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Energy Working Group

Key Recommendations

1. Develop a Comprehensive and Systematic Approach to Energy Saving and Emission Reduction

= Encourage Chinese companies to absorb best international technologies and practices by partnering with
international companies in building energy infrastructure projects

= Improve transparency in the bidding process by publishing all bids on a centralised website with clear
evaluation criteria

= Reform energy prices and allow adequate margins for oil refineries

= Develop a national policy for heat and power co-generation projects and oblige grid companies to supply
and purchase power from these projects

= Allow power plants a direct supply to industrial consumers, in order to minimize power transmission losses

2. Promote an Open and Competitive Market through the Energy Law

= Assess fully the impact of a government controlled energy market versus an open and competitive energy
market on national security before promulgating the draft Energy Law
= Add “establishing efficient energy markets” as part of the purposes of the Energy Law

3. Provide Concrete Policy Support for Renewable Energy Development

a. Ensure Renewable Energy Quotas are not a Barrier for Foreign Investment
= Allow Joint Venture (JV) firms with majority Chinese shareholding to account for the entire capacity as their
share of renewable capacity in the capacity portfolio to meet their quota requirement
b. Regulate and Clarify Relations between Renewable Energy Developers and Grid Companies
= Develop a new set of grid codes for renewable power sources to reflect their specific technical features
= Establish a standard procedure for the assignation of connection points to the grid
= Publish a standard Power Purchase Agreement and a standard Grid-Interconnection Agreement

c. Provide Sufficient and Stable Incentives for Renewable Energy Projects

= Formulate a transparent feed-in-tariff on a provincial basis, which should be indexed to inflation and which
allows reasonable return on investment
Provide clear and transparent information on the final tariff and conditions of grid connection before starting investment
= Include Renewable Energy in the Catalogue of Enterprise Income Tax Incentives
Accelerate the Value-Added Tax (VAT) refund process
Ensure equal treatment for foreign and domestic investors both in terms of subsidies and import and export conditions
Align, in a clear way, renewable energy policies and fiscal policies through enhancing coordination among
different authorities, and enforcing this alignment at all levels of administration

d. Develop Technical Standards for Renewable Energy Equipment
= Adopt intemationally advanced technical standards in order to reduce long-term risk of renewable energy equipment

4. Allow Majority Foreign Owned Projects to be Eligible as Clean Development Mechanism (CDM) projects
= Allow foreign companies to have a majority stake in CDM projects

5. Improve the Entire Value Chain for Clean Coal Technologies

= Provide economic incentives to further encourage the development of Clean Coal Technologies and
encourage Intergrated Gasification Combined Cycle (IGCC) and Carbon Capture and Sequestration (CCS)
research and demonstration projects

= Provide financial incentives or support to oil products and chemicals produced from Coal to Liquids and
Coal to Chemicals routes

= Publish a timetable to make de-nitrification (De-NOx) compulsory and ensure that the De-NOx refund policy
is consistently applied to all investors

= Formulate policies and regulations to encourage industrial pilot projects on CCS
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Introduction to the Working Group

The Energy Working Group comprises over 35 member
companies, with 2007 combined revenues exceeding
EUR 16 billion; overall cumulative investment of over
EUR 17 billion; and collective employment of more than
90,000 people in China. The largest European energy and
equipment manufacturing companies as well as industrial
energy consumers are active members of the Working
Group.

The Working Group seeks to establish an effective and
constructive dialogue on energy policies with appropriate
Chinese authorities, in order to:

1) Provide input for energy policy work in China by sharing
issues, concerns as well as experiences of European
energy industries operating in China.

2) Promote fair and transparent conditions for competition
and enhanced cooperation between European and
Chinese companies.

3) Promote the development and integration of clean and
renewable energies.

Recent Developments

The Working Group welcomes the following significant
policy developments by the Chinese government since
June 2007:

* In June 2007: National Climate Change Program (Action
Plan) issued by the National Development and Reform
Commission (NDRC)

* In August 2007: Natural Gas Utilization Policy
promulgated by the NDRC

* In September 2007: All Citizens’ Action Plan for Energy
Saving and Emission Reduction published by the NDRC

* In September 2007: Mid to Long-term Renewable
Energy Development Plan to 2020 published by the
NDRC

* In October 2007: Publication of the revised Foreign
Investment Guiding Catalogue, which further encourages
foreign investment in clean and renewable energy
development, circular economy and environmental
protection

* In November 2007: 11th Five-Year Program on
Environmental Protection approved by the State Council

* In December 2007: Draft Energy Law published for
public consultation

* In December 2007: White Paper on China Energy
Situation and Policies published by the State Council

* In March 2008: Creation of new energy governance
system, including establishment of the State Energy
Administration and the National Energy Commission

