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Proposals to deliver
affordable, secure and
low-carbon energy



About SSE

SSE is a UK-listed utility and the broadest-based
energy company in the UK.

SSE employs almost 20,000 people across the UK
and takes on over 100 apprentices annually.

It is one of the UK's largest Living Wage employers
and awarded over £4.5m last year to help leave

a lasting legacy in the communities in which it
operates.

SSE is a major contributor to UK economic
growth. It has plans for net investment of around
£5.5bn in the four years to March 2018 in low-
carbon energy and the infrastructure to support it.
A recent study found that SSE contributes around
£9bn annually to the UK economy, supporting
more than 100,000 jobs.




Introduction ’

The British energy market is at a critical juncture.

It is seeking to balance the sometimes competing
challenges of delivering electricity and gas at a
price that remains affordable to consumers and
businesses whilst at the same time ensuring secure
energy supplies and providing investors with the
certainty they require to commit to the required
low-carbon investments.

These challenges are not new. The sector has
undergone a period of considerable change in
recent years as governments, the regulator and the
industry have tried to reconcile them. The Electricity
Market Reforms are now being implemented to

set a framework to attract investment in electricity
generation; the changes made by Ofgem in

the Retail Market Review have begun to change
how suppliers interact with consumers; and the
Competition and Markets Authority has begun an
investigation into competition in the supply and
acquisition of energy which SSE hopes can achieve
lasting results and restore customers confidence in
the energy market.

However, notwithstanding these reforms the GB
energy market continues to face challenges:

1. The price consumers pay for energy has
increased in recent years and actions must be
taken, where possible, to alter the trajectory of
the costs which go into supplying energy;

2. The amount of spare capacity required to
maintain the security of the UK's electricity
supply is reducing and investors do not have
the policy certainty required to commit to
long-term investments; and

3. The carbon price at a European and UK level is
not driving low-carbon investment and action
is needed to strengthen and stabilise the price
of carbon.

As a UK-listed utility, SSE has consistently sought to
find sustainable ways to meet these challenges:

- InMarch 2014 it introduced a sector-leading
price freeze until at least 2016, to give its
customers certainty about their energy prices
in the coming winters;

- SSE has typically invested around £1.5bn
annually into the UK and is a prudent
and efficient operator of a diverse mix of
generation assets; and

- SSEis also the largest generator of renewable
energy in the UK.

These actions demonstrate that SSE acknowledges
its role in finding sustainable solutions to the
challenges facing the market and to consumers.
Itis in this spirit that SSE will approach the CMA
investigation and with which it presents the
proposals in this document to help the next UK
Government meet the over-riding objectives of
British energy policy: affordable, secure and low-
carbon supplies of electricity and gas for the UK's
homes and businesses.
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Making energy affordable by reducing the

trajectory of costs

The rising costs of electricity and gas are amongst households’ and businesses’
principal financial concerns. However, a considerable amount of the costs which
make-up energy bills are largely out of any suppliers’ control. Therefore, action must
be taken to reduce the costs which go into supplying energy.

Increases in energy prices in recent years have
been largely caused by three principal factors:

- The cost of buying energy on the wholesale
market represents around half of energy bills.
These costs are volatile as the UK operates in
a global energy market and is susceptible to
geopolitical events affecting the price of oil
and gas;

- The costs of using the energy distribution
and transmission networks which are set by
Ofgem in long-term Price Controls;

- The costs of the mandatory environmental
and social schemes, introduced by the
current and previous governments to help
meet governmental energy policy objectives,
are levied from consumers through their
energy bills?

With wholesale price volatility set to continue
and considerable investment currently being
made to upgrade GB energy infrastructure which
consumers will have to pay for in the future, many
of these costs are forecast to increase still further
up to 2020. Indeed, DECC's analysis suggests
that costs consumers pay for the mandatory
environmental and social policies will increase
significantly towards the end of this decade
compared to today. SSE forecasts that these
increases in policy costs could add another 9%
onto today's tariff.?

