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To whom it may concern
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Dear Sir, Madam,
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On behalf of Eneco and its Board of Direcfors, we welcome the opportunity for the company to
express its views on the UK govemmei\t's praposals to refarm the glectricity markets *EMR”. Eneco
represents a new vigw of how utilities can be both sustainable and responsive to market and socletal
needs and regards itself as-a progressive company both in attitude and practice. Ensco
wholeheartedly supports Initiatives to introduce market signals for low carbonisatfon and to move
from predominantly a fossil fuetied economy, to those following a more sustainable strategy.

Eneco's main business |Is based in the Netherlands and Is the third largest energy company in the
country. Eneco has embarked on investing. In nelghbouring countties where we consider our brand
values transferable. This includas the UK, Belgium and Germany. Eneco Is essentially a vertically
integrated business with customers, supply and generation based gn low carbon and renewable
sources. The Board of Directors Is convinced in the business rationale of renewable energy production
and believes that investing In theése sources makes better business and economic sensé than
predominantly re investing In fossil fuelled alternatives, However, it Is equally certain that until
European economies make a full translition allowing renewables to cempete: properly with established
practice; incentive structures-either through taxation or subsidy will be required. We see the UK
government now having to take sorre critical decisions to effect this change.

It is our considered view that the requirement for a new system Inthe UK is driven by a
commendable desire to both accelerate investment fn alternative energy sources and to achleve a
lower cost te the consumer. To this end, Eneco is of the view that a radical change Is not necessarlly
the best way forward for the UK at this critical time for investiment. Any change of system will raise
unforeseen risks that could simply replace those that are inherent in the existing mechanism and
whilst the RO Is by no means perfect, we believe the acceleration In investment and lower cost to
consumer can be achteved within the existing framéwork as understood by the developer and
Investor communities. We guard agalnst radical change which could make the UK an inherently more
difficuit place for Eneco to Invest. Clearly there are bartlers to entry and efficiency in the prasent
system but.these are less to do with the market led RO but-more with the way the wholesale market
operates and for this we commend the approach to improve market arrangements arid improve
competition, In particular:
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« Reforms to balancing arrangements to ensure that cash out payments better reflect the cost
of managing imbalance for ALL market participants
The introduction of a short term reserve market for flexible generators
Actions to liprove wholesale market liquidity
+ Actions to Improve system flexibility:-through greater demand side participation
P A B
1t Is our view that market rgforms inthe wholesafe market are absolutely necessary to encourage
competition and that these are welcomed. These reforms along with Carbon Price Support will
produce a mare competitive and falrér system for new entrants such as Eneco and adjust the
market dominance of the big players. Reform to the RO should follow, if at al], in a step wise
manner $o that competitive pressures can have thelr effect so that sensible reférence prices can be
set If a faed'in tarlff system s eventually adopted.

Eneco took the decision to invest in the UK in 2007 based on a good regulatory system and a proven
support mechanism driven by market fundamentals. The toncept of an “obligation” backed by
tradable green certificates was refarded as.a sensible and fogical methadology to “evel the playing
fleld” between fossil and renewable generation. Key to our decision was the stability of the system
and the cross party support for the expansion of renewable generation. Stabliity, predictabliity and
certainty were all factors in-our investment strategy. Since 2008, Eneco has: invested over-£100m in
onshore wind and is the sponsor of the Round 3 project near the Isle of Wight which is expected to
be a £2bn Investment and carries-£50m of development costs to build 900 MW of UK capacity.

Eneco would like to-state that it supports the Renewable Obligation as a fair miethod of ensuring
renewable generation reaches its potential through market reference. As a methodclogy it is
understood both by developérs and financiers and we would support its continuation rather thah a
change to a feed In tariff methodolagy. Whilst it has created some barriers to entry for supply for
companies such as ours through the redemption of ROC's we would still consider a modified RO that
cures this issue as preferable to a wholesale change to a feed In tariff.

1n this response to the DECC consylitation on EMR we would fike to focus on three elements:

1. The requirement for a stable and predictable support scheme
2. The “feed in tariff” alternatives to the Renewable Obligation
3. The Eneco experience of fekd in tarlff systems

Stability and Predictability

Renewable energy projects in common with all energy investments have a long Investment horizon.
A stable and predictable regulatory framework is therefore key to attract new investors to the UK and
sustain those already exposed. Glven democratic processes, changes to the framework are
inevitable, however the UK has a sound track record In terms of stability and this has been ope of the

principle reasons that attracted Eneco to enter the UK market as an investor. Stability exists of two
components;
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» Grandfathering: Any change {o a support scheme will cause existing or committed projects
to be exposed to different economics than those committed to by the investors, It Ik
absclutely essential that good economic support is offared at no less terms than those
originally provided to those projects already financially committed to. To do otherwise will
destroy corifildence.

+ Stability of any replacement system: In simple terms the level of support for renewable
generation should not vary significaintly from those already implemented. Change is, by
nature, value déstructive as individual companies WACC levels will factor in uncertainty. Any
new system has to signal stability, longevity and certainty as key success factors. To be
clear, if a new system for feed-in is implemented in the UK, the Jjustification should be that jt
provides more certainty for invastors with fess financial risks in order to lower the effective
cost of capital.

