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Origins of the UK Energy Market Reform 

•  Privatisation and competition from early 1990s led to substantial 
cost & price reductions, but focus on short term shareholder value 
also resulted in: 
–  Collapse of R&D, “asset sweating”   
–  Limited investment and focus on gas for new power generation 
–  Growing concern about ability of current market to deliver 

either security or sustainability 

•  Increasingly complex mix of ‘patch up’ instruments emerged .. 
–  Eg. Renewables Obligation Certificates a key component but 

many modifications and UK still very low in European league 

•  Climate Change Committee 2008 report underlined fundamental 
problems for industry to invest in low carbon, high capital assets 
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The power sector has crucial strategic 
role in decarbonisation to 2050 

Source:	  Climate	  Change	  Commi2ee:	  	  
Medium	  scenario	  and	  range	  of	  MARKAL	  model	  
runs	  for	  CCC	  (2010)	  The	  Fourth	  Carbon	  Budget	  

Emissions	  



5 

Ofgem’s Project Discovery (2009-10) 
Could the current market arrangements deliver secure, 

sustainable energy at an affordable price? 

•  The answer: “No” – change is unavoidable 
–  Uncertain long-term price signals for decarbonisation 
–  Inadequate price signals for security of supply 
–  Increased risks in the gas market 
–  £200 billion financing challenge: major transformation 
–  Some consumers may not be able to afford adequate energy 

•  Ofgem highlighted to Government some far reaching options for 
market reform to address these concerns 
–  Five diverse example packages advanced 



6 

UK Energy Market Reform Process 

•  Electricity Market Reform (EMR) is a Government programme led 
by the Department of Energy and Climate Change (DECC) 
–  Initial Consultation (December 2010) 
–  Policy proposals (White Paper, July 2011) 
–  Further policy details (Technical Update, December 2011) 
–  Legislation currently being drafted to place before Parliament 

•  Ofgem is responsible for some closely related projects: 
–  Interventions to increase liquidity & retail market oversight 
–  Potential reform of electricity trading arrangements 
–  Change of network regulation from RPI-X to “RIIO” 
 “Revenues = Investment + Innovation + Outputs” 
–  TransmiT (connection and transmission charging arrangements) 
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From DECC’s Winter 
outlook presentation, 
September 2011 

EMR objectives: Secure, low carbon, 
affordable energy 
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The Basic components 

•  Long term contracts: Feed-in Tariff with Contracts for Difference 
(FiT CfDs) 
–  Technology specific contract design 
–  Administrative pricing until 2020 
–  Estimated to result in significant reduction in cost of capital 

•  Capacity mechanism 
–  Market-wide mechanism confirmed in Dec 2011 

•  Emissions Performance Standard 
–  Preventing new construction of the most carbon intensive 

power stations (initial level will be 450g CO2/kWh) 

•  Carbon price floor (Treasury implementation) 
–  £16/tCO2 in 2013, following a straight line trajectory to £30/

tCO2 in the year 2020 
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Detailed design – challenges ahead 

•  Long term contracts (CfD-FiTs) 
–  Negotiation!  
–  Minimising the risk of distorting the wholesale electricity market 
–  Concern about ‘abandoning competition’ 
–  How and when to transition to a competitive model in the future 
–  Cost recovery 
–  Interaction with capacity mechanism 

•  Capacity mechanism 
–  Interaction with Long Term Contracts 
–  Making arrangements for all forms of capacity 

•  Floor price & electricity-intensive industry 
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Long term contracts:  
A complementary view - involving consumers 

•  Does government have to be the only purchaser?  
–  Some types of consumers may have an interest in long-term 

price security and/or low carbon power 
•  Innovation in electricity  

–  Consumer pull can be a significant innovation driver 
•  Carbon attribution  

–  Some classes of consumers may prefer low carbon electricity 
–  Present mechanisms confined to retail ‘green tariffs’, complex 

•  Carbon attribution including for carbon leakage 
–  Industry may wish to hedge against rising and volatile prices 

and/or the risk or border-related carbon measures 
=> Scope to evolve a complementary role for consumer long-term 
contracts for low carbon power? 
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Establishing a market for long term, low-
carbon contracts 