Average gas and electricity prices with mandated social and environmental levies, source DECC 2013

These mandatory social and environment policies include the ‘energy levies’ Renewables Obligation, the Feed-in-Tariff, the EU ETS
and the Carbon Floor Price, and, ‘social levies' including the Energy Company Obligation and the Warm Home Discount.
2See: DECC, 'Estimated impacts of energy and climate change policies on energy prices and bills, March 2013.
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SSE remains supportive of the principles behind these policies. However, whilst the net benefits of these
polices are not in question, serious consideration must be given to how the costs are collected from bill-
payers and who benefits from the policies. For example, as the Institute of Fiscal Studies said in its 2013
report into the distributional analysis of household energy use: “Feed-in Tariffs designed to incentivise micro-
generation of renewable energy are clearly regressive because richer households are much more likely to
take advantage of the subsidy provided.”

As the costs of all of these policies are levied across all consumers, irrespective of their income, there should
be no illusions regarding the iniquitous and regressive collection and distribution of the costs and benefits.®

What is more, as the Government's Fuel Poverty Advisory Group (FPAG) note, the loading of Government
levies onto electricity customers has created inequitable consequences for those households that are reliant
on electricity for heating.

“If the intention is to continue funding enerqy infrastructure, green and social costs in this way (via enerqy bills),
then consideration must now be given to a more progressive enerqy charging regime.”

Fuel Poverty Advisory Group, 11th Annual Report

Whilst competition in the retail market has exerted a downward pressure on energy prices, action can be
taken to sustainably reduce the trajectory of energy prices in the remainder of this decade. The proposals
outlined below will help to reduce costs to consumers and protect the most vulnerable consumers, who
typically spend a larger part of their household budget on energy costs than more affluent households, by
eliminating the regressive nature of how some policy costs are collected from consumers.

3For more see the ‘Who Pays?’ report by Consumer Focus, 2012 on consumer awareness of these policies, the distributional impacts

and the cost/benefit to certain groups of consumers.



Proposal 1
Enerqgy efficiency policies should be redesigned after the ECO ends in 2017

So they are ambitious, targeted at households in need and no longer funded

In a regressive way

Both energy suppliers and the government have a
role in reducing costs. Following a price reduction
for all domestic customers in March 2014, SSE
announced that it would freeze prices at these
levels until at least 2016. It was able to make this
commitment by cutting its own costs and as a
result of the Government’s decision to reduce the
costs to SSE's consumers of the Energy Company
Obligation, a policy which consumers fund through
their bills to improve household energy efficiency
for vulnerable and hard-to-treat homes.

SSE supports the principles behind the ECO
but believes:

- Funding a social policy of this kind through
energy bills is regressive and can mean
the most vulnerable consumers pay
proportionately more than others;

- The government should have an ambitious
commitment to energy efficiency as a way
to tackle fuel poverty and policy should
therefore target those who most need to
reduce their energy costs;

- Energy suppliers are not best placed to
deliver household energy efficiency as they
do not have the information about properties
or household income to determine who
requires support - it would therefore be
more efficient and cost-effective to give this
responsibility for this social policy to local
authorities.

Therefore, when the current ECO programme ends
in 2017 SSE believes that the next UK Government
should use this opportunity to fundamentally
redesign how household energy efficiency policies
are funded and delivered.

A redesigned policy can reflect the level of
ambition that the Government has and ensure

that the policy is no-longer funded regressively
from consumers. An option is to collect the costs
through general taxation which would be more
progressive than collecting the costs from energy
bill-payers. Works should be also be delivered by
local authorities who have a detailed knowledge of
their residents and properties and can target

works accordingly.

Energy bills have reduced in recent months
following the Government's decision to reduce the
delivery costs of the Energy Company Obligation.
The decision to freeze the Carbon Floor Price,
taken at the Budget 2014, will also reduce costs to
a level lower than they otherwise would have been.
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This momentum should be continued and, whilst there is no silver bullet to reduce energy prices, taking
energy efficiency policy costs off bill-payers and giving local authorities the power to improve energy
efficiency in their area will reduce prices, protect vulnerable consumers and target energy efficiency
programmes at those most in need.*

Consumers views on funding social and environmental levies* \
Approximately £100 of an average annual energy bill contributes towards funding clean technologies
(e.g. renewable energy) and government energy efficiency schemes. Some believe this money should
be paid through taxation so the amount customers pay is in proportion to their earnings, while others
think it should continue to be paid through customer energy bills. Which of these comes closest to
your view?

