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EMR: WORKING OUT YOUR COSTS
An EMR made simple webinar

Presenter
Presentation Notes
Welcome to our webinar today: Electricity Market Reform: Working Out Your Costs 
My name is XXXXXX and I’m your EDF Energy host today. My role is XXXXX which means I XXXXX [describe what that means in practice]
With me is XXXX 
XXXXX works in XXXXXX which means s/he XXXXX. [describe what that means in practice] . 
[SECOND PRESENTER SAYS HELLO]
 
If you came to one of our EMR webinars last year, you’ll remember we covered the principles of the Capacity Market and Contracts for Difference schemes and gave you an idea of what costs to expect. 

Now the first auctions for the schemes are over, we can give you more clarity on three things : 
First, a greater understanding of the costs – so you have realistic numbers to base your budgets on
Second, how we calculated those costs – because if you’re going to stake your budget on any forecast, you should know it really is realistic 
And finally, your options to manage those costs – because the question after ‘how much are they’ is always ‘how do I manage them’. Should you fix the costs, or go for pass through? Who takes the risk – you or your supplier? And how do you know you’re getting a good deal?  

Please feel free to fire off questions as they pop into your head using the XXX feature on your screen. We’ll answer them in the middle and the end of the webinar. And you’ll get all the slides tomorrow. 

So let’s get started with a quick recap of the Capacity Market and Contracts for Difference and what’s happened since our webinars last year.  
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The Capacity Market in a nutshell

Can the UK generate 
enough electricity for 
everyone, all the time?Q

Presenter
Presentation Notes
The Capacity Market exists because so much of the UK’s current generation capacity is due to retire that without some intervention, the country risks power shortages.




The Capacity Market in a nutshell

Can the UK generate 
enough electricity for 
everyone, all the time?

The Capacity Market will ensure security 
of electricity supply by providing a 
payment for reliable sources of capacity.Q A “ “

Presenter
Presentation Notes
The government’s answer to that is: 
“The Capacity Market will ensure security of electricity supply by providing a payment for reliable sources of capacity”.
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The Capacity Market in a nutshell

Can the UK generate 
enough electricity for 
everyone, all the time?

The Capacity Market will ensure security 
of electricity supply by providing a 
payment for reliable sources of capacity.Q A “ “

BEFORE

Presenter
Presentation Notes
You see, only paying generators when they generate, as happens today, creates two issues. 

First, as more intermittent generation comes online, keeping open power stations that serve a back up role gets riskier for their owners. These plant need very high prices for the short times they run to cover their annual costs. This revenue model also makes investment in new, large scale generation risky. 

Second, it creates the conditions for prices to shoot up whenever the margin between supply and demand looks tight.
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The Capacity Market in a nutshell

Can the UK generate 
enough electricity for 
everyone, all the time?

The Capacity Market will ensure security 
of electricity supply by providing a 
payment for reliable sources of capacity.Q A “ “

BEFORE

Capacity payment

AFTER

Presenter
Presentation Notes
The Capacity Market changes the payment structure. By paying generators for the capacity they can add to the network when it’s under stress, these generators know they can cover their fixed costs, making it economic for them to stay open. And because the market knows there will be enough generation to cover times of peak demand, it’s less likely that prices will spike when the electricity network is under stress.

There is also a demand response aspect to the scheme. Next year businesses like yours can join in and receive payments for committing to providing capacity to the grid. But the majority of the capacity – and therefore cost –comes from large scale generators.

Here’s a simple way to remember what determines your Capacity Market costs: 
The ‘how much we have to buy’ is the capacity DECC believes the country needs each year. 
The ‘at what price’ is based on the three auctions to secure each delivery year’s capacity 
The ‘how much it costs me’ depends on your electricity demand during winter peak periods.
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Q Can the UK meet its 
targets for reductions 
in carbon emissions?