* In June 2008: the NDRC increased domestic prices of
oil products and electricity

At the same time, the Working Group believes there is

room for general policy improvements in the following
areas:
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* Energy Development Plans and Project Approvals:
Energy development plans lag significantly behind
current market conditions and the energy project
approval process lacks transparency

» Foreign Investment Catalogue: It remains unclear
what actually constitutes 'encouragement' for those
projects listed under the 'encouraged' category

* Price Control and Distortion: With rising prices of
coal and crude oil and the government’s control of prices
for electricity and oil products at artificially low levels,
both Chinese power producers and oil refiners continue
to experience significant losses. This distortion leads to
energy supply insecurity, energy waste, environmental
pollution and effectively subsidies the rich instead of the
poor

* Opening of the Oil Market: Despite the opening of
the domestic wholesale market in December 2006,
significant regulatory barriers exist to protect the
vested interest of incumbent national oil companies.
It is in China’s energy security interest to promote
diversification of energy supply sources, including oil
product import channels as well as diversification of
market participants

Key Recommendations

1. Develop a Comprehensive and Systematic
Approach to Energy Saving and Emission
Reduction

Concern

Energy saving and emission reduction are tasks that
require a comprehensive and systematic approach across
different sectors and segments involving all stakeholders.
In many areas, European companies would like to play
a role in introducing advanced technologies but are
discouraged or restricted from doing so.

Assessment

i. Energy Infrastructure Investment

Energy infrastructure projects consume a significant amount
of energy during their life cycles. If not well designed, built
and managed, these projects can also be a large source of
pollution. As large energy infrastructure projects are built
to operate for 20-40 years, the technologies used often
are locked into the whole life cycle of the project. Although
European companies offer advanced technologies, Chinese
companies tend to build the projects alone and public
procurement for large projects frequently excludes foreign
participation.

ii. Fuel Quality and Air Pollution

In terms of fuel quality, although China has imposed
increasingly stringent standards on car manufacturers,
these measures will not be sufficiently effective as most
Chinese refineries are not capable of producing fuels with
the specified quality. Refinery upgrading and renovation
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needs a significant level of investment and specialised
technologies. China’s pricing control on domestic oil
products, however, deprives Chinese refiners the financial
ability to invest and makes it unprofitable for foreign
companies to participate.

iii. Cogeneration

Grid connection, access to the power grid both for back-
up supply and sale of excess electricity remain the biggest
hurdles for co-generation. Qualified co-generation projects
should be allowed to connect to the grid and power grid
companies should be obliged to purchase the power from
such projects. Standards for the overall efficiency of such
units should be defined and a preferential fuel supply
ensured.

iv. Direct Power Supply

Allowing power plants a direct supply to industrial
consumers can help minimize power transmission
losses. This creates the opportunity of economic win-
win agreements between suppliers and consumers and
increases the reliability of supply.

Recommendation

* Encourage Chinese companies to absorb best
international technologies and practices by partnering
with international companies in building energy
infrastructure projects

* Improve transparency in the bidding process by
publishing all bids on a centralised website with clear
evaluation criteria

» Reform energy prices and allow adequate margins for oil
refineries

» Develop a national policy for heat and power co-
generation projects and oblige grid companies to supply
and purchase power from these projects

* Allow power plants a direct supply to industrial
consumers in order to minimise power transmission
losses

2. Promote an Open and Competitive Market
through the Energy Law

Concern

The Energy Law, once promulgated, will have a significant
impact on all participants in China’s energy market.
However, the December 2007 draft Energy Law illustrated
elements of tightened control by the government that
run contrary to creating an open and competitive energy
market.

Assessment

The Working Group welcomed the opportunity to comment
on the draft version of the Energy Law and provided the
Office of Energy Leading Group with comprehensive
comments and recommendations.
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The draft law adopts the theory that energy development
is related to China’s national security, thereby mandating
the state to strengthen control over the energy sector. The
draft suggests that this should be accomplished through
a dominantly state-owned investment regime, strict
planning and project approval processes, close monitoring
and control of international energy trading activities, and
protection of China’s investment in overseas energy
projects. Given China’s status as a large energy importing
country, an overly regulated market as envisaged by the
draft law risks creating inefficiencies that could pose an
even greater threat to national security.

The draft fails to pay adequate attention to the importance
of economic efficiency as a key component of the 3 'E'
objectives of energy policy (Energy security, Environmental
protection and Economic Efficiency).

Recommendation

» Assess fully the impact of a government controlled
energy market versus an open and competitive energy
market on national security before promulgating the draft
Energy Law

» Add 'establishing efficient energy markets' as part of the
purposes of the Energy Law

3. Provide Concrete Policy Support for Renewable
Energy Development

a. Ensure Renewable Energy Quotas are not a Barrier
for Foreign Investment

Concern

The mandatory quota for renewable-based installed
capacity for large power companies discourages Chinese
power producers from establishing equity JVs with foreign
companies.