. Funded through taxation to be
proportionate to earnings - 62%

. Funded through energy bills - 17%

. Don't know - 21%

N

Populus research from 2,000 members of the public in March 2014

4For more on how to design energy efficiency policies so they are better targeted and not funded in a regressive manner after 2017
see the Centre for Sustainable Energy’s 2014 report available at www.cse.org.uk/report-and-publications.



Proposal 2

The smart meter roll-out should be authoritatively and independently

reviewed to ensure it is cost-effective

Smart meters can play an important role in helping
consumers manage their energy usage, ensuring the
energy networks are more responsive to demand and
managing the transition to smart grids. In time they
can also reduce household energy bills and carbon
emissions from domestic properties, if accompanied
by changing consumer behaviours.> Smart Meters
are intended to be deployed to all households and
several million small non-domestic sites by 2020. As
an obligated supplier SSE has begun installing smart
meters.

SSE believes that smart meters could have an
important role in the future of the energy market,
however with the National Audit Office projecting
industry-wide costs at £10.9bn, borne by consumers
through their energy bills, government and suppliers
must remain vigilant about the costs. SSE is concerned
that at a cost of £215 per installation the roll-out

is being implemented in a high risk and high cost
manner. At a time of rising energy prices consumers
will therefore expect the next government, and the
industry, to consider how the roll-out can be improved
to reduce costs.

The need to consider the cost-effectiveness of the roll-
out is shared by the consumer group Which? and the
Public Accounts Committee which in its September
2014 report recommended that DECC: “keep the
design of the Programme under review and, if costs
escalate, assess the value for money of the individual
components of the design that are causing cost
increases, and take action where appropriate.

“The Government must commit to keeping the £11bn
cost of rolling out smart meters under control”

Which?

One solution to significantly reduce costs is to revert
to the EU-mandated delivery timetables. The UK is
the only EU Member State with a supplier led smart
metering roll-out and has ‘gold plated’ European
legislation with its plan for suppliers to take ‘all

reasonable steps’ to install smart meters in 100%

of households by December 2020, rather than the
mandated 80% of homes by 2020. For SSE, this
equates to delivering around 9,000 meters a day at the
height of the roll-out (2015-2020).

To ensure the roll-out is cost-effective there is a strong
case for reconsidering the targets and returning to

the European mandated target. The remaining 20%

of UK homes would have their meters changed in

the following years. This minor change to the delivery
timetable would have considerable benefits:

- Take significant cost out of the roll-out (forecast
ataround £40m of the total programme cost);

- Avoid a ‘costs bubble' towards the end of
the programme as suppliers ramp-up their
installations to meet deadlines, leading to
increases in the costs to consumers; and

- Enable costs reductions to be realised and ensure
that the workforce is in place for longer.

Put consumers in control of how information is
presented to them

At the same time, to ensure positive consumer
engagement SSE believes that there needs to

be greater flexibility about whether In-Home
Displays (IHD) - which provide information about
energy consumption — are a sufficiently enduring
technological solution.

SSE believes that the IHD should be optional and
instead consumers should be given the choice
between an IHD or a supplier ‘app’. Customer
feedback, from Populus, supports this view as around
607% of those asked said that they would rather not
have an IHD, preferring to access data through their
phones, laptop, or via email.

This proposal would ensure that smart meters reflect
contemporary needs and prevent consumers getting
locked into an existing technology when technologies
are changing fast. It would also encourage suppliers to
innovate and offer enduring solutions for consumers.