Feed In tariffs

Eneco would commend the department to re-examine a continuation of the Rehewable Gbilgation
rather than change to a system of feed in tariffs. Inevitably the proposed change will, and is, causing

a pause in investment that, at this critical time for the wider industry, could mean 2020 targets are
impossible to achisve,

In response to this consuitation on possible feed in tariff mechanisms that are being considered by
DECC, Eneco would state that it would clearly favour a premium feed-in-tariff over a contract for
difference mechanism. A transfer from thie Renewable Obligation to a premium feed-In-tariff would,
in our view; be less distuptive than a move to a contract for difference feed-in-tariff (CFD-FIT).
Moreover, we regard the premiurm FIT system as a simpler system to implement. Eneco believes it is
iriportant for davalopers to engage with the market ang react to competitive signals which are also
vital for growth and Innovation. A Premium FIT wolild provide grester certainty and cortinulty over
the level of support, whilst also providing simpler participation. in the market.

In our experience of European mechanisms, it is easier for governments to budget for a set premium
tariff rather than ong driven by a Contract for Difference ("CfD"), The Dutch “SDE” system ls
comparable to this and we discuss it in more detall below. Given that fundamental changes will be
made to the balance of the wholessle market {carbon floor, retirement of coal plant ete) it Is
impossible for us at this stage to make a meaningful judgement on likely market price levals.
Furthermore, it Is difficult to set a reference price {necessary in a CfO-FIT) in a mainly bilateral
market, We will elaborate on this point later in this document.

We would observe that In Both an obligation driven mechanism and a premium feed-In-tariff, the
market will manage the wholesale price risk of electricity, In a CfD-FIT (or in a fixed price system),
the wholesale price risk is partially transferved to the government;, which would mean & fundamental
discontinuity and a change In the reguiatory framework. This in turn changes an investors view and

welghting applied to regulatery and political risk. Eneco has perceived this risk as low In the UK under
the Renewable Obligation,

It shouid be noted that Ereco favours the direct low carbon signals as in the recently consulted

carbon price support inltiative from MM Treasury and sees such direct and clearly understood
mechanisims as whiclly positive,
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Experience with feed-in-tariffs In the Netherlands

Eneco as a Dutch based company has direct experlence of feed In tariffs and in particular the direct
equivalent of the favoured CD-FIT termed the “SDE” (Stimuleringsregelling Duurzame Energle).
From this expertence the following fessons can be drawn:

« Setting and malntaining a sbund reference price is extremely problematic

» Auctions don't work (lottery effect)

« Limiting budgets for funding a. system (capping expenditure) are arbitrary and uitimately
dissuade investment

Setting a Reference Price

Fundarmental to the operation of a CfD mechanism Is setting an effective reference price that meets
investor expectation, ensures delivery and gives the consumer a value for money proposition. Whilst
economic theory suggests this is possible it has in practice turned out to be a problem In the Dutch
market and reform is considered necessary. Eneco would advise that this issue Is key to the UK
proposals and would, in all likelihood, prove to repeat the Dutch experience. We would also consider
the effect of bilateral trading under NETA to exacerbate the situation,

Auctions don’t work ~ lottery effect

In the Netherlands, support for offshore wind projects is auctioned. This often results in non-
recoverahle development costs {given higher avallabiiity of permits than support), thereby creating
an inefficient syster. In our Dutch experience, this creates a development inertia where companles
become reticent to invest in projects that will losg out to badly priced or winner takes all strategles.
In particular, auctions which are then backed by a penaity should the winner not invest dissuades
bona fide developers and has encoltraged maverick organisations.

Capping Budgets

The Dutch CfD-FIT was financed througt) the State budget ¢reating the introduction of yearly budget
caps and {herefore an effective cap on energy produced (MWh). This has becorme a high tlsk factor
for developers as It cleatly then limits how rmany projects can be included in any one yéar, The yearly
budget-cap Is set so low that only a few projects can be included in the CfD-FIT scheme and this has.
created developmarnt inertia;

In general, the short term cap has caused a reluctance to jnvest and put a brake on development /
investment since any included projects also had to effectively pay for the development costs of all the
projects that were excluded from the CfD-FIT. This has actuaily increased the cost to the consumer
of renewable energy production,

The consultation document presented on the EMR is not clear about a budget caps and we would Ilke

to state that from an irvestors and developers perspective we are proponents of a system without a
budget cap.
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Conclusion

Eneco strongly advises to continue the Renewable Obligation with tradable certificates with the
effective “cap” set by the renewable goals for 2020 (or the horizon of 2030, as included In the
consultation document). If this is consldered not to be an option for the UK government (as a support
mechanism for renewable electricity), a Premium FIT would be Eneco’s alternative of cholce. The
selection of a feed In tariff does not guarantée Eneco’s cortifiued investment in the UK. We strongly

advise agalnst auctions as price setting mechanisms and urge DECC to understand the failings of
these systems.

We are awate that DECC’s analysis remains, for the time being, at a high level and purely indicative
and as such this makes the final policy outcome as highly yihcertaln. Considering this uncertainty In
this response we would Ttke to reserve our position and judgement until further dstalls are avallable
that will allow a complete assessment. We would be particularly responsive to sharing our Dutch and
International experlence of best practice to further this consultation and its conclusion.

