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Electricity Market Reform: Delivering UK Investment

Introduction

1.  Electricity Market Reform (EMR) will deliver the greener energy and reliable supplies that the
country needs, at the lowest possible cost. It will transform the UK electricity sector to one
where low-carbon can compete with conventional, fossil-fuel generation — ensuring we build
the right mix of generation for the long-term.

2. Around a fifth of our power stations are due to close over the coming decade and consumers
are facing rising energy costs due to growing dependence on uncertain supplies of imported
fossil fuels, so now is the time to move towards a diverse and low-carbon electricity mix.

3.  This presents a huge opportunity for growth and jobs, with EMR designed to unlock up to
£110 billion investment in our electricity infrastructure and support up to 250,000 jobs during
this decade alone. The electricity sector is one of the biggest areas in the UK economy for
investment over this decade and the Government is keen to support industry to maximise this
potential. This is why we have brought forward the key announcements that will give industry
the early certainty they need on EMR to begin planning major capital investments in the UK
and its supply chain.

Delivering UK Investment

Ensuring reliable electricity supplies for consumers

4.  The country faces increasing risks to providing secure and reliable electricity supplies. New
capacity is needed to replace retiring coal, nuclear and older gas power stations — which
have historically provided us with significant amounts of predictable and flexible generation.
It is therefore crucial that we deliver new investment, and that the market brings this forward
in a world where we move to a more diverse portfolio of generation such as new nuclear
power, onshore and offshore wind, and gas. The amount of gas capacity we will need to call
on at times of peak demand will remain high, with potentially significant amounts of new gas
generating capacity required by 2030. Other forms of capacity — such as demand side
response’ — also have significant potential to ensure we continue to enjoy secure supplies.

5. This is why the Government has today set out further details about the proposed Capacity
Market — including how and when it will run — which will provide steady payments to
incentivise a range of reliable forms of capacity such as gas-fired generation and demand-
side response. In particular we are announcing to investors that, subject to state aid
approval, we will run the first capacity auction in 2014 which will result in construction of new
capacity that will be available from 2018/19. We are also continuing to explore how projects
that result in permanent reductions in electricity demand can participate in the Capacity
Market and the Government has announced that funding will be available for a pilot.

6.  Further detail on this and the detailed design of the Capacity Market has been published
today?, along with announcements from Ofgem and National Grid on future electricity

! Where large electricity users reschedule or temporarily reduce their demand for electricity.
? https://www.gov.uk/government/publications/electricity-market-reform-capacity-market-proposals
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margins (including measures to address potential short and medium-term risks, ahead of the
Capacity Market delivering new reliable capacity towards the end of this decade).

Tackling climate change through investment in low-carbon generation

7.  To bring forward the billions of pounds of investment needed in new, low-carbon electricity
generation and associated network infrastructure, the Government is publishing key
information on Contracts for Difference (CfDs).

8.  CfDs provide efficient and long term support for low carbon generation — including nuclear,
renewables and carbon capture and storage — reducing risks faced by generators by
increasing revenue certainty and through the backing of a long-term contract. Generators
will receive revenue from selling their electricity into the market as usual, but will also receive
a top-up to a pre-agreed ‘strike price’. Conversely, if the market price is higher than the
strike price then the generator must pay back the difference, which reduces costs to
consumers when electricity prices are high.

9. The CfD reduces costs to developers of financing a project, by reducing exposure to volatile
wholesale prices and reducing project risks. It also provides investors with a familiar legal
framework by establishing a CfD as a private law contract, with a single Government-owned
counterparty that can raise money from electricity suppliers.

10. For CfDs to deliver their huge potential for growth, developers and investors need to know
the strike prices and key contract terms that affect risk and value — such as contract length,
change in law protection and inflation indexation. This will support timely investment
decisions and allow developers to make financial commitments which will deliver benefits
across the UK and to local supply chains. Announcements on these crucial areas are set out
below, along with other important updates.

CfD strike prices

11. We have today published the draft strike prices for renewables technologies that help
achieve the Government’s objectives on renewables and low-carbon generation. They
enable a technology mix that is value for money for consumers, along with the upper limits on
annual spending on low-carbon generation (including CfDs, the Renewables Obligation and
the small scale Feed-in Tariff) as agreed in the Levy Control Framework®. The draft strike
prices are set out in Appendix A and are informed by analysis from National Grid, who
assessed the impact of different strike prices on the Government’s objectives of tackling
climate change, ensuring security of supply and minimising costs to consumers.

