenario®, is estimated to be 83MtC*. In the most unfavourable basdine
scenario, e.g. aworld based on individual consumerist values, ahigh
degree of globalisation and scant regard for the environment the gap
could be as much as 118MtC. In aworld based on strong collective
environmental action the gap could be lower, at 70MtC. Only in aworld
characterised by communitarian and strong conservation values, with
diverse palitical and economic regionalisation does this analysis suggest
the gap may be aslow as 32MtC. Thisis partly asaresult of the low
economic growth (as measured by GDP) associated with this scenario
together with high energy prices, sharp increases in transport costs, use of
alternative modes of travel, e.g. walking and cycling and greater
environmental awareness.

> Appendix 1

“6 Based on historic rates of carbon intensity improvements in the various sectors, adjusted for non-
repeatabl e carbon reducing impacts e.g. the dash for gas.

" Other baseline scenario projections, using |ess optimistic assumptions suggest the size of the gap
could be as high as 100MtC. See Table B.5
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B3 These estimates of the size of the gap are based on carbon intensity
(carbon per unit of GDP) rates of change experienced in the past (1970-
2000) net of non-repeatabl e events, such as the dash for gas in the power
industry and switching from high carbon fossi| fuels to lower carbon fuels
in the domestic sector. Based on an alternative assumption of say a series
of environmental policy measures devised to achieve higher carbon
Intengity improvements than experienced in the past and similar to those
measures included in the Climate Change Programme, launched in
November 2000, for example, (conditional on these anticipated
reductions in carbon emissions being achieved and maintained throughout
the next fifty years) the gap may still be 44MtC above the RCEP target of
62MtC by 2050 in this basdline scenario. This also assumes that
technological developments, structural change and energy efficiency
Improvements continue at a sSimilar rate asin the padt.

B4 TableB.1lillustratesthe size of gap between projected UK
emissionsin 2050 relative to the recommended RCEP target estimated by
the basdline business as usual projection and the four alternative futures®
scenarios. The lower limit in each case illustrates an optimistic scenario
of sustained low carbon policies over the long term, the upper limit
Illustrates a continuation of past trends, excluding trends considered non-
repeatable such as fuel switching in the domestic sector and the dash for
gasin the power generation sector.

Table B.1 Size of the gap under the basdine and four alternative
scenarios

Target Baseline World Global Provincial L ocal
MtC M arkets Sustainability | Enterprise Stewar dship
MtC MtC MtC MtC
RCEP 44 t0 83 69t0 118 36to 70 34 to 67 9to 32

INTRODUCTION

B5 ThelAG havetaken astheir remit the consideration of the
implications of the RCEP' s recommendation of a 60% reduction in CO,
emissions by 2050. To estimate the scale of thetask it is necessary to
establish a basdline CO, projection - a view of what might happen to CO,
emissionsin the absence of further policy action. Projecting 50 years
ahead is difficult and there will be considerable uncertainty associated
with any estimate so far into the future. Econometric models are valuable
in the medium to longer term but projecting beyond 2010 to 2050

“8 The four Foresight scenarios have been developed to illustrate four “possible states of the world”
they are not all equally probable.
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becomes difficult as for example, technologies are expected to change,
new processes and systems are introduced and the detailed econometric
relationships built on past relationships are no longer valid in thistime
frame.

B6  The approach adopted in this study has been to develop arange of
baseline projections of carbon emissions, which are smple and
trangparent. The starting point has been the Government’ s energy and
emissions projections to 2010 contained in Energy Paper 68 (EP68)
published in November 2000. Projections beyond 2010 are based on a
range of simple assumptions for continued carbon intensity® change
based on historic rates of change or assumed rates of future change. To
help illugtrate the inherent uncertainties in projecting over thistime scale
four aternative scenario projections have been devel oped to represent
four possible “future states’ of the world. The four scenarios are based on
the Foresight Future scenarios devel oped by the DTI. The Foresight
scenarios are also being used by the PIU. In thisway it is possible to
estimate the size of the gap between the projections of carbon dioxide
emissions estimated in 2050 and RCEP s recommended target of a
reduction of 60% emissions from 1997 leves.

Egablishing a basdine.

B7 Thebasdine projections to 2050 have been established using an
initial period from 2000-2010 and alonger period from 2010 to 2050.
Thisinitia period was developed from the energy and emissions
projections contained in Energy Paper 68 (EP68) and based on the two
central GDP growth scenarios. These projections relate to the period
during which policy measures introduced in the CCP to reduce emissions
and improve energy efficiency are estimated to take effect. The EP 68
baseline projection was then adjusted to include effects of the CCP
measures that were not included in the original EP68 modeling. The
2000-2010 projection, including the CCP effects forms the initial “ stem
baseline projection” to 2010°". The longer term baseline projections,
from 2010 to 2050, are formed on basic assumptions of future rates of

“9 Defined as carbon per unit of GDP.

% The RCEP recommendation of a 60% reduction in emissions from current levels does not specify the
final level or year upon which it is based — it has been assumed that it refers to the level in year 1997
which isthe latest year quoted in the report. The 1997 level of UK emissions at 156MtC (basisused in
EP68) thusimplies an RCEP target of 62MtC.

°L An alternative approach was explored which took the econometrically modelled projection to 2020,
however thisincluded the period beyond 2010 for which the CCP effects were not sufficiently known
and it was decided to adopt the earlier stem period to 2010 as the baseline, while also reporting the
results of using a 2020 base for illustrative purposes.
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carbon intensity change by sector, i.e. domestic, services, industry and
transport, including non-sectoral and land use change emissions.

B8 Two variants of the basdline projections were formed to 2050. In
thefirst the assumption is of a continuation of the historic sectoral carbon
Intensity rates of change trends from 1970 to 2000.The carbon intensity
rates of change by sector were adjusted to remove past effects considered
non-repeatable, for example, the effect on carbon intensity rates of
change of the “dash for gas’ (DFG) and to alow for limits on future
opportunities for fue switching (from high carbon fossil fuelsto lower
carbon fossil fuels). The carbon intensity rates of change and the energy
intensity rates are shown in Appendix 2 Table 6. The second baseline
scenario assumes the continuation of estimated trends of carbon intensity
change between 2000-2010 under the period of the CCP and based on
EP68 projections. This has the advantage of examining two possible
scenario variants, the historic trends representing perhaps what may also
be termed the pessimistic scenarioi.e. a projection of a continuation of
trendsin carbon intensity change where little or no policy was directed at
reducing carbon emissions (1970-2000) and a projection of the 2000-
2010 trends representing perhaps the optimistic scenario where a
concerted effort is being made to reduce carbon emissions over aten year
period with e.g. the CCP and with a view towards the Kyoto target (2008-
2012) and the UK domestic target of a 20% reduction on emissions by
2010, arate of change, which if maintained over aforty year period,
would represent a considerable commitment to carbon reduction by 2050.

B9 Thebasdine projections aso include the impact of nuclear closures
on emissions with the assumption that capacity is replaced by gas-fired
generation. The basdineincludes the four sectors listed above plus an
element of non-sector emissions.

Scenario approach.

B10 Toillustrate the considerable uncertainty associated with projecting
carbon emissions over the next fifty years the basdline scenario ideawas
extended to include the introduction of more radical ideas of what the
world may look like in 2050. The time available for the IAG study did not
alow for the original development of some new scenarios so it was
decided to adopt the four Foresight Futures scenarios devel oped by SPRU
and the DTI. These are briefly described below.
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The Foresight Environmental Futures scenarios

B11 The Foresght Environmental Futures scenarios have been
developed by the DTI in co-operation with SPRU and are closely aligned
to the IPCC emission scenarios published in 2000 in the Special Report
on Emissions Scenarios (SRES). The SRES Emissions scenarios™
provide four qualitative storylines or “families’ Al, A2, B1 and B2.
These families, while more complex, are reflected closdly in the four
Foresight scenarios referred to as World Markets, Provincial Enterprise,
Global Sustainability and Local Stewardship respectively (and illustrated
in Appendix 1). The four Foresight scenarios are not intended to predict
the future, rather explore alternative directions in which social, economic
and technological changes may evolve.

B12 They are described briefly as follows:

World Markets: - based on individual consumerist values, a high degree
of globalisation and scant regard for the environment;

Global Sustainability: - based on predominance of social and ecological
values, strong collective environmental action and globalisation of
governance systems,

Provincial Enterprise: - based on individualistic consumerist values,
reinforced governance systems at national and sub-national level;

L ocal Stewar dship: - based on communitarian and strong conservation
values, reinforced diverse political and economic regionalisation.

B13 Thekey indicators assumed for each scenario are based on
developmental work by SPRU>®, which provided the framework for
studies within the UK Climate Impact Programme to provide coherent
and different pictures of the future®*. The key scenario indicators
available were limited to assumptions on economic and population
growth, and household growth.

B14 Some of the key assumptions used in the SPRU study were
inconsistent with current ONS long term population projections and there
was some doubt about economic growth assumptions associated with
some scenarios but the decision was taken in cooperation with PIU and

*2 Emission Scenarios: A special Report of IPCC Working Group 111, 2000
%3 Environmental Futures Scoping Study, Final Report Nov 1998, University of Sussex.
>* Soci o-economic scenarios for climate change impact assessment. Feb 2001. UKCIP.
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DEFRA that, although revised population projections were needed, the

essential characteristics of the original Foresight scenarios would be

maintained. The key assumptions agreed are given in Table B.2 below
and have been applied from a base of 2010, estimated from EP68. The
assumptions within each scenario are also variable with respect to the
assumed rates of carbon intensity change, as before in the baseling, i.e.
the variants are the past rate of carbon improvement 1970-2000 or the
estimated rate 2000-2010 adjusted for CCP, DFG and fuel switching as

appropriate.
Table B.2 Long Term Projections Scenario Assumptions
EP6G8 World Provincia | Global Local
Basdine | Markets | Enterprise | Sustainability | Stewardship
UK GDP growth p.a. 2.25% 3.00% 1.75% 2.25% 1.25%
Population in 2050 65 66 64 63 62
(million)
Household sizein 2050 | 2.17 2.00 2.40 2.20 2.60
Implied household 0.30% 0.54% 0.00% 0.18% -0.27%

numbers growth p.a.

Additional scenario assumptions

B15

In addition to the key assumptions on growth of GDP, population

and number of households additional assumptions have been made to
reflect, in alimited sense, the socio-economic implications of the
different scenarios. Behavioural changes in the domestic and transport
sectors are captured in the household formation and growth assumptions
and between transport and economic growth assumptions. Technological
change assumptions in the transport sector determine transport vehicle
emission rates. Structural and technological changein the service and
industry sectors is determined across scenarios in the value added

contribution to GDP and relative weight of each sector. These basic

assumptions reflect the de-coupling of transport demand from economic

growth and allow for improvementsin the emissions associated with the
vehicle stock across scenarios. Therates of industrial and services sector
growth associated with each scenario are also allowed to vary across

scenario to reflect structural and technical change. Additional basic

assumptions have been made for nuclear and coal in power generation
across scenarios. These have been limited to the closure or continuation
of existing nuclear plant and coal use being maintained at 2020 levels

projected in EP 68.
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B16 Theassumptions underpinning the scenarios are shown in
Appendix 3. Obvioudy judgements are involved here. Different detailed
assumptions could be made, and almost certainly would beif others were
to attempt such an exercise. But these are only scenarios and we hope that
in this context - as a set - they cover arange of possihilities that can
command broad acceptance.

B17 Generally an emissions scenario approach includes a compl ete set
of assumptions regarding the possible state of the future. These would
include assumptions about the full socio-economic situation, future
climate change effects and the impact of technological change on the
environment. This study requires a more limited approach to scenario
prescription. Theimmediate task of the |IAG was to identify the potential
gap in CO, emissions against a business as usual scenario in order to
explore potential policy implications. Adopting all the assumptions
associated with say, the Global sustainability scenario, would require that
the effects of policies designed to build an environmentally sustainable
future were “built-in” in order that international climate change targets
were met. Thiswould leave little room to identify those policy actions,
which the group hoped to identify as being necessary to meet the gap.
The gap would have been assumed away! This represents a departure
from other scenario approaches, such asthe PIU approach, but we believe
IS anecessary one. One small concession to this approach hasbeen in
respect of nuclear closures. The basdline, and world markets scenarios
assume nuclear closures as scheduled whereas the other three scenarios
assume existing nuclear plant life has been prolonged. Theimpact of
these assumptionsis minimal. (See sensitivities below in section 5). The
|AG approach also has the advantage that building “business as usual”
basdline and scenario projections enables the calculation of cons stent
final energy demand projections which are then available to provide the
basic demand projections input required to conduct alinear optimisation
analysis (e.g. MARKAL) which seeks to identify possible technologies
needed to meet the gap between the various emissionstargets. The
available technol ogies, the technology costs, learning curves and fossil
and other fud costs are then assumed consistent with the basdline and
scenario “storylines’.

Forecast base and forecast horizons.

B18 Econometric modeswork best in the medium term and scenarios
best with the longer-term horizon. It was therefore decided that this
analysis utilised the medium term projections obtained from the DTI UK
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energy and emissons model for the medium term. This conveniently
covered the period 2000 to 2010 and beyond to 2020. This provided an
option to take as aforecast base either the year 2010 or 2020, both
following on from the EP 68 econometric projections and allow for
scenario divergence from the points 2010 or 2020. The EP68 projections
could be adjusted easily to allow for the impact of CCP to 2010 from the
published programme, however, beyond 2010 estimates of the continuing
impact of CCP were unavailable and required to be estimated. We have
adopted as the base set of scenario projections those, which begin at
2010, although those starting from 2020, allowing for estimated CCP
effects have al so been made and are given as comparisonsin this paper. A
full set of 2020-based resultsis available on request.

Climate Change Programme impact in medium term (2010 to 2020)

B19 Theimpact of CCP measures beyond the programme’s 10 year
horizon was provided by DEFRA on the basis that the percentage change
from the carbon emissions basdline of a 17.75MtC reduction in 2010 is
applied to the 2020 emission figure. This assumes an 11.5% reduction
from the 160.7MtC estimate of 2020 emissionsin EPG8 (i.e. 18.5 MtC).
Thiswas only a proxy figure which at the political level balances alikely
ongoing imperative for action againg aprobable rising trend in
emissions, and at the technical level depends on the rate at which new
energy saving potential becomes available compared to the rate at which
measures are taken up. This assumption has been adopted in all the
calculations relating to “ CCP effect to 2020”.

Structural and technological change in industry and service sectors

B20 Technological and structural changein the industrial and service
sectorsis demonstrated by their contribution to economic growth. The
historical trend away from heavy to less energy intensive industry are
assumed to represent “technological” change and arereflected in
assumptions of carbon intensity change and structural changeis reflected
in the economic contribution from each sector. The assumptionsrelating
the industrial/service split of the basdline and within each scenario are
outlined briefly below and shown in Appendix 3.

Basdline assumption: current shift to services continues, with the
assumption that the services-industry mix in additional value added will
be 75% to 25%, for an overall GDP growth rate of 2.25% p.a.
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World Markets scenario assumption: the relative decline of industry
accelerates rapidly: the service-industry mix standing at 85% to 15%,
with an overall GDP growth rate of 3% p.a.

Provincial Enterprise scenario assumption: the relative decline of industry
is halted, implying balanced growth at 50% to 50%.

Global Sustainability scenario assumption: the split is assumed at 80% to
20% with moderate rel ative decline.

Local Stewardship scenario assumption: relative decline is halted; the
industry services split in value added is 50% to 50%.

Renewabl es assumption in dectricity supply Industry

B21 The assumption of growth in renewablesin the eectricity sector
under the optimistic scenario projections is of a continuation of growth
assumed in EP68 and represents a growth to 40 % generating capacity
saving 11.1 MtC in 2050.

Enerqgy efficiency improvement

B22 Within the scope of this analysis and the degree of sector
disaggregation available the rates of improvement in energy intensity per
annum by sector assumed within the basdline are given in Table B.3
below. Energy efficiency improvement trends have been included within
the baseline and scenario projections to the extent that they reflect a
continuation of past energy efficiency improvement trends and are
reflected in the assumptions of sector emissions growth in the transport,
industry, service and domestic sectors.
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Additional energy efficiency

B23 Thereisconsderable literature on the potential energy efficiency
improvement still available within these sectors, especially the domestic
sector. DEFRA have contributed papers on energy efficiency
improvement potential to the IAG™. IAG (DEFRA) have assumed
baseline rates of energy efficiency broadly in line with historic rates and
arethusreflected in the levels of energy efficiency rates by sector
included within our basdline and scenario projections (Basdine A). The
IAG(DEFRA) papers suggest that, if the additional potential energy
efficiency improvements were achieved, this would amount to some
additional savingsin carbon emissions of between 22-26MtC in 2050
above their basdline. Consideration of the differences between the IAG
and DEFRA basdline emissions projections suggests that they can be
ascribed to different assumptions concerning structural change, i.e. the
additional energy efficiency contribution appliesto either basdine, within
reasonable margins of error.

Table B.3 Implied energy intensities by sector in baselines

Energy intensities assumed in baseline

(% p. a. change)

Basdine A Basdine B Basdine B

(1970-2000) (2000-2010) (2000-2020)
Aqggregate -1.83 -2.40 -2.25
Domestic -2.60 -3.41 -2.89
Services -1.57 -2.53 -2.21
Transport -1.09 -2.05 -1.94
Industry -2.80 -2.62 -1.89

Basdline A represents assumed energy intensity improvement at historic
1970-2000 rates, excluding DFG and fud switching

Basdline B represents assumed energy intensity change of 2000-2010 or
(2000-2020) rates, including CCP but excluding DFG and fuel switching
effects

*® The DEFRA summary paper isincluded at annex D and the remaining five papers are available on
the PIU website.

% Aggregate defined as aggregate energy per unit of GDP. Domestic and transport sectors are sector
energy per unit of GDP per household. Industry and services are sector energy per unit of output.
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Table B.4 Assumed transport sector energy intensity variants by scenario

Transport Sector energy intensity by | Energy Intensity | ndex
scenario (% p.a. change) (1995 = 100)
Basdine A Basdine B Basdine B 2000 2010 2020
(1970-2000) | (2000-2010) | (2000- 2020)
World -.81 A5 .16 99.7 101.4 102.8
Markets
Provincial =72 14 14 99.7 101.4 102.8
Enterprise
Global -1.08 .20 22 99.7 101.4 102.8
Sustainability
Local -1.08 .20 22 99.7 101.4 102.8
Stewardship
RESULTS

The scale of the effort required based on aggregate projections.

B24 The scale of the effort required to meet the recommended target of
a60% reduction in COz emissions by 2050 isillustrated in Tables B.5 and
Table B.6 below. These tables present the ssmple projections of the
aggregate UK emissions by carbon intensity trends. Table B.5 illustrates
the carbon intensity changes required to reach the targets from either a
2010 or 2020 base and B.5 the projected carbon levels (MtC) in 2050
based on assumptions of historic trends based on 1970 to 2000 carbon
intensity trends under a number of conditions, such as, the impact of fuel
switching, dash for gas, nuclear plant closure assumptions, results are
given for scenario divergence from either 2010 or 2020.

B25 The scale of the effort is shown in a carbon intensity improvement
rate required to meet the target. The rate of change of energy intengity is
assumed to remain constant at the historic rate.
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Table B.5 Carbon intensity®” improvements required to reach reduction

targets

Scenario assumptions

Required p.a. carbon
intensity % improvement

Target carbon level
(MtC) in 2050

Required p.a. carbon intensty % p.a
change (post 2010) to meet RCEP target,
including nuclear closures

-4.28

62

Required p.a. carbon intensty % p.a
change (post 2020) to meet RCEP target,
including nuclear closures

-5.03

62

Required p.a. carbon intensty % p.a
change (post 2010) to meet —40% tar get,
including nuclear closures.

-3.20

93

Required p.a. carbon intensty % p.a
change (post 2020) to meet —40% tar get,
including nuclear closures.

-3.61

93

*" Defined as carbon per unit GDP
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Table B.6 Scenario projections to 2050 based on aggregate emissions and
various assumptions of adjusted carbon intensity improvement achieved

or expected

Scenario assumptions

Assumed carbon intensity™
% p.a. improvement

Carbon
(MtC) in 2050

level

Historic p.a. carbon intensity change 2010
base

-2.99

102.7

Historic p.a. carbon intensity change 2020
base

-2.99

113.9

Historic p.a. carbon intensity change, less
dash for gas in ESl, less impact of fue
switching in fina demand, including nuclear
closures 2010 base

-2.10

1454

Historic p.a. carbon intensity change, less
dash for gas in ESl, less impact of fue
switching in fina demand, including nuclear
closures 2020 base

-2.10

148.1

EP68 (2000-2010) projected p.a. carbon
intensty change (less fud switching in ESl,
including CCP and nuclear closures) 2010
base

-2.81

110.2

EP68 (2000-2020) projected p.a. carbon
intensity change (less fue switching in ES,
including CCP and nuclear closures) 2020
base

-2.58

128.6

EP68 (2000-2010) projected p.a. carbon
intensity change (less fue switching in ES,
excluding CCP including nuclear closures)
2010 base

-1.79

162.4

EP68 (2000-2020) projected p.a. carbon
intensity change (less fue switching in ES,
excluding CCP including nuclear closures)
2020 base

-1.70

166.8

%8 Defined as carbon per unit GDP
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The size of the gap based on aggregated sector analysis

B26 Theresults are presented below for the size of the gap based on
scenario divergence at 2010 and 2020 (termed “ 2010 (or 2020) base”).
Tables B.7 and B.8 present the size of the gap relativeto the
recommended RCEP target and a“ progressive’ target of —40% of 1990
carbon emissions levels from the two bases. These figures are based on
individual sector projections for domestic, transport, industry and services
including a projected non-sector emissions e ement. The non-sector
estimates include estimates of LUC emissions. More detailed results are
shown in appendix 5 which show the individual sector contributions to

emissions by baseline and scenarios.

Table B.7 Size of the gap based on aggregated sector projections and

base year 2010
Target Baseline World Global Provincial Local
MtC M arkets Sustainability | Enterprise Stewar dship
MtC MtC MtC MtC
RCEP 44 t0 83 69 t0o118 36to 70 34 to 67 9to 32
-40% 131052 39to 87 51039 31036 -22t01

Table B.8 Size of the gap based on aggregated sector projections and

base year 2020
Target Baseline World Global Provincial L ocal
MtC M arkets Sustainability | Enterprise Stewar dship
MtC MtC MtC MtC
RCEP 63to 77 85 tol1l07 57t072 49 to 68 30to41
-40% 331046 54to 76 26to42 18to 37 -1to 11
B27 In TableB.7 the higher figure of each range represents what may

be viewed as the pessimistic projection based on the 1970-2000 carbon
and energy intensity change rates, net of non-repeatable fuel switching,
dash for gas effects removed, and including planned nuclear closures and
LUC™ emission estimates. The lower figure of each range represents
what may be view as the optimistic projections based on the 2000-2010
carbon and energy intensity change rates projected by EP68 adjusted for
the CCP and fuel switching. Table B.8 issimilar but is but based on a
2020 scenario divergence and 2000-2020 EP68 projected carbon and

energy intensity change rates adjusted for CCP “ effects’ to 2020.

% Based on latest LUC figures from National Emissions and Technology Centre (NETCEN) (March

2001)
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B28 Thesze of the gap in each scenario at the upper end of therangeis
sengtiveto inter alia higher population growth, lower household
occupancy, higher GDP growth, assumed behavioural changes and
temperature effects. The impact of these and other assumptions has been
explored in the section on sengitivities at the end of this paper.

The projected scenarios

B29 Theproectionsareillustrated graphically in Figures B.1 and B.2
below. Figure B.1 represents the basdline and scenario projections based
on historic (1970-2000) sectoral carbon and energy intensity trends
excluding fuel switching and the dash for gas effects, including allowance
for nuclear closure assumptions. Figure B.2 represents the basdline and
scenario projections based on sectoral carbon and energy intensity trends
estimated by EP68 in the medium term (2000- 2010) including adjusting
for the CCP, fuel switching and nuclear closures. Basdine and scenario
projections by sector areillustrated in appendix 4.

B30 Only the Local Stewardship (LS) scenario meets the -40% target by
2050 and none of the scenarios meet the RCEP target at 2050 on either
the assumption of past rates of carbon intensity improvement

assumptions, or the improvement anticipated in the medium term under
the CCP optimistic projection assumptions. Only the LS even approaches
the RCEP target in the optimistic scenario.

