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Dear Sir/Madam
Electricity Market Reform (EMR) consultation response

ICE welcomes the opportunity to respond to the consultation on DECC's proposals for reforming
the electricity market. Furthermore, we strongly endorse the objectives to which EMR is directed.

We have repeatedly highlighted the scale and urgency of reform and investment in the UK's
electricity market.  The importance of the changes required is difficult to understate: we face
fundamental challenges in securing supply, decarbonising generation and maintaining competitive
prices for domestic and commercial customers. This is captured in the recently published Carbon
Plan.

The enormity of the challenge is greater still because of its urgency. With up to a quarter of UK
generation capacity due to be retired in the coming decade, and the often-lengthy development
timescales for new capacity, there is no time to lose in re-setting the policy framework. But it must
be the right framework from the outset: electricity infrastructure costs huge sums to construct and
has lifespans measured in decades. But the contribution of a successfully decarbonised system to
combating climate change can be our legacy for generations to come.

ICE's expertise in electricity matters issues is vested in its 80,000 individual members, particularly
through its expert Energy Panel. Importantly, ICE is guided by its Royal Charter, which obliges us
to act for the public good.

ICE's view

In commenting on the EMR proposals, ICE is mindful that its expertise is in engineering, not in
economics. We have followed the debate on EMR among economists, operators and politicians
and are aware that there is a diversity of opinion among the experts and also that — as is often and
justifiably said of proposals for major reform — “the Devil is in the detail”. Such is the complexity of
the electricity market (even before EMR) that there is much scope for bedevilment.

EMR has huge implications for everyone in the UK and for the civil engineering profession in
particular. Whatever the outcome of EMR, it will be the responsibility of many of our members to
implement the investments and projects brought forward under any reformed electricity market. As
such we have proposed some points which will be fundamental to the success of the reforms.
DECC's proposals as outlined refer only to enabling investment input: we think that the process
(with others, such as planning reform) must also have regard to the equally important challenges in
the practical delivery of this infrastructure.

The market for electricity generation construction operates more slowly than many other markets.
There are limited numbers of suppliers for many technologies, major planning and political barriers



to project initiation and information imperfections (including political, planning and supply-side
uncertainties), which increase risks. Investors are cautious, and with good reason: unlike fast-
moving consumer markets, infrastructure mistakes cannot often be quickly undone and replaced
with a better effort.

The Government's role, through EMR and other energy-relevant reforms, is to clarify and reduce
risk so that financial investment can be attracted, and so that a massive programme of construction
can proceed promptly and efficiently.

There is a role for Govemment policy in enabling practical and efficient construction, as well as the
investment decisions, including measures on:

= the supply chain

The availability and cost of raw materials may prove a major issue for the huge investment
programme required. Steel manufacturing (capacity and cost) and ports capacity may prove
major barriers to a massive expansion of offshore wind, for example.

= skills and training

Some engineering and construction skills are in ready supply, or can be quickly developed.
Others cannot, are already in short supply, in heavy demand internationally, and pose major
threats to the prospects of, for example, a major programme of new nuclear build in the UK.

= construction industry capacity

The UK has a finite capacity for delivery of major heavy engineering projects, schemes such as
Crossrail and perhaps HS2 will be competing directly for programme delivery resources with
the necessary expansion of the energy market, this could lead to over-heating and price
escalation.

+ phasing and timing.
The recently-published Infrastructure UK cost review (to which ICE made a major contribution)
highlighted the stop-start nature of infrastructure development in this country as a major factor
in relatively high development costs. Given the massive, largely private sector, investment that
must be levered in a short period, we cannot afford to continue in such a manner.

These and other factors pose a significant threat to the successful realisation of a reformed energy
market. Yet the current consultation does not cover these aspects, as it focuses on economic and
investment enablement, and in quite a theoretical manner. We strongly recommend that
Govemment also examines the other necessary steps for enabling construction of low carbon
energy infrastructure to the same level of detail as the current EMR consultation.