SDECC estimates that smart meters could help the average dual fuel customers to save £23 a year by 2020.
SUpdate on preparations for smart metering’, Public Accounts Committee, September 2014. www.publications.parliament.uk/pa/

cm201415/cmselect/cmpubacc/103/10304.htm, p.5.
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Providing the certainty needed to maintain security
of supply and encourage low-carbon investment

It is the responsibility of the Government, together with Ofgem and National Grid, to ensure that the UK has
secure, stable and low-carbon supplies of energy. However, the regulator, Ofgem, has noted that electricity
margins could tighten considerably, increasing the possibility of a supply disruption. At the same, after a

period of market reforms the industry needs certainty beyond 2020 to commit to low-carbon investments.’

Some estimates have concluded that the UK requires over £100bn of energy investment in the years
ahead to deliver secure, stable and low-carbon energy supplies. Progress has been made in recent years,
for example in offshore wind where the UK is a world leader, with SSE playing its part with the Greater
Gabbard offshore wind farm and a new investment planned in the Moray Firth in Scotland.

However, major investments of this kind require long-term policy certainty. The Electricity Market Reforms,
the most extensive reforms to the GB electricity market since privatisation, will be central to efforts to
attract private sector energy investment and they must be continued if the GB market is to be an attractive
and stable place to invest.

The proposals outlined below will help to ensure that the GB market has the policy and political certainty
needed in the energy generation market stretching into the next Parliament and beyond.

"This margin is expressed by the level by which available electricity generation capacity exceeds the maximum expected level of
demand - the smaller the margin the greater the risk that the GB electricity generation system will at some point fail to meet the
total demand. For more information see Ofgem'’s Electricity Capacity Assessment, 2014.



Proposal 3

The capacity market must be maintained to ensure secure enerqy supplies

The tightening of capacity margins in GB for the coming winters, which Ofgem has noted, is principally
the result of Government and European energy policies. This has lead to plant closure, mothballing and an
insufficient rate of new build.

Over the coming years this situation could exacerbate as coal plant is phased out due to challenging
economics and European environmental legislation. Therefore, gas-fired plant has a critical role to play, in

part to replace older coal and nuclear plant as they come off the system, but also to act as back-up for the
increasing penetration of renewable generation which is less flexible than conventional plant.

Likely UK generation capacity by the end of 2015
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However, despite the increasing importance of gas plant, due to a combination of unfavourable economics
and a lack of certainty with regard to the Government's Electricity Market Reform, it has been increasingly
difficult for SSE and other generators to make the business case for keeping some gas-fired plant open or
committing to investments in new plant.

The Government has responsibility for providing secure and stable energy supplies and has recognised the
current challenges. In the capacity market, to be introduced as part of the Electricity Market Reforms, it has
identified the main tool to provide generators with the revenue certainty that is absent in the energy-only
market. The first auction for the capacity market will take place in December 2014 and it will be introduced
from 2018.

The Capacity Market is critical to helping to maintain security of supply by ensuring that thermal plant will
not have to depend on peak prices alone to recover costs, reducing volatility and prices in the wholesale
energy market. In effect, the aim of a capacity mechanism would be to act as an insurance policy to reduce
the likelihood of future possible supply disruptions. This policy will help to keep plant open and stimulate
investment. It achieves this in a cost-effective manner with minimal impacts on overall energy prices.

It has also been designed with future challenges in mind. For example, it will provide a new market for
electricity storage and demand side response. Both of which will play an important role in the future energy
mix.

As a responsible and prudent operator and investor in plant, SSE agrees with DECC that there is a critical
need to introduce a capacity market. It will provide the framework needed to:

- Maintain security of supply and minimise the risks of supply interruptions for homes and businesses;
- Ensure investments in new and existing capacity can continue, bringing employment benefits; and

- Help prevent volatility in the wholesale price of electricity.

The capacity market will provide certainty and stability and must be maintained.



Proposal 4

The Levy Control Framework should be set-out until at least 2025 to give

clarity and certainty to low-carbon investors

As already explained the Government has placed the obligation of financing a number of its environmental
policies onto energy consumers who fund these policies through their energy bills.