B31 Theassumptions underpinning the scenarios are shown in appendix
3. Obvioudly judgements are involved here. Different detailed
assumptions could be made, and almost certainly would beif others were
to attempt such an exercise. But these are only scenarios and we hope that
in this context - as a set — they cover arange of possihilitiesthat can
command broad acceptance.
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Figure B.1 Baseline (A) and scenario (A) CO, emission projections
based on aggregated sectoral intensity trends (1970-2000), excluding DFG and fuel
switching, including nuclear closures
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Figure B.2 Baseline (B) and scenario (B) CO, emission projections
based on aggregated sectoral intensity trends (1970-2000), excluding DFG, fuel
200 switching, including CCP and nuclear closures
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Note: The aggregated emissions projections represent end user emissions from the industry, services,
domestic and transport sectors and include non-sectoral emissions such as land use change (LUC),
military emissions, marine bunkers, etc. Non-sector emissions represent approximately 6% of total
emissionsin 2050 in basdine (A) and 8% in Baseline (B). The most recent land use change (LUC)
estimates have been included in the projections and the impact of LUC is assumed to be 2.5MtC in
2010, and projected forward at a constant level of 1.6MtC from 2020 to 2050.
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Sectoral emissions projections by scenario

B32 Projections at the sectoral level areillustrated graphically in
appendix 4. At the sectoral leved all the domestic scenario projections
indicate a downward trend under both optimistic and pessmistic
assumptions with the exception of WM. In the transport sector, which
has been projected on a sub-sector basis of aviation, household motoring
and commercia/freight (for assumptions by scenario see appendix 3)
trendsin emissons are upwards in the WM, B/L and GS scenarios under
pessimigtic assumptions, level in PE and downwardsin LS. In the
optimistic assumption scenarios (carbon intensity change is maintained at
projected medium term (2000-2010) levels which include the CCP) only
WM isupwards, all others are downwards. However, transport sector
continues to contribute a significant proportion of overall emissions (40%
in 2050). No assumptions have been included in the transport sector
projections for carbon free or low carbon fuels. At past intensity rates
(1970-2000) three transport scenarios indicate araising trend in
emissions. The service sector also exhibitsaraising trend in emissionsto
2050 if pessmigtic (1970-2000 intensity) rates are assumed.

Variability of scenario outcomes

B33 The scenario assumptions represent one set of assumptions and
there are certainly other assumptions about the future fifty years ahead
that are equally valid, however, these projections provide a smple range
of possible outcomes. Plausibility of the projections and saturation effects
have been examined in the sectoral emissions and energy demand growth
implied over the next fifty years.

B34 Senstivities to some of the key assumptions of population,
household formation, and GDP growth are examined below.
Technological devel opments are beyond the scope of thisanalysis and are
examined as part of the MARKAL study commissioned by the IAG,
DEFRA and PIU.

International aviation: impact on emissons

B35 Theassumption throughout this paper has been that only the
domestic e ement of aviation emissions contributes to the UK total
emissons. If the UK international aviation emissons wereto rise at the
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same rates assumed for domestic (see appendix 3) the contributions from
aviation would be increased by the ranges given in Table B.8.

Estimates of international aviation projections

Table B.9 Estimates of inter national aviation projections

International | Basdline | World Global Provincial L ocal
aviation MtC Markets | Sustainability | Enterprise | Stewardship
pr oj ection MtC MtC MtC MtC

2010 base 21to14 | 37t028 12to 8 20to 14 9to5

2020 base 18to15 | 28to24 13to 10 18to 15 11to7

B36 Growth assumptionsin international aviation are assumed to be the

same as those for domestic aviation.

Size of the gap (including international aviation)

B37 Theimpact of including international aviation in the UK emissions
basdline scenario projectionsisillustrated in Table B.10. The task of

meeting the RCEP is much harder in al scenarios.

Table B. 10 Size of the gap (including inter national aviation)

Size of gap | Basdine | World Global Provincial | Local
including MtC Markets | Sustainability | Enterprise | Stewardship
inter national MtC MtC MtC MtC
aviation

projection

2010 base 65t096 | 107to 147 | 48t0 78 54t0 81 18to 37
2020 base 821092 | 112t0 131 | 70to 82 67 to 83 41to0 49

B38 First figure based on optimistic assumptions the second based on
pessimistic assumptions and scenario assumptions in international
aviation projections consi stent with the scenario assumptions for the
domestic aviation sub-sector.
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Sensitivities

B39 In thefollowing section we examine the sensitivitiesto key
assumptions of the projections and their impact in terms of million tonnes
of carbon in 2050. The estimates referring to the transport and aggregate
projections are based on the scenario projections excluding international
aviation, i.e. domestic aviation included.

Sensitivity to GDP growth assumptions

B40 The scenario assumptions for economic growth provide the most
significant key drivers of energy demand growth and emissonsin each
scenario. The GDP growth assumed for the scenarios World Markets,
Provincial Enterprise, Global Sustainahility and Local Stewardship are
3.0%, 1.75%, 2.25% and 1.25% respectively. The average impact of one
percentage point change in GDP for each scenario, in terms of carbon
emissionsis 34MtC, 33MtC, 24MtC, and 20MtC respectively, compared
with an average impact on the basdline projection of 31MtC.

Sensgitivity to future popul ation and household size assumptions

B41 The population in the baseline assumes UK population to be
increasing dightly to 2020/30 and declining dightly thereafter to 2050
resulting in aleve population in 2050 of some 65 million. In theworld
markets scenario it is dightly higher at 66 million, and lower in provincial
enterprise, global sustainability and local stewardship scenarios at 64, 63
and 62 million respectively.

B42 Energy demand from the domestic and transport sectors has
traditionally been driven by population size, number of households and
disposable income. These are key drivers of demand and determination of
these indicators has a significant impact on the final emissions projection.
It is estimated that the sensitivity of baseline emission projections to
assumptions of UK population in 2050 are approximately that a 10%
increase in population resultsin asimilar order of increase in emissions
from the domestic sector and a 7% increase from the transport sector.
Thisresult issmilar across all four scenarios.

B43 Family formation or household size represents a behavioural

feature of the scenarios and reflects the socio-economic “storyling” of
each scenario, e.g. world markets assumes households in 2050 comprise,
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on average two persons, provincial enterprise: 2.4 persons; global
sustainability: 2.2 and local stewardship: 2.6 persons. The sensitivity of
the emissions projections to household size assumptions varies with the
size of the population and the scenario and is asymmetric, but for
example the magnitude of the sengitivity isillustrated with the world
markets scenario and suggests thus if the WM household size were 1.5
(some 25% smaller) the emission projection in 2050 could increase from
between 14-16% (depending on carbon intensity change assumptions).
This effect represents a 33% increase in emissions from the domestic
sector and 22% increase from the transport sector. A Smilar increase in
household sizein this scenario resultsin an overall reduction in projected
emissionsin 2050 of around 10%, a 20% reduction in emissions from the
domestic sector and 14% reduction in emission from the transport sector.
These estimates are on 1970-2000 carbon intensity change basis.
Senstivities to household size in other scenarios will differ dightly
depending on the transport dependency assumptions of the individual
scenario.

Electricity generation sensitivity

Sensitivity on impact of nuclear plant closuresin eectrical power
generation

B44 Theimpact on carbon emissions of final nuclear plant closures
according to their proposed dates for closure is estimated at an additional
1.6MtC in 2023 and another 0.8MtC in 2034.

Sensitivity on impact of phasing out of coal plant generation by 2020

B45 Asa sengtivity we examine a case where there is no coal -fired
generation by 2020. The likely impact would be the saving of just over
5MtC in 2020.

Gas price sensitivity (2010-2020) and impact on carbon emissions

B46 Thereative prices of the magjor fossil fuels, and principally those
of gas and coal influence the carbon impact of the fud mix in traditional
electricity generation. It is possible to estimate gas price sensitivity in
traditional power generation through econometric modeling. The impact
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beyond 2020, however, is more difficult to estimate. The following
exampleillustrates a near term sengitivity.

B47 Taking the projected gas priceto alevel comparable with the IEA
World Energy Outlook 2000 scenario projection in alow fossil fud price
scenario (such asis described by the CL scenario of EP68) resultsin
increase coal burn in exigting plants. In ahigh fossil fud price scenario
(i.e. CH in EP68) such an increase in gas prices could make it economic
to build new “clean” coal plants. Thisdifference in impact is becausein
the high price scenario coal is more competitive againgt gas than in the
low price scenario where coal isrelatively less competitive. The impact
on carbon emissions, in the CH case, of taking the projected gas priceto a
level comparable with the IEA World Energy Outlook 2000 scenario
projection is an additional 5MtC. In the CL caseit would resultin a
1.9MtC increase in carbon emissions from the eectricity generation
industry in 2020. It isworth noting that the World Energy Outlook 2000
fossil fuel scenario assumes alower price advantage for coal over gasin
2020 than the EP68 CH scenario and therefore the additional 5SMtC
should be viewed as an upper limit. The UK sulphur limit isunlikely to
be exceeded in either case as the plants built under the CH case will be
“clean” coal plants, whilein the CL case, theincreasein coal burnis
insufficient to breach the current SO, limit.

Land use change estimates

B48 Estimates of land use change (LUC) provided by DEFRA® at the
start of thisanalysisindicated that currently these represented
approximately 4% of total UK emissions. The datais based on land use
surveys, most recently 1990, and was consistent with the UK Greenhouse
Gas Emissions Inventory®. However, the LUC inventory time series and
projections were revised in March 2001 and the new estimates have been
used for the analysis. Emissions projections from land use change beyond
2020 have been held at an illustrative 1.6MtC per year on the assumption
that the lagged effect of the earlier trends to more intensive agriculture
and urbanisation will have stabilised. This does not take account of any
further measures to reduce or reverse these emissions.

€ Climate Change The UK Programme, DETR Nov 2000. Since this analysis was undertaken the
DETR have roughly halved the UK emissions estimates from LUC in their latest inventory following
advice from the Centre for Ecology and Hydrology (formerly ITE). The new estimates will be included
in subsequent analysis.

¢ UK Greenhouse Gas Inventory, 1990 to 1999, April 2001, NETCEN.
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Climate change

B49 Thefull climatic impact of the Foresight scenariosis beyond the
scope of thisanalysis, asit requires the use of climate change models.
However, work prepared for UKCIP by Climatic Research Unit at
University of East Anglia and the Hadley Centre at the Meteorol ogical
Office has been published in areport® and describes how the UK climate
may change during the next 100 years. Thiswork was based on high or
low greenhouse gas emission scenarios unrelated to the present Foresight
scenarios. The resultsindicated a further rise from the present observed
warming of recent decades leading to risesin temperature of between 2
and 3 degrees centigrade by 2100.

Temperature sensitivity

B50 Increasesin externa temperature and associated altered weather
patterns will impact on the domestic and service sectors through the direct
consumption of fuel required by space heating or air conditioning the
home or office. An increase of temperature of between 1 and 1.5 degrees
centigrade by 2050 is estimated, on the basis of current econometric
relationships, to reduce demand in the domestic and service sectors and
hence reduce carbon emissions by between 2.5 and 3.8 MtC in 2050. This
effect islikely to be offset by increased emissions due to the use of air
conditioning equipment in the summer months, unless non-energy
consuming solutions were found to cool buildings.

Energy demand projections

B51 The IAG analysis has been directed towards projections of carbon
emissions to inform the response to the RCEP recommendation of a 60%
reduction in carbon by 2050. However, it is aso necessary to consider the
equivalent energy demand of the baseline and scenario projections as this
provides the basis for the MARKAL analysis of the low carbon options
which will be reported separately. The projected energy demands have
been estimated by the IAG and DEFRA independently (by different
approaches athough to the same set of scenario assumptions) and these
are illustrated in Appendix 6. The level of energy demand in the
industrial, service and domestic sectors projected to 2050 are fairly
consistent by both approaches. Differences in transport sector demand are

62 Climate Change Scenarios for the United Kingdom. UK CIP. September 1998.
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apparent and reflect a sgnificant difference in the assumption of transport
sector growth. DEFRA assume constrained transport growth to 2050,
implied by the NRTF® model projections while the IAG assumptions
imply the continuation of past rates of growth.

B52 It is clear that while the IAG demand projections remain plausible
in terms of implied kilometres per household travelled without saturation
of car ownership, this assumption fails to appreciate the impact of
congestion. It is probably safe to assume that actual transport sector
energy demand growth lies somewhere between the two projections (i.e.
between a growth rate 0.3% and 1.3% per annum) and transport energy
demand representing somewhere between 35% and 50% of basdline total
fina energy demand in 2050. Transport energy demand is expected to
grow at 1.8 percent per annum between 2000-2010 and to represent 36%
of total final energy demand in 2010.%

Appendix 1 - Foresight scenarios

Appendix 2 - Intensity change rates- 2010 base

Appendix 3 - Full IAG scenario assumptions

Appendix 4 - Baseline and scenario projections by sector (graphs)
Appendix 5 - Basdline and scenario projections by sector
Appendix 6 - Fina energy demand projections

Appendix 7 - Energy Efficiency: DEFRA Projections Methodol ogy

% National Road transport forecast provided by DTLR and based on the Ten Year Transport Plan, with
additional assumptions of congestion saturation and no new road build.
% Energy Paper 68. Energy Projections for the UK, DTI
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Appendix 1
THE FORESIGHT SCENARIOS FRAMEWORK

We have adopted a similar approach to define four contextual scenarios
according to the schemein Figure 1 below. The scenarios are:

WORLD MARKETS (top left), aworld defined by an emphasis on private
consumption and a highly devel oped and integrated world trading system;

GLOBAL SUSTAINABILITY (top right), aworld in which social and
ecological values are more pronounced and in which the greater
effectiveness of global institutions is manifested through stronger
collective action in dealing with environmental problems;

PROVINCIAL ENTERPRISE (bottom left), aworld of private consumption
values coupled with a capacity for lower level policy-making systems to
assert local, regional and national concerns and priorities;

LocAL STEWARDSHIP (bottom right), a world where stronger local and
regional governments allow social and ecological valuesto be
demonsdtrated to a greater degree through the preservation of
environments at the local level.

Figure 1. Four contextual UK futures scenarios
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Appendix 2

Intensity changes, by sector (Tables 1-5) and aggregate energy and

emissions (Table 6)

Basdine scenario with nuclear closures from 2010 base, CCP fully

apportioned to energy intensity change

Table 1: Domestic sector intensities

Energy Carbon CO; leve
intensity intensity 2050
(E per GDP | (Cper E) | (MtC)
per HH)
Past, including dash for gas (DFG) -2.60 -1.67 18.1
Past, excluding DFG and fuel switching -2.60 -0.36 30.4
Medium term 2000-2010 excl. CCP, excl. DFG -2.42 -0.50 30.9
Medium term 2000-2010 incl. CCP, excl. DFG -3.41 -0.50 20.9
Medium term 2000-2020 excl. CCP, excl. DFG -2.38 -0.43 32.2
Medium term 2000-2020 incl. CCP, excl. DFG -2.89 -0.43 26.4
Required to meet RCEP target, historic El -2.60 -2.17 14.8
Required to meet RCEP target, projected CCPEI | -3.41 -1.36 14.8
Table 2: Transport sector intensities, aggr egate treatment
Energy Carbon CO, leve
intensity intensity 2050
(E per GDP | (Cper E) | (MtC)
per HH)
Pagt, including dash for gas (DFG) -1.09 -0.16 64.3
Past, excluding DFG and fuel switching -1.09 -0.05 67.2
Medium term 2000-2010 excl. CCP, excl. DFG -1.25 -0.42 54.5
Medium term 2000-2010 incl. CCP, excl. DFG -2.05 -0.42 39.9
Medium term 2000-2020 excl. CCP, excl. DFG -1.32 -0.39 53.6
Medium term 2000-2020 incl. CCP, excl. DFG -1.94 -0.39 41.9
Required to meet RCEP target, historic El -1.09 -3.84 14.6
Required to meet RCEP target, projected CCPEIl | -2.61 -2.32 14.6
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Table 3: Implied transport sub sector intensities

Energy Carbon Aggregate
intensity intensity CO; leve
(E per | (Cper E) | 2050
guoted unit) (MtC)
Aviation: past, 1970-2000 (bpkm) -0.89 -0.05
Motoring: past, 1970-2000 (bvkm) -1.24 -0.05 59.3**
Commercial: past, 1970-2000 (bvkm) +0.83 -0.05
Aviation: medium term, 2000-2010 excl. CCP -0.18 -0.42
Motoring: medium term, 2000-2010 incl. CCP -1.94 -0.42 39.0%*
Commercia: medium term 2000-2010 incl. CCP -0.07 -0.42
Required to meet RCEP target, historic El -0.41* -3.49 14.6
Required to meet RCEP target, projected CCPEI | -1.02* -1.76 14.6

* indicate implied aggregate transport energy intensities (energy per weighted transport service) in

2010-2050

** indicate aggregate transport emissions with sub sector energy intensity changes either at the historic
or projected rates, and include domestic aviation emissions only

Table 4. Industry sector intensities

Energy Carbon CO;, leve

intensity intensity 2050

(E per (C per E) (MtC)

output)
Past, including dash for gas (DFG) -2.80 -0.90 14.6
Past, excluding DFG, fud switching -2.80 -0.21 19.3
Medium term 2000-2010 excl. CCP, excl. DFG -1.33 -0.25 34.0
Medium term 2000-2010 incl. CCP, excl. DFG -2.62 -0.25 20.4
Medium term 2000-2020 excl. CCP, excl. DFG -1.23 -0.24 35.5
Medium term 2000-2020 incl. CCP, excl. DFG -1.89 -0.24 27.3
Required to meet RCEP target, historic El -2.80 -0.71 15.8
Required to meet RCEP target, projected CCP El -2.62 -0.89 15.8
Table 5: Service sector intensities

Energy Carbon CO; leve

intensity intensity 2050

(E per (C per E) (MtC)

output)
Past, including dash for gas (DFG) -1.57 -1.10 19.2
Past, excluding DFG, fud switching -1.57 -0.25 26.8
Medium term 2000-2010 excl. CCP excl. DFG -1.87 -0.45 22.1
Medium term 2000-2010 incl. CCP excl. DFG -2.53 -0.45 17.1
Medium term 2000-2020 excl. CCP excl. DFG -1.87 -0.41 22.4
Medium term 2000-2020 incl. CCP excl. DFG -2.21 -0.41 19.6
Required to meet RCEP target, historic El -1.57 -3.35 7.9
Required to meet RCEP target, projected CCP El -2.53 -2.39 7.9
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Table 6: Aggregate intensities

Energy Carbon CO; leve
intensity intensity 2050
(E per (C per E) (MtC)
GDP)
Past, including dash for gas (DFG) -1.83 -1.16 102.7
Past, excluding DFG, fud switching -1.83 -0.27 145.4
Medium term 2000-2010 excl. CCP excl. DFG -1.38 -0.41 164.2
Medium term 2000-2010 incl. CCP excl. DFG -2.40 -0.41 110.2
Medium term 2000-2020 excl. CCP excl. DFG -1.37 -0.33 166.8
Medium term 2000-2020 incl. CCP excl. DFG -2.25 -0.33 128.6
Required to meet RCEP target, historic El -1.83 -2.45 62.0
Required to meet RCEP target, projected CCP El -2.40 -1.88 62.0

Assumptions:

1) CCP fully apportioned to energy intensity change, i.e. reduction of emissions by the CCP achieved

fully by an intermediate reduction in energy demand (extreme case)
2) Basdineincludes nuclear closures as planned, reflected in intensity to target
3) RCEP target based on an “equal pain” principle of equiproportionate reductions across the four

sectors

4) Carbon intensity change needed to meet target projected on the basis of maintenance of the

historical rate of energy intensity change

5) Non-sector emissions (inc. military, exports, marine bunkers and other) constant at 7.3 MtC after

2020 for sectoral analysis

6) Land use changes assumed constant at 1.6 MtC after 2020 (new DEFRA assumptions)

7) RCEP target is effective 62.5% cut per sector

8) Transport sub sectors assume individual energy intensities but an overall carbon intensity, which

changes to meet the target
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BASELINE AND SCENARIO ASSUMPTIONS

Table 3.1 Long Term Projections Scenario Assumptions
(disaggregated transport sector basis)

Appendix 3

EP68 World Provincial Global L ocal
Baseline M arkets Enterprise | Sustainability | Stewardship
UK GDP growth p.a. 2.25% 3.00% 1.75% 2.25% 1.25%
Population (million) 65 66 64 63.00 62
Household size 2.17 2.00 2.40 2.20 2.60
Implied household numbers 0.30% 0.54% 0.00% 0.18% -0.27%
growth p.a!
Service sector output growth p.a. | 2.49% 3.25% 1.75% 2.36% 1.25%
Industry sector growth p.a. 1.56% 1.60% 1.75% 1.80% 1.25%
Nuclear Closures Closures Closures Closures Closures
continueas | continue as continueas | continue as continue as
planned planned planned planned planned
Coal usage in eectricity Continuesas | Continuesas | Continuesas | Continuesas | Continues as
generation of 2020 of 2020 of 2020 of 2020 of 2020
Freight link to Ratio=0.75 | Ratio=0.825 | Ratio=0.9 | Ratio=0.675 | Ratio=0.6
economic growth inlinewith | higher growth | higher slower growth | slower growth
BAU growth growth
Technology Ratio=1in | Ratio=1.2 Ratio= 0.8 Ratio=1.2 Ratio=1.2
devel opment linewith lesspalluting | more lesspolluting | lesspolluting
BAU vehicles polluting vehicles vehicles
vehicles
Air travel link to Ratio=1.5 Ratio = 2.0 Ratio= 1.5 Ratio=1in Ratio = 0.0 no
economic growth faster than faster than faster than linewith GDP | additional
GDP growth | GDP growth GDP growth | growth growth
Transport” [ Car traffic link to Ratio=25 | Ratio=25 Ratio=25 | Ratio=25 Ratio= 2.5
household numbers | faster than faster than HH | faster than faster than HH | faster than HH
HH growth growth HH growth growth growth
Implied transport 1.51% 2.44% 1.47% 0.75% -0.24%
energy demand
growth p.a.®
Notes

! Implied growth from 2010 base

22010 DERV car share of 15% assumed
3 Assumes 2010-2050 growth based on historic energy intensity changes and demand assumptions
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Appendix 4 Baseline and scenario projections by sector

Industry sector

MtC

MtC
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Fig A4.1 Projected Industry Sector CO, Emission Scenarios
based on 1970-2000 sectoral carbon intensity trends, excluding DFG and fuel switching,including
nuclear closures
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Fig A4.2 Projected Industry Sector CO2 Emission Scenarios
based on 2000-2010 sectoral carbon intensity trend including CCP, excluding DFG and including
nuclear closures
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Domestic Sector

Fig A4.3 Projected Domestic Sector CO, Emission Scenarios
based on 1970-2000 sectoral carbon intensity trends, excluding DFG and fuel switching,including
nuclear closures
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Fig A4.4 Projected Domestic Sector CO, Emission Scenarios
based on 2000-2010 sectoral carbon intensity trend including CCP, excluding DFG and including
nuclear closures
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Service sector

Fig A4.5 Projected Service Sector CO, Emission Scenarios
based on 1970-2000 sectoral carbon intensity trends, excluding DFG and fuel switching,including
nuclear closures
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Fig A4.6 Projected Service Sector CO, Emission Scenarios
based on 2000-2010 sectoral carbon intensity trend including CCP, excluding DFG and including
nuclear closures
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Transport sector

Fig A4.7 Projected Transport Sector CO, Emission Scenarios
based on 1970-2000 sectoral carbon intensity trends, excluding DFG
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Fig A4.8 Projected Transport Sector CO, Emission Scenarios
based on 2000-2010 sectoral carbon intensity trend including CCP, excluding DFG
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Appendix 5

PROJECTIONSEMISSIONS 2010 BASE (MtC)
Historic 1970-2000 rate of intensity change exc. DFG and fuel
switching, including nuclear closures

Baseline (A)

2000 2010 2030 2050 Growth %
Industry 40.1 32.7 255 19.3 -1.45
Domestic 39.8 33.6 32.7 304 -0.54
Services 22.8 19.1 23.2 26.8 0.32
Transport 38.9 38.5 45.8 59.3 0.85
Subtotal 141.5 123.8 127.3 135.7 -0.08
LUC 7.0 25 1.6 1.6 -2.93
NSE 6.0 6.7 7.3 7.3 0.39
Tota 154.5 132.9 136.1 144.6 -0.13
World Markets (A)