Thank you once agaln for giving us the opportunity to respond to the proposed Electricity Market
Reform. If there are any questions about our response, please do not hesitate to contact our office.
Furthermore, we would be more than willing to elaborate on the responise personaily and bring

Eneco’s market aéxperience to the debate which we feel Is a crossroads for Renewable Investment in
the United Kingdom

Yours sincerely,
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Appendix I: Detailed answers to Market Consultation
questions

1. Do you agree with the Government's assessment of the ability of the ':urfent-'n!arkat' to
support the investment in low-carbon generation needed to meet-environmental targets?

| Overall, we agree, We particularly agree with the' statement: “the power sector needs to lead the
decarbonlisation of our ecohomy, bist the current matket has a bias towards fossli fuels”. The main
problem In the current situation Is thie low and unstable carbon price, and the tax breaks for fossil
fuels,

| 2. Do you agres with the Government's assessment of the futufe tisks to the l_lk‘s se_eurit#
of electricity supplies? '

We believe that long before the security of supply is threatened, the price of electricity will rise and
should trigger both Investment and demand side flexibility.

However we ‘would aiso note that the UK has allowed a clear Oligopaly of dominant players and the
5o called Blg 6 have created a pseudo market where both dark and spark spreads are maintained
through a tightening generation supply. We belleve that market signals are not reacted to as a pure
market would dictate ang with the coming  retirement of coal and nuclear plants the generation
margin will fall fggrtﬁer'hefore.ne‘wlpjme;gts; witl-be built, [

e o . N L 4 "‘;. rs B S _ . "
The consultation document states: “In the current system, maintaining the level of security of sapply |

is left to market forces”, It could be concluded that it is desired to transfer the security of supply
responsibility to the government in a new jy-stem. However, the investments stili need g} be donhe by

&

the market. K e A Mm.f v :mmﬁsw_h "
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3. Do you agree with the Government’s assessment of the pros and cons of each of the
models of feed-in-tariff (FIT)? -

4. Do you agree with the Government's preferred policy of introducing a contract for
difference based feed-in-tariff (FIT with CfD}?

As stated in our introduction, Eneco favours a premium FIT over a CfD-FIT. A premium FIT will keep
the wholesale price risk where (t belongs (the market) and cause less discontinuity from the current
ROC-system. Furthermore, we think that a premium FIT system whl be less complicated to
implement and far easier for Investment committees fo appreciate. Moraover we regard the premium
FIT system as a simpler system to implement. In our experience It s easler to budget for the
gavernment than a CfD-FIT. The amount pald in a CID-FIT on the othér hand, 1s largely dependent
on the wholesale price and thus fluctuates. Moreover, It is difficult to set a reférence price (necessary
in a CfD-FIT) in a bilateral market. In a Premium FIT the reference price is not relevant and ‘brings
much needed certalnty,
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5. What do you see as the advantages and disadvantages of transferring different risks
from the generator or the supplier to the Government? In particular, what are the

impiications of removing the {long-term) electricity price risk from generators under the
CfD model?

Eneco favours a system where the (long-term) electricity price risk 1s borne by the market, not the
government. Whilst it can be appreciated that the market has been slow in delivering this is largely
due to systemic problems in planning and grid scarcity rather than the RO not working. This price risk
is not unique to renewable electricity. And In general a price resulting from a voluntary transaction
between private parties leads to more efficient allocation of resources than a price set by the
government. In our view the goverriment can glve strategic direction without becoring the effective
counter party for investment.

We consider & premium FIT model superior to a CfD model because a premium FIT leaves the price
risk at the market,

6. What are the efficlent operational decisions that the price signai incentivises? How
important are these for the markeét to function properly? How would they be affected by
the proposed policy?

Concerning wind energy the operational decisions are relatively independent of the market price or
ROC price, as lorig as both are above zero. Therefore the change In policy would not Introduce less
efficlent operational decistons for this technology.

If & premliurn FIT would be Implemented with short termi caps of the budget (iike in The Netherlands)
the risk of our development expenditure decreases. So, development decisions are heavily affected
by the deslgn of the system itself.

7. Do you agree with the Government’s assessment of the impact of the different models of
FITs on the cost of capital far fow-carbon generators?

8. What impact do you think the different models of FITs willi have on the avaHability of

finance for low-carbon electricity generation investments from both new investors and
existing the investor base?

A premium FIT Is easier to comprehend for both investors and financers. Therefore, we feel that It
will be easier to attract financing or any other cooperation with third parties. Moreover, we have
discussed this point with banks, and in their opinion, the CfD-FIT Is not advantageous over the
prémium FIT. Therefore, they do not feel that costs of capital would be lower i» elther of the two
systems.
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9. What impact do you think the different models of FITs will have on different types of
generators (e.g. vertically integrated utilities, existing independent gas; wind or biomass:
generators and new entrant generators)? How would the different models impact on
contract negotiations/relationships with electricity suppliers?

The business casé of new capacity in renewables is refatively independent of the level of ‘integration
of the concerned investor because of the: possibility to sell the electricity on the inarket. Still, in case
of a CfD FIT system, a sound reference price, based on a liquid market needs to be defined.. In our
view, changes in the wholesale market with a chanaing mix of inflexible nuclear, intermittent wind
and reduced fossil fuels needs to be fully appreciated before referencing a CfD mechanism. It IS not
urithinkable that some generators benefit more from trade on specifically this market than others due
| to their tevel of vertical ntegration, which may present unwanted side effects to the EMR. Gaming ls
a distinct possibility under this system.

10. How Importantdo you think greater liquidity in the wholesale market Is to the effective
operation of the FIT with CfD model? What reference price or index should be used?

A dependable broadly accepted reference price in a liquid market Is both key to and a flaw of the CID
model. The Dutch experience shows that a reference price chosen by government causes continuous
debate.

