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Mr President, ladies and gentlemen. Thank you very much for inviting me to speak at the Institute’s 63rd Annual Lunch. I am greatly honoured, not least to be among people who actually make important things happen in the energy industry. I spend so much of my time on the politics of the industry, about regulation and presenting the industry’s case in the news media, that it is actually refreshing to be talking to a distinguished Institute, whose members make the delivery of energy possible, regardless of the latest changes in policy and regardless of the latest news headlines.
The last time that I was here at The Brewery was in November, for my Association’s Annual Lunch. I recall that the after-lunch entertainment involved a rather attractive, scantily-clad lady being sawn in half with a power saw – in fact, she had already been packed into a box, through which about a dozen spears were then pushed. Miraculously, after being sawn in half, she reappeared in perfectly good health a few minutes later and even though I was sitting right at the front, I could not see how it was all done. That may be because I am not an engineer, but, it was more likely to be because it was all carried out by a professional illusionist.  I recall thinking that, with the ability to pull tricks like that, the man could probably do a good job with UK energy policy. At least we could be fairly sure that, however awful things seemed, no one would actually get hurt and it would all be alright in the end.
At the moment, that is not where we are with energy policy.
I have been involved with the Association since 1987 – as Chief Executive since 1991 – and I don’t think that the situation facing the industry has ever been more confusing.
I need hardly remind you that, 20 years ago, the UK electricity industry was privatised and liberalised. The lights have stayed on. Security of supply is taken for granted and the industry’s record on that, since privatisation, is a proud one. We also have competition at wholesale and retail level and it puts downward pressure on prices. That doesn’t mean permanently low prices; it just means that price, quite properly, is a vitally important driver. A competitive market cannot change certain fundamentals, such as volatility in the cost of coal, oil and gas in a global market place. Some of these facts of life seem to go un-noticed by people who assume that, in a market, prices can go only downwards.
Despite the industry’s success, a number of issues are causing great uncertainty. Enough uncertainty for the Royal Academy of Engineering to produce a report, for Ofgem to publish its ‘Project Discovery’ and for the Treasury and DECC, just before the election was called, to publish an Energy Markets Assessment. One way or another, they all focus on the need for a truly massive level of investment in the industry and whether it will actually happen. The figure that most people quote is £200 billion. To put the £200 billion in context, I believe that the UK’s national debt stands at about £800 billion and government borrowing is about £167 billion. So, even in an era when sums like this are sometimes bandied about as if they were petty cash, make no mistake about it, £200 billion is a lot of money. Despite the daft allegations that some journalists make about the profitability of our energy companies, £200 billion is way beyond anything that those businesses have sitting in their bank accounts. This means that, for new investment to go ahead, companies have to persuade investors that the UK is a good place to put their cash. But, we are not the only ones looking for money. All this comes at a time when countless other countries around the world are looking for investment in energy infrastructure and also at a time when investors may well be more cautious with their money. Important, too, is the fact that four of the UK’s major energy companies are European businesses, with global interests – they have big plans for investment in the UK, but, like any other business, those investment priorities get reviewed from time to time and the UK projects may not always be at the top of their list. As my Association has said repeatedly for several years – in consultations and in comments to the news media – it is vitally important that the UK should be an attractive place for investment in energy infrastructure.
But, why shouldn’t it be attractive?  Many of our power stations will have to close in the next decade. The nuclear ones because of old age. Some of the coal and oil-fired ones by 2015 because they could not justify the cost of meeting the air quality standards of the Large Combustion Plant Directive. But, customers definitely want electricity and plenty of it. There is a strong chance that they will want even more of it in the future. So, although building power stations to meet that demand will never be risk-free, it should at least be a reasonable bet. That word points to a problem. A highly-respected colleague on our Board of Directors actually refers to the investment challenge at the moment as akin to placing a ‘bet’. But, the power industry is not a casino and somehow we have to make that clear to the world of finance. We really must make a better job of this. If not, the £200 billion for new power stations and energy infrastructure will not be forthcoming.
Last year, when I was being questioned about investment, a journalist said to me ‘The trouble with your industry is that you want the rewards, but, you don’t want investment risk’. But, that’s not the case. Companies expect to face many commercial risks – volatile fuel prices, choosing the right technology, getting the best out of their plant, adapting to customers’ changing demand and so on. These are risks which companies in the industry are good at managing. Political and regulatory risk is a different thing. It’s a fact of life, but, it can be much harder to deal with. For example, when the Large Combustion Plant Directive was implemented, who would have believed that, almost before the ink was dry, it would be followed by a draft Industrial Emissions Directive introducing even tighter emissions standards that led companies to question whether they had made the right decision regarding investing and ‘opting in’ or closing and ‘opting out’? Not only that, but, even gas-fired power stations that were state-of –the-art as recently as the early 1990s seemed to be threatened with closure.
