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EXECUTIVE SUMMARY

E.l1 Context: Electricity Market Reform

The UK Government published its new Energy White Paper' in July following its Electdcity Market
Beform (EME) consultation process. The White Paper sets out a package of reforms to the United
Kingdom (UK} and Great Britain's (GE) electocity policr, including a new svstem of long-term
contacts in the form of Feed-in Tariffs (FITs) with Contracts for Difference (CfD) which will
replace the existing support mechanism for cenewable electoicity generation in GB (the Renewables
Ohbligation RO))?

The White paper also highlizhts that it iz likelv an organisation (or organisations) at aom’s length
from Government will negotiate and administer the CfD FITs for GB. A decision on the roles and
responsibilities of Government and those of the delery institation (s), as well as more detail on the
fnctions, contracting stratepr and planning evcle of the CED FIT polict, are expected to be set ont
around the tarn of the vear.

E.2 Purpose

Publication of the White Paper means that changes will be needed to the current renswable
electoicity support scheme for Nosthern Ireland (the NIRO), whach were not explicitly set out within
the White Paper. CEPA has been commissioned br DETI and WNIATUR to look at the implications
for Morthern Ireland of DECC's EMR package. focusing on the implications of implementing a
CiD FIT oc Peenunm Feed-in Tadff (PFIT} in the Single Electocity MMacket (SEM). We have
assessed a range of policy options through a combination of guantitative modelling and qualitatre
analrsis.

E.3 Opdons to be considered

The high-level options for Northern Ireland that we have been asked to consider are as follows:

l. Continme with the NIRO as the sole support scheme for renewables indefinitely, even if the
England and Wales RO closes to new applications from Apeil 2017,

2. Continme with the NIRO indefinitelv and introduce another suppaort scheme alongside it.

3. Cloze the NIRO to new applications at the same time as the England and Wales RO, and
mntroduce another support scheme to replace it

4. Close the NIEO to new applications as soon as a new support scheme can be introdnced to
ceplace it.

' DECC (20115 ‘Flanning onr electric fnmre: 2 White Paper fior secure, affordable apd low-carbon electricity”
? The RO will close to new accreditations on 31 March 2017 and the Government will grandfather RO support for all
technologies at the rate applicable on 31 Alarch 2017



These options involre both (i) the smwgure of the support arrangements in terms of the mechanism
provided — pactionlardy as regards whether the DECC proposals for GB can be paralleled for
Nogthern Ireland - and the instiutional acrangements needed to support it; and (1) the 1zsue of whe
s for the given level of support — whether Nosthern Ireland electdeity consumers alone, or
whether such costs are socialised across the whole of the UK. Alternatires to the DECC proposals
inchide the introduction of a PFIT or a stmcture of CfD FIT based more on that operating in the
Bepublic of Treland rather than on the stouctuce being applied within GE.

However, even on an initial evaluation, Option (1) looks unatteactive, both from an administrative
feasibdity and cost perspective. Dloreover, Option (2) alzo looks unatteactive, as it combines the
downsides of maning the NIRO mdefinitely with the costs of mnning a new support scheme.

We would argue that the difference between options (3) and (4) is one of timing. The ambition to
ceeate a single EUT electocity market' iz the major dever here. A single market wonld link UK
Ireland/ France electdcity markets by the end of 2014, Even if this slips by a vear or two, it nught
be expected to be firmlv in place by 2017,

We would see the issue as being one of whether a new scheme should be introdnced to a simlar
timetable as proposed by DECC (2014 or a less ambitions timetable aligned with the SEM's market
integration project (we retuen to the issue of poliey timing below).

Orwer and above thes, there is the more detailed 1zsue of the specific featnres and stmctuce of the new
support mechanism and the interaction with the SEM

E.4  Design feamres of different support mechanisms

A stating point for nnderstanding the differences between support mechanizm is to naderstand the
specific featires of their design the risks this gives rise to and how these risks might be mitigated.
The appropoateness of a particular mechanisms can be deoven by both manker requiremens az well as
the requirements of the nfer of 2rbwolygy being supported.

Table El idlnstrates some of the specific support mechanizm options, which inclnde some of
DECC’s most recent proposals, as well as other mechanisms typically observed, including the
REFIT’, which operates within the Republic of Ireland

¥ Note that the s of the support machanizm is a different issne to its frel
* Linked to the intemal electricity market directive 2002,/ 72/EC.
* Renewahle Energr Fead i Tanff.



Tallde ET: Mechamssnr dessen foatrires and resuffing mnks
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Frce Fized on design on design Wariable
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Sonrce: CHEPA

Az well as showing the economic charactedstics of each support mechanism (e.g FIT contract price
and volume), Table E1 also illustrates the dsks arising from the generators” potential “role in the
macket” in terms of whether ther bear macket volume and balancing risks. Both are important, as

ther influence market operation and mvestors” perception of market sk’

Several of these risks already exist nnder the existing NIRO, which for a price (a discount to the
revennes that ther recerve from suppliess) generators can mitizate theongh entering into negotiated

power pucchase agreements (FPA} or contractual acrangement with energy suppliers or another
intermediary who might manage these risks for them (throngh the pool).

