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Summary

Electricity decarbonisation offers long-term, diverse benefits in a world of typically
short-term decision-making and political pressures. The key challenge for the new
government is smart policy design to deliver the investment required at low cost-of-
capital, whilst minimising political risks. We sketch a potentially challenging energy-
economic context and offer seven propositions for policy.



#1 Reforming CfDs for new challenges

Our submission to the previous government’s second Review of Electricity Market
Arrangements (REMA)! demonstrates the rapidly growing challenge of
‘cannibalisation’ of revenues for new investment, at periods when renewables output
exceeds demand. We find that if the existing National Grid scenarios for renewables
are achieved, then already by 2030, more than half of the output from additional new
wind energy — as implied by Labour’s heightened ambitions — could be at times when
there is already a surplus of ‘must run’ GB generation over demand, with increasing
frequency of negative wholesale prices.

Moreover, this is without taking into account network constraints, which would further
curtail usable output from renewables. Already by 2023, ‘constraint payments’ to
generators not to generate, so far mainly due to limited transmission capacity
between Scotland and England, were close to £1bn. Alleviating network constraints
is a top priority but does not resolve questions about how to treat potentially national
surplus generation.

The current rules for Contracts for Difference (CfDs) would not pay CfD generators
when the (national) wholesale price is negative. They therefore have a high risk of
receiving no revenues when they could generate the most, unless there is greatly
enhanced
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#3 Efficient consumer access to cheap renewables in
regions

The 2022 energy crisis highlighted the fact that the wholesale electricity price in the
UK is almost entirely set by natural gas generators — even whilst half the country’s
generation was from non-fossil sources. Energy bills in total rose by about £30bn: we
estimated that revenues to both gas generators overall, and (pre-CfD) non-fossil
generators, each rose by close to £15bn, paid by consumers.? For CfDs, the
recycling to suppliers of any earnings above the CfD strike price only partially
alleviates the problem, and only at a level of national average ex-post payments.

As noted, (proposition #1), rising levels of renewables would also start to lower the
realised wholesale electricity price. This will reduce periods for which wholesale
prices exceed CfD strike prices, and hence reduce the potential for such ‘excess
earnings’ (above the strike price) to be visibly recycled back to suppliers.

On the demand side, uncertainty and volatility of electricity prices also deters
investment in the electrification options required to decarbonise the UK energy
system, including and particularly for industrial conversions such as at Port Talbot.
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the state?) ‘compensating’ citizens for needed national infrastructure, selecting which
groups of residents should be compensated (on what basis, and by how much?), for
what kinds of infrastructure projects.

A regional Green Power Pool would instead offer residents in a given region (defined
by geography or transmission constraints) efficient access to the economic benefits
of renewables. Both existing renewables, and new onshore renewables with reduced
obstacles, do indeed offer cheap and predictably-priced power.

Efficient direct access to such power through a regional Green Power Pool could be
attractive to multiple constituencies in a region: to industries considering
electrification; to commercial and public sectors wanting to purchase legitimately
zero carbon power; and to private households, offering cheaper power and an
attractive alternative to gas, associated with generation in their region.

This could also be linked to ideas of ‘social tariff’, at least indirectly because regions
with large onshore renewable resources (and cheap land) tend to include some of
the more deprived regions of the UK.’

Proposition #3: To demonstrate local benefits (access to cheap renewables)
and support industrial decarbonisation through electrification (e.g. in Neath-
Port Talbot), establish a pilot regional (zonal) Green Power Pool as part of
package for local renewables and infrastructure development.

#4 Offshore wind and North Sea cooperation

The government’s energy ambitions cannot be achieved without continued rapid
expansion of offshore wind, particularly (but not exclusively) in the North Sea. This
will require tens of billions of pounds of investment over the course of this
Parliament. GB Energy could play an important role in leveraging the far larger
amounts of private capital required — but the cost and terms of that private
investment will of course depend on expected returns and estimated risks.

That in turn will depend on a clear and secure investment regime, along with efficient
and flexible access to European electricity markets. The latter requires extensive,
interlinked networks with clear governance, including development of ‘hybrid’ — or
multi-purpose -
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trade, or to establish effective coordinated investments in offshore generation and
multi-purpose transmission. The terms of the TCA are a major deterrent to the scale
of private investment required and would, if extended, needlessly inhibit larger-scale
offshore wind development and increase its infrastructure costs and investment
‘premiums’.

At present, EU institutions are minded to simply roll over the TCA agreement as the
continued default and have more pressing priorities than to propose improvements.
However, some member states — most obviously, but not only, Ireland — have a
strong interest in improving electricity trading and investment arrangements.

Proposition #4: To enhance value and investor confidence in offshore wind and
transmission infrastructure, work with relevant EU member states to establish
terms for closer integration of electricity trading and investment regimes after
the expiry of TCA provisions on energy cooperation.
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installation of heat pumps. Relatively lower electricity bills could also encourage the
adoption of electric vehicles.

However, such rebalancing could have difficult distributional consequences.!!
Benefits would accrue only for households with realistic scope for heat pumps and in
the financial position to replace their gas boiler with a heat pump, and for those who
own property rather than those who rent. Only those in the position to buy an electric
vehicle (and ideally with space for convenient home charging) would benefit from the
fuel cost savings. New build, potentially with district heating, may offer better
opportunities on both counts, but households in old buildings unable to electrify
would simply face more charges on their gas bills. Though declining gas prices might
reduce the tension and create some political space for the reform, rebalancing still
risks impacting the fuel poor for whom the cost of heating hits the hardest — and
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#6 Communicating the economics of transition: better
metrics

Fossil fuel prices are notoriously uncertain, particularly for years ahead. The
cheapness of Round-

10



Within electricity especially, lower gas prices and/or growing periods of high
renewables output imply volatile but on average low wholesale electricity prices —
meaning that more of the CfD investment costs will appear as charges on bills.
Much of the investment cost of renewables and transmission upgrade may
therefore appear on household bills as policy costs.

Similarly, expenditure on distribution grids and storage can save overall system
costs by making better use of existing and new clean generation, whilst electrification
and energy efficiency programmes reduce energy consumption. Again, many such
costs could (misleadingly) appear on household bills as transition support
costs, even when they reduce total costs.

A sole focus on electricity prices and the structure of household bills could be
politically problematic if more and more of the transition investments appear as
policy-related charges. It emphasises the investment costs of decarbonisation rather
than the savings.

The country needs better metrics to inform debate on the economics of the
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#7 Carbon pricing, industrial decarbonisation and trade
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