11. Should the FIT be paid on avallability or output?

The FIT should be pald on output. Avaltability Is much hardér Yo y‘é'rif‘y', which means UK dtizens
could well end up paylng for dysfunctional wind turbines which would have political consequences.

Questions 12 through 18t

Eneco suppoit an Emission Performance Standard, as long as efficient CCGT's are stili encouraged as
balancing assets against wind intermittency.

Questions 19 through 25:

We believe that the capacity mechanism should enhahce the market for flexible and avallable plant
and to a certaln extent should reduce volatility in the wholesale market and balancing mechanism.
We would welcome this development as long as it does not create any market distortlons, have a
negative impact on improving the liquidity of the wholesale market or create-a market from which
high rent can be extracted for a limited number of participants.
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26. Do you agree with the Government's ptefer.réd package of options {carbon price
support, feed-in-tariff (CfD or premium), emission performance standard, peak capacity
tender)? Why?

Eneco would favour a continuation of the Renewable Obligation as a first choice,

However, Eneco would in principle support the introduction of a feed-in-tariff, carbon price support
and emission performance standard, because all thrée measures support clean power gensdrating
technologies. We understand that In order to secure supply in the near future, capacity payments
could help, although this mechanism will not necessarily support renewablié énergy. However, Eneco

finds that In our route towartds a 100% green energy supply, gas generation i required as a flexible
transition fuzl.

27. What.are your views on the alternative package that Government has de#cribed?

If “the alternative package” refers to Package 2, than this would be our most preferred package,
glven the Premium nature of the feed-in-tariff (cContrary to. the CfD methodology as included in
package 3). For two reasons, we would prefer the introduction of the Premium over the CfD:

1. It increases the leeway of Eneco’s trading strategy; financers of projects gaining their revenues
from the CID system require the output to be traded foliowing the reference price as closely as

possible, thereby limiting trading Hberty and potentially overlpading the market on which the
reference price is based

| 2. The Premium FIT is not dependent on a reference price. We see a great challenge for Ofgem to
- Improve market liquidity in step with EMR, with slgnificanit related risks

28. Wil the proposed package of options have wider impacts on the electricity system that
have not beety Identified in this document, for example on electricity networks?

The UK Is setting out on a path of low carbon technology and clearly has set out a principle in this
consultation package that will favour a new generation of nuclear plant with Renewable technology
such as wind, wave and tidal being a secondary preferred source. The effect of infléxible generation
and intermiftent genaration with balancing peaking plant {CCGT) Is a fundamental shift In the way
that electricity has been produced and transmitted in the UK which remalhs largely unconnacted to
mainland Europe. It would be observed that the present grid system has not been designed for such

sources and & large imeasure of Investment in hoth onshore and offshore networks wili rieed to be
encouraged..
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29, How do ybu'j;sa_a'the.d_i_ffe'rer;t:ejlem'_ents of the preferred package interacting? Are these
interactions different for other packages?

As above we note a “one size fits all” mechanisin whiere fow carbon generation is encouraged through
a single mechanism. Whilst Eneco appreciates the simplicity of this we. would also ohserve that
nuclear and renewable generdtion are very different I nature (Investment tenor, risk profile,
generation profile) and would respectfully suggest that they require different support structures.

We feal that a CfD FIT (as included in Package 3/ the preferred package) would interfere with carbon
price’ support more than a Premium FIT would. The CfD FIT is paid to generators ex post, which
jmplies that the exact carbon price of that period can be used for determining the reference price. A
Premium FIT on the other hand, Is set up front, so especially if Premium FIT s chosen, it 1s of itmost
impottance that a long term carben price trajectory is determined before setting the premium.

It the preferred package {Package 3), we note the following on potential interactions:

1. We share the notion of limited expected negative effects of the Interaction between CPS and CfD
2. In case of a Premium FIT, a renewable electricity generator will obtain a set strike price for the
compléte lifetine of a praject: A stable and predictable carbon price Is therefore imperative

'3, As previously described, a well functionitng refererice price: mechanism s imperative for a Lein]
system to be successfully implemented. The design of the capacity mechanism should not interfare
negatively with'the liquidity of the market on which the referénce price is basad

4. The Interaction deseribed under 3) Is less relevant In case of a Premium FIT, as a reference price Is
not required on a yearly basis for existing projects

30. What do you think are the main imp'!em'e'ntatian visks for the Gousrhment's breferr.e;l '
package? Are these risks different for the other packages being considered?

In any process of reforms, the sconer detaifs are provided, the befter. At the moment, the upcoming
market reform calises fnvestment decisions to be delayed, because of the ungertain situation. Eneco
has to make some fundamental Investment decisions In the UK (Round 3 and onshore windfarms due

for construction in 2012/2013) and cannot make these set against the current yneertainty of revenue:
streams.

Secondly some risks ate related to the implementation of 2 CfD FIT system specifically. A CfD FIT
system could be more sensitive to political changes then a Premium FIT, because the premiuin (in
the latter) Is set orice for the whole period that a profect Is entitled to receive support {and only
being indexed yearly). The reference price t4 determine the support In a Cfl FIT system on the other
hand is determined every year. Therefore, in a CfD system, it Is very important that the calculation
employed t6¢ détermine the reference price is defined in detail, to ensure that both government and
investors clearly understand what reference price they can expect. What should be gvolded at any
cost is a reference price that is susceptible to political changes, In a Premium FIT system, the

reference price Is Irrelevant, because generators receive a fixed premium on top of their iIncome from
‘electricity trading.
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Arother point Is that In the case of a CfD FIT, it is more difficult for DECC to budget the FIT payments.
In advance. Payments are made ex post, and are dependent upon the wholesale price. In the case of
Premium payments, this problem does not exist; as the tariff levels are set In advance,

Furthermore, it Is important to ensure that permit and FIT bidding trajectories fit each other. What
should be avoided is that a profect is awarded a permit, but no FIT, or the other way around. Under
the RO, both were granted at the same time,. giving the investor immediate clarity about the ability
to progress the project. Please see the appendix for our experiences in Dutch market regarding this
matter.