ICE will continue to monitor EMR developments in the coming months, including through the
submission of written evidence and collaboration with others. We look forward to seeing the
outcomes of the consultation. If we can be of further assistance to you, | would be pleased to hear
from you and can be contacted via energy@ice.org.uk.

Many thanks for your attention.



Current Market Arrangements

1. Do you agree with the Government’'s assessment of the ability of the current
market to support the investment in low-carbon generation needed to meet
environmental targets?

Infinis recognises the need lo reform in order to encourage the development of new nuclear and Carbon
Capture and Storage ('CCS'). However we strongly advise government to acknowledge how successful
the Renewables Obligation ('RO') has been in incentivising new renewable generation over the jast
decade, aganst a challenging backdrop of a disjointed planning system and a gnd system which is not fit

for purpose
Feed-in Tariffs

3. Do you agree with the Government’s assessment of the pros and cons of each
of the models of feed-in tariff (FIT)?

No. for the following reasons

the consultation document fails to consider the risk and impact of removing the obligation on
suppliers that exists in the baseline scenario; although we appreciate the ‘obligation’ is really a
‘quasi-obligation’ in that suppliers do always have an optlion to pay the buyout price instead of
purchasing renewable power, they can and do financially benefit from purchasing renewable
power which in effect reduces the fine they would otherwise pay. Under the Premium FIT and
CFD scenarios, generators will still be required to find a route to market
tand manage imbalance), which in the absence of an obligation and a liquid market is likely to
be very expensive
the document states that the fixed FITs and CFDs might be more attractive to smaller

xendent generators but we do not believe this to be the case. CFDs are very complex
21 [0 participate a thorough understanding of the UK power market will be required
: | hurdle rates, particularly for onshore wind in Table 4. are unrealistic and we do
not see how the hurdle rates will fall so substantially under the fixed and CFD FITs as
forecasl. Independent generators will not proceed with developments at a <7% hurdle rate as
assumed by the table. Renewable projects inevitably face significant upfront CAPEX risk.
resource/iuel nisk and regulatory uncertainty and for those reasons we believe it is unlikely that
an independent generator will commit capital without a hurdle rate above 11% . In addition
wind generators are exposed to wind cannibalisation and rising imbalance costs under the
CFD. However. the required hurdle rates are assumed to reduce at the same rate as under =
fixed FIT which removes these risks entirely — this additional risk will come at a cost which is
not evident In the document

- hinally, itis assumed that under a CFD the generator would be exposed to short term power
prices and theretore an element of market signais would remain. Qur analysis suggests thal
the CFD can only work if calculated on a half hourly level and therefore the generators will
not be incentivised to react/plan maintenance around the market prices as they will always be
made whole (in theory) by the CFD mechanisms

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

The consultation document has insufficient detail in it to enable a robust conclusion to be drawn

However, with the mformation available we have major concerns over how a CFD can be made to work
ior intermittent generation. Ideally for th D to work perfectly the mechanism needs to be settled on a
half hourly basis against the power prices realised in each individual PPA. However, we appreciate this is
not practical and hence why a market index is proposed. Wind generators will not achieve the market
price. due to the cost of imbalance and vanability of output. This nisk is significant and any strike price
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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 implications of removing
the (long-term) electricity price risk from generators under the CfD model?

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

8. What impact do you think the different models of FITs will have on the
availability of finance for low-carbon electricity generation investments from
both new investors and existing the investor base?

Advantages Disadvantages




Fixed FIT

Investor familiarity as used
widely in Europe

Policy risk, as shown in
Spain and now more
recently with PV in the UK

CFD FIT

Provides long term price
certainty to non-intermittent
generators

Complex and unfamiliar to
investors

Intermittent generators
incur additional cost
associated with balancing
risk

Lack of obligation will worry
investors without a very
liquid market within which
to sell output

Credit risk, particularly if
CFD is two way. Likely to
increase cost of financing if
generator is required to |

post credit

Premium FIT

Similarity to RO will provide
investors with relative
comfort. Lending process
likely to be quicker and
viewed as less risky by
lenders

Limited hedge against long
term power prices (as per
the Baseline scenario)

10. How important do 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?

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



Analysis of Packages
26. Do you agree with the Government’s preferred package of options (carbon

price support, feed-in tariff (CfD or premium), emission performance standard,
peak capacity tender)? Why?