¢ Balancing risk — depending on market strmeture — can affeet the generators’ abilitr to sell power and the price (revenne)
realised in the market These risks depend om the structure of balancing and power zales in the wholesale electricity

market strocture in question. Balaneing rsks can be addressed differentdy according to support mechanism design

and/or changes to market roles.




The REFIT — which from the point of mew of the generator can be characterised as a Fized FIT -
allocates market and balancing rsks to suppliers. through a standardised PPA, with the supplier
receiving a contracted allowance to manage them " In this case, suppliers are required to manage
market revennes recerred across trading periods and the volatile natire of renewable output. The
Fized FIT provides a fixed predictable revenne stream for renewable generators.

Of the new options, it iz the PFIT which most closelv resembles the existing NIRO. It could
operate n any fotare market stoactare by being delinked from the wholesale electricity price.
Investors are comfortable with a fized revenne stream which thev know ther can receive alongside
wholesale market revennes (which are mose dsky).

Howrever, an effective CfD FIT design stracture shonld (in theory) be perceived more favourably by
investors as it provides a more predictable revenmue stream for generators. In comparson, nnder a
PFIT policr generators bear wholesale electocity poice risk, as encrently uader the NIRO. Br
providing a more predicable revenme steeam, a CfD FIT could help to reduce sk and long term
consmmer costs theough a slightly lower cost of -:'al:tita.l.H

E.5: Implicadons of different marker arrangemenrts for the support mechanism

The proposals being developed by DECC are to deal with the specific requirements of the GB
market. Thns, whilst having the same support mechanism stmctiure as GB appears attractive, the
practical implications of applving it within the SEM need to be taken into account. In evalnating the
practicabilitt of different support mechanism for Northern Ireland it 32 also essential that both
cwrrent and fitere market acrangements are taken into account.

At the moment, the SEM iz quite different to the Brotish Electricity Trading and Transmission
Arrangements [BE'IT:E_u operating in B, which is a omch less liquid. so called “net market”, with
most electricity being sold throngh bi-lateral contracts (PPAs) hetween generators and suppliers (see
Table E2 ovedeaf). The SEM in contrast i5 a gross mandatorr market with a separate enespy
component and a capacity pavment, central dispatch and intermittent peneration (such as wind)
treated with prsrin disp arch”

Under the SEM Trading and Setflement Code a remewable generator can sell electricitv either
directly into the pool or enter mto a PPA with a supplier or intermediary to sell the energy on its
behalf. While a generator (participating) in the SEM does not face balancing rsks in the same warv as
a GB generator, it will still need to manage its output and the requirements from participating in the
market. harket sks and requirements from parficipating in the market mav differ by renewable
generation technology.

v Suppliers receive a balancing pavment — 13% of the large wind category tadff — to cover the cost of managing the short
term vagable production of wind enersT.

¥ See CEPA (2011): Note on the impacts of the CfD FIT support packape on costs and availability of capital’

" Zze NIAUR & CER, July 2009, Pr
A Connuiration Paper

de5 of Disparch and the Diesizn of rhe Marker Schedule in the Trading o= S¢

i



Talile EZ: Comparison gf SEM auwd BETT A wholerale mantst desipr

Issue SEM BETTA

hlarket stmicture Gross mandatorr pool Bilateral contracts: net-market

Payment stochire Separate energy and capacity market Enesgy onlr market

Duzpatch Central (priogty) dizpatch Zelf-dizpatch

Balancing Central Balancing market
Senrce: CEPA

The market differences between GB and the SEM are more important in developing a Foted FIT or
the CiD FIT approach than in the case of the NIRO or a PFIT, as a FIT CfD approach, in
particnlar, is much more embedded within the electoicity market, cather than being essentiallv an
additional income stream that is added to that of the wholesale revennes.

To begin with, thiz means that the reference poice for a CfD FIT policr will need to be determined
differently within the SEM to what it 33 in GB. Cuuently, the reference poice proposed for GB [in
the caze of intermittent generation) iz a dav-ahead price sonrced from the best representation of dav-
ahead prces at the time the CfD FIT iz allocated. The aim of the proposed reference poce in GE iz
to trv and keep generators within the alreadv dliquid GB wholesale market In contrast, in the
cucrent market a CfD FIT in the SEM wonld need to reference (in some form) the single Svstem
Margnal Price (SMP) for the SEM.