Assessment

The Mid to Long Term Program of Renewable Energy
Development requires any power company with a total
installed capacity above 5 Giga Watt (GW) to have at least 3%
of the total capacity from non-hydro renewable energy sources
by 2010. This share gradually increases to 8% by 2020.

In order to meet their renewable energy quotas, most
Chinese power firms, especially the major national power
producers, are reluctant to partner with foreign investors in
renewable power projects due to their concern that foreign
investment would dilute the share of renewable power
installed capacity in their equity installed capacity portfolio.

The mandatory quota of renewable installed capacity
therefore acts as a de facto investment barrier to foreign
companies interested in taking an equity position in China’s
renewable power projects. This is inconsistent with the
revised Guiding Catalogue on Foreign Invested Industries
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2007 and many other policies that encourage foreign
investment in renewable energy.

Recommendation

* Allow JV firms with majority Chinese shareholding
to account for the entire capacity as their share of
renewable capacity in the capacity portfolio in order to
meet their quota requirements

b. Regulate and Clarify Relations between Renewable
Energy Developers and Grid Companies

Concern:

Renewable energy developers face a series of grid
interconnection difficulties. These difficulties create delays,
reduce profits and increase risks and uncertainty to the
detriment of the development of the renewable energy
sector in China.

Assessment

i. New Grid Codes for Renewable Power

Fundamental to the 15% target of renewable energy by
2020 is the development of a new grid code for renewable
power. Due to the intermittent nature of power generation
from renewable energy projects, traditional codes are no
longer suitable. Increased flexibility should be encouraged
as a major design principle for the new grid codes and
other technical requirements.

ii. Assignment of Connection Points to the Grid

The Renewable Energy Law obliges grid companies to
provide grid-connection services to renewable energy
projects and to remove the barriers to grid extension. In
consideration of these expenses, grid companies are
compensated through a premium for renewable power.
However in many cases, the assignment of connection
points to the grid lacks transparency, and grid companies
often use technical reasons for not complying with their
obligations under the Renewable Energy Law.

iii. Model Power Purchase Agreement and Grid
Interconnection Agreement

There is no standard Power Purchase Agreement that
regulates the commercial aspects of the obligation of
grid companies to purchase all electricity generated by
renewable energy projects. Neither a fixed electricity
purchasing tariff nor a fixed feed-in-tariff period has been
established in any regulation. Also lacking is a regulation
regarding liabilities in case of breach of agreement. At the
same time, despite the obligation to purchase all electricity
from renewable energy projects, grid companies are limiting
the access in some areas with weaker grids, causing large
economic losses to renewable energy developers.

A model Grid-Interconnection Agreement would also help to

create a standard relationship between grid companies and
renewable power developers.
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Recommendation

» Develop a new set of grid codes for renewable power
sources to reflect their specific technical features

+ Establish a standard procedure for the assignment of
connection points to the grid

» Publish a standard Power Purchase Agreement and a
standard Grid-Interconnection Agreement

c. Provide Sufficient and Stable Incentives for
Renewable Energy Projects

Concern

If the ambitious targets for renewable energy are to be
reached, stronger and more systematic support schemes
must be developed. These support schemes should be
developed to support all players in the renewable industry,
both domestic and foreign.

Assessment

i. Renewable Energy Tariff System

Given that the NDRC Pricing Bureau will not approve and
issue a final tariff approval until after the construction of
renewable energy projects, investors have to make an
investment decision based on a tentative tariff that they
submit in the feasibility report. This subjects the investor to
unfair risk.

As the tariffs are low in many provinces and are not
annually indexed to inflation, renewable energy investors
face a situation where their revenues remain fixed while
the operation and maintenance costs increase year by year
due to by the effect of inflation pressures and wear and tear
on facilities. Such a circumstance poses a risk for investors.

ii. Enterprise Income Tax

The new Enterprise Income Tax established a preferential
tax treatment for state-supported infrastructure projects as
well as environmental protection, energy and water saving
related projects. However, the relevant catalogue outlining
the eligible sectors does not include renewable energy
projects.

iii. Refund of Value-Added-Tax (VAT) for the Purchase
of Domestically Produced Equipment

Foreign investors in encouraged categories are allowed
to receive a VAT rebate for the purchase of domestically
produced equipment. However, there is a lack of
predictability as to when the VAT refund will be secured. In
some instances the VAT refund process can take up to 18
months, leading to inefficient working capital management
and a decrease on project profitability.

iv. Transparency on Subsidies, Tax Incentives and
other Incentives

China’s support mechanism for renewable energies has
evolved from providing direct subsidies to the supplier to a
more complicated system that also includes tax reductions
and exemptions, preferential price and credit guarantees
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and other subsidies implemented by central and local
governments.