2000 2010 2030 2050 Growth %
Industry 40.1 32.7 25.7 19.6 -1.42
Domestic 39.8 33.6 39.7 44.9 0.24
Services 22.8 19.1 26.9 36.0 0.92
Transport 38.9 38.5 49.8 71.0 121
Subtotal 141.5 123.8 142.2 171.4 0.38
LUC 7.0 25 1.6 1.6 -2.93
NSE 6.0 6.7 7.3 7.3 0.39
Tota 154.5 132.9 151.1 180.3 0.31
Global Sustainability(A)

2000 2010 2030 2050 Growth %
Industry 40.1 32.7 26.4 20.7 -1.32
Domestic 39.8 33.6 314 28.2 -0.68
Services 22.8 19.1 222 24.7 0.16
Transport 38.9 38.5 42.1 49.8 0.50
Subtotal 141.5 123.8 122.0 123.4 -0.27
LUC 7.0 25 1.6 1.6 -2.93
NSE 6.0 6.7 7.3 7.3 0.39
Tota 154.5 132.9 130.9 132.3 -0.31
Provincial Enterprise(A)

2000 2010 2030 2050 Growth %
Industry 40.1 32.7 26.1 20.2 -1.36
Domestic 39.8 33.6 274 215 -1.22
Services 22.8 19.1 19.7 194 -0.32
Transport 38.9 38.5 444 59.1 0.84
Subtotal 141.5 123.8 117.6 120.2 -0.33
LUC 7.0 25 1.6 1.6 -2.93
NSE 6.0 6.7 7.3 7.3 0.39
Tota 154.5 132.9 126.5 129.1 -0.36
L ocal Stewardship(A)

2000 2010 2030 2050 Growth %
Industry 40.1 32.7 23.6 16.5 -1.75
Domestic 39.8 33.6 234 15.7 -1.84
Services 22.8 19.1 17.8 15.9 -0.72
Transport 38.9 38.5 36.0 37.1 -0.09
Subtotal 141.5 123.8 100.9 85.2 -1.01
LUC 7.0 25 1.6 1.6 -2.93
NSE 6.0 6.7 7.3 7.3 0.39
Tota 154.5 132.9 109.8 94.1 -0.99
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Appendix 6
FINAL ENERGY DEMAND

IAG A, IAG B and IAG(DEFRA) Projected Energy Demand to 2050

(IAG A and B projections are from EP68 2010 base, A: based on historic
rate of carbon intensity change excluding DFG and excl. fue switching,
B: based on 2000-2010 estimated rate of carbon change, including CCP
and excluding fuel switching)

Basdines (A); (B) and DEFRA — Energy Demand (Mtoe)

2000 2010 2030 2050 | % p.a. growth (2000-2050)
Industry IAGA | 404 36.1 28.1 21.9 -1.22
IAGB | 404 36.1 29.2 23.7 -1.06
IAG(DEFRA) 35.6 - - 29.4 -0.38
Domestic IAG A 455 41.8 41.4 40.9 -0.21
IAGB | 455 41.8 35.1 29.6 -0.86
IAG(DEFRA) 45.8 - - 42.6 -0.14
Services IAG A 22.8 22.3 26.8 32.1 0.69
IAGB | 228 22.3 22.2 22.1 -0.06
IAG(DEFRA) 21.8 - - 25.3 0.30
Transport IAG A 55.0 57.3 745 104.5 1.29
IAGB | 550 57.3 62.1 81.9 0.80
IAG(DEFRAY) 435 - - 50.0 0.24
Subtotal IAGA | 1637 | 1575 | 170.8 199.4 0.40
IAGB | 1637 | 1575 | 1486 157.3 -0.08
IAG(DEFRA) | 146.7 - - 147.3 0.00
World Markets — Energy Demand (Mtoe)
2000 | 2010 2030 2050 | % p.a. growth (2000-2050)
Industry IAG A 40.4 36.1 28.3 223 -1.18
IAGB 40.4 36.1 29.5 24.1 -1.03
IAG(DEFRA) 35.6 - - 29.0 -0.41
Domestic IAG A 455 41.8 50.4 60.8 0.58
IAGB 455 41.8 42,9 44.0 -0.07
IAG(DEFRA) 45.8 - - 53.9 0.33
Services IAG A 22.8 22.3 311 43.3 1.29
IAGB 22.8 22.3 25.8 29.9 0.54
IAG(DEFRA) 21.8 - - 29.6 0.61
Transport IAG A 55.0 57.3 87.5 150.1 2.03
IAGB 55.0 57.3 75.1 132.8 1.78
IAG(DEFRA") 435 - - 60.7 0.64
Subtotal IAGA | 1637 | 1575 197.3 276.5 1.05
IAGB | 1637 | 1575 173.3 230.8 0.69
IAG(DEFRA) 146.7 - - 173.2 0.33
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Global Sustainability — Energy Demand (Mtoe)

2000 2010 2030 2050 % p.a. growth (2000-2050)
Industry IAGA | 404 36.1 29.5 24.1 -1.03
IAGB | 404 36.1 30.7 26.1 -0.87
IAG(DEFRA) | 356 - - 25.0 -0.70
Domestic IAGA | 455 41.8 40.4 39.1 -0.30
IAGB| 455 41.8 34.3 28.2 -0.95
IAG(DEFRA) | 458 - - 36.8 -0.44
Services IAG A 22.8 22.3 26.1 30.5 0.58
IAGB| 228 22.3 21.6 21.0 -0.16
IAG(DEFRA) | 21.8 - - 21.2 -0.06
Transport IAGA 55.0 57.3 64.6 77.3 0.68
IAGB| 55.0 57.3 52.5 54.2 -0.03
IAG(DEFRA") 435 - 37.1 -0.38
Subtotal IAGA | 1637 157.5 160.6 171.0 0.09
IAGB | 163.7 157.5 139.1 129.5 -0.47
IAG(DEFRA) | 146.7 - - 120.1 -0.42

Provincia Enterprise — Energy Demand (Mtoe)

2000 2010 2030 2050 % p.a. growth (2000-2050)

Industry IAGA | 404 36.1 29.2 23.6 -1.07
IAGB | 404 36.1 30.4 25.6 -0.91
IAG(DEFRA) | 35.6 - - 30.5 -0.31
Domestic IAGA | 455 418 35.3 29.8 -0.84
IAGB | 455 41.8 29.9 215 -1.49
IAG(DEFRA) | 45.8 - - 39.1 -0.32
Services IAGA | 228 22.3 23.1 23.9 0.09
IAGB | 228 22.3 19.1 16.4 -0.66
IAG(DEFRA) | 218 - - 24.9 0.27
Transport IAGA | 550 57.3 725 102.7 1.26
IAGB| 550 57.3 60.4 79.4 0.74
IAG(DEFRA"Y) 435 - - 68.7 0.88
Subtotal IAGA | 1637 157.5 160.1 180.0 0.19
IAGB | 163.7 157.5 139.8 142.9 -0.27
IAG(DEFRA) | 146.7 - - 163.2 0.20

Local Stewardship — Energy Demand (Mtoe)

2000 2010 2030 2050 % p.a. growth (2000-2050)

Industry IAGA | 404 36.1 26.4 19.3 -1.47
IAGB | 404 36.1 275 20.9 -1.31
IAG(DEFRA) | 35.6 - - 25.7 -0.65
Domestic IAGA | 455 41.8 30.1 21.7 -1.47
IAGB | 455 41.8 25.5 15.6 -2.12
IAG(DEFRA) | 45.8 - - 26.9 -1.06
Services IAGA | 228 22.3 20.9 19.6 -0.30
IAGB | 228 22.3 17.3 13.4 -1.06
IAG(DEFRA) | 218 - - 20.0 -0.17
Transport IAGA | 550 57.3 52.4 52.0 -0.11
IAGB| 550 57.3 431 36.0 -0.84
IAG(DEFRA) 435 - - 28.5 -0.93
Subtotal IAGA | 1637 157.5 129.8 112.6 -0.75
IAGB | 163.7 157.5 113.4 85.9 -1.28
IAG(DEFRA) | 146.7 - - 101.1 -0.77
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Appendix 7
Energy Efficiency: DEFRA Projections M ethodol ogy
I ntroduction:

A series of six working papers was prepared by DEFRA for the Inter-
departmental Analysts Group over the period March to October 2001.
Together with thisintroductory note, they cover the economy as four
sectors (domestic, industry, services and transport), and present a general
method for cost estimation. Thetitles™ are as follows:

1. (thisintroductory paper)

2. Energy Efficiency: DEFRA paper on Low Carbon Options for the
Domestic Sector

3. Energy Efficiency: DEFRA paper on Scope for Demand Side
Measuresin Industry

4. Energy Efficiency: DEFRA paper on Energy Projections for the
Service Sector

5. Energy Efficiency: DEFRA paper on Transport Energy Efficiency

6. Energy Efficiency: DEFRA paper on Additional Savings and
Associated Costs (Annex D above)

Aim: to estimate the scope for energy intensity reduction, and the
corresponding costs, for five scenarios, in 2050.

Steps:

1. Estimate energy demand for the four reference Foresight scenarios,
together with the “ BAU” (current trends) case, and the contributions
to energy intensity trends of energy efficiency and structural changes
(different in each scenario).

2. ldentify demand-side options for further reductionsin energy intensity
under each scenario.

3. Estimaterelative costs of demand-side energy technologies, within the
context of each reference scenario, and the additional energy intensity
reduction options envisaged.

® The four sectoral papers are available on the PIU website
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Proj ections methodol ogy

BAU projections

Energy demand is estimated for several different end uses or “ energy
services’ in each of the four main sectors. Energy services are regarded
as the fundamental drivers. At the most basic level, examplesinclude a
workspace or dwelling at a comfortable temperature, an adequately lit
Space, appropriate computing power. For some services, it ispossible to
guantify the level of service and calculate directly to a corresponding
energy consumption figure, using assumptions on technical factors along
the way, e.g. from an average whole-house temperature, using heat |osses
from the building and heating system efficiencies, to delivered energy
(preferably split by fud) for space heating. For others, particularly
process use in business, in practice we may have to use something closer
to the energy use, possibly even the actual use itself.

Projecting the demand for a particular energy serviceis probably best
done by linking it to a consuming unit, e.g. adwelling or household, an
employee, a square metre of floor space. The leve of service per unit, or
service intensity, may remain constant over time (e.g. lighting levelsin
offices) or may rise with increasing income (e.g. average indoor
temperatures in housing).

Thefina dement in this approach isthe number of “ units’, e.g.
households, employees, floor area, and how this number varies with GDP
and the other socio-economic variables which define a scenario. The
product of the service intensity and the number of units givesthe level of
total energy service.

All of this can represented by the identity:
E=EES * ESU* U,

where E = energy, ES = energy service, and U = number of “ units’. Then
E/ES represents an efficiency factor while ES'U gives a measure of
energy service intensity.

Future values of E relative to today’ s can then be calculated by giving
values to the relative change in each of the variables on the right hand
side of the equation. For example, if the efficiency improves by 50%, the
service intensity increases by 20% and the number of units increases by
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60%, the respective factorsare 0.5, 1.2 and 1.6 and the energy demand is
0.96 timestoday’ s val ue.

This approach to projecting energy demand
- involves ardatively small number of factors;

- sgparates technical ones from soci 0-economic ones;

- focuses attention on afew key energy services which represent
the development of the economy under different scenarios,

- Isreasonably transparent.

For each energy service, the relative importance of each factor iseasily
seen. Particular values can be discussed and the sengitivities readily
calculated. If necessary, more detailed underlying modes can be
constructed to check particular values. In particular, likely limitson
future growth of some service intensities, e.g. whole-house temperatures,
time per individual spent travelling, can be built into the equationsin a
way which isimpossible with conventional econometric modelling.

ES/U and U are socio-economic factors while E/ES is a technical one.
Conventional energy efficiency improvements, i.e. via technical

measures, would be represented by reductionsin E/ES. However, energy
demand could also be reduced via demand-side reductions represented by
afal in the energy service intensity, ESU: for example, adrop in average
whole house temperature.

Thereis an argument which says that this last change represents a move
to a different scenario, on the basis that a scenario could effectively be
defined by the values of afull set of energy services. DTI have chosen to
use amore basic definition of a scenario, i.e. using only the Foresight
variables - GDP, population, number of households, industry/services
balance, traffic growth. DEFRA has followed the latter approach for the
present to try to link DTI’ s projections as closely as possible to our
projections for each scenario. Thisthen allows us to include further
demand-side reductions from changes in the levels of energy service
intensities, and other structural factors. We can envisage the final results
as being new, low-carbon paths for the UK economy within the
international backdrop defined by each of the Foresight scenarios.

This approach forms the basis for the four DEFRA sector papers listed
above.
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Additional demand-side reductions and corresponding costs

An underlying aim in this section isto treat demand- and supply-side
measures in the same way, asfar as possible. That should ensure that
comparisons are fair, that the same cost definitions are used — and it may
have the added bonus that apparently intractable problems on one side are
illuminated, and possibly solved, by using “ standard” techniques from the
other.

For example, we have unit costs and potential for energy efficiency
measures for the present, but not for the more distant future: and thisisin
the form of carbon-saving supply curves, showing how the potential
varies with rising unit cost. For renewables, we classify them as short-,
medium- and long-term according to the time when their unit cost for a
sizeable amount of potential dropsto within an acceptable range of the
conventional alternative (usually CCGT-generated eectricity around 2-3
p/kWh); the difference, usually about 5p/kWh, istaken as the relevant
unit cost.

In fact, we could construct an anal ogous renewabl es supply curve for the
present, with the three broad categories at their current unit costs; this
would show the current bet, i.e. onshore wind, around 3p/kWh or
£40/tC, and photovoltaic cells (PV) somewhere around 40p/kWh, or over
£3000/tC. However, the same curve 40-50 years hence could well show
PV down at the low end, alongside residual high-cost wind with other,
perhaps as yet uninvented, technologies occupying the high-cost end:
fuson might or might not be on the horizon.

Thisillustrates several points:
- ingalation costs can fall over time — but only if someone
carries on with the devel opment;

- this development has a cost; does this appear anywherein our
calculations?;

- as markets develop, new technologies are likely to be
developed, initially at very high costs — even if we cannot
identify them today.

These points will apply equally to energy efficiency measures. So we

might expect asimilar supply in the future to that of today, with (some of)
today’ s high cost energy efficiency measures then at low cost.
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However, therewill bea*® norma” or “natura” rate for today’ s high cost
measures to move to the low cost end of the supply curve, corresponding
to the BAU rate of energy efficiency improvement (or rate at which
particular renewables become less costly). So our interest isin how this
normal rate can beincreased, and at what cost, since thiswould
correspond to the extra energy efficiency savings which we are looking
for. Itisclear from these arguments that there is no single figure for
ether the amount or the cost: rather thereisa diding scale, with
successive tranches becoming available at ever higher costs — as for
renewables.

One of the reasons for this“ generalised”, rather abstract, approach to
extra energy efficiency savingsisthat we do not always have specific
technologies in mind, particularly for the myriad business process usesin
the future. But we are confident that such technologies will become
availablein time, and will gradually drop in cost, as a result both of the
usual continuing improvements in existing technologies (the learning
curve effect) and of more formal R&D programmes. Heating, lighting
and coaling in buildingsis a partial exception to thisrule, and may be
able to offer cluesto solving the more general problem.

There are other general issues which we have not yet had time to analyse
fully. Theseinclude:

- other demand-side savings, e.g. from soci 0-economic measures,

- thenature of the costs for extra savings (renewabl es,
sequestration, energy efficiency etc) — capital, total
implementation, programme, welfare;

- how much the availahility of low-carbon dectricity under some
scenarios might influence the balance of energy sourcesin each
sector (e.g. switch from gas central heating to e ectric heat

pumps).

Summary of projections

The table which follows below presents a summary of the energy demand
and carbon emissions estimates for each of the five scenarios, based on
the results described in the four DEFRA sector papers. All of these
projections are broadly compatible with the DTI’ s baseline carbon
intensity projections, but have been constructed separately in a bottom-up
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fashion, in terms of demand for foss| fuels and eectricity. Energy
efficiency improvements are included explicitly. No attempt has been
made to take into account the likely changes in eectricity generation
under each of the scenarios, nor have possible system effects (e.g. switch
to eectric heating if cheap low-carbon eectricity is available) yet been
investigated. However, estimates for CHP generation are included since
they already have a significant effect on the emissions from the industry
(and to alesser extent the services) sector.

In addition to the five scenarios, thereis an additional column labelled
‘extraenergy efficiency’. This presents demand and emissions estimates
corresponding to what we currently regard as the most rapid, credible
implementation of demand-side efficiency measures, taking into account
all of the results presented in the five other DEFRA papers. These figures
relate specifically to the BAU growth rates, and would scale accordingly
for other growth scenarios.

Projections for Energy Consumption and Car bon Emissionsin the Domestic, | ndustry and Service Sectors
for a Business As Usual baseline scenario, and for extra energy efficiency

Business As Usual ExtraEE| WM PE GS LS

Energy consumption (excluding transport) 2000 2010 2020 2050 2050| 2050 2050 2050 2050
Mtoe Domestic Elec 10, 10 11 11 9 14 10 9 7
Domestic FF 37 36 34 31 19 40 30 28 20
Industry Elec 10 11 12 13 10 13 14 12 11
Industry FF 26 24 23 16 12 15 17 12 15
Services Elec 8 9 10 11] 7 12, 10, 9 8
Services FF 14 13 13 14 10 17 15 12 12
Total Elec 28 30 32 35 27 40 33 30 25
Total FF 77 73 70 62 41 72 61 53 47
Grand Total 105) 103 102 97| 68 112 94 83 72

Carbon emissions (excluding transport) 2000 2010 2020 2050 2050| 2050 2050 2050 2050
MtC Domestic Elec 14 14 14 15 12 19 13 12 9
Domestic FF 28, 25 23 21 13 27, 20 19 14,
Industry Elec 14 14 14 16 12 17 17 14 13
Industry FF 20 17 15 11] 8 10 11] 8 10
Services Elec 12 12 13 14 9 16 13 11 10
Services FF 10 9 9 10 7] 12 10 8 8
Total Elec 40 39 41 45 33 52 43 37 32
Total FF 58, 50 47 41 28 48 41 35 31
Process emissions 4 3 3 3 3 3 3 3 3
Grand Total 103 93 91 89 63 104 87 76 66

kgC/GJ

Assumptions: |Electricity emission factors ESI 35.0 320 320 32.0 32.0 32.0 32.0 32.0 32.0
CHP 35.0 25.0 20.0 20.0 20.0 20.0 20.0 20.0 20.0
CHP fraction of generation Industry 18% 26% 30% 23%) 47% 19% 15% 33% 33%
Services 6% 8% 10% 11% 23% 6% 6% 15% 15%
Fossil fuel emission factor Weighted| 18.0 16.5 16.0 16.0 16.0) 16.0) 16.0 16.0) 16.0
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Annex C

Description and assessment of options

Enerqy efficiency

Cl1 Thegroup has had difficulty in attempting to assess scope for
energy efficiency gains on asimilar basis to its consideration of other
options. Thisislinked to the number of technologies involved, the
evolution of new technologies and alternative interpretations of
unrealised but apparently cost effective potential. We start by
consdering the potential for current known options.

C2 Weemploy the following definitions:

- Technical potential. All commercially available energy
efficiency technologies.

- Economic potential. A sub-set of the technical potential that
passes a cost-effectiveness condition. In this paper we use a
payback time of less than five years in the domestic sector and
less than four years in the business sectors.

- Economic potential to 2010. That part of the economic potential
that can be realised short-term, taking account of capacity and
capital condraints.

C3 In ng the potential for energy savings our starting point isa
work in progress paper by the PIU. To this we have added an allowance
for development of micro-CHP in the domestic sector, based on the
assessment in Box 1 below. On this basis, estimates of potential are
shown in Table C1 below.
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Table C1: Energy efficiency savings potential MtC

Technical Economic

Domestic sector®
Loft insulation 14 14
Cavity wall insulation 2.6 2.6
Hot water cylinder insulation 0.3 0.3
Condensing boilers 5.3 5.3
Energy efficient lighting 11 1.1
Energy efficient appliances 3.6 3.6
Controls 04 04
Micro CHP 4.5 0.2
Solid wall insulation 2.8 -
Double glazing (+low emissivity) 1.7 -
Draught proofing 0.3 -
Solar water heating 1.6 -
Ground source heat pump 5.3 -
High performance glazing 1.2 -

Sub-total 321 14.7
Commercial and service sector®’
Various costed measures 6.1 34
Office equipment 0.2 0.1
CHP® 0.9 0.9
Energy management 1.0 0.8

Sub-total 8.2 51
Industrial sector®
Metals 3.2 2.2
Minerals and ceramics 1.8 1.3
Chemicals 19 1.1
Food and drink 0.8 0.7
Paper and textiles 24 1.4
Engineering and other 3.3 19

Qub-total 13.2 8.6
TOTAL 53.4 28.6
Climate Change Programme already scores:
Domestic sector ™ - 45-6.0
Commercial and service sector™ - 04
Industrial sector’? - 45
TOTAL after CCP 17.7-19.2

% Domestic sector savings based on combination of sources, including BRE, ACE, EST and ECU, with
judgement applied to provide estimates shown

%7 Source: background paper prepared for the RCEP, Fisher, Blyth, Collings, Boyle, Wilder, Henderson
and Grubb, Prospects for energy saving and reducing demand for energy in the UK.

% Moss and Shorrock, BRE, have estimated a range of CHP savings in buildings from 0.9-3.4MtC.

% Source: background paper prepared for the RCEP, Fisher, Blyth, Collings, Boyle, Wilder, Henderson
and Grubb, Prospects for energy saving and reducing demand for energy in the UK.

" Estimated impact of EEC, new HEES, appliance standards and labelling, new building regulations,
improvements to community heating.

" Estimated impact of new building regulations

"2 Egtimated impact of climate change agreements, energy efficiency measures under Carbon Trust and
emissions trading scheme.
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Box 1 Micro or domestic CHP

At least three UK firms are working towards the launch of micro CHP unitsin the UK.
They may come to the market within the next couple of years.

It seems that most units would deliver 1-3kW of dectricity and 5-9kW of heat. They
would mainly run during the 2,000-3,000 hours a year that households require heat, and
not therefore aim to provide a household’ s total eectricity needs. When they are
running, however, some may produce more eectricity than required, making some
available for export.

Mar ket potential

Gasfired central heating boilers are fitted in around 17m properties. About 1 million are
replaced each year, and 175,000 new homes are built. In practice the economic market is
rather smaller. The more optimistic company view is that sales could reach 200,000 a
year by 2005 and 1m ayear in the following five years.

Cost

The cost premium over a conventional gas boiler is currently of the order of £600. With
volume production this should fall. One company has adopted a target of no more than
£400 additional cost for a 1kWe/7kWt unit. The reduction in primary energy use s of
the order of 30% (relative to the new building regulations and the current generation fuel
mix).

Emission savings

Based on a saving of 0.3tC ayear per unit, and sales of 500,000 units a year from 2005
then carbon savings would reach 0.75MtClyear in 2010. Sales at amoreredlistic level of
100,000 a year over that period would provide carbon savings of 0.15MtC/year in 2010.
If in thelong-term 10m installations were achieved, carbon savings could reach
3MtClyear.

Barriers
To achieve potential:

(i) arrangements have to be in place for the domestic consumer to obtain afair price on
electricity exported back to the grid.

(i) Currently, the cost of establishing a connection to the low-voltage network is around
three times the cost of the appliance, and a ssmple low cost connection is required.

(iii) Equipment leasing via energy services may be the most practical approach to
developing the market.