Presenter
Presentation Notes
Contracts for Difference – or CFDs – also helps build new capacity, but with a different primary goal. That’s to accelerate the rate of investment in a diverse range of new low-carbon generation. It replaces the Renewables Obligation which only supports renewables and still presents investors with enough income uncertainty to increase finance costs and limit investment.  
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Can the UK meet its 
targets for reductions 
in carbon emissions?

CFDs provide long-term certainty for investors 
to drive investment in a new generation of 
clean, secure electricity supplies.Q A “ “

Presenter
Presentation Notes
The government’s answer to that is: �“Contracts for Difference provide long-term certainty for investors to drive investment in a new generation of clean, secure electricity supplies“
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Q

BEFORE

OPEX* 

Operating 
profit

ROC revenue

Wholesale 
power price

CFDs provide long-term certainty for investors 
to drive investment in a new generation of 
clean, secure electricity supplies.A “ “Can the UK meet its 

targets for reductions 
in carbon emissions?

* Includes fuel and maintenance costs, 
depreciation etc

Presenter
Presentation Notes
Contracts for Difference resolve much of the income uncertainty for investors in low carbon generation. This uncertainty is a deal breaker because these projects typically require large upfront investments and have long paybacks. Although the extra income from Renewables Obligation Certificates and Levy Exemption Certificates make many forms of renewables cost competitive, the variability of their whole income – including the wholesale power price – is a concern for finance providers. 
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Q

BEFORE AFTER

OPEX* 

Operating 
profit

ROC revenue

Wholesale 
power price

OPEX* 

Operating 
profit

Strike price

CFDs provide long-term certainty for investors 
to drive investment in a new generation of 
clean, secure electricity supplies.A “ “Can the UK meet its 

targets for reductions 
in carbon emissions?

* Includes fuel and maintenance costs, 
depreciation etc

Presenter
Presentation Notes
CFDs give generators a certain strike price for their power and fix it for 15 years. When power prices are below strike prices, the CFD “tops-up” the generator’s income, but when power prices exceed the strike price, the generator owner has to pay the difference back to consumers. This gives income certainty and so cuts finance risks, making it easier for investments in low carbon generators to get the green light. Projects compete for CFDs through competitive auctions. This process drives down the strike prices and gives consumers a better deal.

Here’s a simple way to remember what determines your CFD costs: 
The ‘how much we have to buy’ is the number of generators producing electricity within the CFD scheme at any given moment
The ‘at what price’ is based on the difference between the market reference price and the strike prices agreed in the auctions
The ‘how much it costs me’ depends on your consumption during the year.
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1 Aug 
2014

EMR passed 
into law

Presenter
Presentation Notes
Here’s what’s happened in these schemes since our last webinars. 
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Dec 14 
to 

Mar 15

1 Aug 
2014

EMR passed 
into law

Capacity Market 4 
year ahead auction 

and CFD 2015 
auction held

Presenter
Presentation Notes
The first set of auctions for both schemes have taken place and all the results have been published. We’ll cover those shortly.
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Dec 14 
to 

Mar 15

1 Aug 
2014

EMR passed 
into law

Capacity Market 4 
year ahead auction 

and CFD 2015 
auction held

1 Apr 
2015

EMR agency 
set up and 

running costs 
begin

Presenter
Presentation Notes
We now need to start paying the set-up and running costs of the new agencies administering each scheme. 
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Dec 14 
to 

Mar 15

1 Aug 
2014

EMR passed 
into law

Capacity Market 4 
year ahead auction 

and CFD 2015 
auction held

1 Apr 
2015

July 
2015

EMR agency 
set up and 

running costs 
begin

First possible 
payments to 

CFD generators 
(DRAX)

Presenter
Presentation Notes
August is the earliest possible date a CFD generator – Drax – could start creating costs for consumers. 