In itself, such a different reference price would not appear to be an insnrmonntable bedle. Whereas,
a concern with introducing a CED FIT within the GB market 15 the basiz nsk that this gives dse to,
generators within Northern Ireland might not face such a basis risk with the SEM. The central Sk
and the balancing acrangements for the market mean that in the SEM. there mav not be the
addittional vncertainty through the introduction of basis csk which, for example, might be
introduced through a CfD FIT policy based on an “average™ wholesale traded pdee index as has

w

been proposed in GB

From this pecspective, a CED FIT policy mav actuall fit better within the SEM than it does in the
BETTA, at least from those considecing investing in generation in Northern Ireland. However, ata
more detailed level there mav still be risks that we have not currently identified Indeed, these might
only be identified when new CID FIT contracts are developed for generators in Northern Ireland,
which cannot be based enticely on those developed for GB. due to the different market

arrangements that need to be taken account of" "

" = eneratoc: in the 3ELL mould receive whalesals energy pavments while an ex-post ourum SMP would provide a clear
reference for settlement of the CfD FIT.

" Far example, the limired number of market participants who we contacted during the course of our project
highlichted future issues around compenzation for constraints and curtalment of wind generation and the appropriite
contract volume (should parment be based cn metered volume or firm volume (Le. availability)) We hate not been able
to explore the materality of these issues frther within the scope of our study.



E.6: Subsidy payvment flow

A major component of the reforms in GB 15 that the subsidy fow i3 intended to be dirasly o rhe
Zewerator, as opposed to fhresgh the svgpler az wath the RO/NIRO and indeed the BEFIT in the
Bepublic. The desired benefits of the proposals are to help independent, project-financed generators
enter the GB market directly, rather than through a PPA with suppliers.

While in the context of GB. it remains to be seen whether the desired benefits of the proposals will
be achieved in the absence of additional changes (even with subsidy Howing to the generator it is not
clear that this appeoach will work where an independent renewable generation project requires a
PPA in order to be bankable) the contractual interface of a CED FIT policy requires similas
consideration in Northern Ireland. Fagure E1 sets ot the options.

Fipeore E1: FIT agoroaches — GB CfD appwsach or REFIT

GB CfD) proposal

(=)=

F-'--qn.- Trale
! el Iremad

ll.l:ll'ry Ragulzter

There are certain attractions of a stmcture similar to REFIT where the subsidv flows through the
suppliers to the generators, and remuneration of vagons balancing and market participation costs
meneeed br the generators are fimed rather than negotiated. Such an arrangement would provide
renewable generators a fimed pavment theough PPAs, and has the benefits of simplicity, being
enforced contractually, and being applicable to all sizes of generation inclnding small-scale (a point
we et to below)

12

" Zee BirGrd / SONI “All Islind T5O Facilinton of Fenswables Studies” for challenges of managing the technical and
operational implications associated with high shares of wind power in the All Izland power balance.

13 The model is also conszistent with how REFIT operates in the Republic and would be consistent with supplier
nomination of wholesale power through the SELL



Under this approach, MNorthern Ireland’s policy makers might be responsible for setting overall
policy and adminsstering the scheme (as cuccently nnder the NIROY) while suppliers would be
responsible for managing renewable outpnt in the market and the settlement (“cash-out™) of
wholesale and subsidy pavments across trading periods. Institutionally the approach iz also simpler
(see Section ES below) although the scheme would stll reqpice administration.

The alternative would be to follow a similar route to that proposed in GB with govemment
wesponsible for negotiating, managing and monitodng the CED FITs and the subsidy paid dicecty to
MNorthern Ireland’s generators. This model would allow renewable generators to sell directly into the
pool and recerre subsidvy parments directly. This conld prowide more commercial fexibility than
generators having to contract with registered electricity suppliers in Northern Ireland who then act
as intermediades for the generators in the market. H

While a renewable generator in GB geneally requires a PPA to dispatchy, renewable generators in the
SEM (throngh poority dispatch mles) have a gnaranteed ronte to market The issne for MNorthern
Ireland’s generators (although compensation for constraints and curtailment mav in fafure mean
volume: become more of an issue depending on the desipn of suppoct mechanism) wonld be the
piice realised for their power. A parment soute diecny fo the gemeraror wonld therefore seem to address
price risk and allow renewable generators to continue to operate within the market.

However, compared to a BEFIT approach. a direct pavment route requires a more complicated
contractnal stouctuce. This muight deter mvestors. In some wavs it 12 also an advawngpe rather than
disadvantage that a subsidy pavment flow thosgh mgdlfer mean: intermediary agents manage
renewable output in the market, rather than every generator in Northern Ireland having to intecface
with the market and manage these activities directlv. In particular, with substantial oumbers of new
(predominantly wind) generators granted access to the SEM, transmission is expected to become
ncreasingly constrained. The resulting compensation for constraints and ewrtalment mav make
market revenues more vncertain and costly for renewable generators. Parct of the rationale for
setaining BEFTT's 13 per cent balancing parment within the SEM has also been to remmnerate
suppliers for managing ex-post correction of pamments under the R-factor correction process which
can take over a Tear

The implication 1z a direct pavment route to generators could lead to hizgh levels of administration
and complexity. Generators would need to manage cash pavments on metered output accoss the
vear s trading period rather than recerming a fixed pavment stream.