31. Do you have views on the role that auctions or tenders can play in setting the price for
a feed-in-tariff, compared to administratively determined support levels?

i} Can auctions or tenders dellver competitive market prices that appropriately reflect
the risks and uncertainties of new or emerging technologies?
if) Should auctions, tenders or the administrative approach to setting levels be

technology neutral or technology specific?

1)) How should the differsint costs of each technology be reflected? SHould there be a

* single contract for difference on the electricity price for all low-carbon and a series

of tachnology different premiums on top?

iv} Ara there other models government should consider?

v) Shoiild prices be set for individual projects or for technologies

vi) Do you think there is sufficient competition amongst potential developers / sites to
run effective auctions?

viiy  Could an auction contribute to preventing the feed-in-tariff policy from Incentivising
an unsustainable level of deployment of any one particular technology? Are there
other ways to mitigate against this risk?

Auctions or tenders have two large disadvantages over directly determined suphost levels:

1. When choosing auctions or tenders, the budget must be capped. for that auctioning round,
otherwise: no-one will *lose’ the auction or tender and bids per MWh will skyrocket. By adding & short-
term cap, reaching the 2020 renewable goa! will be delayed. This has happened In the Netherlands
for offshore wind.

2. Furthermore an auction s an incentive for gaming. Partles who have an anti-renewable interest
can buy a developing project, bid very low In the auction and then nevér realize the renawable
MWh's. And given the fact that the amount of parties bldding is very Iimited anyway, one can
guestion whether an auction will be efficient.

Naturally, there are also disadvantages when the administration sets the support level per technology
directly, such as choosing the right référence projects. However, we feel that these are relatively
minor. When:the support level is set by administration, it is important to note that this level should at
the very least be equal the current ROC value.

Subiject: Consuitation eénergy imarket reform
11 of 20




The FIT leve] could be set generaily at the level of the ‘last! technaology in the merit order for the
2020 renewable target. But this would probably lead to- politically unfavourable subsidy ltevels for
cheaper technologies, Therefore,. subsidy. levels should be set per technology. Setting. the tevel per
individual project is prone to long. discussions between developer and government, and removes an
incentive to choose an efficient geographical location (e.g. with high wind speeds).

Solar-PV Is a difficult category because of ‘the current high costs per MWh. It would be
understandable If support levels for solar-PV would not cover the carmplete project costs. Otherwise
undesirable macro-economic effects could arise as could be sald In Germany.

A research agency (e.g. a British equlvalent of ECN In the Netherlands) can serve as an advisor to
DECE in setting the support levels. It is impottant for Investors that the premium. FIT.Is Known in
advance for the coming decade, This has been one of the good elements in ‘the Dutch support
regime,

32.' What changes do you thlnk' would be necessary to the institutional arrangements in
the electricity sector to suppork these market reforms?

As noted previously Eneco sees a dominant Oligopoly In the UK of 6 large players with high barriers
to entry, We would encourage DECC and the UK government to bring more competition through
measures that remove this market dominance. This rather than direck government control of
investment returns will bring better value for consumers.

33. Do you have 3 view on how market distortion and any other unintended consequences
of a FIT or a targeted ¢apacity mechanism can be minimised?

Will a Single Buyer function bé required if the Obligation fails away 1., wiil suppliers-stitl want'to buy
intermittent wind power without the ROC stimulus? This will require wholesale renegotiation of PPA
contracts in the market,

Secondly, In the CfD model the Seflers are going to need two contracts instead of one, one with the
Government Agency delivering the CfD and one with the off taker and whilst this Is still true with the
Premium FIT the Premium contract Is so much easler to implement and administer than the CD

34. Do you agree with the Go_vemment‘s' assessment of the risks of delays to planned
investments while the preferred paclage is implemented?

Yes, we agree. Stability of the UK ROC regime has been one of the major factors that attracted Eneco
to the UK market and as such any change of system will cause us to cansider future investment plans
until such time as revenue streams are clearer. Investment decisions for wind. parks are made years
ahead, therefore it Is critical to give more clarity on all details of the reform s soon as possible.
Meanwhile, the RO continues to be an effective tool supporting renewable investmant and we belleve
it should remain in place until more clarity on the new ssupport mechanlsm s provided. Newly
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developed projects should be able to choose. for support through either RO or the. new mechanism
during the period between 2013 and 2017,

35. Do you agree with the principles underpinning the transition of the Renewables
Obfigation into the new arrangements? Are there other strategies which you think could be
used to avold delays to planned investments?

We agree that it Is Important to stimulate investments in clean poweér generating technologies. As
stated In the Introduction we think that supporting renewables js necessary as long &s there is no
level playing field between renewables and high carbon energy. Considering the current levels of
renewable power in the total electricity market; more stimulation is necessary, However, as we know
| from our experience in the Dutch electricity market (see appendix), the CfD FIT approach might not
be the clieapest methiod for stimulation of green energy.