27. What are your views on the alternative package that Government has
described?

Implementation Issues

30. What do you think are the main implementation risks for the Government’s
preferred package? Are these risks different for the other packages being
considered?

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?

+ Can auctions or tenders deliver competitive market prices that appropriately
reflect the risks and uncertainties of new or emerging technologies?

+ Should auctions, tenders or the administrative approach to setting levels be
technology neutral or technology specific?

+ How should the different 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 technology different premiums on top?

+ Are there other models government should consider?

+ Should prices be set for individual projects or for technologies

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

+ 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?

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



36. We propose that accreditation under the RO would remain open until 31 March 2017. The
Government’s ambition to introduce the new feed-in tariff for low-carbon in 2013/14 (subject to
Parliamentary time). Which of these options do

you favour:

+ All new renewable electricity capacity accrediting before 1 April 2017 accredits

under the RO;

v All new renewable electricity capacity accrediting after the introduction of the

low-carbon support mechanism but before 1 April 2017 should have a choice

between accrediting under the RO or the new mechanism.

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:

+ Carry out scheduled banding reviews (either separately or as part of the tariff
setting for the new scheme)? How frequently should these be carried out?

+ Carry out an “early review” if evidence is provided of significant change in
costs or other criteria as in legislation?

' Should we move them out of the “vintaged” RO and into the new scheme,
removing the potential need for scheduled banding reviews under the RO?

38. Which option for calculating the Obligation post 2017 do you favour?
+ Continue using both target and headroom

v Use Calculation B (Headroom) only from 2017

v Fix the price of a ROC for existing and new generation



Questions not answered:

2. Do you agree with the Government's assessment of the future risks to the
UK's security of elecfricity supplies?

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

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?

Emissions Performance Standards

12. Do you agree with the Government's assessment of the impact of an emission
performance standard on the decarbonisation of the electricity sector and on
security of supply risk?

13. Which option do you consider most appropriate for the level of the EPS? What
considerations should the Government take into account in designing

derogations for projects forming part of the UK or EU demonstration

programme?

14. Do you agree that the EPS should be aimed at new plant, and ‘grandfathered’
at the point of consent? How should the Government determine the economic
life of a power station for the purposes of grandfathering?

15. Do you agree that the EPS should be extended to cover existing plant in the
event they undergo significant life extensions or upgrades? How could the
Government implement such an approach in practice?

16. Do you agree with the proposed review of the EPS, incorporated into the
progress reports required under the Energy Act 20107

17. How should biomass be treated for the purposes of meeting the EPS? W hat
additional considerations should the Government take into account?

18. Do you agree the principle of exceptions to the EPS in the event of long-term
or short-term energy shortfalls?

Options for Market Efficiency and Security of Supply

19. Do you agree with our assessment of the pros and cons of introducing a
capacity mechanism?

20. Do you agree with the Government’s preferred policy of introducing a capacity
mechanism in addition to the improvements to the current market?

21. What do you think the impacts of introducing a targeted capacity mechanism
will be on prices in the wholesale electricity market?



22. Do you agree with Government's preference for a the design of a capacity
mechanism:

+ a central body holding the responsibility;

» volume based, not price based; and

+ a targeted mechanism, rather than market-wide.

23. What do you think the impact of introducing a capacity mechanism would be
on incentives to invest in demand-side response, storage, interconnection and
energy efficiency? Will the preferred package of options allow these technologies
to play more of a role?

24. Which of the two models of targeted capacity mechanism would you prefer to
see implemented:

+ Last-resort dispatch; or

» Economic dispatch.

25. Do you think there should be a locational element to capacity pricing?
28. Will the proposed package of options have wider impacts on the electricity

system that have not been identified in this document, for example on
electricity networks?

29. How do you see the different elements of the preferred package interacting?
Are these interactions different for other packages?

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

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

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