(iv) The technical installation/maintenance/repair skill-base needs to be devel oped.
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C4  Although thereis disagreement across sources on the detail, broad
messages from Table C1 can be summarised:

117

In the domestic sector, currently available technology can
reduce carbon emissions by at least 50%. This does not allow
for any comfort effect, but over the longer-run any such effect
should be fairly small. A cost-effective potential of almost
15MtC represents around 30% of total domestic emissions,

not all the economic potential identified above could be
achieved within the next decade. The EST, for example,
identifies potential 5.8MtC savings by 2010, above business as
usual, based on its assessment of reasonable installation rates
(see box next page);

the CCP itsdlf hasidentified savings of 4.5-6MtC by 2010 from
the domestic sector. The scope to achieve more than that by
2010 therefore looks small;

in the commercial and services sector, a cost effective potential
around 5.1MtC represents around 24% of total sector emissions,

not all that potential could be achieved within the next decade.
The background paper from which the technical potential
estimates are drawn also indicates around 2.3MtC economic
potential by 2010;

relatively little of this potential — perhaps 0.4MtC —is directly
targeted by the CCP, athough the climate change levy will also
have an impact at the margin;

in theindustrial sector the figures relate to the potential for
2010. The technical potential represents around 30% of total
indugtrial emissions;

the economic potential of 8.6MtC represents around 20% of
sectoral emissions;

but ardatively large part of this potential has been targeted by
the CCP, especially by the climate change agreements. The
scope to produce much greater saving by 2010, at least, |ooks
very limited.



Box 2. Energy Savings Trust estimates of potential savings from enerqy efficiency
to the year 2010

The EST has identified a programme of home energy efficiency measures to reduce
annual emissions by 5.8MtC by 2010 over and above reductions that would occur
without policy changes.

Technical Economic Investment cost
potential > MtC | potential MtC | per household £
Cavity wall insulation 2.3 11 450
Double glazing 0.3 0.1 170
Low E glazing 0.6 0.3 35
Loft insulation 0.3 0.2 200
Tank/pipe insulation 0.4 0.2 35
Condensing bailers 3.0 0.8 300
Controls 0.7 0.2 300
Residential CHP 0.2 0.1 300
CFL 0.7 0.6 9
Appliances 2.8 17 <70
New build standards 0.5 0.5 250
TOTAL 11.7 5.8

The EST’ s estimates of achievable potential take account of the existing state of the
housing stock and appliance market, and the realistic eventual take-up of each
measure.

All measures are estimated by the EST to be cost-effective: energy savings over the
life of the measure more than offset the initial investment cost. Theinitia
investment cost per household is shown in the final column above. This represents
investment rising to £1billion annually.

"3 Calculated from EST figures on assumption that all households missing these measures are reached.
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Box 3. Potential energy efficiency savings in the domestic and services sector
beyond 2010 — more specul ative sources

Heat pumps. Early signs of application in areas without gas. Used for heating
and cooling. If air conditioning begins to take off, heat pumps may be a more
attractive option on environmental grounds. But little data exist on potential.

Appliances. Number of household appliances on stand-by is becoming a
challenge. Minimum standards may be required to address such energy use.

Triple glazing and smart windows. Smart windows are able to dynamically
change their solar-optical propertiesin response to changing performance
requirements. Some devices might respond directly to environmental
conditions such as light level or temperature. Others can be directly controlled
In response to occupant preferences for heating or cooling. Benefits may be
greatest in commercial buildings but there is also scope for application for
housing.

Longer term: potential to 2050

C5 Ovedll, the above analysis suggests an economic potential for
energy efficiency savings beyond 2010 (i.e. not already claimed by the
Climate Change Programme) of alittle under 20MtC.

C6 But such estimates do not take into account that energy efficiency
potential is dynamic rather than static. By 2010, some new processesin
industry will offer the prospect of further energy efficiency improvements
in the future, particularly when plant isbuilt or replaced. RD&D over the
next decade will also "replenish” the potential.
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Renewables

C7 For dectricity generation a wide range of renewables options exist.
Thelr production potential, asfar asit is currently understood, is
summarised in table C2 below.

C8 Thedataindicate that some options have in theory limitless
potential. For example the theoretical capacity offered by offshore wind
could alone meet the UK’ s future dectricity needs — the potential output
at around 4,000TWh is 10 times the UK’ s dectricity production in 1999.
Even considering the practical resource (less than the overall potential to
alow for distance from shore, difficulties of development in high wind
speed areas off the outer Hebrides etc, but achievableif grid connections
arein place and planning issues overcome) offshore wind could provide
around 100TWh of dectricity ayear. On the other extreme some options
such as municipal waste currently appear to have limited resource
potential, regardless of the scope for significant technical advancement.

C9  Another factor to consider is whether the options offer along-term
potential. In the medium term, landfill gas and incineration of municipal
solid waste have potential for growth, consistent with the Government’s
Waste Strategy. But landfill gas probably has very little potential looking
to 2050 and beyond. Similarly the potential for generation from the
incineration of municipal waste could be constrained in the longer term if
the absolute amount of waste produced starts to fall or recycling increases
substantially.
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Table C2: Resour ce potential for electricity generation options —
based on ETSU data

Current Theor etical Practical Current max
(1999)* max max
Capacity Capacity Capacity Capacity Lifetime
Gw)/ Gw)/ Gw)/ Gw)/ emissionsg
Electricity Electricity Electricity Electricity CO2/kWh?
gener ated generated generated generated
(TWh) (TWh) (TWh) (TWh)
Onshore 0.36/0.9 110/318 19 2.75/8 9
wind
Offshore 0.004 1088/approx. 100 9
Wind 4,000
Energy crops | 0.010 3-4GW perl 14
mill ha. Max 74
(al UK
agricultura
land)
M unicipal 0.16 (DNC)/1.4 | 135 364
Waste
Landfill gas | 0.3 (DNC)/1.7 5 5 49
Solar PV 0.0012 (DNC)/ | 266 of which BIPV 0.17 59 -71
0.001 BIPV 37
LargeHydro | 1.4 (DNC) 13 (all hydro) Potential for 32
additional
5.1 40 1GW, but
unlikely
Small Hydro | 0.06 (DNC) 0.3-0.55 0.04-0.1 5
0.2
Tidal Tidal stream
36 TWh
Barrage
50TWh
Wave Elec. gen. Elec. gen.
Shore 2 Shore 0.4
Nearshore 100 | Nearshore 2.1
Offshore 600 Offshore 50

1. Data from 2000 Digest of UK Energy Statistics table 7.4, expect for offshore wind, energy crops.
DNC isdeclared net capacity
2. Egtimates from ETSU, except PV which are from Government — Industry PV group report, gas

generation taken as 100,000t/ TWh
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Onshore wind

Technical description and market status

C10 Wind turbines are commercially available up to 2MW. Most new
installed grid-connected machines are 600kW, which are more cost
effective. A 600kW turbine operating in awind farm produces around
1,600 MWh per year, assuming awind speed of 7 m/swith the turbine 45
m above ground level. Turbines are designed for a 25 year lifetime,
although few so far have operated for more than 15 years. Better design
has improved operating availability (the time the plant can be used,
irrespective of wind) to around 97-99%.

C11 By theend of 2000 there was around 360MW of wind power in the
UK (9,000MW in the EU and 16,000MW world-wide). These capacities
represent significant global growth since 1997 when EU capacity was
4,400MW and worldwide 7,500MW. UK growth has been slower by
comparison; the 1997 figure was 313MW. The UK is now the 7" largest
wind generating country.

Resour ce potential

C12 The UK has one of the best wind resources in Europe. Clearly not
al that land can be used as it includes towns, lakes, woods and other
constrained areas such as National Parks. Removing these areas and
applying limiting assumptions™ ETSU have calculated an accessible
resource of nearly 110GW, capable of producing 318TWh/year.

C13 Further planning limitations, such as minimum distance apart for
wind farms, and minimum and maximum farm size, reduces the usable
land further. Allowing for these factors, ETSU estimate “ base case”
capacity of 19GW by 2025, capable of producing around 19% of the
UK’ s electricity requirements.

C14 But ETSU also suggest that network limitations will come into play
long before such levels are reached. Without network reinforcement it is
estimated that the resource would be limited to 2750MW, providing
around 8TWh/year (or 2-3% of UK dectricity).

™ Maximum turbine density of 9 MW/km?, buffer zones ranging from 100m around roads to 6km
around airports and ignoring land with a gradient in excess of 10%.

122



C15 From other work, however, it seems that network reinforcement
may prove less of a problem than this. The rate at which capacity can
actually be built may represent a more significant limitation.

Costs

C16 The cost of wind-generated eectricity has decreased significantly
over the past few years. For example under NFFO-3 launched in 1995, 31
wind projects were accepted with capacity greater than 1.6MW at an
average price of 4.3p/kWh. By NFFO-5 launched in late 1998 the average
price for the 33 accepted projects over IMW had fallen to 2.88p/kWh.
Costs have fallen for three main reasons. (i) the capital cost of turbines
has fallen despite average sizesincreasing (ii) increased expertise and
experience and (iii) perceived project risk has decreased providing |ower
cost finance for project devel opers.

C17 Cost per tonne carbon saved: Looking towards 2025, onshore wind
prices ranging from 2p/kWh to 2.5p/kWh would lead to a carbon cost of -
£30 to +£20 against a gas price of 2.3p/kWh or -£90 to -£40 compared
with a gas price of 2.9p/kWh.

Offshore wind

Technical description and market status

C18 Little offshore devel opment has so far taken place worldwide. At
present Denmark has 40MW of offshore plant installed with plansto
develop 750MW by 2008 and 4,000MW by 2030. Holland plans to have
1,500 MW installed by 2020, but so far only has four 500MW turbinesin
an in-land lake. By the end of 2000 the UK had 4MW of installed
offshore wind capacity.

C19 Offshore windfarms need demonstration and assessment before
they can be considered commercially proven. By 2010 medium-sized
wind farms will be developed in the UK, with assessment and R&D
supported by the DTl R&D programme. At the sametime parallél
developments will be under way in other, mainly European, countries.

Resour ce potential

C20 The UK has enormous potential for offshore wind. At the optimal
turbine height of 60m above sea level, amost all of the UK’ s offshore
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wind has speed between 7 and 9 m/s. The only real limitations are
practical water depths, the use of maritime areas for other activities,
environmental impact and limitations of the onshore eectrical network.
An ‘accessible resource’ estimate shows™ the potential UK offshore
capacity is estimated at 1,088GW (total UK capacity at end 1999 was
around 75GW).

C21 Further condraints are needed to turn the theoretical maximum
estimate into an estimate of practical resource estimate.”® These
restrictions produced an estimated offshore wind resource capable of
producing 100TWh per year (approximately 30% of current UK demand)
of which nearly half could be produced less than 10km from the shore.
Relaxation of network and planning constraints (although an allowance
for the latter isincluded in the derivation of the practical resource) would
be necessary to achieve this potential.

Costs

C22 Increased foundation costs required for offshore wind means that
the minimum cost-effective capacity for asingle turbineis about IMW
(wind turbines for onshore use are commercially available up to 2MW).
Anticipated costs have decreased significantly over the past few years,
most notably costs of large turbines whose costs are now at a level
projected (in 1994) not to be achieved until 2025. These cost reductions
mean it is now viable to use onshore devel oped turbine technol ogy for
offshore applications and therefore bring forward off shore devel opment.
Likewise the performance improvement of onshore wind plant has
reduced O&M costs and similar costs for near shore offshore plants could
now be expected.

C23 Thereisconsderable scope for future cost reduction if the
technology becomes more widely deployed, although thiswill need
demonstration farms to verify initial costs, performance, outputs and
materials. However, with successful demonstration there is scope for cost
savings through purpose-built offshore turbines and economies of scale

> Derived by limiting water to 30km from shore and 40m deep and discounting sea bed with either
gradient greater than 5 degrees, shipping lanes, military zones, pipelines or other constraints such as
fishing grounds or wildlife reserves.

6 Assumes that only 5% of potential sites will be developed (as a result of seabed composition or
planning constraints — a higher figure would of course increase potential); capacity reduced by 50% for
sites less than 10kn from shore, for reasons of public acceptability; reduced capacity of sites with wind
speed over 9m/s by 95% to account for devel opment barriers presented by hostile environment; finally
other sites with average wind speed 8-9 m/s had capacities reduced by 5%.

124



by establishing larger farms. ETSU suggest that cost could fall to 60% of
1996 levels by 2010 and 56% by 2025.

C24 Cost per tonne carbon saved: Based on current costs of around
5.5p/kWh for offshore wind and 2p/kWh for gas the carbon cost is around
£350/tC. However, looking towards 2025 offshore wind prices should
fall, and we use a range from 2.0 p/kWh to 3.0 p/kWh. These prices
imply a carbon cost of -£30 to +£70 against a gas price of 2.3 p/kWh or
-£90 to +£10 compared with a gas price of 2.9p/kWh.

Energy crops

Technical description and market status

C25 Energy crops are plants grown specifically for useasafud. The
rationale for growing dedicated energy cropsis that the resource that can
be realised from other forms of biomass (such as agriculture and forestry
residues and forestry products) is not sufficient to meet the perceived
needs for thisform of energy. Dedicated crops have the further
advantage that they can be grown close to the point of use or conversion.

C26 There aretwo categories of energy crop - perennials such astrees
and grasses, and annuals such as oilseeds, cereals and sugar bearing
plants. Perennial crops require lower energy inputs, in the form of
fertilisers and other agrochemicals and so maximise the net non-fossi|
energy output (and so minimise the cost of greenhouse gas abatement).
Oil seed is attractive however in that the technology is smple, and
available.

C27 Cropsareturned into electrical power via direct combustion or
gadfication. The electrical efficiency of a gasification processis much
higher than a combustion process at the same scale. Thus a 30MWe state
of the art combustion plant will return 31% whereas a gasification plant
will be capable of 42%. There have, however, been technical difficulties
with plants at 8-10MWe and downtime could significantly reduce
efficiency in these plants. Specific capital costs should be similar so the
cost of dectricity will be reduced and the available resource increased.
There has also been a great deal of interest in pyrolysis from power plant
project developersin the UK. This stems from a combination of factors -
chiefly that when the biomassis converted to liquid product it can be

eas |y stored and transported.
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C28 Thereisagrowinginterest in small scale, distributed power plant,
using biomass. In the UK, the applications are typically CHP in rural
areas with an eectrical output below 250kWe. Thereis aso somelimited
interest from environmentally conscious housing devel opments or

farmers seeking to add value to their energy crops.

C29 Energy crop fuel chains, in the form of short rotation coppice, are
commercially deployed in Sweden and in the demonstration phase in the
UK. Around 1500 hectares of short rotation willow coppice has been
planted to provide fuel for the ARBRE project in Y orkshire (a European
Commission THERMIE project). Thiswill demonstrate the technol ogy
(producing 8MWe from a fluidised bed atmospheric gasifier and
employing CCGT), opening the way for future replication at a larger
scale. The UK has three demonstrations of distributed power systemsin
Northern Irdand. Grasses, though promising, are still in the development
stage.

Resour ce potential

C30 Therearecurrently 18.5million ha used for agriculturein the UK,
but not all could be used for energy crops. The maximum potential is
largely dependent on agricultural policy (specifically CAP reform —
energy crops cannot currently provide the grower with the same returns as
subsidised food production) and competition for land from different

crops, though improvementsin crop yield would also help.  Availability
of land is not considered to be a barrier as 1 million hectares would be
capable of generating 3-4,000MWe, but in practice a more reasonable
target for 2010 would be 1,000MWe.

Costs

C31 Deveopment of energy crops has been sow. Thisreflectsthe
infant nature of the industry and the complexity of creating a fuel supply
of anovel crop and then using it in conversion plant that has not been
proven commercially. Because of therelatively low density of biomass
fuds, trangport costs are high. It is generally feasible to produce the fuel
for a30MW power station within a 15-20 mileradius of the plant. The
cost of establishing the crop is high with insufficient volume to drive cost
reduction in the specialised agricultural equipment required.

C32 Supporting analysis by ETSU, published March 1999, showed a
possible evolution of costs from ARBRE at 8.65p/kWh, to first
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commercial deployment 6.8p/kWh, mature technology 4.5p/kWh and
“future’ 2025, 3.7p/kWh.

C33 Resource cost curves, alowing for a maximum practical resource,
suggested that in 2025 around 33TWh of eectricity could be generated by
SRC at a cost of up to about 4.0p/kWh (at 8% discount rate) or 5.0p/kWh
(at 15% discount rate).

C34 Cost per tonne carbon saved: Looking towards 2025 with assumed
development leading to energy crop produced el ectricity ranging from
3p/kWh to 4.4p/kWh implies a carbon cost of £70 to £210 against a gas
price of 2.3p/kWh or £10 to £150 compared with a gas price of
2.9p/KWh.

Hydro

Technical description and market status

C35 Hydropower isnow the foremost € ectricity-producing renewable
energy technology in terms of installed capacity and energy yield, both in
Europe and the world. The technology is commercially devel oped and
commercially competitive. UK installed capacity is around 1,265MWe
(large scale) and 95MWe (small scale) with output of 3,955GWh (large
scale) and 333GWh (small scale). Micro-hydro should be commercially
competitive with alternative fuels (e.g. diesel) in non-grid connected
markets.

Resour ce potential

C36 Thetotal hydropower resource for the UK is estimated at
40TWh/year or 13GW of ingtalled capacity. Thisis based on mean annual
rainfall figures, land area and e evation data. Allowing for geographical
and environmental constraints on potential siteswill indicate a much
reduced accessible resource. In Scotland there may be an unexploited
accessible large-scale resource of 1GW or 3TWh/year. But this would
require reservoir storage and its development islikely to be limited by
environmental congtraints. Remaining UK small hydro resource which
might be commercially attractive is small — between 40 and 110MW
(under 5p/kWh unit generation cost at 15% and 8% discount rate over 15
years respectively).
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C37 Environmental constraints prevent development of the remaining
resource in the UK in sengitive areas. Since the good quality, most
commercially attractive resource has been virtually completely

devel oped, the domestic market islimited.

Solar PV
Technical description and market status

C38 Photovoltaic (PV) materials generate direct current eectrical power
when exposed to light. PV cells can be formed from either silicon wafers
or from thin-films of either vacuum deposited silicon or other
semiconductor materials such as cadmium telluride (CdTe) or copper
indium disdenide (CIS). For most commercial uses some form of energy
storage and associated controller are required and this can be replaced or
supplemented by a DC to AC inverter to match with the mains network or
AC loads.

C39 Crydalline silicon modules have proved to be both reliable and
|low-maintenance items with a service life of at least 25 years. However,
the crystal growth and wafer cutting processes are costly and inefficient -
wastage can be up to half of the feedstock - and so considerable cost
savings can be made by utilising silicon in sheet form. There are about
six different methods of growing silicon crystals in sheet form currently
under pilot production. There has been increasing investment in a group
of PV technology developments that aim to avoid the need for
semiconductor silicon feedstock and dependence on the electronics
industry. These devices are based on thin-films of semiconductor
materials that have the advantages of lower material and production costs.
Some are now well-established products, particularly in consumer goods
such as watches and calculators, and other more recent devices are at the
pilot plant phase. Although costs are lower, efficiency and rdiability are
not as high as crystalline devices. Ongoing investment istackling these

i Ssues.

C40 At the systemslevel, network-connected PV technology is
deveoping rapidly in Central Europe, the USA and Japan where there are
national subsidy schemesin place mainly for domestic systems. Some
European countries have demonstrated |arge-scale power plants up to
3MW. Morerecently, large systems have also been installed on
motorway verges, combining the benefits of eectricity generation with a
sound barrier function alongside resdential areas. However, large-scale
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centralised generation of dectricity for the grid by means of PV is
unlikely to be economically attractive in the UK, at least for the
foreseeabl e future. Devel oping country applications and building-
integrated products are likely to be the most significant in terms of
growth.

Resour ce potential

C41 Theuseof PV developed initially as a remote e ectrical power
supply - firstly in space applications and then telecommuni cations and
signalling. Installed capacity of PV in the UK is approximately 1MW but
has shown about a 50% growth in the last 5 years aslarge (Building
Integrated) BIPV demonstration projects have been installed

C42 The maximum practicable resource for PV is calculated as the
eectricity generated by the application of PV to all available domestic
and non-domestic buildings. This gives a maximum of 266TWh/year in
2025"". A substantial proportion of this resource will be relatively high
cost dueto low levels of received sunlight, e.g. for north-facing surfaces.

C43 For building integrated PV an ETSU study has cal cul ated potential
in 2010 as 7.2TWh/year and market potential at 32.5GWh/year; with
potential extrapolation to 37TWh/year and 170GWh/year respectively by
2025 (possibly more if environmental drivers are strong).

Costs

C44 At present, PV generation costs are high relative to alternative
central generation options. PV equipment costs have reduced in the last
few years, related to a steady increase in the size of the market. However,
whilst PV isalready cost effective in some remote applications, supported
by a growing global manufacturing base, cost reductions are needed to
realise market volume.

C45 International module prices are largely beyond the influence of UK
players as manufacturing plants are set up to service an international
market. Thereis potential for UK PV companies to achieve incremental
cost reduction targets utilising the UK R&D base and expertise in mass
production, as well as developing BIPV systems and components that
will form an increasing segment of the UK market from 2010. Current
manufacturing methods are high precision and labour intensive.

" Based on a series of assumptions made by ETSU on solar radiation, building rate, PV and inverter
efficiency, property numbers etc.
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Significant cost reductions will need the devel opment of capital intensive,
high volume technology. In addition the costs of metering required by
current regulation for grid connection will need to be addressed.

C46 Cost per tonne carbon saved: ETSU published figures indicate no
PV resource at under 7p/kWh by 2010. By 2025, at an 8% discount rate,
up to 0.5TWh €dectricity might be generated at between 6 and 7p/kWh.
Assuch PV is currently and for the foreseeabl e future too expensive for
significant el ectricity generation applications.

Agricultural and forestry residues

Technical description and market status

C47 Agricultura and forestry residues fall into two main groups — dry
combustible materials such as forestry residues, straw and poultry litter;
and wet materials like green agricultural crop wastes (e.g. root vegetable
tops) and farm dlurry. Thefirst group can be combusted (or converted by
other thermal processes like gasification or pyrolysis) to produce heat
and/or power. The second group can be used to produce methane-rich
biogas through the process of anaerobic digestion. A third class of
material which merits consideration with agricultural and forestry
residues is sawmill co-product —that is, bark fragments, wood offcuts and
sawdust from wood processing. Such material isamajor source of
biomass energy in Nordic countries but UK data are not currently
availableto the IAG.

C48 Mature technology for forestry residue fuel chains existsin the
Nordic countries and North America. Conditionsin the UK are
significantly different however, and the technology isin the
demondtration phase. Mature technology for forestry residue fuel chains
exigsin the Nordic countries and North America. Conditions in the UK
are sgnificantly different however, and the technology isin the
demonstration phase. Neverthelessforestry residues have already proved
to be a valuable and readily available source of biomass to make up initial
shortfallsin planned availability of SRC in experimental plants.

C49 Straw and poultry litter fuel chains are based on current agricultural
practice and fully commercial. One plant, in Ely, Cambridgeshire has
been generating for some months. A number of plants using poultry litter
conversion technology are either operational or in construction.

130



C50 The pyrolysis of woody biomass for energy is currently in the
development phase (although small units have been built for the
commercial production of chemicals). Treatment of farm durries by
anaerobic digestion leads to the production of biogas, which can then be
used for heating or the generation of electrical power. Farm digesters
have in many cases proved difficult to manage, — maintaining the right
blend of feedstock can be difficult and unless these are managed
effectively the risk of fugitive GHG emissionsis high. Thereare also
biosecurity issues surrounding the import of foodstuffs to maintain the
right blend. In NFFO4 six projects, in the range 0.5-1.4Mwe, were
granted licences to generate eectricity from digested durries. More
generally theinitial cost of investing in a digestion system appearsto be a
barrier.

Resour ce potential

C51 Indl cases, plant size will be limited by the availability of
sufficient resource within economic transport distance.

C52 Theamount of forest residues available from UK woodland is
limited by harvesting cycles and, under current management practices, the
need to protect fertility and structure of soils on some forest sites.
Moreover, the area of woodland in the UK (2.8 million hectares) is small
compared to most of the countries where use of forestry resduesisan
established technology. Thereis potential to use agricultural by-products
aswell asforest material alongside purpose-grown energy crops. The
total accessible resource available from farm durriesis estimated to be of
the order of 2.9TWh/year.

Costs
C53 ETSU resource cost curves show maximum practicable resource

availability of 19TWh/year by 2025 at under 5p/kWh (8% discount rate)
or 18TWh/year at under 6p/kWh (15% discount rate).
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Landfill Gas
Technical description and market status

C54 Under the anaerobic conditions of landfill sites, organic waste
breaks down, leading to the formation of landfill gas— primarily a
mixture of COz2 and methane, with a number of trace components.
Exploitation of landfill gasfor eectricity production is adapted from an
established and proven reciprocating engine technology. Gasturbines are
also used in some applications.