Clearv there are argnments in favour of either approach. Northern Ireland’s palicy makers need to
consider the foture role they envisage for renewable generators i the SEML and how Trading and
Settlement mles facilitate generators contracting fnancially through imtermediary stouctoges, tather
than directly interfacing with the market.

"* A ritk with the REFIT approach (parment to suppliers) is generators ability to achieve a fair price for their power is
diminizhed with cnly the small number of suppliers to contract with in Northern Ireland.

Vil



E.7: Market coupling

There are further complications, becanse of changes to the SEM to meet Enropean electocity
market integration goals, specifically in terms of the need for market coupling and it wounld seem. a
market design more along the lines of the BETTA than the SEA

If the ezpectation iz that the GE market and the SEM will be more stronglv conpled in future — in
some wars, forming a single market — having a broadly similar srmawre for a support mechanism
across the whole of the Botish Isles iz Lkely to make sense. Indeed, the SEM Committee is
eucrently considering a number of options for integrating the SEM with its neighboudng electoicity
marleets "

From market stmctire perspective, this might support delaving a move to a new scheme nntil fotare
market arrangements become clearer. Against this, there i= also an argnment that with GB adopting
a CfD FIT from 2014 {and REFIT in place in the Republic of Ireland) investment could be
uadermined in Northern Leland, whese there is delav in implementing a new (and potentially
improved) support scheme.

There are pros and cons either war; cleady there mav be value (from both an investor and polict-
maker perspective) in delaving a final decision on wben # mrove to a new scheme until the requirement
for SEM redesign (3f any) is clearer (expected to be eadvy 2012}, In the interim, more detailed analvsis
13 required to examing how a Cf0 FIT might be designed for the SEM before and after ntegration
with neighbonring markets.

E.3 Administration arrangements

Whilst as regards markets, there mav be arguments on both sides as to whether to pursue the
proposed GB approach. or that of the REFIT, we believe that these are less ambiznous when it
comes to the institntional administration requirements of adopting the GB amangements in
Morthern Ireland.

Under the likely GE delrery model, an arm’s length organisation is likelr to be responsible for
negotiating, managing and monitoring the CfD FITs. The arm's length bodv mav also be contract
connterparty to CED FITs If this were to be applied in Northem Ireland. either a standalone
pazallel entity would need to be established for the SEM. or the GPB entity would need to be the
connterparty to contracts opecating in the SEM.

The first would be likelr to be costly, whereas the latter would recuire an understanding of the SEM
as well as BETTA, so could also be administratrrely more complex than the operation of the NIRO
and potentiallt expensive too. In companson, under a REFIT acrangement, the suppliecs would be
responsible for managing both wholesale and subsidy flows through the PPA — as in the Republic of
Lreland — which would seem administratively simpler.

. Inchiding day ahead coupling nsing the finaneial contraets market and the potential long term redesipn of the SEA to
meet Enropean single market requirements.

Tl



E.2 Funding

The White Paper makes no dear decision on how CfD FIT costs will ultimately be fanded except
that fonding will be from electcity consumers. One option wonld be to use the same approach as
the RO, which is fonded by imposing an ebigwsion on suppliers, who then recover the cost of this
from their enstomers. The alternative is to fund the FIT through an explicit levy on consumer bills.

The final decision we expect will depend on the role of the arm’s length organization(s) fnctions
vis-a-vis suppliers and their contractual positions with generators. Where the arm’s length
organisation is counter-party to the FIT contracts, a mechanism simular to the Public Service
Obligation (P30 levy is more Likely.

In terms of nbs fionds the support mechanism, frespasive of &7 form, we note that Northern Ireland i3
pact of a UK wide renewable energy oblisation. It may therefore make sense for Nosthern Treland
to be part of a Uk-wide scheme in terms of fonding the subsidy, rather than Northern Ireland
operating itz own scheme. However, it iz also not necessadly the case that Nothern Treland's
participation in a UK-wide scheme would lead to overall lower Northern Ireland consumer costs (an
i1zsne we retum to below as part of the assessment of consumer costs).

E.10 Estumarted costs of a standalone Morthern Ireland scheme

In order to support some of the qualitative conclusions made above, we have sought to model the
potential impacts on costs to consnumers in Northern Ireland, nnder several different potential
support mechanisms reform options (althongh onr model does not have the degree of fanctionality
to differentiate between the costs of the proposed DECC approach and a REFIT stmiciure). We
begin by assumung that the costs of each approach are bome entirely br the Northern Ireland
eustomer. Note, however, that several assnmptions have to be made in modelling fofie scenacios,
50 a degree of cantion is required in interpreting the results. Moreover, the estimated costs do not
take into account the costs of anv additional transnussion or other infrastmcture, which conld be

affected by the choice of technology portf-:u]iom.