The merits of this approach notwithstanding, the Government's decision to introduce the Levy Control
Framework (LCF) to monitor and cap the costs collected from consumers for its policies was welcomed
by SSE. The LCF effectively caps the amount of levy-funded spending in each financial year for the
Renewables Obligation/Contracts for Difference, the Warm Home Discount and Feed-in-Tariffs, covering
the period 2011/12 to 2020/21. The Energy Company Obligation sits outside of this — further evidence that
it should be funded by taxation, not bill-payers.

The Levy Control Framework is not a perfect arrangement. However, as well as controlling costs it provides
a clear commitment that the volume of support available to low-carbon generators won't be amended or
changed retrospectively, as has been the case in some EU countries, which is an important principle for
investor confidence.

However, there is no sight of the LCF budget beyond 2020/21. For low-carbon investors this makes it
challenging to commit to any projects which are due to commission in the next decade as there is no
certainty about the level of support available. For example, an offshore wind project can take around seven
years from development to first generation. This means that projects in development today face significant
uncertainty and risk which prevents them from moving forward. Projects of this scale require certainty as
soon as possible.

SSE therefore recommends that the next UK Government make clear in the initial years of the next
Parliament what the LCF budget trajectory will be, and what policies will be included within it, out to at
least 2025/26, with a commitment to restating the LCF level every five years.

SSE takes no firm view of the level of funding available or the generation mix sought by the next UK
Government, yet for investment to continue, major investors like SSE need to be able to properly assess
whether to commit their capital to deliver low-carbon generation, which could include renewable energy,
nuclear power and carbon capture and storage.
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Stimulating low-carbon investment with a stable
carbon price

SSE believes that market-based carbon trading is the most efficient way to encourage low-carbon
generation and reduce carbon emissions from the energy sector. However, at present the mechanisms to
set the carbon price at the EU and UK levels have not delivered a robust and stable carbon price and action
is needed.

SSE is a developer, operator and an active member of the supply chain for renewable energy. In recent
years it has invested around £1.5bn annually into low-carbon energy supplies and the energy infrastructure
to support it. This investment has provided employment (both direct and in the supply chain) and growth in
areas predominantly outside South East England.

However, investments in energy are made over the long-term; as such they require policy stability and
clarity. Therefore, as well as the continuation of the Electricity Market Reforms and sight of the Levy Control
Framework budget out to 2025, see above, investors need a stable and certain carbon price at a European
and UK level. The proposals below are intended to achieve this.



Proposal 5
Introduce a Market Stability Reserve in the EU ETS in 2017 to encourage

low-carbon investment

The EU Emissions Trading Scheme (EU ETS) is a mandatory cap-and-trade scheme for carbon dioxide,
which is the cornerstone to the EU’s climate change targets. SSE believes that Green House Gas emissions
should be tackled internationally and therefore supports the EU ETS as an effective way to set a robust
carbon price.

However, as the graph below shows due to factors such as the European economic situation and the
oversupply of allowances, the EU ETS has not delivered a robust carbon price to date. Currently there is an
oversupply of allowances and the price of carbon permits is around 80% lower than the record €31 a tonne
struck in 2006, it fell to just €4 a tonne in January 2013. This fluctuating price of carbon has resulted in
uncertainty for investors and the EU ETS therefore needs urgent structural reform.

European Carbon Price

SSE supports the proposed Market Stability Reserve (MSR), being considered by the European Parliament
alongside an ambitious Europe-wide energy and climate package for 2030. It will help to tackle the root
cause of the problem of surplus allowances building up again in the future. It does this by limiting the
amount of allowances coming onto the market at times of surplus and returning allowances at times of
shortage. To use a simple analogy: a water pipe has burst and cancellations of surplus allowances will only
mop up the mess, while the MSR will actually fix the leak.

To restore the EU ETS as the primary driver of European decarbonisation the MSR should be introduced and
brought forward to 2017, rather than 2021 as is being proposed.
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Proposal 6

The Carbon Price Floor should be set over a 5 year period and not subject

to change

In the absence of a robust EU-wide carbon price until later in this decade, the UK's unilateral Carbon
Price Floor was introduced to bolster the carbon price to stimulate low-carbon investment.