EMR timetable

EMR: Working out your costs  ©

 

March 2015 EDF Energy plc. All rights Reserved15

Dec 14 
to 

Mar 15

1 Aug 
2014

EMR passed 
into law

Capacity Market 4 
year ahead auction 

and CFD 2015 
auction held

1 Apr 
2015

July 
2015

Oct 
2015

EMR agency 
set up and 

running costs 
begin

First possible 
payments to 

CFD generators 
(DRAX)

Next CFD 
auction

Presenter
Presentation Notes
The next CFD auction will take place in October. 
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Dec 14 
to 

Mar 15

1 Aug 
2014

EMR passed 
into law

Capacity Market 4 
year ahead auction 

and CFD 2015 
auction held

1 Apr 
2015

July 
2015

Oct 
2015

Jan 
2016

EMR agency 
set up and 

running costs 
begin

First possible 
payments to 

CFD generators 
(DRAX)

Next CFD 
auction

First Capacity 
Market Demand 
Response auction

Presenter
Presentation Notes
The Capacity Market’s first Demand Side Response auction (often prefixed with ‘Transitional Arrangements’) will be held at the end of January 2016. Look out for details from DECC and National Grid at the end of June 2015. 
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Dec 14 
to 

Mar 15

1 Aug 
2014

EMR passed 
into law

Capacity Market 4 
year ahead auction 

and CFD 2015 
auction held

1 Apr 
2015

July 
2015

Oct 
2015

Jan 
2016

Oct 
2016

EMR agency 
set up and 

running costs 
begin

First possible 
payments to 

CFD generators 
(DRAX)

Next CFD 
auction

First Capacity 
Market Demand 
Response auction

Demand side 
Capacity Market 

begins

Presenter
Presentation Notes
October 2016 should see the first costs of the Capacity Market as the demand response part of the scheme starts operating.
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Dec 14 
to 

Mar 15

1 Aug 
2014

EMR passed 
into law

Capacity Market 4 
year ahead auction 

and CFD 2015 
auction held

1 Apr 
2015

July 
2015

Oct 
2015

Jan 
2016

Oct 
2016

Dec 
2017

EMR agency 
set up and 

running costs 
begin

First possible 
payments to 

CFD generators 
(DRAX)

Next CFD 
auction

First Capacity 
Market Demand 
Response auction

1 year ahead 
auction for 
2018/19 

Capacity Market

Demand side 
Capacity Market 

begins

Presenter
Presentation Notes
And in 2017 we’ll see the first 1-year-ahead, or T minus one, auction for the 2018/19 Capacity Market. 
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Dec 14 
to 

Mar 15

1 Aug 
2014

EMR passed 
into law

Capacity Market 4 
year ahead auction 

and CFD 2015 
auction held

1 Apr 
2015

July 
2015

Oct 
2015

Jan 
2016

Oct 
2016

Dec 
2017

Winter 
2018/19

EMR agency 
set up and 

running costs 
begin

First possible 
payments to 

CFD generators 
(DRAX)

Next CFD 
auction

First Capacity 
Market Demand 
Response auction

1 year ahead 
auction for 
2018/19 

Capacity Market

Demand side 
Capacity Market 

begins

Full 
Capacity Market 

begins

Presenter
Presentation Notes
Which gets underway in November 2018.
So let’s look at what all those events mean for your costs.
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Admin

CFD

Capacity 
Market

£/MWh

Presenter
Presentation Notes
This is our view of the key costs over the next 4 years – to the first year of the Capacity Market in full operation. 

For simplicity, these lines represent the mid points of our forecast range of costs. We’ll share the ranges and numbers shortly. 

You’ll see the costs of these schemes start very small this year and ramp up as more generators join. 

Don’t forget that the Renewables Obligation and Feed in Tariffs still exist. Add in those costs and the full picture looks like this.
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Admin

CFD

Capacity 
Market

RO

FIT

£/MWh

Presenter
Presentation Notes
Add in those costs and the full picture looks like this.

Chances are you will see different forecasts from other sources. If they look much lower than ours, approach with caution.

