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The material in this paper is work in progress and is not a statement of government policy or
policy intent

OFF-TAKER OF LAST RESORT ADVISORY GROUP PAPER 1 (BARINGA SUPPORTING PAPER A):
IMPACT OF THE OLR MECHANISM ON THE WIDER PPA MARKET

Objective of the Paper

1. Thefirst paper submittedtothe OLRadvisory group considers the manner of allocation of
backstop PPAs. Central to all options presentedinthat paperisthe use of existing (and
potentially future) participantsinthe normal PPA market as providers of backstop PPAs.

2. Inthisway, a keyriskthat needstobe exploredisthe impactthatthe use of providers of PPAs to
underwrite the OLR mechanismwillhave onthe wider PPA market. Thisisthe subject of this

paper.
3. Inparticular,itconsidersthe risk that the presence of the OLR mechanism could adversely

impactthe availability and/or terms on which PPA providers will be willing to provide PPAs in
the open market.

4. We considerthe risk of three specificoutcomes as follows.

a. Firstly, doesthe existence of the OLR mechanism, in effect, setthe floorin the market,
with all offtakers “pricingdown” to the discountin the backstop PPA?

b. Secondly, couldthe ability to access greater marginsin providing backstop PPAs
incentivise a PPA provider to withdraw liquidity from the PPA marketand “drive” a
generatorinto the backstop?

c. Finally, whatistheriskthat the use of suppliers as mandatory offtakers might reduce
the capacity of these entities to offer PPAs to generatorsin the open market?

5. To the extentthat material risks of market distortions are identified in each of these scenarios,
we consider:

a. the materiality of thatrisk;and

b. any mitigatingstepsthatcould be takeninthe way that the OLR mechanismisdesigned
to eliminateorremove thatrisk.

Question1 - “Flooring” to the market

6. One of the concerns with the OLR mechanismisthatthe pricingin the backstop PPA will, in
effect, setthe floorin the market, with all offtakers “pricing down to thatlevel”. We consider
this question separately assuming both an uncompetitive and competitive wider PPA market.

Competitive PPA market

7. Ifthe wider PPAmarketis competitive then pricing of PPAs will be cost reflective. As such:
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a. Ifthe competitively priced discount inthe wider PPA marketislowerthanthe discount
ina generator’s backstop PPA, then the generator will continue to contractinthe open
marketand the OLR mechanism will have noimpact (i.e. the generatorisin the same
position with or without the presence of the OLR mechanism).

b. Ifthe competitively priced discountis higherthanthe discountinagenerator’s backstop
PPA, thenthe generatorwill chose to triggerits backstop and will be leftin a better
positionthanitwould have been without OLR.

Uncompetitive PPA market

8.

10.

11.

If the wider PPA marketis uncompetitive, thenitis of course possible that amonopolisticPPA
providerwould price its PPA offertoany generatorata level just below the discountinthe
backstop PPA. Thiswould be a rational strategy, as to price the discount higherthan the
backstop PPA would effectively mean that it would share all the profits between the real route -
to-market cost (say, in this example, £6/MWh) and the backstop price (say, £12/MWh) with the
rest of the marketthrough levelisation (i.e. socialisation)".

However, whilewe concede thatitis plausiblethat the backstop price could setthe floorto the
PPA marketinthisway, the important question to askis whether generators would have beenin
a betteror worse position without the backstop?

As such we need to determinethe counterfactual orwhat would be the maximum discount
charged by a monopolisticPPA providerin the absence of the OLR mechanism?

This counterfactual will be different depending on whether:

a. We areconsideringageneratorthatis tryingto secure a PPA priorto decidingtoinvest
inthe project (i.e.a “Pre-FIDgenerator”); or

b. We are consideringagenerator who hasalready made itsinvestment decisionto
construct the plantand is now returningtothe PPA market to replace eithera PPA that
has expired ora PPA that has been terminated forthe insolvency of the original provider
(i.e.a“Post-FID generator”).

We take each of theseinturn.

! We note this assumed that the OLR mechanism does not over compensate backstop offtaker to the extent
that this logicis distorted. Thisis discussedin paragraphs 16 and 17 below. Inany event is only likely to affect
consumers as generators will alwaysstillbeableto reply on the backstop price
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12. Pre-FIDgenerators:

a. Thenatural limitonthe discountthat would be charged by a monopolisticPPA provider
to any given Pre-FID generatoris the level of discountat which the return on capital for
the project overall falls below the hurdle rate required forinvestors.”

b. The higherthe discount charged by the monopolistic offtaker, the lowerthe number of
viable projectsinthe market (assumingameritorder of different projects fromthe most
marginal to the most profitable).

c. Assuch,the optimum PPA discount charged by a monopolisticPPA provider (i.e. the
“Maximum Viable Discount”) will be the price at which the offtaker thinksitcan
maximise the aggregate rents that can be extracted from the marketas a whole -i.e. it
will look to maximise the numbers of viable projects onthe one hand while at the same
time maximising the discount charged (and therefore rents extracted) on the other.