C55 Over 300Mwe is deployed in the UK, with a further 400MWe
under NFFO contract.

Resour ce potential

C56 Energy recovery from landfill gasisonly possible for those sites
sufficiently large to sustain substantial gas generation (often taken to be
around 200,000 tonnes of waste in place). This suggests current
maximum potential of 5TWh/year eectricity in England and Wales.

C57 The number of schemes using landfill gasin the UK is expected to
rise as EU directives to control methane emissions to the atmosphere are
implemented. However, in the longer term, from 2015-2025, the landfil
directive will effectively prevent the deposition of biodegradable wastes —
it will divert such wastes away from landfill, and reduce potential for
methane generation.

Costs

C58 Costs have been based on data available within the landfill gas
industry and reflect a growing trend to buying in a complete package
from alandfill gas project developer. Costs are expected to fall by around
10% by 2005, reflecting increased sales volumes. It isalso likely that gas
collection costs will have to be borne as part of the environmental control
costs of landfill operation.

C59 ETSU resource cost curves show availability of 7.5TWh/year by
2025 at under 3p/kWh (8% discount rate) or 4p/kWh (15% discount rate).

C60 Cost per tonne carbon saved: Looking towards 2025 it may be
possible to produce eectricity ranging from 1.5p/kWh to 2.7 p/kWh
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implying a carbon cost of -£80 to +£40 againgt a gas price of 2.3p/kWh or
-£140 to -£20 compared with a gas price of 2.9p/kWh.

Municipal Solid Waste

Technical description and market status

C61 The UK currently produces around 27 million tonnes of municipal
waste annually. Using such wastes to produce energy can reduce the
environmental problems of disposal, whilst displacing fossil fuels from
generation. Excluding landfill gas (covered separately), the energy
content of the waste may be recovered via combustion or anaerobic
digestion.

C62 Mass burn technology for recovering energy from municipal and
general industrial wastesiswell established. UK installed capacity, in
1997, was 143Mwe. By the end of 1998 combustion capacity was about
2.3 million tonnes.

Resour ce potential

C63 Assuming all MSW was used to generate electricity the potential is
around 13.5TWh/year. Currently over 80% of household and commercial
waste is disposed of to landfill, which will remain the mgjor disposal
route for some time. Longer term, regulatory pressures on landfill should
act to favour energy recovery from MSW.

Costs

C64 ETSU resource cost curves show availahbility of between 4 and
6.5TWh/year by 2025 (for 15% and 8% discount rates respectively).

C65 Cost per tonne carbon saved: Looking towards 2025 it may be
possible, as with landfill gas, to produce eectricity ranging from
1.5p/kWh to 2.7 p/kWh implying a carbon cost of -£80 to £40 against a
gas price of 2.3 p/kWh or -£140 to -£20 compared with a gas price of
2.9p/kWh.
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Tidal stream
Technical description and market status

C66 Tidal stream isthe name given to high velocity tidal currents
created by the movement of the tides and frequently enhanced by
topographical features. A tidal stream energy converter would extract and
convert the mechanical energy in the current into useful form. It could be
expected to capture power from both the ebb and flood tides. It is
envisaged that tidal stream generators would be ingtalled in arrays, with
theindividual generators connected to an offshore ring circuit, with a
single cable to transmit power to shore.

C67 A number of device concepts have been proposed. Thereisno
consensus on the best approach, and no certainty that it has yet been
identified. No meaningful scale systems have yet been constructed and
there is no significant operating experience. Long term performance and
reliability remains to be demonstrated. Whilst work with prototype
designsis going forward, commercial scale demonstrations are not likely
until post 2010.

Resour ce potential

C68 Studies have shown the UK resource to be between 31 and
58TWhlyear. Allowing for the location of this resource — tending to be at
the extreme ends of the country where demand for power issmall —
perhaps 10TWh/year might be capable of exploitation (in the region of
3% of UK dectricity demand). That could only beincreased if designs
could be found and proven for usein either shallower or deeper waters
than currently look most promising.

Costs

C69 Itisclear that tidal stream devices can be madeto work; but it is
not yet demonstrated that they can do so at economically attractive prices.
One of the more advanced designs is that proposed by Marine Current
Turbines Ltd, to be demonstrated near Lynmouth in North Devon.
Independent studies on the MCT concept indicate that it might produce
energy at between 3.4p and 6p/kWh (5% and 15% discount rates
respectively). Thiswould be substantially below previous estimates and
approaching a cost that would be viable within the Renewables
Obligation.
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C70 A cost of 3.4p impliesa carbon cost of £110 against a gas price of
2.3 p/lkWh or £50 compared with a gas price of 2.9p/kWh. At 6p/kWh
the cost range is from £310 to £370/tC.

Wave
Technical description and market status

C71 Thereare many potential methods for extracting energy from
waves and converting it to useful form (e.g. oscillating water/air columns,
hinged rafts or gyroscopic/hydraulic devices, with the energy then
converted to electrical power using a generator. Direct drive generators
with the motion of the wave directly converted to electrical power are
also being contempl ated.

C72 Deployment could be on the shoreline or in deeper waters offshore,
though the shoreline resource is limited (few sites meet the requirements
of useful energy capture). The engineering challengeis greater offshore —
and prototypes are likely to progress first near shore (or onshore), but the
energy potential and cost effectiveness should be rather greater.

C73 A number of device concepts have been proposed. Thereisno
consensus on the best approach, and no certainty that it has yet been
identified. Three projects have been awarded contracts under the Third
Scottish Renewables Order. Thefirst of these —the LIMPET device, a
500kW shoreline Oscillating Water Column deployed by Wavegen
(Inverness) on Islay — is now operating. In general, shoreline wave energy
conversion istechnically developed, but not fully commercially proven
and still some way from being competitive. Offshore wave energy is
mainly in the research and devel opment phase. Commercial scale
demonstrations are not likely until after 2010.

Resour ce potential

C74 The UK has one of the best wave power resources available.

Costs

C75 ltisclear that wave power devices can be made to work; but it is
not yet demonstrated that they can do so at economically attractive prices.

Further innovation will be required to achieve true commercial
competitiveness.
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Active solar

C76 Active solar systems collect, store and distribute the sun’s thermal
energy (heat) which can then be used to heat water and air for domestic
and industrial purposes. The technology is mature and proven. There are
few R&D opportunities to reduce costs or improve performance.

C77 The man barrier to the increased exploitation in the UK of the
domestic and non-domestic water heating systems is the economic
justification for its application. There may also be a lack of awareness
and a perception that solar energy does not work in the UK.

C78 Current domestic systems cost are around £2,500 upwards for a
professionally installed retrofit system. The energy saved by such a
system istypically between 1000kWh and 1500kWh for a water run-off
in the region of 150 litres per day (typically that used by a household of
around 4-5 people). If an investment calculation is made, it ismore likely
to be based on simple payback methods (0% test discount rate) than on
discount rate calculations. The payback period of the system will depend
on thefud that it isdisplacing. Wherethe fud isnatural gas, the smple
payback would bein the region of several decades. For the displacement
of eectricity, the ssmple payback reduces to around 20 years. A decrease
in the water used (e.g. smaller households) could well increase the smple
payback further, whereas an increase in the water used would reduce the
payback time.

C79 If an active solar system is displacing peak-rate electricity at
7.5p/kWh (the highest energy cost will give the most attractive payback -
actual electricity prices are probably lower than this at the moment),
1,500kWh per year is worth £112.50, giving a smple payback of 22
years. If such a system is displacing natural gas (the worst case) with a
price per unit of 2p/kWh, the annual savings are £30, the smple payback
iIs 84 years. Clearly, more rigorous discounted cash flows would
substantially worsen these figures.

C80 DIY systems may cost between £1,500 and £2,000. These give the
simple paybacks of between 13 and 18 years for displacing peak rate
eectricity and between 50 and 67 years for natural gas (same price of
energy assumptions as above). Again, discounted cash flow analyses will
make this worse.
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Passive solar

C81 Passive solar design (PSD) isa process of building design that
utilises solar energy to provide some of the space heating and lighting
required in buildings and to assist natural ventilation. PSD differs from
other renewable energy producing technologiesin that it has the direct
effect of substituting conventional energy in buildings.

C82 PSD isnot a power generating technology. It need cost little or
nothing to apply or it can involve more expensive and complex design
and special features or components. Consequently there are no hard and
fast rules on the general cost of applying PSD and the benefits.

C83 Thegrowth of PSD is currently restricted by devel opers who do
not percelve commercial advantages in the use of the technology. There
Is nowadays a demand for high levels of environmental comfort in
buildings and a wide belief that this can be achieved only through highly
controlled active systems of ventilation and air conditioning. The general
public islargely unaware of the benefits of PSD and thisignoranceisa
constraining factor on the growth of the technology.

Geothermal

C84 Geothermal aquifers exploit heat from the earth’ s crust through
naturally occurring ground waters in deep porous rocks. The exploitation
of these aquifers as a source of energy requires a production borehole to
extract the water and an injection hole to dispose of the cooled water. An
alternative single hole configuration can be used where, instead of using
an injection well, the used water is Ssmply discharged to the sea or some
other convenient sink. Because of the poor thermal conductivity of rock
and low-fluid recharge rates, heat is usually extracted at a greater rate
than it is replenished from the surrounding rock mass. Geothermal
aguifers are, therefore, not ‘ renewable’ resourcesin the strict sense of the
word, but are usually grouped along with renewabl es.

C85 Inthe UK heat from aguifers and ground source heat pumps needs
to be commercially competitive with fossi| fuels and off peak electricity.
The geothermal aquifer resource within the Wessex Basin under the
Bournemouth area appears to be the most attractive for possible future
exploitation, but the commercial risks of speculative drilling remain high.
At 3.5p/kWhy, or more, the cost of heat from the aquifer resourceis ill
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significantly higher than heat from conventional industrial boilers
(approximately 1.44 p/lkWhy,).

Photoconversion

C86 Photoconversion isageneric term describing the capturing of light
energy by a chemical, biological or electrochemical system which isthen
harnessed as a fuel, chemical or eectricity. It issometimesreferred to as
artificial photosynthesis. When the sunlight is absorbed by such a
photoconverter, atransient ‘excited’ or energy rich storage state is
produced. It isthis captured energy which is subsequently harnessed and
utilised.

C87 Thelonger-term targets for the technology would be to be
competitive with other means of ectricity production and/or produce
competitive fuels. Early applications involving consumer products would
have different targets relating to the specific host product. ETSU
concluded that since there is no obvious progress towards a commercial
future, this group of technologies should at best continue to be kept under
observation.

Carbon capture and storage

Technical description and market status

C88 Carbon dioxide Capture and Storage (CS) is essentially a process
whereby CO, is removed from the fossi| fuel used to generate e ectricity
(either pre or post combustion) and stored in natural underground
reservoirs, preventing it reaching the atmosphere. It can achieve an 80%
reduction in CO, emissions to the atmosphere. Carbon dioxide storage
will only be an effective way of avoiding climate change if the CO, can
be stored for several hundreds or thousands of years. The most promising
storage options are depleted and producing oil and gas reservoirs (where
CO, injection for enhanced oil recovery (EOR) is possible), deep saline
reservoirs and unminable coal beds. However the legal status of disposal
In sub-sea strata is questionable, given the provisions of the London and
OSPAR conventions. Direct injection into the deep ocean bel ow about
1000 metre depth can generally be discounted.
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C89 Capture and storage technologies are best suited to large-scale
sources of CO, such as power stations (coal or gas), which account for
about one-third of global CO, emissions. However, the large capital costs
involved in adapting existing generation plant to CS and the resulting loss
in efficiency, mean the technology is best applied to new plant, where it
can beincorporated into initial construction. Certain industrial processes
such as ail refining, aswell as cement and iron and steel manufacture
already produce concentrated streams of CO,. These could be captured at
little cost. Indeed the ail industry isinvestigating heavily into developing
the technology and could apply it earlier than power generation.

C90 Inaddition, if hydrogen became established as a major fud for
cars, aeroplanes and heat and power generation, centralised, large-scale
production of hydrogen from fossil fuels would be possible from pre-
combustion capture of CO, emissions. Thiswould avoid CO, emissions
whilst providing lower cost hydrogen than through other routes.

C91 All theindividua components of the technology exist and are
commercially proven and could be deployed. There are examples of use
in the US, Canada and Norway. These projects are being closdly
monitored and should lead to a wider understanding of the permanence of
the storage. There appears to have been no systematic probabilistic
analysis of risks and environmental consequences, or systematic
assessment of the available data on slow release.

Resour ce potential

C92 DTI energy projections have gas-fired generation increasing by an
average of 117 TWh (average of CL and CH) between 2005 and 2020.
Assuming all this extra gas generation was new build and that all this new
build was fitted with CS technology, the resulting reduction in CO; in
2020 compared with a no CS basdline would be around 10 MtC. This
assumes no application of the technology occurs prior to 2005. A more
cautious estimate, assuming no application of the technology prior to
2015, would suggest 3MtC estimated carbon reduction in 2020.

C93 CSlinked to EOR can provide revenue that will partially offset the
costs of capture and storage. But in general, since CSinvolveslarge
capital costsits application can be considered as cost effective only in
comparison with other measures designed to reduce carbon emissions,
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C94 CScan beused on any fossil fuel generating plant, but there are
significant benefits in applying the technology to new plants (spreads
capital cost over longer life; less efficiency reduction). CS could be used
with viable clean coal generation to further reduce emissions for coal-
fired generation. Thereisvast storage potential in the UK aone. Storage
estimates for offshore UK are: Deep aguifers, 8563 Mt CO,; Oil fields,
2617 Mt CO,; Gasfields, 4878 Mt CO,; onshore deep aquifer capacity of
245 Mt CO,. Any decision on CS would need to be preceded by
resolution of the legal issues plus a convincing assessment of associated
engineering and environmental risks.

Costs

C95 Cost per tonne carbon saved: Current estimates based on a 700MW
CCGT plant indicate the cost of eectricity through capture and storage
will increase by around 0.7p/kWh leading to a carbon cost of around
£70/C. Future widescale application of the technology could reduce the
cost, but this has not been quantified. However, taking a range of 0.5p to
1.0 p/kWh for the extra cost of capture and storage on top of the assumed
gas price produces arange of carbon costs of £50 to £100. The cost of
carbon sequestration from coal-fired plant will be somewhat higher (there
Isagreater efficiency decrease in coal-fired plant because more CO: per
kWh has to be captured).

Nuclear generation plant life extensons

C9 Nuclear generation plant currently contributes nearly 25% of UK
eectricity supply. Nuclear output islikely to decline, however, from
around 2005 as the existing stations reach the end of their lives and begin
to close. Our basdline carbon projections allow for areduction in nuclear
output of around 70% by 2020. The last of the existing stations, Sizewel |
B, islikely to close around 2035. Overall, these closures will add,
assuming their replacement by gas-fired generation, around 9MtC to
annual UK emissions.

C97 Itisposshlethat life extensonsto existing plant could ameliorate
this run-down in generation. As a means of saving carbon, such life
extensions might be cost-effective. They could contribute to the meeting
of intermediate targets for carbon reduction between 2020 and 2040.
However, by 2050 we can expect to see all existing stations closed. On
that timetable, life extensonsto existing plants are not material.
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New nuclear build

Technical description and market status

C98 Nuclear generated dectricity currently accounts for around 25% of
total UK eectricity. However, on current assumptionsit is likely that by
2020 the UK will be | eft with perhaps three operating nuclear stations and
by 2030 only one (Sizewdll B). A low-carbon future will require a move
away from fossil fuels and one option isto consider new nuclear build,
either the existing generation Il plants (e.g. Pressurised Water Reactors
(PWR) or the Generation |11 plants (e.g. Advanced Boiling Water
Reactors (ABWR), Advanced Light Water Reactors (ALWR) and High
Temperature Reactors (HTR) currently being devel oped. At this stage
thereisfar too much uncertainty about Generation IV plants (which are
still at the drawing board stage) to consider them as an option. That
Situation may changein time.

C99 Nuclear dectricity generation is, of course, widely employed
across the world, athough in the UK, asin the rest of the EU (except
potentially Finland) there are currently no plansto build any new plants.
Current utilisation consists of mainly Generation |1 plants, although some
new Generation Il plants are being built in Asia.

C100 Outside the EU new nuclear plants are being developed and built
(18 plants are under construction in 2000), with UK companies such as
BNFL involved in the devel opments. New plants are being designed such
as the Westinghouse AP600 and AP1000. The AP600 has received
design certification from the US Nuclear Regulatory Commission.
Westinghouse claims the AP600 has a commercial advantage of over
0.8p/kWh over other nuclear plant designs. Another evolutionary plant
typeisthe Pebble Bed Modular Reactor (PBMR) which isaform of
HTR. The key element of the design isflexibility. It isdesigned asa
small (around 100MW) modular station, that givesit a shorter
construction time and potentially low generating costs (claimed to be less
than 2p/kWh). It is claimed that its design characteristics eiminate the
potential for accidents leading to off-site consequences and it is highly
proliferation resistant. A feashility study is currently underway to
determine whether to proceed with a demonstration plant in South Africa.
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Resour ce potential

C101 The potential market islarge. In theory, with generally abundant
supplies of nuclear fuel, all UK dectricity could be produced from
nuclear power (although such a scenario is difficult to consider from a
security and diversity of supply angle). It is not the size of the market that
causes a barrier for nuclear eectricity. Rather, public acceptability of the
technology, long lead times, high capital costs, waste management iSsues,
uncertainty about back-end costs and, at present, lack of political
readiness (in most OECD countries) to promote nuclear as an option, are
the main barriers to new nuclear construction.

Costs

C102 From a solely economic point of view the key question for nuclear
relatesto costs. These particularly relate (since fuel costs arerelatively
low) to the large capital costs for construction, the large decommissioning
costs, and the uncertainties attached to waste management costs.

C103 The case for nuclear energy as a potential means of reducing

carbon emissions was considered in the 1995 White Paper “ The Prospects
for Nuclear Power in the UK”. It concluded that based on assumed
lifetime cost of a Sizewd |l C type plant of 3.5-5.75 p/kWh (1990 prices)
that the additional cost per tonne of carbon abated — over and above the
cost of CCGT- wasin the order of £100 - £250. Compared with the then
estimated carbon costs of £15-£70 per tonne for 2005-2010 it concluded
that “ new nuclear build is currently too expensive to be considered for
COz palicy purposes alone’.

C104 For traditional PWR technology designs that assessment continues
to look broadly correct. But it has to be looked at more closely for the
new designs. Companies devel oping new designs such as the AP1000
and the PBMR have put forward estimates showing that in series
construction (which avoids the substantial first of kind costs) these
stations can be built to full safety requirements, including full
decommissioning costs, to produce dectricity at around 2p/kWh.
However, compared to the costs of stations that have actually been built
such asthe Westing. 412 or the GE ABWR which produce dectricity at
around 3.8p/kWh the new designs cost |ook |ow and will continue to be
disbelieved outside the industry until fuller cost breakdowns are provided
or actual plants built.
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C105 Thisisnot to say that cost reductions for nuclear build are not
possible. British Energy, for example, have provided estimates to indicate
how costs might be reduced from 3.9p/kWh (within the range contained
in the 1995 Nuclear Review White Paper) to 2.6p/kWh. However, this
relies on a combination of series production, amortisation over 40 years, a
reduced rate of return, and faster construction. The combination can be
considered optimistic.

C106 Assuming current nuclear technology and investment criterialikely
to be acceptablein aliberalised market, Pena-Torres and Pearson’ have
estimated costs for new build to liein arange 3.8-6.4p/kWh. They
estimate a required value for carbon to make nuclear break-even with
CCGT ranges from £150/tC (10% discount rate; gas price 25p/therm) to
£395/tC (15% discount rate; gas price 12p/therm).

C107 Assessment by Hesketh and Paulson™ suggests that the generation
cost of the AP600 could be equivalent to a CCGT (at a 15% discount rate;
gas price 25p/therm). Thisis probably an optimistic estimate. At alower
gas price (12p/therm) the break-even carbon tax ranges from £20/tC
(10% discount rate) to £85/tC (15% discount rate). The AP600 has yet to
be constructed anywhere in the world (and is not licensed in the UK). In
approximate terms, for each 10% escalation in the capital cost, generation
cost would rise around 7% and about £20/tC is added to the break-even
carbon tax.

C108 Costs are far from the only issue. Uncertainties over waste
management — from the public acceptability perspective as well as cost —
are also material. There areissues of public perception on safety and the
environment. But if low construction costs for the new more radical
technol ogies were confirmed (which might require series construction
and high availabilities) then it is possible to see new nuclear generation
competing with other generation at reasonable levels of carbon tax. Were
the economics to be proven, and with diversity arguments also, it is

possi bl e that there would be more impetus to address other issues. But the
long-term nature of the capital investment in nuclear power means no
development, or even significant planning/exploratory work islikely in
the UK without a greater degree of certainty about government policy
towards new nuclear power stations.

"8 Energy Policy 28, 2000
™ Nuclear Energy 39, no 5, October 2000
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C109 Cost per tonne carbon saved: Based on current costs of 3.8-
6.4p/kWh and 2 p/kWh for gas, Pena-Torres and Pearson estimate the
carbon cost ranges from £150 to £395/tC. There are arguments to suggest
that the industry might do better than that, but the general point that
traditional PWR designs do not look likely to be attractive on economic
grounds, with reasonable allowance for carbon, looks broadly confirmed.

C110 Looking towards 2050, cost reductions with new designs are
possible. Assuming a price range of 2.6 p/kWh to 4.0 p/kWh, the implied
carbon cost is £30 to £170 against a gas price of 2.3 p/kWh or -£30 to
£110 compared to a gas price of 2.9p/kWh. This encompasses the range
estimated by Hesketh and Paulson.

Nuclear fusion

C111 Fusion has been under development throughout the world for
nearly 50 years. It offers the prospect of a safe, long-term energy source
that makes no contribution to global warming. Despite many scientific
and technical advances, the production of fusion power is still currently
focused 50 years into the future, which takes it outside most models for
future energy sources.

C112 An inter-departmental review of fusion research concluded that the
economic and science and technology arguments for fusion research,
when combined, were sufficiently attractive to argue for continued
involvement of the UK at around the current level in the international
fusion research programme.

C113 The Royal Commission report briefly addressed fusion but noted
that it is dill at the research stage and that a commercial-scale
demonstration plant is unlikely before 2050. It therefore concluded that,
even if the technical viability of fusion could be established, it would not
be prudent to base energy policies on the assumption that it will become
competitive with other non-carbon energy sourcesin the future.

Transport options

C114 Transport emissions have grown steadily over the past 30 years and
are forecast to continue growing through to 2050. Much of the growth is
demand-driven through increased car and lorry use and international air
travel etc. Assuch, supply side improvements and increasing engine
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efficiency have been to date either outweighed by increased demand,
greater traffic congestion, and consumer desire for larger, higher
specification vehicles. Safety and other environmental (particularly air
quality) requirements for new vehicles have also have a detrimental
impact on fuel efficiency.

C115 However, there are technological developments on going which are
significantly improving engine and fud efficiency. Motor manufacturers
are committed to reducing the average CO, emissions from new cars by
25% on 1995 levels across Europe by 2008/9, primarily through the
introduction of a wide range of fued saving technologies aready
developed (e.g. direct injection engines, variable transmission systems,
lightweight materials). There is also a range of emerging vehicle
technologies which can further improve the energy efficiency of vehicles
over the longer term (such as hybrid eectric and fuel cell technology)

C116 Besides improvements to the energy efficiency of vehicles,
reducing traffic growth and congestion — key policy drivers in their own
right — should provide significant carbon savings over the longer term.
This could involve the introduction of new transport technologies aimed
at rdieving traffic congestion and improving the efficiency of the road
network (e.g. tddematics and intelligent highway management systems).
Likewise, the efficiency of goods distribution can still be significantly
improved through better logistic management and use of advanced ICT
technology.

C117 The encouragement of cross-modal shifts away from the car to
more sustainable alternatives (e.g. public transport, walking, cycling), as
part of an integrated transport policy will also be central to reducing
traffic congestion and carbon emissions from the transport sector, and this
will require a comprehensive package of measures at a national, regional
and local levd, as outlined in the 1998 Integrated Transport White Paper.
No robust estimates of the long term (post-2020) potential for cross-
modal shift and their subsequent impact on carbon emissions, are
available, but modelling by DEFRA last year for the Government’s Ten
Year Plan for transport — which aims to boost long-term investment in
transport — suggested that an additional 1.6MtC carbon saving can be
expected by 2010 as a result of the implementation of the Plan.