The impact of politics doesn’t stop there, of course. In 2003, a major energy review by government saw little future for new nuclear power. Just three years later, another energy review made nuclear power a high priority. Early in 2008, companies with plans for new coal-fired power stations had every reason to think that some of them would be approved. By 2009, it was made clear that no new coal-fired stations would be approved unless they had carbon capture and storage fitted – a non-trivial condition if ever there was one. When the EU Emissions Trading Scheme was introduced in 2005, it was meant to drive down CO2 emissions and leave the industry to decide the most cost-effective way to achieve that. It was hardly under way before it was de-stabilised. In 2009, the EU Renewable Energy Directive made it mandatory that 20 per cent of Europe’s energy should come from renewable sources by 2020.  That undermined the EUETS and for the UK to meet its obligation, it means that about 30 per cent of our electricity will have to come from renewables in less than 10 years’ time. Some of that may have been built anyway in response to the carbon price, or, in response to the UK’s own Renewables Obligation – but, certainly not that much and not enough to weaken the carbon price and undermine the very mechanism which had been designed to guide low carbon investment. Since then, there have been other draft proposals to introduce emissions performance standards to particular types of plant, although total emissions are already capped across Europe.
If you read energy stories in the press, you might come to the conclusion that investment in our industry ground to a complete halt long ago. It hasn’t. About 8,000 MW of projects, mostly gas or wind powered, are currently under construction. Gas storage projects are at various stages of development. LNG terminals have been built. And, a new electricity link between the UK and the Netherlands will be ready soon. So, it isn’t all bad news.
But, the industry wants to do much more than this and of course, it has to. Various companies want to build new nuclear power stations. Others have their sights on carbon capture and storage for coal projects. More gas-fired plant is in prospect and meeting the requirements of the Renewable Energy Directive is a binding obligation. So, there remains the prospect of a huge amount of offshore wind power being developed in the UK.
None of this is straightforward, however.
The last government and the mainstream political parties broadly speaking have three main objectives for energy policy – security of supply, competitive prices and reduction of carbon emissions. The first two are compatible and the last 20 years have proved that. The third one – the environmental objective – is compatible with the first two, but, probably only if we have a credible, long-term carbon regime with a meaningful carbon price that can be built in to major investment decisions. It would also be more compatible if politicians could resist the temptation to overlay carbon pricing with their choice of technological solutions. At the moment, it all looks far too complicated for the three objectives to be synchronised.
The complications are numerous. Our electricity market was designed to reward predictable, reliable production and penalise the unreliable. It will now be asked to accommodate perhaps 30,000 MW of offshore electricity production that delivers power not when the customer wants it, but, at the whim of the weather. There will probably be enormous price volatility. Some plant will have to be shut down when demand is low and the wind is blowing. Other plant will have to respond when demand is high but there is no wind. How will this plant that just has to stand and wait be financed?  With imaginative trading deals, capacity payments, or, something else? Will limits ever be tight enough and the carbon pricing mechanism ever be sufficiently credible to finance major low carbon investments? Some of the companies planning new nuclear power seem to doubt that and they want the carbon price to be fixed so that it cannot fall below a certain level.
I find it somewhat ironic that, whilst we struggle to resolve these issues and I recall our demands for clarity and stability in the policy framework, a clear and stable mechanism was, in fact, delivered  - for certain technologies - just two weeks ago. You may be concerned about whether new nuclear power stations will ever be built, whether new gas-fired power stations can be financed to support wind power and whether coal-fired power stations will ever be viable. Under a new scheme, however, you can now be paid a guaranteed 41p kWh for a couple of kW of photovoltaic electricity on your roof – index-linked for 20 years.
My Association will be hosting a seminar to debate these difficult issues at the Royal Society, tomorrow. I can tell you that the industry’s response to recent reports about the investment challenge is ‘Yes, something has to be changed, but, somehow we want the basic principles of the market to be retained.’  It’s a tall order, but, I take some comfort from the fact that there is great brain power in the industry and just as importantly, a commitment to real solutions, rather than illusions.
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