13. Post FID generators:

a. Thepositionisdifferentfora Post-FID generatorthat has already sunk capital into the
construction of the plant, but isnow looking fora new replacement PPA froma
monopolisticprovider. Thisis because the projectreturnisnow irrelevantas apost-FID
generator has no option to “walk away” and investits money elsewhere -itis, in effect,
a “price taker”.

b. Assuch, the theoretical limit on the discount that can be charged by a monopolisticPPA
providertoa Post-FID generatoristhe level of discount at which the generator would be
better off simply spillinginto the system areceiving the system spill price fortheir
output (the “Spill Discount”).?

14. The key pointto make here is that neither a Pre-FID generator nor a post FID generator is in a
worse position than it would have been in this monopolistic scenario where the OLR
mechanismisin place. This is because:

a. Ifeitherofthe “Maximum Viable Discount” orthe “Spill Discount” is less than the level
of the discountinthe Backstop PPA, the monopolistic PPA provider would offer the
relevantgeneratorthe “Maximum Viable Discount” or the “Spill Discount” (as
applicable) forthe reasons setoutin paragraphs 10 and 11 above. As such, neither
generatorisin a worse position than itwould have beenif the OLR had had not beenin-
place.

b. Ifeitherofthe “Maximum Viable Discount” orthe “Spill Discount” is greater than the
level of the discountin the Backstop PPA, the monopolistic PPA provider would offer the

? Note this assumes that that the discountthat represents the true costto the offtaker is smaller thanthe
discountthat would give the required rate of return.

* The discount might be slightly higher for a generators thatis not a party to the BSC as to enable it to receive
the SSP it would need to register as a BSC party and post collateral inrespectofits liabilities (which has a cost).
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in paragraph 8 above). Assuch, a Pre-FID generator is in fact in a better position than it

would have been otherwise, as the Backstop PPA has in effect capped the rentsthata

monopolistic PPA provider can extract from the market.

15. We have illustrated this diagrammatically in Figure 1 below.

Figure 1: Impact of the OLR on PPA pricingin a monopolistic market
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Question 2 — Impact on any incentives to withdraw liquidity from the open market

16. Thissection considers whetherthe ability to access greater marginsin providing backstop PPAs

17.

18. The materiality of thisrisk this differs depending on the form of allocation used:

mightincentivise PPA providers (who are also potential backstop offtakers) to withdraw liquidity

fromthe PPA marketand “drive” a generatorinto the backstop where they can make those
above-marketreturns.

The risk that a PPA provider may be able to access greater returns through the provision of
backstop PPAsisa function of whetherthe OLR mechanismitself somehow over compensates
that provider as backstop offtaker relativeto the actual cost of doingso.

a. Ifbackstop PPAsare allocated administratively, the regulated cost assessment process

could overcompensate abackstop PPA provider. However, thisis unlikely to be material

(asitis determined by Ofgem) and backstop PPAs are spread across the market




19.
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(therefore no PPA providerthatis also a potential backstop offtaker can be sure of being
allocated agenerator);

b. If Backstop PPAsare competitively allocated, a backstop offtaker may be able to drive
large rentsif the competition forthose contractsis low. This may be because there are
significant structural barriers preventing wider PPA market participants fromalso
offering backstop PPAs (discussed in more detail in Baringa Supporting Paper 1B).

However, evenifthere isamaterial risk that a backstop offtakeris able to access greaterrents
through the provision of backstop PPAs, the key questionis whether that could somehow
disadvantage generators relative to the counterfactual where the OLR did not exist at all. Again,
as with question 1, we considerthis question separately assuming both an uncompetitive and
competitivewider PPA market.

Competitive PPA market

20.

21.

If the wider PPA marketis competitive then, if any given backstop offtaker decided to withdraw
liquidityfrom the marketin the hope of makingits returnsinthe provision of backstop PPAs,
another PPA provider would presumably take its place and offera competitively priced PPA ata
discount the reflects the actual cost for providing that service (plus a margin).

If that competitively priced discount rises above the discountinagenerator’s backstop PPA,
then the generators will presumably triggerits right to enterthe OLR mechanism. If that results
inthe ability for backstop providerto make greaterreturns than would otherwise have beenthe
case if there was no OLR, than this may drive up costs of the OLR scheme to consumers, but
generators are unaffected.

Uncompetitive market

22.

23.

If the underlying PPA marketis actually uncompetitive, then amonopolistic provider who
thoughtthat it could drive a greaterreturnin providing backstop PPAs could indeed withdraw
liquidityfrom the market. However, this action could only actually force ageneratorinto OLR
where the discountimplied by just spillinginto the marketis greaterthan the discountinthe
backstop PPA (i.e.assetout in paragraph 14b. above).