The Dutch govérnment is studying how to procesd with the transition to renewable energy. The

approach Has several aspects!

- Anew SDE system will be Implemented this year (see the appendix);

- Co firing blomass has been excluded from the new SDE. Soon. the current subsidy: for co firfng
{MEP) will end so the question arises how to maintain co firing biomass. A direct obligation for
CCGT's for co firing Is considerad;

- The government and Dutch energy sector is studying on the option of a so-called hybrid RO
mechanisin, That means & combination of RO certificates and CID FIT. Shortly sald; a system

where the value of a RO certificate Is taken into account when the level of the CfD FIT is
determined.

Another strategy for the UK that could be used to avold delays to planned investments could be to
improve the current RO system. with *hybrid’ elements like in The Netherlands, Instead of
implementing a whole new system. If this alternative strategy Is not chosen, we would like to refer to
our statement made before, that the sooner details-are given, the bettar,

Any support mechanism for renewable power generation should be accompanied with facllitating
institutional arrangements. The planning system in the UK remains obstructive, ‘precautionary and
problematic making good schemes excessively long in gestation to produce a working project. The
grid restrictions in the windiest areas remaln weak and regidhal charging regimes excessive, These

factors rather than a willingness to invest remain the brakes on UK expansion of scalable renewable
energy.

36. Wa propose that accreditation under the RO would remain opén until 31 March 2017.
The Government's ambition is to Introduce the new feed-in-tariff for low carbon in
2013/14 (subject to Parliamentary time). Which of these options do you favoui?

a) Al new renewable electricity capacity accrediting before 1 April 2017 accredits
under the RQ;
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b)  All new renewable electricity capacity accrediting after the introduction of the low-
carban support mechanism but before 1 April 2017 should Have a cholcve between
accrediting under the RO or the new mechanism,

We would opt for a cholee between the two systems during the transition period, because this gives
the market the opportunity to decide what the best option at that polnt in time is. Some markel
parties would choose for the security of a guaranteed vintaged RO; while 6thers might choose the
new system. The arguirents might alse differ amongst projects of the same developer, depending on
the preference of investars or other partners and stakeholders, or specific project characteristics,

e.g., depending on the presence or absence of additional measures introduced with. the new support
rnecharism, such as caps, floors etc,

37. Some technologies are not currently grandfathered under the RO. If the Government
chooses not to grandfather some or-all of these technologies, should we:

1 a) Carry out scheduled banding reviews (elther separately or as part of the tariff
setting for the new scheme)? How frequently should these be catvied out?

b) Carry out an vearly review” if evidence is provided of significant ¢hange in costs or
other criteria as in legislation?
c) Should we mova them out 6f the “vintaged” RO and Into the new scheme, removing

the potential need for scheduled banding reviews under the RO?

We agree that co-firing of biomass, bio liquids, energy crops and CHP should nat be grandfathered.

These technologies are carbon neutrdl, but do not stimulate Ihvestments 1h new sustainable

generators. It is furthermore importantthat banding is implemented, as Is the case in the RO, since

cost prices of technologles still differ. Banding should be altered when theres a significant ¢change In
costs, We alse believe that those technologles that are clearly at the R&D stage (wave/ tidal) should

be supported through direct grants rather than trying to be commerclal through multiple ROC's or
otherwise.

38, Which option for calculating the Obligation post 2017 do you favour?

a) Continue using both target and headroom
b) Use Calculation B (Headroom) only from 2017
c) Fix the price of a ROC for existing and new generation

Key for existing projects to continue operations in the future is their ability to cover all costs,
Includihg debt payments. Also for projects that come: online between 2013 and 2017, uncertainty
shouid be minimized. If ROC's are procured by the government under the last of the three mentionead
options, our preference would be to fix the price of a ROC at a. sufficlently high level for existing

generation capacity, New electricity generation capacity should then be inchided in the support
mechanisms as included In the EMR.
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Appendix II: Support scheme renewable power
generators in the Netherlands

Introduction

In the Netherlands, currently two support schemes for renewable energy are running: the MEP
(Milieukwalitelt Elekiriciteitsproductie) and the SDE (Stimuleringsregeling Duurzame Energle). At the
moment, both schemes are closed fof new projects. A new system I$ developed by the government.
This scheme Is known as SDE+,

MEP

In July 2003, a feed-in-premium has been introduced - the so called MEP premium - {premium on
top of the market price for power, fixed for ten years). Under the MEP scheme, Dutch producers of
renewable electricity feeding into the public grid receive a fixed fee per kWh for a guaranteed perlod
of ten years. The "MEP premium’ was abolished {but grandfathered) in August 2006.

SDE

In October 2007, the Dutch government published a new regulation for a feed-in premium for
renewabte energy. The new support mechanism, called SDE partly resembles the old MEP premium
system. Producers receive a premium to compensate for the uneconoimic gap between the wholesale
anergy price and cost price of different technologies of renewable energy for a fixed number of years.
The premium will be provided to the generator of green power for a maximum of 12 or 15 years
(varies per tachnology). The level of the premium varies with each technology.

The budget is capped

In contrast to the old MEP scheme, the SDE comprises an upper limit. The SDE programme has a
limited budget consisting of a fund of €300 to €350 million per year, which is available uhtil 2010.
The budget Is divided over sub budgets for different technologles iike combustion of biomass, wind
onshore, solar, etc. The budgets for biomass and solar have been proven insufficient the past years
because there were more applicants for SDE than the budgets coverad. In 2010 the budget for wind
onshore was overwritien for the first time.