Each reform is set against a Daseline for the perod 2012 to 2020, This Baseline assumes the
continmation of the RO as the prncipal support mechanizm for large-scale renewable generation in
the UK and small-scale generation i Northern Ireland. We then go on to assess the mmplications (in
tecms of consumer cost and wholesale puices) of the introduction of PFIT and CED FIT support
pavment structires.

Table EJ shows the considerable increases in MNorthern Ireland consumer costz from Nogthem
Ireland adopting a standalone PFIT and FIT CfD policy relative to the Baseline — that is, without
mipport costs being socialised across the UK. The table shows the costs of fonding both large and
small-scale renevwable generation.

"% These would be likely to vary between renewables portfolios which differed fromm that of the baseline.



Talble E3: Charnge i Morthern Irsland connmer costy swder alfermative polices in 2020

Metric | Unit | NIBaseline NI PEIT NI CfD FIT
Consumer cost . 2020 im 705 333.6 265.0
Chguree fromr bareiae fm n/fa 2583.1 1975
Consumer cost )

] o £/Ah 5.9 345 261
[per it of electricity consnmed)
Chage frome baseline £/Ah n/a 76 192

Casts of subsigy and tatal NT wholesale electricity

Consnmer cost in 2020 fm TOB.G& 1.081.8 o061
Chaee fromr Baselpne fm n/a 283.2 197.5
Consumer cost ) . _ _

] o £/ ANh 779 105.5 971
[per it of electricity consnmed)
Clhauoe frome baselins L£/A0h n/a 376 19.2
Yo dncrease Tromr Baselie %o n/fa 35%e 25%

Sonrce: CEPA

The analvsis suggests (nnder the modelled designs of PFIT and CfD FIT policies) that a standalone
MNogthern Ireland FIT scheme would be comparatively expensive relative to the NIRO (in its cucrent
form). Thiz iz becanse the total cost of fanding mvestment to meet Northern Ireland’s renevable
electoicity tacget is assumed to be recovered solely from MNocthemn Ireland consumers. This is in
contrast to the NIRO where the design of the RO and Northern Ireland’s current lower obligation
level mean deplovment of renewable generation in Northern Ireland is in part supported by demand
for Northern Ireland ROCs by B suppliers.

The modelling alzo sugzests that of the standalone Nodhern Ireland policies, a PFIT policy would
be likelr to result in the highest costs for Noghern Ireland consumers. Thes is becanse in the
modelling support pavment levels are set at closer to projected renewable generation costs across
different technology groups in the CiD FIT scenacio.

The meodelled impact on Nogthern Ireland domestic consumer bils under the different poliey
scenarios is illustrated in Table E4. The analvsis alzo shows projected honsehaold hills in GB sourced
from DECC’s Electricity Market Reform Impact Assessment.



Tabiz BE4: Imoact of altermative sspport gotrons on INT conssmer billc

NI Baseline NI PEIT NI CfD FIT GB hills"

Domessic (wp INI efficiency savings)

2010 [496 £496 496 [490
2011 — 2015 £503 509 £309 1490
2015 — 2020 £523 576 £557 1504
Domestic (with 1% year-an-year NT slectricity consuntion effciency savings)

2010 [496 £496 £496 £490
2011 — 2015 1498 499 £499 1490
2015 — 2020 L4587 £536 £519 L5304

Fosrce: CEP A DECC

Table EJ dlustrates that electdcity bills are likely to pse relative to todav even nnder the Baszeline.
This is dne to dsing wholesale electoicity poces and suppoct pavments. The standalone FIT policies
{(where the total cost of finding investment to mest Northern Treland's renewable electricity tarpet is
assumed to be recovered solelv from Northerm Ireland consumers) cleardy show the issues Northern
Ireland’s policy makers face between meeting aspirations for renewable generation in the region and
fatnre impacts on consnmer electricity bill costs.

In the absence of achieving vear on vear electdicity consnmption efficiency targets, the modelling
suggests that average consumer bills could dse by over 20% by 2020 in Nogthern Ireland. This
wonld add over £100) to the average consumer bill

E.1l Consumer costs (UE-wide scheme)

We have gone on fo complete an assessment of the impact on Northem Ireland consumer costs if a
single UK wide low-carbon generation pavment cost recovery scheme were adopted — ie. a scheme
where UK low carbon peneration support pavments would form a sngle pot of monev recoversd
accoss anmial UK electdcity consmmption.

In order to assess dndicanre Northern Ireland consnmer costs in the pedod to 2020 we have soucced
average anmal GB ‘net’ payments to low carbon generators for 2020 from DECC’s Updated Impact
Assessment analvsis for the Contracts for Difference Electoicity Market Reform policy modelling
scenario (c. £2.9bn)." Figure E2 illustrates wholesale electricity prices and support pavment costs in
Nogthern Ireland (per mnit of electsicity consumed in the region) in 2020 for the Baseline, a
standalone Northemn Ireland PFIT, a standalone MNorthern Ireland CD scheme and a single UK low
carbon generation pavment cost recorery scheme. The UK FIT scenario also inclndes NI CfD FIT
pavments from CEPA’s modelling.