C118 Given the wide range of potential measures in the transport sector
which could reduce carbon emissions, it isnot possible at present to
provide a comprehensive assessment of different long term options for
this paper, especially as many of the measures will be introduced
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primarily to meet other policy objectives (e.g. reducing traffic growth or
congestion). The paper consequently only provides a snapshot of some
potential long term technological measures primarily aimed at reducing
greenhouse gas emissions in the transport sector: hybrid ectric and fuel
cell vehicles; liquid biofues; intelligent speed adaptation; and
technological measuresin the aviation sector. The assessment of
aternative fuels assumes that the infrastructure necessary for their
delivery to end users would be put in place.

Hybrid eectric vehicles

Description, market status and costs

C119 Simply speaking, vehicleswith hybrid eectric powertrains are
powered by conventional internal combustion engines in combination
with éectric motors.  But thereis no one distinct * hybrid electric vehicle
concept, rather thereis a wide range of potential hybrid eectric
powertrain configurations, with varying energy efficiency benefits.

C120 Some of the first generation of hybrid e ectric cars are now
commercially availablein the UK (e.g. Toyota Prius and Honda Insight),
and further models by other manufacturers are likely to be introduced by
2003. These models are essentially concept cars, and generally have a
limited production run: around 900 hybrid eectric cars have been sold to
date in the UK since the introduction of the Prius and Insight.

C121 The CO, reduction from hybrid eectric cars varies depending on
the type of hybrid configuration and the vehicle suse. The Toyota Prius
- afamily hatchback - has a sophisticated engine management system
which controls a small petrol engine and e ectric motor in paralld to
ensure continual optimal powertrain efficiency and allow regenerative
braking. It reduces CO, emissions by around athird relativeto asmilar
sized conventional car on the European type approval test cycle —with
potentially greater savings when operated in heavily congested traffic.
Conversdly, the Honda Insight is a two-seat coupe, which is primarily
powered by a petrol engine with only asmall eectric motor for additional
power and torque. Most of the CO, savings from the Insight actually
come from other energy saving technologies (e.g. lightweight materials
and aerodynamic style), not the hybrid e ectric powertrain.
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C122 Hybrid electric cars are not yet cost-effective relative to
conventional vehicles—the high cost of the battery is one key factor - but
are being introduced by companies seeking to establish environmental
and technological leadership and prestige. The Priusis currently about
£3,000 more expensive than vehicles of the same size (about £16,500)
and Toyota is subsidising the cost of the vehicle so the actual production
costs are likdy to be significantly higher than this. However, cost
comparisons are more favourable if fuel savings over the lifetime of the
vehicle areincluded.

C123 Besides cars, hybrid electric vehicle technology could be
eventually employed in light vans, small trucks and urban buses. Their
use in these markets could provides useful air quality benefits, aswell as
carbon savings, given the vehicle could potentially run on eectricity in
congested pollution hotspots. There are already several demonstration
projects involving hybrid e ectric buses worldwide.

C124 Itisclear at the moment that magjor commitments are now being
made to hybrid e ectric technol ogies by many car manufacturers, with the
desire for environmental and technological |eadership being a key motive,
Over the next decade, it islikely that some more cost effective hybrid
electric technologies — e.g. electronic alternators - will be introduced by
manufacturers into new more conventional car models as standard, as
means of meeting their voluntary agreement commitments.

C125 But the outlook for any new technology depends not only on its
own cost and value, but also on the capabilities of competing
technologies that can meet market and policy needs. Both types of
determinants are subject to various influences that can change the outlook
as aresult of decisions by manufacturers, consumers, and policy makers.

C126 Thelong-term future of hybrid eectric vehiclesisuncertain. There
Isroom for debate among experts as to whether hybrid vehicles will be a
long-term technol ogy improving the efficiency of the internal combustion
engine or whether they are just an interim step towards fud cells. Some
believe that they are both a long-term technology and an interim step.
Thelr attraction is that they use the existing refudling infrastructure and
are smilar to what the general public isused to. Other experts believe
that hybrid eectric vehicleswill help fud cdl vehicles emerge, the two
technologies will coexist, and then the hybrid technology will end but
only in thelong term.
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C127 Cost per tonne of carbon saved: Assuming an average life of a
Toyota Prius of 10 years and an annual mileage of 12,000 miles a cost of
carbon has been calculated. This has assumed that a Toyota Prius costs
£3000 more than the average vehicle of the same size. This aso assumes
that the Prius has CO. emissions of 114 g/km while the average car of the
same size has COz emissions of 140 g/km (the voluntary agreement
target). Using a 6% discount rate this gives an estimate of approximately
£1670/tC. Againgt the current average CO. emissions of new cars
(around 180g/km), this estimate is around £660/tC. Thisisarough
estimate of the cost per unit of carbon saved, and must be treated as such.
If the additional costs of hybridisation were £6,000, the cost per tonne of
COzsaved would range from £1520 to £3860/tC relative to new car
emissions of 180g and 140g respectively.

Transport fud cdls

C128 Fue cdl vehicles have always been considered a potential long-
term devel opment requiring substantive research and development. But
over the last decade, technological breakthroughs and increasing
worldwide political pressure to reduce the environmental impact of road
trangport and the first generation of fud cell cars may be on sale from
2004 onwards.

C129 A key driver for the development of fuel cell vehicles worldwide
has been the Californian zero emisson mandate. This mandate was
primarily introduced for air quality reasons, and fud cell vehicles
powered directly by hydrogen have the major advantage of only
producing water at their point of use. As a climate change abatement
measure, the promotion of fuel cell vehicles depends crucially on the
inherent energy efficiency of afud cell powertrain relative to an internal
combustion engine and how the hydrogen is generated in the longer term.

C130 It iswiddy acknowledged that afuel cdl is much more energy
efficient than the current generation of internal combustion engines — the
efficiency of fuel cell used in avehicle on atypical drive cycleisaround
50% compared to 15% for a conventional petrol engine. But the
comparative energy efficiency advantage of the fuel cell may narrow in
the longer term, as hybrid e ectric powertrain technology in particular
improves the efficiency of the internal combustion engine. A key
uncertainty is the extent to which both the energy efficiency fuel cdl and
hybrid e ectric vehicle technology can be improved over time through
continuous research and devel opment.
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C131 Thelifecycle carbon saving from fuel cell vehiclesisalso very
much dependent on the fuel used as a feedstock of the fue cell.
Hydrogen produced from renewabl e sources of energy will have near
zero emissions on alifecycle basis, and this would be the ultimate long-
term goal for fuel cell vehicles from a climate change perspective. But
hydrogen from renewable sourcesis not yet available at a commercial
scale, and may require substantive further research and development in
the longer term.

C132 The most obvious way of producing hydrogen on alarge scale
from renewabl e sources would be through e ectrolysis using renewable
eectricity, athough thereis obvioudy an issue whether the UK will have
the capacity to produce sufficient renewable electricity to cover both a
large proportion of the electricity supply and transport sectors.

C133 In the short-to-medium term, most of the hydrogen used for fuel
cell vehiclesislikely to be derived from natural gas, which isardatively
inefficient way of producing hydrogen. Furthermore, a breakthrough in
hydrogen storage technology and the development of infrastructureis
needed before hydrogen use can be widespread. Consequently, depot-
based fleets such as buses are likely to be the first users of fuel cell
vehicles directly using hydrogen.

C134 In the meantime, many vehicle manufacturers are devel oping non-
hydrogen fuel cells, especially for passenger cars, based on fuelsthat are
hydrogen carriers such as purified petrol and methanol. These fuels differ
widely in the lifecycle COz emissions generated and scenarios with
different devel opment paths should be considered.  But thereisno
stakeholder consensus yet about the best way forward, at either a global,
European or national leve, given the considerable research and
development still required to produce hydrogen ‘on board’ the vehicle
economically.

C135 Therearein particular large uncertainties attached to the cost and
projected uptake of fud cell vehicles, as available research islimited, but
work isongoing to refinethem. It isclear that fuel cell vehicles—
especially cars — need to have eventually a comparable production cost
relative to conventional vehicles, and manufacturers are striving to reduce
the cost of producing the fuel cell stack, but it is difficult to know when
thiswill occur. Thismakesit difficult at present to evaluate whether the
promotion of fud cell vehicleswill be along-term cost effective climate
change abatement measure.
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Biofuds

C136 Biodiesdl and ethanol are two potential liquid biofuels which can
be readily used in existing vehicles, particularly as conventional fuel
extenders. But both biofuels can be only niche road fuds if produced
from domestic biomass, due to continuing land condtraints in the UK,
particularly from other products and uses.

Biodiesel

C137 Biodiesd - asubstitute for diesdl - is produced from vegetable oils
through the smple process of esterification. In northern Europe,
biodiesal would normally be produced from oilseed rape. Biodiesel
produced from this source currently provides only modest lifecycle
carbon savings when compared with dedicated energy crops, due to the
intensive nature of oilseed rape cultivation (e.g. extensive agricultural
machinery use, high fertiliser and pesticide application). Itisalso
expensive to produce (up to three times the underlying production cost of
diesd), asrapeseed ail is avaluable food commodity, and will require
significant subsidy for the considerable future, making it arelatively poor
carbon saving measure from a cost effectiveness perspective.

C138 The longer term prospect for biodiesd produced from oilseed rape
Isalso difficult to determine there are no estimates for the potential
carbon savings post-2010, although it is possible to envisage, with higher
yields and lower agricultural inputs, that biodiesel could provide a 60%
carbon saving relative to mineral diesel by 2020.

C139 But even with this carbon saving, it isnot clear that biodiesdl from
rapeseed oil would be cost effective, with a cost per tonne of carbon
saved of £320-£520/tC. This range reflects recent variation in the price of
rapeseed oil, with the upper end seeming more likely in the near future.
But a key longer-term uncertainty for rapeseed oil pricesliesin the
development of CAP, especially given European enlargement, trade
liberalisation and the encouragement of more sustainable agricultural
practices.

C140 It isaso feasble that biodiesd — or the vegetable oil feedstock-
could be imported into the UK in significant quantities from low cost oil-
producing countries, given the transportation of biodiesd isrdatively
straightforward. Key low cost producer countries could include central
and eastern Europe (rapeseed ail), the Americas (soyabean oil), and South
East Asia(palm ail). Low cost oil would improve the cost effectiveness
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of biodiesd, and imported biodiesdl from a UK GHG inventory
perspective would have near zero carbon emissions, as most carbon
would be released during cultivation, athough from a policy perspective,
complete lifecycle analysis is more appropriate.

C141 Biodiesd can also be produced domestically from waste vegetable
oils—alow cost feedstock with carbon savings of potentially up to 90%,
making biodiesd produced from this feedstock relatively cost effective:

at £100-£250/tC saved, with cons derable scope to reduce production
costs through efficiency improvements to the collection of waste ail.

But, due to the limited potential feedstock, biodiesel produced from waste
vegetable oils can be only a niche road fud, accounting for around 1% of
the present DERV market and saving around 0.1 MtC per annum.

Ethanol

C142 Ethanol is added to petrol as an oxygenate in many countries
worldwide, where it has been produced normally from grainslike corn
(USA and Canada) or sugar cane (Brazil). In northern Europe, wheat
would be the main arable crop for ethanol using traditional production
processes, but ethanol from this source provides few lifecycle carbon
savings, given the intensive nature of wheat cultivation and high energy
input required for ethanol production.

C143 More promising isthe production of ethanol from ligno-cellulose
biomass, such as forestry products, agricultural and forestry residues,
energy crops and municipal solid waste. This involves more advanced
ethanol production processes, involving more powerful enzymesto
breakdown the cdllulose to fermentable sugars and using the lignin
residue as feedstock for an integrated CHP plant to power the ethanol
production. Ethanol produced from this feedstock could potentially have
lifecycle carbon savings of around 80% relative to petrol, and the
widespread adoption of a 5% ethanol/petrol blend would deliver a
0.8MtC target. But the production technology is still at the research and
development stage, and worldwide there are no large scale ligno-
cellulosic-to-ethanol production plants operating on a commercial bas's,
making any assessment of the long-term role for thisbiofue difficult.

C144 Initial estimates from DTLR of the production cost for the first
generation of commercia plants, usng US Department of Energy
research data, suggests that ethanol produced from ligno-cellulosic
biomass could be relatively cost effective at around £200-£280 per tonne
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of carbon, with further cost savings possible with later generations of
production plant. But further research needs to be conducted, to develop
more robust estimates of the carbon savings and cost effectiveness of this
form of ethanal in a UK context. A key issue which needs to be resolved
iIswhether it is more cost effective to use ligno-cellulosic biomass
feedstocks for eectricity generation or ethanol production.

Intdligent Speed Adaptation

C145 Potentially significant carbon savings from road transport can be
realised through reducing vehicle speeds, especially on motorways.
Thereisarange of potential ways of achieving this, but one long term
technological option is Intelligent Speed Adaptation (I1SA), a system
designed to limit or advise on the speed of aroad vehicle. The systemis
currently operationa only in Formula One racing, but a pilot programme
Isunder way in Sweden, primarily to improve road safety, but it should
also generate useful carbon savings High costs and doubts over public
acceptability are two large obstacles.

Aviation

C146 Although technical improvements provide significant scope for
energy efficiency improvements in aircraft, the growth in passenger
numbers/miles means that the IPCC expect aviation fud use to grow by
3% ayear to 2015. The IPCC has not been able to identify practical
alternatives to kerosene for commercial jet usein the next few decades.
So, technology is not keeping pace with demand.

C147 While developmentslike larger planes would cut fuel use per
passenger km, they would mean greater fuel use at take-off which could
have implications for the UK (asaworld air-travel hub) if take-off
emissions are allocated to country of departure. The issue of allocation of
aviation emissions is on the whole undecided.

C148 The International Civil Aviation Organisation is carrying out work

on air transport’ s contribution to climate change. However, the work has
along time scale and a report may be three years away.
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Embedded generation

C149 Embedded generation is any plant that is used for generating
eectricity that is connected to the regional eectricity distribution
networks. The majority of new renewables and CHP plant will tend to be
small and require connection to regional distribution networks. But there
are concerns that an accelerated rate of connection of such plant will be
extremdy difficult to achieve. The existing technical and commercial
rules governing the operation of the ESl have been developed in the
context of power generation by large, remote, National Grid connected
coal, nuclear and gasfired plant.

C150 An OFGEM/DTI Embedded Generation Working Group delivered
areport on theissuesin January 2001. It identifies the following key
factors currently tending to constrain the expansion of embedded
generation:

I restrictions on network capacity in rural areas;

I. fault leve restrictionsin urban areas which [imit connection
of generators such as CHP;

lii.  design standards which prevent the variable nature of loads,
generation and network capability being fully recognised;

Iv.  “deep” connection chargeslevied on embedded generators
for the full reinforcement costs which result from their
connection. These provide strong locational signals, but
represent afinancial barrier to new plants. If major
reinforcement is triggered, there is no mechanism for sharing
the costs with subsequent connectees;

V. DNOs have no further revenue streams from embedded plant
because such plant pay no distribution “Use of System”
(DUOQS) charges,

vi. thereisalack of published information on the best locations
for embedded generation.

C151 The Group’'s recommendations appear to be the key to developing

aregulatory, commercial and technical framework within which
embedded generation can develop. Its two key recommendations are:
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(i) that OFGEM should review the structure of regulatory
incentives on DNOs;

(i)  that implementation of longer-term recommendations should
be overseen by a Government led co-ordination group.

C152 For some on the Embedded Generation Working Group, the current
regulatory structure does not provide incentives for network operatorsto
reward the services that embedded generation can give the network. A
key first stage is therefore to move towards performance-based

regulation.

C153 But while the group has recommendations which bear on the
creation of appropriate pricing signals, it does not indicate the scale of
costs (or benefits) that it sees attached to increased embedded generation.
The main aim should be to provide an equitable regulatory and
commercial framework within which transmission and distribution
connected generation can compete fairly and which allows for future
changes in the generation mix. That should allow for respective
environmental costs and benefits. But the cost of connection and the cost
of using the transmission and/or digtribution system are all part of the
overall cost to be considered.

Electricity storage

C154 Electricity storage offers some potential to reduce CO, emissions.
The technical requirements of such a system result in emissions and
losses during the charging process and further efficiency losses during
discharge. The economic case depends on:

(i) using cheap base load dectricity for charging and releasing the
energy at times of higher prices. If this power is used, for example,
to displace coal generation, the carbon saved is the difference
between that emitted by coal plant and that emitted by base load
plant during the charging process,

(i) storing the output of intermittent generation, allowing release to
be timed to most valuable periods;

(i) further savings may be achievable by operating the plant as

embedded, thereby saving perhaps 5% in transmission and
distribution losses. Thisvalueis quite variable depending on
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location and technical arrangements. Extensive use of storage plant
in this mode could result in considerable savings, especially if used
In conjunction with CHP systems.

C155 A magjor usefor storageisload levelling. During the winter
monthsin the UK, thereisadistinct peak in the power demand between
about 4 and 9pm. In 2000, this peak amounted to about 4.7TWh, supplied
by a mixture of coal plant and pumped storage. Had this all been coal
plant, around 1MtC would have been produced.

C156 In principle, all of this could have been saved by a storage device
that was charged by carbon free generation. In practice, charging the
storage plant by use of base |oad generation would have produced around
200kt, giving a net saving of 800ktC. Levelling other peaksin theload
curve during the year might raise this figure to about 1.3MtC. Larger
storage plants may be able to achieve further CO, savings by use over
extended periods of 10 hours or so to displace further coal plant, other
less efficient plant or spinning reserve, but this would erode the
economics somewhat.

C157 A recent review by Imperia College hasidentified six storage
methods that have the potential to be used on a utility scale:

- Pumped storage — not considered further

- Regenerativefud cdls

- Compressed air energy storage, CAES

- The sodium/sulphur battery

- Hydrogen

- Superconducting magnetic energy storage, SMES

Regenerative fud cdls

C158 Innogy is currently developing a regenerative fuel cdl technology
— Regenesys — which offers the prospect of flexible eectricity storage and
release. This could be particularly valuable for the development of
renewables and other non-controllable sources such as PV and domestic
CHP. A 15MW plant at Little Barford is currently under construction.
Regenesys has a modular design which suggests it could be applied in the
range 5-500 MW. It is designed for a 20 year life and environmentally
benign. If the Little Barford plant were to be completely discharged on a
daily basis, it would displace some 44GWh generation per annum,
amounting to about 9.8ktC if the displaced plant were all coal.
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C159 Aside from storage, Regenesys offers prospects for other system
services such as voltage control/reactive power, black start and
distribution/transmission services. An independent assessment of
Regenesysfor DTI by Campbell Carr has concluded that the technol ogy
appears to have significant commercial prospects, particularly if capital
costs can be reduced to level s anticipated by Innogy (the current cost is
around £1000/kW — similar to pump storage — but Innogy anticipate a
reduction to £500/kW).

Compressed air energy storage (CAES)

C160 CAES operates by compressing air into alarge cavern and allowing
it to expand through a turbine when the energy isrequired. Efficiency can
be improved by burning fuel in the air stream before expansion. The
extent to which any carbon may be saved will depend on the fuel burnt
and the plant displaced during operation. There are CAES plants around
the world with the capability to produce power ranging from 25MW (in
Italy) to a planned 2.5GW plant in the USA which will discharge over
several hours. Technically, CAES takes several seconds to start up and
therefore cannot be used as spinning reserve. It is also geographically
constrained. On both countsit is disadvantaged as compared to the

Regenesys system.

C161 Thereisno CAESin the UK although it is certainly technically
feasible with well-established technology. Investigations carried out by
the CEGB in the 1960s and more recently located possible sites,
particularly the Cheshire salt deposits, but none were further devel oped.
Whilst the capital costs, estimated at around £350/kW (1997 prices), are
considerably cheaper than pumped hydro, it appears that there is more
profit to be made by storing natural gasin the caverns and playing the gas
spot market. There is no apparent technical reason why CAES could not
be used in the UK.
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The sodium/sulphur battery

C162 The Na/S battery operates at around 350C and has a design that
goes back to at least 1965. The temperature has to be maintained even
when the battery is not in use to prevent the electrodes from solidifying.
A 6MW unit has been operating in Japan since 1998 costing
1.25Myen/kW (1998 Y en, converted at £1=175Y en, equivalent to
£7142/kW) for eight hours discharge. Efficiency is of the order of 90%.
A more efficient, cheaper version is under development and projections
for such units under mass production are for 0.2Myen/kW, (£1142/kW),
competitive with pumped storage and the Regenesys system.

Superconducting magnetic energy storage (SMES)

C163 SMES systems operate by storing energy in the magnetic field of a
superconducting coil. Whilst, theoretically, they have the potential to
operatein the GW region, such a system would require a coil radius of
maybe 800m. Not only isthisinfeasibly large, but any failure of the
superconductor coolant can lead to explosion due to the extremely high
currentsused. The cost of a“small” 100MW system has been estimated
at $6100/kW (1997%) for 20 hours storage, almost six times that for
pumped hydro. Whilst a number of commercial and prototype micro scale
products exist, it is difficult to see how anything other than the advent of
room temperature superconductors and some method of reducing coil size
would make the utility scale a viable proposition.

157



Annex D

Energy Efficiency: DEFRA Paper on Additional Savings and
Associated Costs

D1 Becauseitisdifficult to identify all the measuresin industry even
today, and impossible to do thisfor 2050 in all sectors, we are developing
a generalised approach using cost supply curves for energy efficiency
improvements. This paper outlines the approach, explains the mode we
are using, and draws some broad conclusions from the results. Data for
the service and domestic sectors are also included. A full explanation of
the work on energy efficiency undertaken by the IAG together with a
paper on the methodology is contained at appendix A.

Summary

D2 Attheroot of this approach isthe concept of a series of “ Climate
Change Programmes’, each lasting 10-20 years, and featuring a planned
and gradually increasing carbon charge or obligation which isrebated or
otherwise recycled viaincentivesto invest in efficiency measures.

D3 Thehigher effective price of energy improves the cost-
effectiveness of all efficiency measures, bringing an additional tranche
within the cost-effective framework at a stroke. This makes them more
attractive to all investors.

D4  Over the period thereisalarger improvement in the energy
efficiency than would have occurred under Business As Usual. Over the
same period, because of the higher demand for measures, we can expect
additional R&D interest to result in an increasein the rate of new
products entering the market, replenishing the cost-effective potential.

D5 Worst case cost increases for companies can be estimated by
applying a rebated carbon charge to a company already investing to the
cost-effective limit. Additional costs and carbon savings depend on the
steepness of the cost-supply curve.

D6 Usng (i) astandard cost supply curve for carbon/energy savingsin
the sector (based on today’ s set of measures) and (ii) a model of measure
uptake applied to the whole of the industrial sector, we can quantify the
extra savings and costs for a given price increase, under best and worst
case conditions.
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D7 Long-term costs and savings are crucially dependent on therate at
which emerging technologies replenish the cost-effective measures as
they are taken up. If technology renewal matchesthe rate of uptake, the
additional investment costs should be minimal, but the cost of stimulating
the technology needs to be considered. Replenishment rates are expected
to be more rapid for energy using industrial, and other, processes than for
buildings energy efficiency technol ogies.

D8 The service sector presents a greater challenge than Industry and
higher price increases would be needed to stimulate ssimilar percentage
carbon savings. Though the domestic sector should be more responsive
in theory, the market is more conservative.

D9 Current indications are that it should be possible to double the
‘business as usual’ efficiency improvement of around 0.5% per year for
Industry and Services, reducing carbon emissionsin 2050 to around
20MtC and 15MtC respectively. Capital stock replacement rates are a
limiting factor in all sectors, but particularly so for the Domestic sector,
with initial estimates of 25-30MtC emissions.