12. The strike prices for key technologies come down over time showing that as technology costs
come down, consumers will be paying less. These strike prices are set to be consistent with
the Renewables Obligation? levels of support (though adjusted down as the CfD protects the
investor against additional risks), allowing continuity and continued investment in the
renewable energy industry. They will enable over 30% of Britain’s electricity to come from
renewable energy sources by 2020.

13. A Panel of Technical Experts was appointed to scrutinise National Grid’s analysis and its
report will be published in July, alongside consultation on the draft EMR Delivery Plan which

* The mechanisms and headroom arrangements underpinning the Levy Control Framework remain unchanged.
* The existing support scheme for large-scale renewable generation.
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will set out more detailed information on the draft strike prices. The Panel was appointed in
February 2013°. Since then, the Panel has been working alongside National Grid and
reporting informally to DECC throughout the analytical process to enable them to scrutinise
the analysis.

14. The conversion from the level of support under the Renewables Obligation into a CfD price
takes into account a number of elements. This includes the current projections for wholesale
prices; the level of support being for 15 years as opposed to 20 years (except in certain
cases such as biomass conversion); the indexation to the Consumer Price Index (as
opposed to the Retail Price Index); Power Purchase Agreement terms; the effective tax rate
of an average developer; and the lower cost of capital as a result of the increased price
certainty afforded by the CfD.

CfD contract terms: decisions on approach

15. We have worked with developers and investors on the design of the CfD, to ensure it
provides a robust legal framework against which to secure investment in the UK. Today we
are publishing, at Appendix B, our approach to the key terms which will form the basis for the
final CfD contracts, the drafting of which will be discussed with stakeholders over the
summer.

16. As well as providing the necessary safeguards and assurances for industry — such as
protections against changes in law that target a particular project or technology — the contract
will provide value for money for consumers by reducing the overall costs of attracting
investment and by including provisions to ensure the timely construction of low-carbon
generation.

Building the UK supply chain

17. The Government has been working with industry to produce three outward facing Energy
Industrial Strategies. These will ensure innovative and cost competitive supply chains are
able to develop in time to serve growing parts of the energy industry, and will ensure that the
UK sees a wider economic benefit associated with the investment coming forward in the
electricity sector — building on consumer support for low carbon technologies.

18. The nuclear and oil and gas industrial strategies have been published®, and we will publish
the offshore wind industrial strategy in mid-July. The Government is looking to developers to
engage proactively with the supply chain, and where possible design their projects in a
manner that supports the development of a sustainable and competitive supply chain, with
potential to reduce costs in the medium/long term.

Supporting early renewables projects

19. To facilitate support for early renewables projects, we have today published a second update
on the Final Investment Decision Enabling for Renewables project’. This signals the start of

> Details of the Panel members and their terms of reference are available at:
https://www.gov.uk/government/news/new-appointments-announced-to-decc

® https://www.gov.uk/government/uploads/system/uploads/attachment_data/file/175480/bis-13-748-uk-oil-and-gas-industrial-
strategy.pdf

https://www.gov.uk/government/uploads/system/uploads/attachment data/file/168048/bis-13-627-nuclear-industrial-
strategy-the-uks-nuclear-future.pdf

7 https://www.gov.uk/government/publications/increasing-certainty-for-investors-in-renewable-electricity-final-investment-
decision-enabling-for-renewables

8




Electricity Market Reform: Delivering UK Investment

the process for renewable electricity developers experiencing investment hiatus to apply for
Investment Contracts (an early form of CfD). It sets out the process and indicative timetable
for developers to apply for Investment Contracts, as well as details of the evaluation criteria
which they will be assessed against.

Trading renewable electricity: Government response to call for evidence

20.

21.

The Government is looking at how to enable industry to export renewable electricity out of
the UK, as well as enabling it to be imported from qualifying generators. A Call for Evidence
was launched in April 2012 and our response to this has now been published on DECC'’s
website®. This:

recognises that importing electricity could be an attractive opportunity with much potential;

confirms that Government is minded to take up some level of physical trading so long as it
can be made to work; and

outlines the further actions it is taking in order to overcome barriers to trade in renewable
energy.

Final decisions will be announced at the end of the year.

Keeping electricity bills down and protecting the consumer

22.

23.

24.

Electricity Market Reform is good for the consumer. As well as reducing the exposure to
volatile and rising fossil fuel prices, the CfD ensures that generators pay back when the price
of electricity goes too high; this makes it more efficient at delivering low-carbon generation.
CfDs will make it cheaper to deliver low-carbon generation by around £5 billion up to 2030°
because they will deliver cost of capital reductions that cannot be achieved through existing
policy instruments. The wider benefits of CfDs will be considered in the next revision of the
EMR Impact Assessment (as set out below).