"DECC (20113 ‘Planning our electric futare: a White Paper for secuce, affordable and low-carbon electricity”
18 Thiz inelndes only projected Contract for Differsnce support costs.



Fiprare BE2: Morthern Ireland wholerale pricer and swpport payment corty snder podicy scenarigs fn 2020
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Sosirre: CEPA
Fignee E2 dllustrates a smumber of important points. First, a Northern Ieeland PFIT is likely to be the
more expensive of the Northern Ireland standalone FIT policy options. As importantly, even with a
UK wide cost recovery acrangement (1e. a socialised cost) Norther Ireland consumers mav still be
worse off (relative to the Baseline scenario) nunder a CfDD FIT than thev are at present in the absence
of an acrangement which might replicate the benefits of the existing lower obligation level under the
NIRO. Even so, the modelling suggests Northern Ireland consnmers might still benefit sipnificantly
by participation in a UK wide cost recovery scheme (the modelling suggests support parment costs
might be rednced by around £14 - £15 /AWh by 2020} were costs even recovered fraportional
accoss anmmal UK electricity consumption.

While the modelling results are informatre, there are reasons to be cantions about the conclusions.
Under the RO headroom mechanism calenlation, suppliers’ oblizations are set in propostion to UK
regional shares of electricity sales adjusted for the size of the UK obligation and the relative regional
obligation levels. This inevitablv leads to demand for Northem Ireland ROCs from GB suppliers
{onr modelling suggests as mmch as 40-30 per cent in some vears) and, therefore, support parments
to MNorthern Ireland renewables paid by GB consumers. In other words, the consnmer cost of
support pavments nnder the RO (per noit of total electricity consumed in the region) is lower for the
MNorthern Ireland consumer than for the GB consumer (as GB suppliers have a higher obligation
level relative to overall oblipation size).

Usnless some new mechanism iz put in place to replicate the benefit of thas lower obligation level for
Nogthern Lieland, removing the NIRO would increaze the proportion of the total cost of UK low-
carbon generation paid by Northern Ireland consumers. In that situation, MNorcthern Ireland
consumers would be worse off swlar the decrease in total UK consnmer costs from mntrodncing a



UK CfD FIT (gelative to continuation of the RO compenszated for this increase. The modelling
suggests that it would compensate to some extent but not fully.

Fignge E3 shows DECC's modelled GBE CiD support parments in the White Paper Impact
Assessment, both relatre to DECC’s Baseline scenado (continmation of the RO} and wnder high
and low fossil fuel price projection scenarios (net CfD} support pavments shown in Part B are nsed
to decve the mdicative UK FIT cost for Northern Ireland consnmers presented i Figuge EZ).

Fiprre EJ: Costy af suwpport for low carbon mrechamimes (Great Britain snder EME reform opfions)
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GE’s proposed introduction of a CED FIT may lead to quite significant rednctions in overall UK
support pamment costs relative to the RO both before and after 2020. Therefore. even in the
absence of an amangement sinular to the lower obligation under the NIRO, Northem Ireland
consumers mav not be sipnificantly worse off nnder the proposed new acrangements. However, this
depends on a number of kev assnmptions, partionlarly futare developments in fossil fnel prices
(which drive fiture wholesale prices) and low carbon generation costs (which drive CfTD strike price
levels) amongst manv other market nncertainties. In the event wdalsale frvver in the SEM were also
higher than those projected in the modelling then there would stidl be the potential for nuch higher
total cost: to consumers in Northem Ireland over the pedod to 2020 and bevond, even where
support pavments are constrained nnder the CfD design in the TR

Onr modelling of Noghern Ireland support pavments and prices in the SEM (together with
DECC':s modelling of GE support pavments and wholesale poces in GB) suggests there are
scenarios where Northern Ireland consumers might not be made comparatively worse off by the
proposed new arrangements. However, the assumptions that lead to this conclusion need to be
investigated forther as this is an area of both nncertainiv and importance to the overall impacts of
anv new acangements on MNorthem Ireland consumers. We would recommend, therefore, that
DETI and NIAUR complete farther analvsis as part of any fivtore design of reforms to the UK's
low-carhon generation support mechanisms,



E.12 Paving for the support mechanism

The previons section suggests Nogthem Ireland could benefit from pasticipation in a UK-wide FIT
cost recovery scheme although the impact on overall consumer costs relative to the Baseline
scenano is subject to nncertanty. That is, there mav be gfjordzbiily benefits from MNorthermn Ireland's
pacticipation in a UR-wide rather than standalone scheme.