Cost supply curves and cost-effectiveness criteria

D10 Cost supply curves for abatement of energy-related carbon
emissions are used to bring together the abatement potential of all known
measures, ordered according to their cost-effectiveness, as expressed by
the annualised cost per unit of carbon saved. Typically they have the
form shown in Figure 1, where each step represents a single technol ogy
or abatement procedure (e.g. replacement of boiler with more efficient
version), and the costs comprise the capital cost (at a particular rate of
return), plus all the fixed and variable costs. These include the energy
cost savings, and any associated costs or benefits for the individual or
organisation concerned (e.g. reduced labour costs). The lower part of the
curve, to the left of the point at which it crosses the horizontal axis,
represents the cost-effective potential. The portion of the curve to the
right of the crossing point indicates the technical potential which iswell
enough devel oped for costs to be estimated, but which is not (or not yet)
cost-effective at the chosen rate of return.
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Figure 1 Typical Cost Supply Curve for Carbon Abatement

1000

750

500

250

0 : ‘

250 9 10 15 20

ol

Cost per unit abatement £/tC

-500

Abatement potential ktC

D11 Severa points need to be taken into account:

- Themeasures are ordered in terms of relative cost-effectiveness
for the average user. This does not necessarily imply that they
will be taken up in thisorder. Investment opportunities
generally arise at particular times. Implementation also takes
time, and a portfolio of measures may be pursued together.

- Not all energy userswill have the same costs for any given
measure. Costs may vary due to many factors, e.g. building
configuration, product mix, etc. In practice the cost for any
particular measure has a digtribution on the vertical axis, rather
than asinglelevd.

- Not all energy userswill have the same incentive or ability to
invest in a particular measure. Investment decisions on
particular schemes arerarely made in isolation, and their
relationship to other demands on resources will depend on
individual circumstances, e.g. whether a company is expanding
or contracting, or moving into anew area.

- The continuing existence of a cost-effective potential has to be
rationalised. Part of it is dueto the fraction of potential
Investors who are not currently ready to invest (since the costs
do not allow for premature retirement of plant). A smaller
fraction will be failing commercially. However it isalso the
case that many cost-effective investments just do not get made
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in practice, for a wide variety of well-documented reasons,
including competition for capital, limited management
resources, and barriers such as lack of information, lack of
confidence in the market, etc. In some casesit can be
appropriate to represent the barriers by hidden costs.

The whole shape of the cost supply curve is dynamic. Cost-
effective measures are gradually taken up, to a greater or lesser
extent. They become standard practice, or obsolescent along
with the processes they relate to. Increased uptake usually
means lower unit costs, so the position of individual measures
on the curve tends to move downwards to the left. This applies
also to the technol ogies to the right hand side of the curve, some
of which achieve full commercial viahility, though others may
be discarded or ousted by changes in the market. At the same
time, R&D isintroducing new technol ogies to replenish the
potential supply of measures which are not yet cost-effective for
the average user, but which will be developed to that stage by
those best equipped to do so.

D12 Figure 2 illustrates these points for a generalised cost supply curve
typical of the whole of UK manufacturing industry at the current time.
Any steps are effectively smoothed out by the cost variations. Under a
Business As Usual (BAU) scenario, the overall form of this curve may be
expected to change very little. New abatement potential replaces that
which isused up, and there is a dynamic equilibrium overall. Thisis
cons stent with the long-held view that the technical and economic
potentials for energy efficiency have remained very smilar over the last
guarter of a century.
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Figure 2. Dynamic Equilibrium Under Business As Usual Scenario
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Effects of energy or carbon priceincreases and conditional charges

D13 Theeffect of increasing the price of energy or carbon emissonsis
to increase the cost saving for each tonne of carbon emitted, thereby
making abatement measures more cost effective. In smpleterms, this
lowers the whole curve rd ative to the horizontal axis™, and the cost-
effective potential increases (i.e. the crossing point moves to the right).
The extent to which there isincreased uptake of energy efficiency (carbon
abatement) measures will depend on the many factors mentioned above,
and can be expressed in terms of price easticities, both for short and
longer terms.

D14 Energy or carbon charges can be used to mimic such price effects,
though the overall economics— and the market signals that they convey —
are more complex. Revenue from such schemes can be recycled by many
different mechanisms, and their effectiveness as a stimulant to investment
in abatement measures can be very powerful if conditions are attached. A
conditionality can be used to force a change of investment priorities, as
opposed to simply raising the effective rate of return on energy efficiency
schemes. Revenueisthereby re-invested with a degree of focus which
could not be achieved by price effects alone.

8 Strictly speaking this needs to be considered fuel by fuel, since emission factors vary, and the cost of
atonne of carbon from electricity is several times as much as the cost of atonne of carbon from natural
gas. However, this does not affect the general argument, nor isit relevant if oneis considering carbon
charges or obligations. Note that around 95% of UK carbon emissions arise from energy consumption.
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D15 Theremainder of this note concentrates on the possible net costs or
benefits that could arise from rebated conditional price increases, since
they appear to be by far the most promising lever for achieving a higher
fraction of the estimated cost-effective potential savings. A smilarly
effective (though theoretically distinct) mechanismisused in
programmes such as Standards of Performance and the Energy Efficiency
Commitment, in which asmall levy (or notional levy) isfully dedicated
to financing energy efficiency measures, once again achieving a much
greater result than would result from a conventional price easticity
without targeted recycling of the revenues™.

D16 Three questions emerging from such considerations are:
1. What additional cost burdens might one be imposing via such charges
or obligations?

2. How far and how fast could one push this mechanism?

3. What could be donein order to enable more rapid progress?

Additional costs resulting from conditional energy or carbon charges

D17 If aconditional chargeisapplied, with full rebate, isthere any net
cost to the energy user? Thisisacomplex guestion to answer for the
general user, whose normal behaviour stops short of investment in all
cost-effective energy efficiency measures, largely because there are other,
more attractive or more pressing thingsto do. However, one can begin to
guantify the possible additional cost by considering the extreme case of a
company which is fully motivated by carbon abatement opportunities,
and has no more cost-effective measures | eft to do when a carbon charge
IS introduced.

Sngle company already at the cost-effective limit
D18 Thisextreme case can be represented by the following sequence, in

which energy efficiency schemes are assumed to require capital
investment, and any non-energy benefits are ignored®:

8 The Energy Efficiency Commitment, which involves a notional levy of ~1% of household energy
bills, is expected to improve domestic energy consumption by ~1.5% over itsthree year duration, and
carbon emissions by 1% after comfort increases are taken into account.

8 Non-energy benefits can be incorporated straightforwardly and do not affect the conclusion. They
are left out here to ssimplify the arguments.
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(i)  Thecompany has already invested up to the cost-effective limit,
represented in Figure 3 by the investment criterion such that v, the
annualised capital and operating costs per unit of carbon saved, exactly
equalsthe energy price p. Under this condition, further investment at
ratio v would have no effect on overall company costs.

(i)  Anenergy or carbon chargeis applied, effectively raising the price
of energy by an amount c. The company’s energy bill rises by afactor (p
+ ¢)/p, and the exchequer benefits by the value of thisincrease.

(i)  The company invests up to a new cost-effective limit represented
by the condition v’ = p + ¢ (i.e. once again further investment at this level
has no effect on total costs, even though these are higher than before the
charge was imposed).

(iv) Conditiona on thisinvestment up to the new limiting condition v’,
the government allows a 100% rebate on the carbon charge®™.

Figure 3 Effect of Carbon Charge on Cost-Effective Limit for Investment

investment limit

? annual £/tC with
_ charge:v'=p +c
€ S R
g investment limit o
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\‘ \ \ G
—_ I v

<4 carbonsaved —p

8 Notethat in this case thereis not a simple proportionality between the rebated revenue and the
investment required, nor is the argument dependent on such arelationship. All that isrequired of the
company isthat it adjustsits investment practice as though the price of energy-related carbon
emissions were at the higher level. By virtue of this, the mechanism isfairer than a straight price-effect
would be, sinceit does not penalise energy-intensive companies which have already exploited their
energy-saving potential. Likewise, companies for which the charge would create substantial extra cost-
effective potential are expected to make savings accordingly, as a condition of the rebate. For revenue
recycling mechanisms, on the other hand (such asin the domestic Standards of Performance and the
new Energy Efficiency Commitment programme), the actual investment isin direct proportion to the
levy raised by the energy suppliers.
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D19 Provided that the cost-supply curve between the pointsv and v’ is
smoothly continuous, it can be shown that thereis an additional cost to
the company®, which is equal to the area of the roughly triangular shaded
areashown in Figure 3. |If the area were to be a perfect triangle, then:

Additional cost = ¢/2 ? (additional carbon abatement achieved)

D20 In other words, the additional annual cost per unit of abatement is
smply ¢/2, so that a carbon charge which raised prices by £50/tonne, say,
would result in additional annual costs of £25/tonne saved, timesthe
amount of carbon saved (annually) by moving to the new cost-effective
limit. The additional cost arises essentially because, once the rebate has
been allowed, the effective price of energy consumption isrestored to its
original levd, so that the extra cost savings do not fully cover the
additional investment that has been agreed as a condition of the rebate.

D21 Several points emerge from this example:

- in practice, the cost supply curveisnot linear, but becomes
steeper towards the right, so the area under the curve will be
less than that of atriangle, and the additional costs
proportionally smaller;

- it alsofollowsthat thisisaworst case as far as additional costs
are concerned: companies not already invested to the cost-
effective limit will have options open to them with higher rates
of return, and their burden will be less;

- if the cost supply curveis very steep, so that the conditional
charge opens up very little additional cost effective potential,
little or no action isjustified®™. Costswill not be incurred, but
no savings will be achieved;

- conversdly, if the cost-supply is gently doping, and the
conditional charge opens up considerable additional potential, a
modest charge can stimulate sizeable savings but at a net cost to
the company. Typically this cost would be a substantial fraction
of c/2 timesthe additional carbon savings, but this represents an

8 Administrative costs are assumed to be zero, and wider welfare benefits or costs, e.g. from increased
sales of energy efficient equipment, offset by lower profits for energy suppliers, are neglected in this
example.

& The practicability of this mechanism relies on assessment and agreement of the cost-effective carbon
abatement potential for the sector concerned. For some business sectors this may be hard to achieve.
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upper limit which would only apply in this extreme case where
then company invests to the hilt.

Distribution of companies operating to the left of the cost-effective limit

D22 The example above assumes that the company always invests to the
cost-effective limit, as defined by the chosen rate of return®, but thisis
not arealistic expectation for al of the reasons mentioned above. In fact,
one has a spread of behaviours, with a broad distribution both for the
uptake of nominally cost-effective measures, and for the propensity with
which companiesinvest in efficiency measures. Although it can be
difficult to determine the actual percentage uptake of a particular
measure”, thereis plenty of evidence— e.g. from Energy Efficiency Best
Practice Programme Energy Consumption Guides — to support the
concept of a distribution of performance® within which leaders and
laggards can be described. Under BAU this distribution moves forward
in the direction of greater energy efficiency, as the leaders adopt
increasingly better technologies and management practices, and the rest
follow at a distance behind. In the short term, there is always scope for
narrowing this distribution via cost-effective measures, and in the long
term the crucia factor isthe rate at which new technol ogies become
commercially available.

D23 Given such adistribution, it can be argued that any additional
Investment — up to the cost-effective limit — should always yield positive
benefits, so that the outcome of applying a fully rebated, conditional
carbon charge will beto lower all companies net costs rather than raise
them. This net benefit means that the companies would be no worse off
even with incomplete recycling, so there is some freedom of choice asto
how the surplus revenue is used. However, this argument ignores the
reasons — of timing, resource limitations, etc. — which restrain
spontaneous moves towards higher efficiency.

D24 A counter-argument would claim that each company finds its own
operating regime within the spectrum of investment opportunities, and the
current situation reflects the competition between efficiency schemes and

will span arange of payback times on the favourable side of this limit, so the competition isreally with
the average rate of return of schemes that do get implemented, not with the theoretical extreme.

87 Low and zero-cost energy management ‘ housekeeping’ measures are hard to define precisely, and
?pl icability varies considerably for most technologies.

8 Generally expressed in terms of energy consumption per unit of output.
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other types of investment which may be intrinsically more attractive®™.
This situation could result in positive costs when a conditional chargeis
applied, since each company is being driven beyond its own equilibrium
operating regime.

D25 Thesetwo cases represent lower and upper bounds, asfar as
estimation of additional costsis concerned, and the true pictureis
probably somewhere in between. Provided that the measure-induced shift
in investment priorities resultsin a net benefit rather than a net cost, the
fraction of the revenue that is rebated can be less than 100% without
impaosing additional costs on business as a whole (though there will be
variations for individual companies). This appearsto be the most likely
situation, but supporting evidenceis needed. A simple spreadsheet
model, based on real cost supply curves and on approximate distributions
for uptake of measures, and propensity to invest, has been constructed
since an analytical solution would be very complicated to follow.

Generalised modd

D26 Following up the ideas above, an Excel spreadsheet modd was put
together to represent the BAU situation for manufacturing industry, in
which thereis partia uptake of cost-effective measures, and awide
spread of investment behaviour amongst the companies in each sector.

Modelling partial uptake

D27 Any actual cost supply curve represents a snapshot in time. Each
of the measures has achieved some degree of market penetration,
generally with much higher fractions for those offering the highest rate of
return. Expectations are that the uptake for the high-return measures will
increase further in the future, and that the more promising of the less cost-
effective measures will eventually become cheaper to implement.

D28 Themodd represents the current uptake in terms of a function
which estimates a percentage uptake for each measure, based on its
current estimated rate of return. Thisimplies the existence of an
underlying reference potential for each measure, relative to which the
uptake is expressed. These underlying potentials can be combined to
produce a reference curve, which isthe cost supply curve that would

% For example, an efficiency scheme might offer a guaranteed 30% return on investment, but it could
be rejected in favour of new product devel opment, estimated to yield a somewhat risky 25%, but for
which the potentia rewards are much greater in the long run.
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pertain if all of the measures had zero uptake. Like the current cost
supply curve, thisreferenceis a snapshot — in this case of the total
potential for all measures relevant to the current time.

D29 Theactual cost supply curve used isillustrated in Figure 4, together
with the assumed uptake function and the derived reference curve. The
actual curveisbased on an ETSU study, with an allowance for uptake
since the data were collated®, and the cost effective potential of
approximately 7MtC is consistent with the Climate Change Programme
documents.

Figure4. Generalised Cost Curve for Industry and Assumed Uptake
Function
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D30 Notethat the uptake curvein Figure 4 relates to the abatement
potential for the underlying reference curve, not the current cost supply
curve. The exponential uptake function includes the assumption that
measures which are not cost-effective have negligible uptake, so the
uptake curve reaches zero where the reference curve crosses the
horizontal axis. The maximum uptake has arbitrarily been set a 80% to
reflect observations that even the most cost-effective measures do not
achieve full penetration, because of factors such astiming constraints and
company restructuring. This, and the functional form assumed, affect the
shape of the derived reference curve, but do not have a strong bearing on
the broad cost estimates from the mode (see comments below on
sengitivity to assumptions and key parameters).

% «Energy and Carbon Dioxide Savings Supply Curves for UK Manufacturing Industry’, ETSU for
DoE Global Atmosphere Division, October 1996, ref RY CA 18724001/2/2
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D31 Noteasothat thissimple model ignores the improvement in cost-
effectiveness that usually accompanies increased uptake; this can be quite
sgnificant for very large changes, and the effect will generally beto
lower costs. Hence this approximation will tend to give a pessmistic
view of costs and benefits due to increased uptake.

Modelling the distribution of investment behaviour

D32 Variationsin propensity to invest in cost-effective measures are
modelled by splitting the set of industrial companiesinto a bell-shaped
distribution of nine unequal groups, each of which has a different scaling
factor in the uptake function —i.e. a different sengtivity to the rate of
return offered by each measure. In effect the overall modd isa
summation over each of these groups of companies, each of which hasits
own uptake function and share of the implied reference potential curve.

D33 For each group, the uptake function enables one to make an
estimate of the carbon abatement relative to the zero-uptake condition.
Taken together with the actual emissions for manufacturing industry™,
each group’ s current abatement can be expressed as a ‘ carbon efficiency
index’ *2. The modelled distribution of carbon efficiency (which closely
mirrors energy efficiency) isillustrated in Figure 5. Again, the exact
shape of thisdistribution is model dependent, and it has been adjusted to
be broadly consistent with the distribution widths observed in Energy
Consumption Guide data.

Figure 5. Moddled Carbon Efficiency Distribution for Manufacturing
Companies
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Carbon efficiency index relative to zero uptake = 100

° Currently around 34 MtC including the share of power station emissions but excluding non-energy
process emissions.
%2 Defined here as 100 ? (share of total emissions + estimated abatement) ? (share of total emissions)
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Modelling the effect of a carbon charge

D34 Theeffect of increasing the price of energy, or of applying a
carbon charge, is, to afirst approximation, to shift the horizontal axis of
the cost supply curve by an amount equivalent to the price rise or charge.

Short-term effect

D35 Thisisillustrated in Figure 6 below for the example of a £75/tC
carboncharge. In this case, the chargeis applied instantaneoudly, such
that thereisno time for the cost curve to respond (via‘learning curve
effects, additional R&D, etc), and the additional uptake stimulated by the
charge resultsin adirectly equivalent diminution in the remaining
potential. The derived reference curve is unchanged apart from the
downward shift.

Figure 6. Generalised Cost Curve with Instantaneous £75/tC Emission
Charge (no Replenishment of Cost-Effective Technologies)
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D36 Under these circumstances, the efficiency distribution moves to the
right, and there is a tendency for the width of the distribution to become
restricted by the increasingly expensive options faced by those users at
the leading edge.
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Figure7. Carbon Efficiency Distribution with Instantaneous £75/tC
Emission Charge (no Replenishment of Cost-Effective Technologies
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Long-term effect

D37 If, however, the pricerise or chargeis applied at a rate such that the
market can respond (or other measures contribute) so asto replenish the
unused cost-effective potential, the uptake is no longer as restricted by
lack of measures®™. Uptakeisincreased, asin Figure 8, and the efficiency
distribution of Figure 9 is both further to the right, and less constricted
than in the instantaneous case above, where replenishment was not
allowed to occur.

Figure 8. Generalised Cost Curve with £75/tC Emission Charge and Full
Replenishment of Cost-Effective Technologies
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% The coincidence of the cost-effective limit and the edge of the graph in Figure 8 has no significance,
and the curves continue off-scale to the right of the chart.
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Figure9. Carbon Efficiency Distribution with £75/tC Emission Charge
and Full Replenishment of Cost-Effective Technologies
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D38 It was shown above that, for a company investing at the cost-
effective limit, in response to a conditional charge £c per tonne of carbon,
which isfully rebated, the additional net cost to the company is
approximately £¢/2 per tonne of carbon saved. The equivalent result for
the model described here depends on how one accounts for the actual
behaviour, in which the operating point for each group of companiesin
the efficiency distribution falls short of the cost-effective limit. If one
makes no allowance for any hidden costs or other barriers, then thereisa
large net benefit as shown in Figure 10. Asthe chargeisraised, the net
benefit per unit of carbon saved runsinto diminishing returns asthe
remaining cost-effective potential is used up (this being a sudden
increase, with no time for replenishment of the potential by emerging
technologies). Thisisa‘best possible case’ stuation, in which the
cost/carbon curve indicates that with no charge at all thereis a net benefit
of approximately £80/tC to be reaped. Astheincreasing chargeisused to
stimul ate investment, the cumul ative benefit becomes very considerable.
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Figure 10. Net benefits from a fully rebated conditional carbon charge
(best case: no allowance for competition for resources or hidden costs)
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D39 The corresponding carbon abatement is shown in Figure 11 below.

Figure 11. Carbon abatement stimulated by conditional charge
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D40 An equivalent ‘worst case’ can be constructed by assuming that the
current behaviour represents an equilibrium, such that there are no net
benefits to be gained by increasing the priority of investment in carbon
abatement measures. Thisis equivalent to applying a hidden cost per unit
of carbon which exactly offsets the benefit of £80/tC observed in Figure
10 above, and theresult is shown in Figure 12,

173




Figure 12. Net costs for afully rebated conditional carbon charge (worst
case: hidden costs nullify cost-effective savings at equilibrium)
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D41 Now the cost per unit carbon savings is positive throughout, and
reaches about £27/tC when the chargeisraised to £100/tC (corresponding
to carbon abatement of around 5 MtC asin Figure 11), i.e. the additional
cost per unit of carbon is approximately £0.27¢ at this point, and is still
risng gradually. Figure 13 shows the shape of this curve. Asmight be
expected, thisratio isless than the limiting worst case of around £¢/2
obtained in section 3.2 above, because of the breadth of the distributions
of uptake and investment behaviour, both of which reduce the effective
stegpness of the cost supply curve which applies when the conditional
chargeis applied™.

Figure 13. Worst Case Net Costs as Fraction of Charge Level
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% |f the uptake curve is replaced by a step function such that all cost-effective measures are taken up,
and the behavioural distribution is collapsed to a single point, then this model does (asit should)
reproduce the analytical result of £¢/2 for incremental charges.
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D42 Thusthe modd isableto give an estimate of the extent to which
the additional costsfor this generalised case relate to the result in section
3.1 above. In the best possible case, there are net benefits at all charge
levels well beyond £100/tC. In the worst case, the cost per tonne of
carbon rises steadily in relation to the charge level, reaching just over half
of the limiting value of £¢/2 by the stage at which t = £100/tC.

Long term

D43 Inthe BAU stuation illustrated in Figure 2 above, it is assumed
that emerging technol ogies replace the cost-effective measures at
approximately the same rate as they are taken up. The cost-supply curve
remains essentially unchanged, and there is no net cost as the overall
carbon efficiency improves gradually with time. When a carbon chargeis
applied suddenly, the emerging potential has no time to respond, and
there may be net costs asrevealed in Figure 12. However, itisaso
possible to envisage a situation in which a steadily escalating chargeis
accompanied by a corresponding accel eration in the rate at which new
cost-effective abatement technologies emerge, such that the cost-supply
curve shape is still maintained, and there are therefore no net costs, even
for the worst case where there are hidden costsasin Figure 12. Thisis
equivalent to an accelerated version of BAU, where a dynamic
equilibrium ismaintained. The equivalent long term equilibrium for the
‘best case’ of Figure 10 would be that the net benefit of £80/tC would be
maintained for all levels of charge and carbon abatement.

D44 Hencein thelong term, the crucial factor istherate at which

emerging technol ogies become available, since this determines the extent
of any net costs arising from rebated or recycled conditional charges.

Technological development and renewal of abatement potential

D45 A finely balanced equilibrium such as that described in the
previous section 4.4.2 is of course only one possible situation in awhole
range. Atworgt, it isassumed that relevant technological development
will continue at least at the BAU rate. Except in afew specific cases —
e.g. primary aluminium smeting — there are no signs yet of technical
limits imposed by laws of physics. However, the BAU rate currently
supports a rate of improvement in end-use industrial energy efficiency of
around 0.5% per year, which is not adeguate to ensure a 60% reduction in
foss| fue demand, particularly if the increasing dectricity fraction is not
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matched by very substantial improvementsin the carbon content of
electricity.

D46 At best, the availability of cost-effective technol ogies might be
increased so fast that it is not a limiting factor in practice. However,
given that the cost of technology is only brought down to viable levels by
using it widdy, thisisan unlikely situation for an advanced economy to
encounter. Thereisanatural tendency in the mechanism for some sort of
dynamic equilibrium to devel op, whatever the rate of change.

D47 In very approximate terms, the rate of improvement in energy
related carbon abatement would need to be roughly double the BAU rate
for it to be consistent with a sustainable 60% reduction in fossil fuel use
by 2050, and continuing improvements thereafter. The implication is that
the rate of introduction of new carbon abatement potential needs to
double aso. It ishard to estimate the cost of such a change, particularly
in an international context. Also difficult isto pinpoint areas of
fundamental R& D to support with the aim of developing demand side
measures for industry, since process improvements etc. come from such a
wide range of disciplines.

D48 Factorswhich are likdy to be important include not only the
general level of support for R&D in the relevant sectors, but also the
currently typical gestation times of around 10 years for technol ogical
innovation, and plant replacement lifetimes of 15-20 years or more. It
may be this last factor which presents the most costly barrier (asit does
for domestic housing) and that premature retirement of industrial plant
needs to be considered more serioudly in the overall cost estimation.

D49 It isenvisaged that a succession of such schemes could be
continued effectively for at least two or three more decades, provided that
they are announced well in advance. Since a sustained, elevated rate of
carbon abatement implies a correspondingly higher rate of technological
replenishment, the mechanisms governing investment rates (both in R&D
and in plant and process renewal) may need to be addressed.