The most recent Impact Assessment'® estimated average annual household electricity bills to
be 6-8% (£38 — £53) lower over the period 2016 to 2030 under EMR, compared to
decarbonising through existing policy instruments. Our analysis is being updated to take into
account the draft strike prices published in this document, including the price and bill savings
for different types of consumer, and a further Impact Assessment will be published alongside
the draft EMR Delivery Plan in July.

The overall support will reduce over time, as reflected by the draft strike prices (see Appendix
A), to take into account the cost reductions we expect to see as a technology becomes more

mature. This will ensure that support is targeted only where it helps a technology to become

competitive, and maximises value for consumers.

8 https://www.gov.uk/government/publications/response-to-call-for-evidence-on-renewable-energy-trading

® This captures the impact of a reduced cost of capital under CfDs. Net Present Value up to 2030 (in 2012 prices).
19 https://www.gov.uk/government/uploads/system/uploads/attachment data/file/197904/cfd ia_may update.pdf
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Next Steps

25.

26.

27.

28.

29.

30.

31.

Over the coming months we will continue to work with developers and other stakeholders on
the development of Electricity Market Reform. We will publish the draft EMR Delivery Plan
for consultation in July, including information on the methodology and analysis behind the
draft CfD strike prices, as well as the proposed draft reliability standard which will inform the
level of capacity to contract through the Capacity Market. A ten-week consultation will begin
following the publication of that document.

We will engage with stakeholders through a number of workshops to be held over the
summer during the consultation period — details of which will be published on DECC’s
website. These interactive sessions will be held to explain the way we have arrived at our
proposed strike prices in more detail and provide an opportunity for stakeholders to ask
questions before finalising any written responses they may wish to make to the consultation.

Final strike prices will be set in December 2013 (subject to state aid and Royal Assent of the
Energy Bill). We will also confirm the level of the reliability standard for the Capacity Market
at this point.

We will publish further detail on the CfD contract terms in early August, including draft
contract terms for all the key terms which go to the value of the CfD contract. At the same
time, we will set out more detail on the allocation of CfDs, and the Government response to
the call for evidence on the CfD supplier obligation. We will engage with interested
stakeholders on the detailed drafting of the CfD contract, with two events in August to seek
views. The final contract drafting will be published in December alongside the final strike
prices, and implemented through regulations laid before Parliament in 2014.

In parallel, the Government will consult on the secondary legislation for the implementation of
EMR from October this year. The EMR programme is on track to be implemented in 2014,
with the first CfDs under the generic regime expected to be signed in the second half of
2014, and the first capacity auction at the end of 2014.

Finally — alongside the draft EMR Delivery Plan — we will publish a consultation on the
transition arrangements from the Renewables Obligation, the current support mechanism for
large-scale renewable generation, to CfDs. These arrangements will ensure that this
transition is smooth and straightforward for investors and developers, maintaining confidence
in the support landscape.

The announcements in this document are subject to state aid approval. The Government is in
discussion with the European Commission to secure this.

Devolution

32.

33.

10

EMR will benefit consumers in all parts of the UK — delivering green growth and jobs, reliable
supplies of electricity and at least cost. It will provide a consistent and integrated framework
for investors, which is essential if we are to attract the private capital we need.

The draft strike prices published for consultation are underpinned by analysis conducted by
DECC, National Grid and the System Operator Northern Ireland (SONI), and analysis has
been shared and discussed with the Devolved Administrations through the Devolved
Administration Consultation Group. We will continue to develop this engagement before the
strike prices are set in the final Delivery Plan. We will also be seeking to agree a



34.

35.
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Memorandum of Understanding on how the UK Government and Devolved Administrations
will work together on EMR on an ongoing basis.

Following a joint research project with the Scottish Government on how to support
renewables on Scottish islands, we are committed to taking forward work to consider how to
provide additional support. The strong emerging option is to provide a separate strike price
for renewables projects located on such islands (where these have clearly distinct
characteristics to typical mainland projects). We expect further consideration of this emerging
option to feed into a consultation on this issue in the summer. This consultation will consider
what level of additional support would be appropriate, as well as deliverability, the potential
impact on deployment, and affordability. We will take forward this work in time to allow a
differential strike price to be set for these projects in the final Delivery Plan in December.

We will continue to work with Department of Enterprise, Trade and Investment in Northern
Ireland on their decision on applying these strike prices in Northern Ireland, thus enabling a
coherent UK-wide system for supporting low-carbon generation.
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