Application criteria

One of the most important criterla for applicants Is the possession of a building permit for the
Installation involved. Furthermore, the SDE programme allows the regulator to check the viability of
the business case of a project that is applied for. In practice, this check is not carried out In much
detail, There are some special criterla for soime technologies. For instance, for biomass projects the
programme prescribes that there should be a ratio of equity and debt of at least 20% equity versus
80% debt. In SDE-Round 2 for offshore wind, applicants wete required to file @ bank guarantes of €
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20 m per application. If the -offshore project were not to be operated within 5 years, the € 20 m had
to be paid as a penaity.

Application process

Apart from the abovementioned Round 2 offshere wingd price tender {which was closed on March 1=
2008), market parties can-apply for SDE during the months March to October. On November 1st the
application period closes. After the closing of this perlod, the regulator can decide to shift with
budgets from one category to ancther Ih order to honour applications In a category, of which the
budget was exhausted during the application period. The assessment of the applications.is based on
the principle of first-come-first-serve. As such, an -application filed In March has priority over an
application flled in August,

Level of the premijum

Each year ECN, an Independent consultanéy agency commissioned by the government, calculates the
level of cost prices per technology, based on a market analysis (including financial conditlons).
Market parties are given the opportunity to respond to a consultation request. about the draft levels.
The government, In turn, decides on the definitive leve! of cost prices, and as such on the level of the
premium granted. Except for offshore wind, appiications for all technologies are.covered on the basis
of first-come-first-serve. In 2009, a price tender for offshore wind was organised on the basis of thé
SDE programme (‘Round 2 offshore wind'). Parties were Ihwited to file applications with a maximum
cost price level. The projects with the lowest price level were selected to receive the premium asked
for. .

Apart from the maximum budget, the level of coverage of the financial gap itself is limited by way of
a basic wholesale energy price! If the energy price shatld fall below the [ével of the basic energy
price (Increasing the financial gap) the level of the premium will not increase with'it

Summary of key elements of SDE methodology- as defined by ECN

+ The SDE Is intended to compensate the extra costs {financial gap) of praduction of renewabie
{green) power; '

» The SDE compensation, and therefore the base amount, must be sufficiently high to facilitate
the production of renewable electricity and green gas/biomass. This does.not imply that the
base amount Is high enough to facilitate all projects: as a rule of thumb most of the prolects
(l.e. BO%) must be realisable;

» The levelised cost of energy is deterinined based on a reference technology (onshore or
offshore wind, biomass ete.);

s For each fuel-technology combination, the techno-economic and financial parameters are
deterrnined;

¢ Techno-economic parameters are (in summary):

o Instaliation size;

Capex; '

Opex (fixed and varlable);

Maximum full load hours;

Fuel prices (blomass);

Energy content blomass;

g 0000
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o FElectrical and thermal efficiency (biomass);

s The financial parameters are:

o Eqguity share;

Interest rate;

Return on equity;

Project return (WACC):

Term loan;

Economic life instailation;

o Other contributions, i.e The Green Flnancing Scheme;

» Based on these parameters, the basic production amounts and, as such, cost prfce amounts
are deterivined using a styllzed flow model;

« In determining the production costs, the cost of capital is included. Starting point Is project
financing, In which the capital raised Is partly debt and partly equity. The ratio depends on
the tisk assumption in respect of the project. The interest rate for loan capital i set on 6%
(5.1% for onshore wind), for return on equity the frate is set on 15%. A reimbursement of
capital that exceeds 80% debt at 6% and 20% equlty at-15% Is not-aliowed by the European
Commission in Its SDE-approval statement;

+ Per cateqory maximum. periods of substd‘nzing are taken into ‘account {10 - 15 years) as well
as maximum full foad hotrs {850 - 8000);

» The advised basic amounts ihclude the cost of production and any scheme-specific turns in
the electricity and gas contracts;

2208w B o BN < N » )

Key criticisms on SDE scheme

« The cap on the budget makes that investors have a rather high risk for development
expenditure. They are not sure if a SDE subsidy is awarded;

Insufficlent level of representation of different techrio- eccnomic and financial parameters;

Exclusion. of certain cost parameters, such as devex, profile costs, upward fluctuation effect:
of {land) fees, grid connecton’;

+ Insufficient acknow_!edgement cf actual financing conditions {debt-equity rates as authorised
by the European Commission are not in conformity with the actual market conditions as a
consequence of the financial en economic crisis);

» The price setting for offshore wind is done by auctioning, which creates urirealistic bidding
and gaming.

SDE+

As a consequence of the cutback-policy measures of the new Dutch government, the existing SDE-
programme for renewable energy technologies will be replaced in 2011 by a new programme, the
SDE+. The SDE+ will enter into force In July 2011, The new SDE+ will focus on stimulation of
technologles that have the highest cost efﬁclency levels: onshore wind and bigmass {green gas). The
new SDE+ has a maximum cost price level of 15 €ct/kWh, A phased application mechanism must
ensure that the limited budget will first be avéilable for téchnologies that have the highest level of
cost efficiency. The first phase is open to projects with the lowest cost price level; the.second phase
Is open for the second, somewthat higher, cost price level, stc. The governmient has published the
following preliminary premium levels for electricity:

{in the process of preparing the necessary legislation for the SBE+, an. Impoettant Issue has come up: the Duteh
governiment is investigating the possibility of Intreducing a form of differentiation of thie SDE-tariffs for enshore

wind. A necessary condition is that cost raising effects such as land fees, grid connection, local fees etc will be
resolved,
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Phase 1 {green gas): 9 €ct/kWh;

Phase 2 (wind on shore): 11 €et/kWh;

Phase 3 (blomass categoriés and fiydro}: 13 €ct/kWh
Phase 4 (blomass category): 15 €ct/kWh;

* " " #

If In Q1 the phase 1 budget is depleted, there will be no phase 2 In Q2.