•  Counterparty risk is major barrier to bilateral contracts - need a 
‘long term market maker’: 
–  To aggregate generator contracts and sell on to consumers 
–  To develop some ‘standardised’ elements of contracts  
–  To underwrite 

•  Could be topped up eg. by a Feed in Tariff on generator side 
•  May provide a comparator to the cost of government negotiated 

contracts  
•  Could provide a much better route for ‘selling on’ government 

contracts from the EMR 
•  Ofgem considering the design issues in consultation with DECC 



A note on EU ETS price collapse, 
intervention options and floors 

Michael Grubb 

& Karsten Neuhoff 

Drawn from presentation to CEPS workshop  
Brussels, 15 December 2011 
& ongoing project by Climate Strategies 



A	  note	  on	  collapse	  of	  EU	  ETS	  price	  …	  
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Consider	  impact	  on:	  	  
Primary	  objec-ves:	  	  
•  Deliver	  an	  environmental	  objecLve	  efficiently	  at	  a	  negoLated	  

balance	  of	  acceptable	  cost	  

•  Influence	  corporate	  investment	  towards	  low	  carbon	  investment	  	  

Secondary	  objec-ves:	  
•  Contribute	  to	  EU’s	  internaLonal	  commitments	  in	  assisLng	  

developing	  countries	  (eg.	  CDM)	  
•  Raise	  finance,	  for	  mulLple	  purposes	  

•  EU-‐wide	  revenues	  from	  Phase	  III	  expected	  above	  £150bn	  now	  
reduced	  to	  less	  than	  £50bn	  



The UK is insulating itself from this … 

•  Provides some price certainty for power sector investors 
•  Introduces competitive distortions within EU  

–  Triggering complex compensatory package for electricity-intensive 
industry 

–  State Aid issues? 

•  Restores revenues and keeps them nationally 
–  Avoids the 12% redistribution to Eastern Europe 

•  Political implication 
–  Signals commitment to strengthen ETS? 
–  or risk to Integrated European Climate policy? 

From EU perspective, an EU-wide solution would seem preferable 

- … with some potentially awkward consequences  



EU-wide solutions: set-aside? 

•  A fixed withdrawal? 
–  Basis for quantification; recession impacts to 2020 still very uncertain 
–  Would need to be clear about what precedent is this setting 

•  what credibility that it is a “once only”? 
•  a change of principle, or a “force majeure” case (“Recalibration”)? 

–  Withdrawal, or strategic reserve? 
–  Maybe combined with other measures for an “enduring regime”? 

•  Withdrawal linked to Energy Efficiency Directive? 
–  Wouldn’t restore price from current levels, merely deal with future 

additional impacts 
–  Very hard to quantify – a licence for continual political adjustment ? 
–  Obvious risk of perverse incentives and policy conflicts 
–  Why EED and not renewables, etc etc? 

•  On its own, set-aside adds nothing to predictability of future price – 
(and arguably could increase uncertainties) 



Reserve price for allowance auctions 

•  In principle, an ex ante, though can be agreed at any time 

•  Allowances not taken up at auction could be either cancelled or banked 
forward  

•  Establishes de facto price floor  

•  Makes explicit and protects the trade-off assumed at time of adopting the 
environmental target 

•  Removes any potential conflict between energy efficiency and the EU ETS  

•  Negotiate a schedule of rising minimum reserve prices through Phase III (eg. 
€10/15 rising to €20/25 by 2020) 

•  Underpinning price certainty for investors 

•  Present allocations untouched (but their value is increased) 

Implementation 
•  Needs to be agreed across all auction platforms 

•  Potential complexity around credit imports 



Tentative conclusion 

•  Most effective response may be a combination of  
  
 Fixed set-aside 
With 
 EU-wide Reserve Price Auctions  

Would restore role of EU ETS, remove perceived conflicts with 
energy efficiency, reduce volatility, lower cost of capital, and 
thus aid integrated climate & energy investment strategy 