However, equally there are scenados where consumer costs might be lower than those projected in
the Baseline modelling, in which a stand-alone scheme mav be more attractive. However, to
aignificant degree, the attracttreness of a stand-alone verms a socialised cost recovery, depends upon
the composition of the renewables generation portfolio being supported. By war of example, Fignre
E4 compares consumer costs for the NI CfD scenaro under baseline renewable generation
deplovment and a scenaro where there is lower marine / offshore wind deplovment displaced by
higher onshore wind deplovment in the region As with the previous sections, this exchides anv
analvsis of associated changes to infrastonctuce costs.

Fipire E4: Conrtimeer costs sinder fow srarime | offthore wing deployment (G seenarra)
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Fignre E4 shows the higher resonsce, and therefore consumer cost, of a modelling scenario with
moge mazine [ offshore generation deploTment (an “offshore consumer preminm”™). In compadson,
under a UK-wide cost recoverv scheme, the cost to MNemberm Ireland conswwers of low-carbon
generation FIT pavments is mmich less sensitive to the generation mix deploved in Nomthern Tredand, as
a UE-—wide cost recovery scheme (similar to the NIRO cugrentlt) means consumer costs are demen
moge by deployment across the UK as a whole.

A UK-wmide CfD FIT wonld spread consumer costs, and might provide Northern Ireland with
greater flexihility to balance environmental objectives and affordabiity constraints nnder different
scenanios of renewables deplovment in the region. Against this, a stand-alone cost recovery scheme

v



conld lower consumer costs where the portfolio comprised technologies — such as on-shore wind —
where support costs were lower.

But it iz diffieult to see how any new acrangement could be as attractive as the existing one. Under
the cugent RO and NIRO arrangements, Northern Ireland has a relatrely lower oblipation than
GE. for reasons mcluding the difference in electricity poices between the two regions. This lower
obligation translates into a relativelv lower cost for Northern Ireland consnmers compared to those
in GB. This agrangement conld not be replicated exactly nader a FIT, becanse there iz no equivalent
of the ‘obligation level in 2 FIT. However, other acrangements for distrdbuting the cost are possible,
which might help in retaining some of the benefits to Nosthern Ireland’s consnmers of the RO
arrangements. These wonld, however, need to be designed with reference to the final stmcture and
nstitntional arrangements for a UR-wide CED FIT.

E.13 Small-scale generation

For both PFIT and CfD FIT policy scenados, we have also modelled a MNorthern Ireland small-scale
genewation “top-up” FIT tadff over and above the cuent NIE export tanff offered to different
classes of small-scale generator. The GB small-scale generation FIT scheme operates according to a
similar framework whereby small-scale generators receive an export tanff (for electocity exported
off the generation ste) plus a fmed “top-up” (zeneration) pavment for total metered generation
from the small-scale nmt.

Table E5 llustrates the cost to Northern Ireland consumers of a small-scale generation FIT (note
these costs are captuced in the consumer cost analvsis in the previous section as the same FIT
stmctuce is assumed in both the PFIT and CfD FIT scenacios).

Talie E5: Conntamer costs of mmall-seale geueraion

Metric TUnir Small-scale FIT
Consmeer seabergy costr (i 2020)

Consnmer cost fm 527
Consmmer cost ({/AWh renewables generated) L/AOh 125.7
Consamer cost ({/A[Wh demand) L£/AMWh 5.1

Searce: CEPA

An obvious alternative to a standalone Northern Ireland small-scale generation FIT scheme wonld
be MNorthern Ireland participation in the current GB small-scale FIT scheme. The clear advantage
with this approach is it wonld reduce implementation risks and administration costs. The main
dizadrantage iz 3t mav lead to reduced MNocthern Ireland policy discretion over the rates set for the
region’s small-scale gpenecators.

It should be noted, however, that this scheme i3 oncrently noder review; as such, it is probably better
to wait natil the results of the review are known, before taking final decisions.



E.14 Additonal issues / options to consider

DETI and NIAUR have also requested that we explore in the modelling an additional scenado
where the NIRO would continue bevond 2017, Out of all the policy options this is the most diffienlt
to assess (quantitatively) given fubure conswmer costs depend on a oumber of polier assnmptions.
For example, at what level would be Northern Ireland’s obligation be set going forward. and how
wonld the scheme be operated and administered without ongoing GB participationr

To exploge this option, we modelled a scenado where the NIRO remains open opecating essentially
as & PFIT scheme with the costs recovered solely from NI consumers. The taciff levels offered
uader the scheme approximate the banding levels oucrently offered to INI generators in the NIRO.
Whilst not & direct comparison to the operation of the NIRO, the modelling results do provide an
dlnstration of what it nught cost Northern Ireland consumes to operate a standalone scheme based
of similar tanff rates az nnder the NIEO.