There is no transparent and systematic policy on these
incentives nor is there information to help investors
understand how to benefit from these incentive policies
from central and provincial authorities.

Recommendation

» Formulate a transparent feed-in-tariff on a provincial
level, which should be public and stable, indexed to
inflation and allow reasonable returns on investment

» Provide clear and transparent information on the final
tariff and conditions of grid connection before starting
investment

* Include Renewable Energy in the Catalogue of
Enterprise Income Tax Incentives

» Accelerate the VAT refund process

* Ensure equal treatment for foreign and domestic
investors both in terms of subsidies and import and
export conditions

« Align, in a clear way, renewable energy policies and
fiscal policies through enhancing coordination among
different authorities and enforcing this alignment at all
levels of administration

d. Develop Technical Standards for Renewable Energy
Equipment

Concern

There is an urgent need to create new or harmonize
existing standards for renewable energy equipment.

Assessment

The lack of technical standards for turbines is a serious
issue since there are around 30 local wind turbine
manufacturers. This standardization process should be
set at the national level based on international practices
rather than allowing individual companies to set their own
standards.

Recommendation

» Adopt internationally advanced technical standards in
order to reduce the long-term risk of renewable energy
equipment

4. Allow Majority Foreign-Owned Projects to be
Eligible as CDM Projects

Concern

Current Chinese regulations restrict foreign companies
from holding a majority share in CDM projects thus
discouraging investment that could benefit China’s efforts
to improve energy efficiency, reduce emissions and
transfer technology.
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Assessment

The revenue gained from CDM projects plays a major
role in the economic feasibility of many renewable energy,
energy efficiency, waste, and water recycling related
investments and the eventual transfer of technology and
know-how.

However, Article 11 of the Measures for the Administration
of the Operation of CDM Projects states that any project
owner applying for CDM registration must be a Chinese
company or a JV with at least 51% Chinese ownership.
This prevents European companies from investing in
complex projects that require strong operational skills
and significant intellectual property inputs. They are left
with choices between giving up control over the project or
investing in projects with majority control but without CDM
revenues and thus not profitable.

The CDM rules administered by the United Nations
Framework on Convention of Climate Change (UNFCCC)
do not have such a restriction, nor do the practices of other
large CDM countries such as India and Brazil.

Expanding the eligibility for foreign companies to have
controlling stakes in CDM projects would encourage
more foreign investment in the development of new clean
energy solutions and energy efficiency upgrade projects,
supporting the objectives of the Mid to Long Term Program
of Renewable Energy Development and the Guiding
Catalogue on Foreign Invested Industries.

Recommendation

+ Allow foreign companies to have a majority stake in
CDM projects

5. Improve the Entire Value Chain for Clean Coal
Technologies

Concern

Although China has been developing clean coal
technologies for power generation and for conversion into
fuels and chemicals, China’s approach to the development
of clean coal technologies does not take the whole value
chain into account.

Assessment

More than 75% of China’s electric power is generated by
coal-fired power plants, which contribute to roughly 50%
of China’s total CO, and SO, emissions. Thermal power
plants with De-NOx technologies can reduce Nitrogen
Oxide emissions by 80%. China has announced intentions
to make De-NOx compulsory in thermal power plants, but
no timetable is available as to when this will be published.

China has also launched a number of coal conversion

projects. However, there is no policy differentiation or
support for oil products and chemicals produced from Coal
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to Liquids and Coal to Chemicals routes, as it is being
considered in other countries.

In addition, China has launched several IGCC projects,
like the Huaneng GreenGen project linked with CCS.
Some Chinese companies such as China GreenGen have
declared their intentions to develop CCS technologies.
They are also working with international partners such as
the European COACH program. The government should
work out policies and regulations to encourage this work.

Recommendation

» Provide economic incentives to further encourage the
development of Clean Coal Technologies and encourage
CCS and IGCC and research and demonstration
projects

» Provide financial incentives or support to oil products
and chemicals produced from Coal to Liquids and Coal
to Chemicals routes

» Publish a timetable to make De-NOx compulsory and
ensure that the De-Nox refund policy is consistently
applied to all investors

» Formulate policies and regulations to encourage
industrial pilot projects on CCS

180 Energy Working Group

Abbreviations

CCS Carbon Capture and Sequestration

CDM Clean Development Mechanism

De-NOx  (decreasing amount of nitrogen oxides) de-
nitrification

GW Giga Watt = 1 000 000 000 Watt

IGCC Intergrated Gasification Combined Cycle

JV Joint Venture

NDRC National Development and Reform
Commission

UNFCCC United Nations Framework on Convention of
Climate Change
VAT Value-Added Tax
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