The total amount of the combined MEP/SDEfSDE+ spending will be around € 1400 m per year. The
SDE+ budget will Increase gradually as of 2013 from € 100 m/year up, as the MER/SDE spending
part will decrease.

A new element of the SDE+ scheme is that the premium will be financed by way .of a surcharge on
the energy bill of end-users: This amount will directly be allocated to the SDE+ budget.

The government Is still studying on the possibility of replacing the: actual ystem of appointing
subsidy by way of lots (in the situation of budget overruns per technology) or by a system of price
tenders.

Because of the budget cuts there will be a high risk of budget overruns In the fisst two phases. This
will probably trigger applications with decreased realisation perspectives, To meet this effect the
government 1s studying on Introducing a stronger check of commercial, economic and technical
feasibility of the projects. '

Co fiting blomass

Co firing blomass Is excluded from the SDE+ because the SDE system is notiseen as suitable for co
firing and the government wants to prevent that the total budget for SDE+ goes to co flring. The
governiment {s studying on how to proceed with co firing. A direct obilgation for CCGT's to use a
certain percentage of biomass Is considered.

Analysis of the Dutch SDE system in relation to the UK system

Devex risk

The main Issue ts that the annual budget for SDE is not explicitly calculated on the basis of the 2020
targets for renewable generation. The budget is limited by the cutback targets: of the new Dutch
government and a deep-rooted concem 1o end up In an open end system. Therefore, thera is
insufficient certainty that a profect in the end will receive a feed-in-premium.. This means that the
‘Devex risk’ of renwable production projects Is rather high. Once a feed-in-premium Is granted to &
project; there Is certainty that the financial gap of a project will be compensated for a period of 12-15
years depending on the technology. This will nat change in the new SDE+ system. Although the
SDE+ system will be financed out of a surcharge in the Energy Bl of érid users jike In Gerimany,
there will still be a limit on this surcharge (unllke-'the German feed-in-tariff system)

In this respect, the German feed-in system and the UK ROC system provide for more certainty to
developers of projects. The Devex risk Is lower, because a developer of projects is certain that he will
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receive the price support needed. If the UK ROC system is not to loose its advantage for developing
projects, ideally there should not be & timit for the proposed system, Tt would be better to exclude
Solar PV from the new system in order to restrict the costs of the system. That would prevent a
situation like in Germany where Solar PV causes high costs of the FIT system.

Another way of thinking would be that the total annual budget of the new UK system wauld be based
o the UK 2020 target for renewable energy. This wouid mean that the budget needed for nuclear
power shotld be calculatéd separately because nuclear power IS excluded from the 2020 targets,

Capex risk

A disadvantage of the current UK system of ROCs from the perspective of investors Is of course that
the value of a ROC fluctuates, which causes highar risk for the Return on Capital. This risk however is
not absent. In the Dutch SDE systern. When the wholesale price comes below a certain level, the
financial gap Is no longer compensated (see above).

Level of premium: objective calculation or tendering

The Dutch system for calculating the premium Is very detalled and s focused on an objective 'right’
price. The past has shown that the system for onshore wind was not sophisticated enpugh. In the
new SDE+ system (which will be Introduced in 2012) there will be a differentiation between premium
levels for areas with much wind and less wind. Of course, there is an ongoing discussion between the
market and ECN, who calculates the premium levels, but one can conclude from the overbooking of
the SDE budgets that the levels of premium are acceptable enough to trigger a certain critical mass
of projects. On the other hand, the limited budgets available and linking budgets with cutback goals
of the government rajse the question whether it is sufficient to arrive at the 2020 goals.

As was mentjoned above, a price tender system was used in 2010 for offshore wind, The claim that
this system will function effectively in order to stimulate projects with the highest cost efficlency and
to prevent speculative applications is highly disputed. Analysts point out that a much stronger
evaluation of the economic and technical feasibllity of applications Is necessary, Thére are strong
doubts as to whether the. provisional winner of the tender {offering the lowest cost prices} will be
able to realise the project as a viable business case. This system creates a lot of uncertalnty about
the realisation of the project.

The calculation of premitim levels

The SDE tarlff Is based on the APX electricity price, but the applicable APX price Is fixed ex post.
Therefore, the SDE contribution Is paid on: calculations that are rhade v advance. In April of the
following year (the first production year), a correction and crediting will take place, which Is often an
additional payment: This procedure leads to higher necessary financing and higher administrative
costs far the implementing agency and manufacturer, If the electricity price would be determined on
the basis of ENDEX, electricity prices for the coming years will be known in advance. Ih this case, it is
not necéssary to settle afterwards.,
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The electricity price based on ENDEX instead of APX reduces the administrative burden. When the
electricity price Is determined by ENDEX, security is given.in advance; to receive the electriclty price.
Moreover, It leads to a lower price volatility, which results In lower (price) risk estimates made by
financers, in comparison to the situation th which the APX functions as a price basis. This will lead to
a lower risk premium.

In case of any questions, please confact-our Eneco UK office
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