The analvsis suggests that the contimmation of the NIRO on a standalone basis — like the other
support pavment reform options - could be a relatively high Northern Ireland consnumer cost
scenaro. The NIRO mn its cucrent form promides relativelr generons support pavment levels to
Nogthern Ireland zenerators. As the majogity of Nogthern Ireland renewable deplovment
(particulacly offshore) i3 expected to take place gfer 2077, Nocthern Ireland consumers might be
expected to fund the costs of the scheme on a standalone basis were the scheme operated
independently of GB, resulting in high conmmer costs.

The difficulty 15 the inherent uncertamty of what Nogthem Ireland consumers might need to fund
under a reformed NIRO. What the modelling illustrates is that were Northern Ireland to puesue the
option of retaining the NIRO, the existing concessionarv obligation level (and therefore efficient
MNorthern Ireland consumer cost of the NIRO) shonld not be taken as a gnide to sngpgest the option
of retaining the WNIRO wonld necessarily lead to a reduction in projected consumer costs compared,
for example, to alternative policy options such as a CfD FIT. Indeed, there are scenados where it
conld potentially result in higher Northern Ireland consumer costs.

There iz an additional issue with the NIRO, which iz that it closes in 2053 rather than 2037 as
elsewhere in the UK. Unless there is new legislation to extend this, applications accepted after Apnl
2013 would recerve less than 20 vears of support. Thiz may well not be material, but needs to be
considered. It mav be appropdate to look into extending the life of the NIRO to 2037 to maintain
mvestor confidence, irrespective of what choices are made about new support mechanisms in GB or
MNorthern Ireland.

E.15 Conclusions and recommendarions

Having considered carefully the qualitative and quantitative analysis in this report, of the available
options, we believe that neither a contimmation of the WIRO nor the introduction of a PFIT, offer
workable or desicable support mechanisms for Northern Ireland The choice 13 one of applving
DECC’s CiD FIT proposals to the SEML or introducing a REFIT type — Fixed FIT - model to
MNorthern Ireland.



The main differences between the two approaches ace the flows of subsidy (in the former it is direct
to the generator, rather than throwgh a supplier) and the institutional requirements necessary to
support each.

In the highly lliquid GB BETTA market. the proposed CfD FIT will need to be stmack against an
index, giving rise to concerns about basis risks (Le. not being able to achieve the ndex). Together
with the potential balancing costs for non-dispatchable renevwables and the need for phvsical off-
take to recerre payments, this could mean that generators continue to seek to access marckets
throngh a PPA. Whilst not having been designed for the SEML the particnlar features of a CED FIT
mean that manv of the problems identified in the GB market are nnlikelv to bite within the SEM.

Thus, in many wavs, it might be expected that the CfD FIT wounld work Perfer in the context of
Morthern Ireland and the SEM than in GB.

Against this, the BEFIT iz a proven approach that carries less 15k of applving something that was
designed for another market and which will need to be adapted for a new one. The associated costs
of introdncing a BEFIT approach would Likelr be lower - as there are alreadv emisting contracts
from which to work — than for CED FITs. for which contracts would need to be speafically wotten
for the SEAL

A BREFIT type approach is also less administratirely burdensome and costly from an institional
pecspectire, in that the public sector is not a contracting counterparty — which is likely to be the casze
for the CfD FITs However, it requires generators to contract directly with suppliers rather than
operating directly within the market.

There are pros and cons for both options, and thet need to be examined in much greater detal
before a final mew 15 acoved at.

As Nogthern Ireland is pact of a Uk-wide renewable enecrgy obligation we recomumend that DETT
seeks to socialise the costs of the support regime across the UK nnless there is a desire to focns on
lower cost renewables technologies, which maght redunce the costs to MNorthern Ireland oustomers
nnder a stand-alone scheme.

A Uk-wide approach wonld spread consumer costs, and mav provide Nocthern Ireland with greates
flexibility to balance environmental objectives and the region’s affordability constraints nnder
different scenarnos of renewables deplorment.

We recommend DETI and NIAUR make a clear statement to the Mocthern Ireland market of the
fotare direction electeicity polict in the region 50 a3 to avoid the d:k of an investment hiatas during
a kev investment peciod, potentially according to the following:

* Like the RO in GB, the NIRO will remain open to new accreditations nntil 2017 after which
the scheme will be grandfathered.

* In terms of tinung for joining a new scheme, Nocthern Ireland would plan for a similar
implementation date as the rest of the UK (1e. 2014).



¢ Howerer the final implementation date will need to be confirmed following a clearer
decision on the adopted option (3) for market intepration in eacky 2012,

In eadv 2012, were significant revisions required or ewvingged to &t with fatuee Evropean marcket
requirements, the timeline for implementing a new policy wonld need to be revisited. In the interm,
there is detaled analvsis to examine the impact: on consumer costs futher, and how a FIT
approach might be desizned for the SEM before and after mntepration with neighbonong markets.

To support the transition to the new arrangements. the option of extending the life of the NIRO to
2057 shonld alzo be considersd.