However, the important point to make here isto ask the question —would this generator have
beenworse off if the OLR did notexistat all? The answerisno giventhatif any PPA providerhas
sufficient market powertoforce a generatorintothe OLR mechanism in thisway, thenina
world without the OLR mechanism, it would have simply priced its PPA offerto the level of the
spill anyway. Eitherwaythe generatoris notworse off, itisjust the consumerwhoislosing out
by paying the backstop offtaker more forthe provision of backstop PPAs thanis actually
required (orwould have been chargedin ascenario without the OLR).

24. Thisdynamicisset outin Figure 2 below.
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Figure 2: Impact of the OLR on PPA pricing where a monopolistic providerisincentivised to
withdraw liquidity from the market
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Question 3 —Impact on the capacity of suppliers to offer PPAs

25. The section above considersthe risk that the use of PPA market participants as backstop
offtakers might affect their appetite to contractin the open market. Thissection asks the
reverse —i.e. doesitaffectthe capacity of these entities to provide PPAs to generators. In other
words, will mandatory backstop offtakers need to “reserve” acertainamount of “PPA capacity”
to protectagainst the risk that they will be required to enterinto backstop PPAs?

26. Where backstop PPAs are allocated on a competitive basis, thisis notlikely to be amaterial
concernas, evenifsuppliersoveracertainsize are required tobidinauctions (i.e. a “bidder of
lastresort”), prospective offtakers will be able to bid their actual costs of providing abackstop
PPAs. Assuch, thereis limited risk that a winning backstop offtaker willbe required to offera
backstop PPA at a price that does notactually reflectits cost (ora reasonable estimate of its
cost).

27. In contrast, administrative allocation will specifically require suppliers overacertain size to enter
into backstop PPAs (i.e. Mandatory Offtakers) and will compensate them using aregulated cost

* Assumes that the requirement to bidis atany price(i.e. there is nofloor).
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assessment which will estimate their likely costs of doing so. This has the potential toimpactthe
business/balance sheet/ credit rating of mandatory offtakersin the following ways:

a. Ifthe tenorsofthe backstop PPAsbeing allocated to Mandatory Offtakers were
sufficiently long to be treated by credit rating agencies asa long term liability that needs
to be imputed ontotheirbalance sheetforthe purposes of determining credit ratings;

b. Ifthe regulated costassessment processis sufficientlyuncertain or punitive thatthere is
arisk that obligation to provide the backstop PPA will impose significant costs on
Mandatory Offtakers thatare not socialised; and

c. Ifthereis significantuncertainty astothe likely “Backstop Burden” thatany supplier
mightreceive owingtoavery “lumpy” potential supply of projects entering the scheme
(e.g.a 10MW onshore wind farm ora 1.5GW offshore wind farm).

28. To the extentthatthese had a significant balance sheetimpactthenthe use (orrisk of the use)
of the OLR mechanism could impact the capacity of these Mandatory Offtakersto be able to
offer PPAsinthe open market. Where suppliers continueto be significant playersinthe PPA
market (as, arguably, they are today) this could adversely affect the terms and availability of
PPAsto generatorsinthe open market.

29. The materiality of these issues willneed to be looked at more closely; however, potential
mitigantsinthisregardinclude:

a. Firstly, the tenorof each backstop PPA could be restrictedto 1 or 2 years (with an
enduringrighttoa backstop PPA) and then re-allocated on aregularbasis to minimise
the impact onindividual suppliers;

b. Secondly, Mandatory Offtakers could be allowed to back off their obligation to provide a
backstop PPAto, forexample, an aggregatorwhois betterable to provide thatservice.
That will ensure that suppliers are not facing the possibility of the differences between
their individual costs of administering the Backstop PPAandthe costs assumedinthe
cost assessment process. Rather they are absorbingthe difference between the cost
assessmentassumptions and the “bestin class” aggregator or PPA provider.

c. Thirdly, the regulated cost assessment should be carefully designed to ensure that it
does notsignificantly under estimate the likely average cost of providing a RtM service
to any eligible generatorand that the basis on which that will be doneisclear,
transparentand not subject to significant uncertaintyas to change. This will be explored
morein Paper4 (Longevity) and Paper 8 (Cost Assessment).

d. Thirdly, there maybe meritin restrictingthe maximum size of generatorthat can access
the OLR mechanismto “smooth” out the potential variancesin "Backstop Burden”.
Alternatively, tothe extent operationally oradministratively possible, the output from
large generators could be allocated to more than one Mandatory Offtaker through
multiple backstop PPAs. This willbe addressed in more detail in Paper 3 (Eligibility).