However, the policy has added to the wholesale price of electricity paid for by households and businesses,
leading to the Government's decision to cap the Carbon Price Floor at a maximum of £18 per tonne of
CO2 from 2016/17 until 2019/20, taken at the 2014 Budget. Given the regressive impacts of how the
Carbon Price Floor is levied from consumers there is a case for recycling revenue into programmes to assist
vulnerable customers.

The decision to cap the Carbon Price Floor will reduce the costs, against projected levels. However, it also
demonstrates that there is considerable uncertainty and instability in how the mechanism is set. The logic
of the Carbon Floor Price was to provide investors with stability, however in its present form it is susceptible
to annual political interventions in the Finance Bill and, as a result, in its current form is not driving low-
carbon investments as there is insufficient confidence in the stability of the carbon price.

This unpredictably about the future trajectory has to be factored in when making investment decisions.
However, in effect, the lack of clarity about the carbon price and the Levy Control Framework (see previous
section) over the long-term means that in its current form the Carbon Price Floor is helping to deter
investment, not encourage it.

The Carbon Price Floor has a number of other consequences. For example, it damages liquidity in the
power markets as it is a tax that cannot be ‘nedged’ against. Generators, such as SSE, have limited clarity
over the exact future costs they might face when selling electricity in advance. This exposes traders to
substantial legislative risk (i.e. changes at the Budget) which harms liquidity in the power market and
discourages generators from trading until the future Carbon Price Floor rate has been confirmed.

To resolve some of these challenges SSE suggests that the next Government introduces a stable and
consistent carbon price by setting the Carbon Price Floor over a five year time-frame and not subject it
to any change in that period. This will reduce the potential for political intervention, provide long-term
certainty to the carbon price paid by consumers, businesses and generators and help to encourage
low-carbon investment.

"A full review of environmental energy regulation and taxation — including the Carbon Price Floor — should be
published at the time of the first Spending Review in the next Parliament, with the objective of simplifying and
stabilising the system and reducing costs to business.”

The Wright Review of advanced manufacturing in the UK and its supply chain, June 2014
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Summary

The period 2015-2020 will present considerable challenges to the GB energy market as it seeks to address
the sometimes competing challenges of affordable, secure and low-carbon energy in a sustainable and
enduring way.

SSE therefore present six proposals to help the next UK Government meet the over-riding objectives of
British energy policy: affordable, secure and low-carbon supplies of electricity and gas for the UK's homes
and businesses.

1. Energy efficiency policies should be redesigned after the ECO ends in 2017 so they are ambitious,
targeted at households in need and no longer funded in a regressive way

2. The smart meter roll-out should be authoritatively and independently reviewed to ensure it is
cost-effective

The capacity market must be maintained to ensure secure energy supplies

4. The Levy Control Framework should be set-out until at least 2025 to give clarity and certainty to
low-carbon investors

Introduce a Market Stability Reserve in the EU ETS in 2017 to encourage low-carbon investment

6. The Carbon Price Floor should be set over a five year period and not subject to change

At the same time the Competition and Markets Authority investigation into the supply and acquisition of
energy will provide potential remedies in 2016. SSE is committed to supporting the CMA in its independent
market investigation. It is an opportunity to achieve lasting results and a clear and enduring framework that
gives customers confidence and encourages investors to invest in the GB energy market.

Beyond the proposals in this document, SSE has highlighted additional areas where it believes there may be
potential for reforms. In its response to the Competition and Markets Authority investigation SSE outlined
proposals including: continuing to build transparency around financial reporting; reviewing regulations that
complicate customer bills and tariffs; and examining whether the different regional costs of transporting
electricity could be passed on to suppliers as one national charge to make price comparisons easier.

There is no silver bullet to meet the challenges facing the GB energy market, and all policy proposals need
to be assessed for their impacts on consumers, businesses and investors. However, as a UK-listed utility
SSE is determined to work with all policy-makers to find sustainable solutions. This document introduces
several proposals which an incoming UK Government could consider to help meet the overriding
objectives of UK energy policy.
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