Role of CHP
D50 About half of the current cost-effective carbon abatement potential
for manufacturing industry is associated with CHP. Since CHP reduces

carbon emissions but does not in itself reduce end-use energy
consumption, it is also important to look at the energy efficiency
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measures separately from the CHP potential. The equivalent of Figure 4
with CHP excluded is shown in Figure 14.

Figure 14. Industry abatement potential curve with CHP excluded (cf.
Figure 4)
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D51 Applying arebated carbon charge now yieds only around half of
the carbon savings (about 2.5 MtC for a charge level of £100/tC), as
might be expected. The worst case additional costs per tonne of carbon
are, however, essentially unchanged, as one can see by comparing Figure
15 with Figure 12 above.

Figure 15. Net costs for a fully rebated carbon charge: CHP excluded (cf.
Figure 12) (worst case: hidden costs nullify cost-effective savings at
equilibrium)
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D52 Hencetreating CHP as a special case and excluding it from the cost
supply curve does nat, in thisinstance, have any significant effect other
than a smple scaling of the potential.
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Sensitivity to assumptions and key parameter values

D53 The most important outputs from the modd are:

- the amount of carbon abatement stimulated by a given charge

leve;

- theworst case additional cost per tonne of carbon, in relation to
the charge levd;

- the best case ben€fit per tonne of carbon, at low charge levels.

D54 Both of these are potentially sensitive to assumptions and
parameter values, particularly those concerned with the uptake function,
and the shape of the non-cost-effective part of the cost supply curve. The
cost-effective part of the curve istaken as given. Sensitivities for the
Industry cost supply curve mode (including CHP) have been explored in
a sdlective rather than exhaustive way, and the results are summarised in

the table bel ow.

D55 Generadly the effects are quite small in relation to other
uncertainties — e.g. the wide range between the best and worst cases for
hidden costs — and do not have a major effect on the main results.

Sensitivity Check

Effect on carbon

Effect on worst case

Effect on best

abatement cost per unit of case benefit per
carbon relative to unit of carbon
charge level
Maximum uptake Saving for charge of Cost/carbon @ No change from
increased from 80%to | £100/tC increases charge of £100/tC low-charge
100% from 5.0 MtC to fallsfrom £28/tCto | benefit value of
6.4 MtC £22/tC ~£80/tC
Investment sengtivity Saving for charge of Cost/carbon @ Benefit reduced
(scale factor for £100/tC increases charge of £100/tC from £80/tC to
exponential) increased from 5.0 MtC to risesfrom £28/tCto | £60/tC
from 1.0t0 3.0 6.0 MtC £35/tC
Reduce the potential for | Saving for charge of Cogt/carbon @ No significant
al non-cost-effective £100/tC reducesfrom | charge of £100/tC change
technologies to ~50% of | 5.0 MtC to 4.4 MtC rises from £28/tC to
original values £37/tC
Halve the width of the No significant change | No significant No significant
behavioural distribution change change

of carbon efficiency
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Ser vices Sector

D56 Cost supply curves for the Services sector have been devel oped by
the Building Research Establishment (BRE), and model curves™ are
shown in Figure 16, which is equivalent to Figure 14 for industry.

Figure 16. Services sector carbon abatement potential curve (with CHP
excluded™)
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D57 Treating thisin the same way as the industry model above yields
the short-term response curves shown in Figures 17-20.

Figure 17. Services sector: net benefits from a fully rebated carbon charge
(best case: no allowance for competition for resources or hidden costs)
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% The“Current cost supply” curve approximates the potential and costs for a 25% rate of return, based
on data provided by Christine Pout of BRE.

% The cost-effective potential for carbon abatement via CHP in the service sector requires further
analysis, but isa much smaller fraction of the total potential than for industry.
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D58 Comparing Figure 17 with the equivalent for industry (Figure 10)
indicates that the estimated benefits per tonne of carbon for no-regrets
measures in services are considerably larger than those for industry
(starting at ~£250/tC rather than ~£80/tC). A consequence of thisisthat
to account for sensible uptake levels, the propensity to invest in carbon
abatement measures must be assumed to be much lower in the services
sector than in industry. Thisisintuitively correct, Since energy costs tend
to be amuch smaller fraction of total costs, and there are many other
barriers such as landlord-tenant arrangements. Theresult isthat the
services sector istheoretically more difficult to influence with energy
price signals such as the conditional rebated carbon charge, and Figure 18
shows a relatively modest effect, representing around 30% of total cost-
effective potential for a charge leve of £100/tC. This compares with
about 60-70% for industry.

Figure 18. Services sector: carbon abatement stimulated by conditional
charge
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D59 Taking the worst case, with hidden costs” offsetting the no-regrets
benefits, the additional cost burden per tonne of carbon as shown in
Figure 19 is nevertheless smilar to that for Industry at comparable charge
levels, and thisis confirmed by the fractional costs as shown in Figure 20.
Asin Industry, they appear to be significantly below the fully invested
single company worst case value of 0.5 (see section 3.1).

%" Following from the previous discussion, the hidden cost per tonne of carbon would have to be about
three times as high for services as for industry. This feelsimprobable, and suggests the influence of
barriers such as competition for capital and other resources, rather than true costs alone.
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Figure 19. Services sector: net costs for afully rebated conditional carbon
charge (worst case: hidden costs nullify cost-effective savings at
equilibrium)
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Figure 20. Services sector: worst case net costs as fraction of charge level
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Domestic sector

D60 BRE carbon abatement estimates for the domestic sector® are
guoted for arange of costs per measure, and the extreme values are
plotted as two cost supply curvesin Figure 21 below. For the purpose of
estimating costs associated with programmes to promote more rapid
uptake of energy efficiency measures, the lower costs are most
appropriate®, and the mode curve has been fitted accordingly™™.

% Provided by Les Shorrock, BRE. The data shown in Figure 21 are for a 15% discount rate.

% Comparison of estimated measure costs with those obtainable through energy efficiency schemes
such as Standards of Performance and HEES suggests that the BRE lower costs can be achieved easily,
or bettered, via bulk-purchase arrangements.
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Figure 21. Domestic sector carbon abatement potential curves
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D61 Comparison of these curves with the industry equivalent shows
similar levels of benefit for the no-regrets measures, and a much
shallower gradient than for the service sector. Best-case benefits are of
the order of £100/tC (cf. £80 for industry and £250 for services). This
would suggest that on simple economic arguments, the domestic sector
should be more responsive to a conditional rebated charge than the
service sector. Results from the mode indicate that in terms of fraction
of potential realised for a given level of charge, the domestic sector is
very similar to industry. However, thereisamajor difference when it
comes to estimating the rate at which the abatement measures are being
supplemented by emerging technologies, and it is not obvious that one
can regard BAU in the domestic sector as a steady state in which uptake
of existing efficiency measures is balanced by new cost-effective
potential. Radical improvements to building insulation can be envisaged,
but they remain costly unless implemented widdy, and the construction
industry is very conservative.

D62 Theworst case would be onein which thereis no replenishment of
potential ether in the short or the long term, and Figures 22-23 show
what would happen if the charge level continued to rise to £200/tC, twice
theillustrative value used for industry and services where more rapid
technological response might be expected. Possible additional costs per
tonne of carbon — assuming that hidden costs offset benefits — are smilar

1001t can be argued that the uptake limit for domestic measures should be closer to 100% rather than the
80% assumed for Industry and Services, since limitations to do with dwelling type have already been
taken into account. However, raising the limit to 95%, say, does not significantly affect the cost
estimates (though it does raise the realisable carbon savings). Moreover, there may be difficultiesin
accessing and implementing all of the potential, and the 80% limit is retained to allow for this. Given
theleve of detail in the BRE data, it would be possible to do a more accurate analysis of uptake, but
this has not been practicablein the time available.
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to those for services, and dightly lower than for industry. Figure 23
shows the effect of diminishing returns as the abatement potential
becomes exhausted, in this case at around 12 MtC, or 25-30% of current
emissions'™.

D63 In practice, it seemsvery unlikey that a prolonged programme to
maximise the uptake of existing Domestic carbon abatement potential
would not stimulate the introduction of additional measures, even to the
extent of changing lifestyles to some extent. For thisreason, the
saturation seen in Figure 23 isnot areal barrier if oneisconsdering a
timescale of 50 years or more; the DEFRA 2050 BAU projection for the
Domestic sector is equivalent to a 42% improvement in energy efficiency,
and an ultimate efficiency factor of 0.35 (for 2050 efficiency relative to
2000) is considered to be possible under the right scenario.

Figure 22. Domestic sector: net costs for a fully rebated conditional
carbon charge up to £200/tC (worst case: hidden costs nullify cost-
effective savings at equilibrium)
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101 Refaxing the 80% uptake limit in the model would increase the saturation level by up to another
3 MtC.
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Figure 23. Domestic sector: carbon abatement stimulated by conditional
charge (worst case, short term response, with no replenishment of
abatement potential)
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Conclusions

D64 Analysisbased on the ETSU cost supply curve for carbon
abatement in manufacturing industry has yielded estimates for the best
case benefits and worst case additional costs that might result from the
introduction of a conditional rebated carbon charge — a charge for which
the revenue is rebated on condition that the user invests selectively in
energy efficiency as though the energy price were increased by the
amount of the charge.

D65 For the extreme case of a company which isalready investing in all
cost-effective abatement measures, the charge introduces an additional
cost of the order of 50% of the product of the charge rate times the carbon
saved. Thisshould be aworst case limit.

D66 For atypical distribution of companies operating well below the
cost-effective limit, there isarange of possible costs or benefits. The
worst case, assuming that the benefits of ‘ no-regrets measures are offset
by hidden costs, leads to additional costs which increase progressively
with the charge level, but for levels up to £100/tC are substantially |ower
than the worst case for the single company operating at the cost-effective
limit. The spreadsheet model indicates worst case additional costs of
around £20 to £35/tC in the short term, for a charge of £100/tC which
stimulates savings of 5 MtC or about 14% of current emissions.
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D67 The best case (assuming no hidden costs or transaction costs, and
assuming that the barrier to investment is removed by the conditional
charge) suggests average benefits of up to £80/tC, decreasing to around
£50/tC after savings of 5 MtC.

D68 Long-term costs and savings are crucially dependent on therate at
which emerging technol ogies replenish the cost-effective measures as
they are taken up. If technology renewal matches the rate of uptake, the
additional costs of investment in carbon abatement should be minimal,
but the cost of stimulating the technology needs to be considered.

D69 Similar analysis can be applied to the services and domestic
sectors, and worst-case estimates of abatement costs are comparable,
though different market behavioural characteristics need to be taken into
account. In comparison with industry, the services sector isless
responsive to energy price signals, since energy represents a very small
fraction of total costs. The domestic market is affected by individual
preferences and cultural factors. Stock turnover isvery dow, and the
building industry is very conservative.

D70 Current indications arethat it should be possible to double the
Industrial ‘business asusual’ efficiency improvement of around 0.5% per
year, by means of a series of schemes involving conditional charges or
obligations, spread over several decades. This might reduce carbon
emissions by a further 30% by 2050, reducing projected emissions of
about 25-30 MtC to around 20 MtC. Plant replacement cycle times,
typically 15-20 years or more, are likely to be a barrier to progressing at
an even faster rate, since premature retirement of plant would be costly.
Similar rates of extra progress might be achieved in the service sector,
reducing projected 2050 emissionsto around 15 MtC. For the domestic
sector the model has been used to estimate abatement and costs for the
very restricted worst case in which no new technologies arise. In
practice, development of new abatement measures will continue, and
efficiency improvements to around 30-40% beyond BAU are considered
possible, with emissions of 25-30 MtC.
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Annex E
Results of AEAT/Imperial College MARKAL project

E1l TheDTI, DEFRA and the PIU commissioned AEA Technology
and Imperial Collegeto use the MARKAL mode to develop arange of
“bottom-up” estimates of carbon dioxide emissions from the UK energy
sector up to 2050, and to identify the technical possbilities for the
abatement of these emissions. Three levels of abatement by 2050 were
considered: a 60% reduction relative to emission levelsin 2000 —
approximating to the level considered by the RCEP — as well as 45% and
70% reductions.

E2 Thereport reached the following conclusions:

(i)  Fina energy demand could remain fairly steady over the next 50
years, even with continued growth in the demand for energy services.
Thiswould require investment in cost effective energy efficiency in al
the demand sectors, at alevel that has not been attained in recent decades.

(i)  Demand for primary energy could fall due to the combination of
increased demand side efficiency and improvements in the efficiency of
the energy supply industries as they invest in more advanced
technologies.

(iii) The adoption of cost effective energy efficiency technologies on
both the supply and demand sides also yields benefits in terms of carbon
dioxide emissions. Emissionsfall between 2000 and 2050 by 11-33 %,
which equatesto afall in emissons intensity (carbon emissions per unit
of GDP) of between 2.7% and 3.1% per year. This compareswith the
average reduction over the last 30 years of 2.9% per year.

(iv) Reducing carbon dioxide emissions by 45% to 70% by 2050
requires the deployment of additional technologies, but the study has
shown that there are sufficient options to achieve these level s of
abatement, even with the high growth WM scenario.

(v) Natural gasis expected to take a growing share of energy supply,
with coal falling to alow level and oil being essentially confined to
trangport applications. The share taken by gas increases further when
seeking to reduce carbon emissions. In particular natural gas dominates
electricity generation.
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(vi)  No new nuclear capacity is built in the reference scenarios, but new
capacity is built when seeking to reduce carbon dioxide emissions by over
45%. However, there are other technologies available for power
generation that are only marginally more costly (actually directly
comparable within the uncertainty of the technology cost estimates).

(vii) Carbon dioxide sequestration and disposal could make a major
contribution to reducing emissions from power generation with gas
turbine combined cycle plant, and from hydrogen production, also from
natural gas.

(viii) Coal-fired power plant has the potential for considerable
improvements in both capital cost and conversion efficiency. However,
these improvements will not be sufficient to make coal cost competitive
without much larger increasesin natural gas prices than expected in any
of the scenarios.

(ixX) Renewable energy sources slowly increase their share of power
generation in the reference scenarios, mainly through the deployment of
waste, on-shore wind and biomass technologies. When constraints are
applied to carbon dioxide emissions their deployment increases with
expanded biomass capacity together with deployment of offshore wind
and wave energy.

(x)  Hydrogen technologies are not deployed under reference
conditions, but are needed after 2030 when seeking to reduce carbon
dioxide emissions. They are mainly deployed in the road transport area
with both passenger cars and HGVs. The hydrogen is derived from
natural gas, but if carbon dioxide sequestration is not available, hydrogen
Is produced by gasification of biomass.

(xi)  The costs of carbon dioxide abatement are appreciable in absolute
terms but are small in comparison to the overall turnover of the energy
sector, and are likdy to have a negligible impact on economic growth.
The cost of abatement is estimated to have an impact of up to 0.02
percentage points on along term GDP growth rate of 2.25%.

E3  Thefull results of the project will be published separately.
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Annex F

Timing | ssues

Key messages:

Delaying abatement action for a known short-term target increases
the cost of meeting the target. Uncertainty favours early action, as
“insurance’ against future environmental states being wor se than
expected.

L ear ning by doing is best stimulated by early abatement. But
investment in R& D can imply a postponement of action. Sothereis
not a univer sal solution for all technologies.

Carbon taxes ar e a theor etically optimal emission reduction tool as
they place a value on each unit of carbon emitted (trade in per mits
can act the same way). Inclusion of endogenous lear ning impacts
increases the elasticity of responseto a tax.

Morework is needed on the full impact of induced technical
change/lear ning on the optimal abatement path and abatement costs.

F1  Until recently most economic models (as discussed in chapter 4)
have focused on the overall costs of addressing climate change in general
and specifically the Kyoto targets. Model ling work has concentrated on
presenting the benefits, in terms of lower costs, of flexibility be that
through trading, CDM, the inclusion of all six greenhouse gases etc. At
the same time model ling work has addressed issues concerning the
structure of climate change abatement policies by considering the merits
of taxes versus permits or trading versus joint implementation/CDM.
However, it isonly in the last few years that research hasreally started on
the question of timing of action. As such thereisagreat deal of
conflicting evidence and much more work to be done.

F2  Animportant factor on the cost of any emission reduction target is
when work towards the target commences. However, timing
considerations differ in relation to length to target and potentially type of
target. For Kyoto, in this context a short term fixed emission limit target,
thereis clear evidence that delaysin starting to meet the target will
increase costs. For longer-term emission control commitments the
arguments between immediate and delayed action are seemingly less
clear-cut. In favour of delayed abatement are that:

188



- It prevents premature (and costly) early retirement of capital
(e.g. generating plant);

- it alowsfor more technological progress so alternativesto
foss| fuels become cheaper;

- time discounting, diminishing future abatement costs.
F3  Thecounter arguments, which promote early action, are that:

- it prevents further lock-in to carbon-intensive production and
consumption;

- early investment in emissions reduction technology stimulates
‘learning by doing’ and is the best means to achieve cost
reductions;;

- acautious policy best in the face of future uncertainties,

- greater detrimental impact on climate change if action is
postponed.

F4  Several arguments supporting early action are based around
technological inertia. That is, if early action is not taken or deemed not to
be needed the economy will not change. Deferring action encourages
“technology lock-in" where producers of current products make small
improvements rather than developing new low-carbon products, or carbon
lock-in caused by the dow turnover of capital.

Balancing the short and long-term

F5  When does cost minimising investment and technology
development have to stop and non-cost optimal measures start (e.g.
premature retirement of plant)? In part an answer isa market solution,
new technologies will become affordable and profitable; when the cost of
running existing plant becomes too greet. If a fixed date for an emission
concentration target is assumed then earlier R& D has greater benefits
than later R&D, so the marginal costs of investmentsin R&D decline
over time.
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F6  Assuming technology improvements reduce costs of future
abatement, direct action can be delayed, but this does not mean that no
action isrequired. No-regret options or low-cost long-term capital
Investments should be enacted; after-all they are (or are near)
economically efficient. To ensure future costs decline, investment and
R&D on energy supply and use are required now. For Government this
implies providing a clear signal on long-term policy goals to allow
industry to mix short-term (the "learning by doing" approach) and long-
term investment as appropriate to ensure low-cost low carbon products
and producers are available.

Learning

F7  Economic modelling work has only just begun to address the issue
of uncertainty and learning in the context of climate change. Learning
will have a greater impact the stronger the assumed relationship between
periods. Early results show that including learning as an endogenous
variable reduces the costs of emission abatement. Thismay all seem
rather obvious. When learning by doing has been considered the results
tend to indicate earlier abatement, especially if a strong learning effect is
assumed (i.e. welearn alot from doing). For learning viaR&D the
reverseis generally true, i.e. investment in R&D isrequired with
abatement action postponed. So clearly thereis not a universal solution
for all technologies. There does not seem to be much in the literature on
which is more important for greenhouse gas reduction — learning by doing
or R&D.

F8  Animportant question ishow learning or innovation can be
encouraged. Companies choose to invest if they believe the cost of the
investment will be more than compensated by future cost saving. For
example, a carbon tax puts a price on emissions so a company may
choose to invest in R&D to improve the efficiency of energy use, emit
less and so pay lesstax. Thefina decision to invest istaken on the
expectation of gain on an investment. However, in thereal world there
are likely to be technology spillovers whereby other companies can
imitate a new process derived from the R&D investment. Therefore, in a
situation where companies believe they will not receive the full benefit
(financial or competitive) of innovation (e.g. where patent protection is
weak), there will be atendency for the economy not to invest enough in
R&D. Thisargument can be extended to the idea that Government has a
central rolein funding high “ spillover” research that will not be
economically attractive to any one single firm. This |eaves the market to
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invest in specific application technol ogies where spillover risks are less.
But clearly there are limits on the amount of learning investment the UK
can and should undertake, especially in areas where significant

development is happening e sewhere from which UK industry can learn.

FO Thereisaview that acredible threat of “ government/regul ator”
action can be sufficient to stimulate action/investment. However, some
policies may limit the amount of abatement a company will undertake.
Policies that enforce the use of best available technology or set
performance standards leave little incentive to make additional cutsin
emissions (other than if they were no cost).

F10 Some argue that because atax puts a price on each unit of
emissonsit has the potential to create more innovation and more
abatement than permits, which aim to limit the total amount of emissions.
Under a permit system there may be less incentive to seek out additional
means of reducing emissions (below the cap) as these emissons are free
for grandfathering or already paid for under auction, so additional action
cannot reduce current costs. With tight caps of the kind required for a
60% CO:zreduction, and ability to sell emission savingsto others, this
argument does not seem highly relevant here.

F11 It has also been shown that theinclusion of learning lowers the
optimal level of a carbon tax assuming it is set at the marginal cost of
abatement, which islowered through learning. It has also been shown that
if learning is treated endogenoudly it increases the dasticity of response
to a carbon tax. This meansthat, for a given tax, more abatement will
occur than when learning is not internalised. But the treatment of learning
and induced technical change is an emerging area of study and one that
needs to be considered more fully in addressing optimal climate change
mitigation pathways.

Uncertainty and risk

F12 Uncertainty (and the assessment of different outcomes from the
expected) should lead to greater early abatement if the assessment
concludes that future states could be worse particularly if large
irreversible changes (such as suppression of the Gulf Stream) are a
possibility. In this context learning and uncertainty are linked. If itis
consdered that learning about future climate states will show that the
probability of a case worse than the expected case is greater than the
probability of a better case, then learning will implies more action in the
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prior period. Since in theory thereis an infinite range of possible bad
climate states, but good states are bounded by proximity to current
conditions, then early action is desirable to avoid the regret of not having
done enough.
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GLOSSARY

AAU Assigned amount units

ABWR  Advanced Boiling Water Reactors
AC Alternating current

ALWR  Advanced Light Water Reactors
ARBRE Arable Biomass Renewable Energy project
BAU Business as Usual

B/L Basdine

BIPV Building Integrated Photovoltaic
BNFL British Nuclear Fudsplc

BRE Building Research Establishment
CAES Compressed air energy storage
CAP Common Agricultural Policy
CCA Climate Change Agreement
CCGT Combined cycle gasturbine

CCL Climate Change Levy

CCP Climate Change Programme
CdTe Cadmium tdluride

CDM Clean Devel opment Mechanism
CEGB Central Electricity Generating Board
CH Central GDP growth - high fud prices
CHP Combined heat and power

CIS Copper indium disdenide

CL Central GDP growth - low fuel prices
CO, Carbon dioxide

CS Carbon dioxide capture and storage
DC Direct current

DEFRA  Department for Environment, Food and Rural Affairs
DERV Diesdl engine road vehicle

DFG Dash for gas

DNO Digribution Network Operator

DTI Department of Trade and Industry

DTLR Department for Transport, Local Government and Regions
EMF Energy Moddling Forum

EOR Enhanced oil recovery

EPGS Energy Paper 68

ESI Electricity supply industry

EST Energy Savings Trust

ETSU Energy Technology Support Unit
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EU European Union

FSU Former Soviet Union

GDP Gross domestic product

GGE Greenhouse gas emissions

GHG Greenhouse gases

GS Global Sustainability

GW Gigawatt

GWh Gigawatt hours

HTR High Temperature Reactors

IAG Inter-departmental Analysts Group
IEA International Energy Agency
IPCC Intergovernmental Panel on Climate Change
ISA Intelligent Speed Adaptation

J Joint Implementation

ktC Kilotonnes of carbon

kwWh Kilowatt hour

LS Local Sustainability

LUC Land use change
MCT Marine Current Turbines
MSW Municipal Solid Waste

MtC Million tonnes of carbon
MW M egawatt

NFFO Non-fossil fuel obligation
NOy Nitrogen oxides

NRTF National Road Traffic Forecast

OECD Organisation for Economic Cooperation and Devel opment
OFGEM  Officefor Gas and Electricity Markets

ONS Office for National Statistics

PBMR Pebble Bed Modular Reactor

PE Provincial Enterprise

PlU Performance and Innovation Unit
PPM Parts per million

PSD Passive Solar Design

PV Photovoltaic

PWR Pressurised Water Reactor

R&D Research and devel opment

RCEP Royal Commission on Environmental Pollution
RITA Royal Ingtitute for International Affairs
SMES Superconducting magnetic energy storage

SOy Sulphur oxides
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SPRU Science Policy Research Unit (University of Sussex)

SRC Science Research Council
SRES Special Report on Emissions Scenarios
tC Tonnes of carbon

THERMIE European Union Programme for promotion of
non-nuclear technologies

TWh Terawatt hour

WM World Markets
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