Because on pass-through contracts, you pay the actual cost, in full, eventually. Not being aware of this can leave you with a nasty shock. 

So, work to a robust forecast from the start, and you’re more likely to face a small difference between the upfront reference cost that you pay during the year and the reconciliation charge applied at the end of each year. And that builds your finance team’s confidence in your budgeting. Which can only be a good thing, right?

So we recommend you budget with these numbers, remembering they are midpoints within a range of feasible outcomes. To give you a way to evaluate our forecast, we’ll show you how we’ve created it. 
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Set up
 costs

Running
 costs

Presenter
Presentation Notes
The set up and running costs are small, so we’ll get through them quickly.  
The set up cost is to recover just under £8 million spent from August 2014 to March 2015 setting up three agencies:
The Low Carbon Contracts Company which administers CFDs
The Electricity Settlements Company which administers the Capacity Market
The EMR Settlements Serviced Provider which manages settlement services for both the CFD and Capacity Market. 

A one-off charge of 10 pence per megawatt hour will be applied to customers on pass through contracts. The charge will be based on electricity used during the first quarter of 2015. Look out for it in May for half-hourly and monthly-metered sites, and in July for quarterly-metered sites. 

After that, the agencies’ running costs will be covered by an admin fee built into the Elexon charge. It will cost nearly 6 pence per megawatt hour for electricity used from 1 April this year and settle around 6.5 pence in a few years time.

Now let’s explore the main event – how the numbers you might have seen in Capacity Market and CFD announcements from DECC translate into charges for your organisation. We’ll start with the Capacity Market – the simpler of the two new EMR costs. 




Capacity Market Supplier Charge (CMSC):
 The auction

 
results
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Through the auction, government has procured 49.26GW of 
capacity at a clearing price of £19.40kW. This will cost a total of 
£0.96bn (in 2012 prices), which works out at around £11 for the 
average household.

However, previous modelling shows us that if a bill payer 
looked back over their bill in 2030 for the last 15 years then the 
impact of the Capacity Market would average out at £2 on their 
annual bill (in 2012 prices).

This is because we expect average wholesale prices to come 
down with the security of a capacity market, compared to a 
world without one. 

Presenter
Presentation Notes
This is a statement you might have seen when DECC announced the results of the four year ahead Capacity Market auction for 2018/19. 
It contains a lot of key information but there is some extra information that needs adding to work out the full cost. 
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Through the auction, government has procured 49.26GW of 
capacity at a clearing price of

 

£19.40kW. This will cost a total of 
£0.96bn (in 2012 prices), which works out at around £11 for the 
average household.

However, previous modelling shows us that if a bill payer 
looked back over their bill in 2030 for the last 15 years then the 
impact of the Capacity Market would average out at £2 on their 
annual bill (in 2012 prices).

This is because we expect average wholesale prices to come 
down with the security of a capacity market, compared to a 
world without one. 

Presenter
Presentation Notes
We’re going to look at the key numbers. 
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Through the auction, government has procured 49.26GW of 
capacity at a clearing price of

 

£19.40kW. This will cost a total of 
£0.96bn (in 2012 prices), which works out at around £11 for the 
average household.

However, previous modelling shows us that if a bill payer 
looked back over their bill in 2030 for the last 15 years then the 
impact of the Capacity Market would average out at £2 on their 
annual bill (in 2012 prices).

This is because we expect average wholesale prices to come 
down with the security of a capacity market, compared to a 
world without one. 

Plus the 
T-1 auctions

Presenter
Presentation Notes
Like the 49 gigawatts of capacity secured represents about 92% of the total capacity DECC wants to secure for 2018/19. There is still the year ahead auction to come. 
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£19.40kW. This will cost a total of 
£0.96bn (in 2012 prices), which works out at around £11 for the 
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However, previous modelling shows us that if a bill payer 
looked back over their bill in 2030 for the last 15 years then the 
impact of the Capacity Market would average out at £2 on their 
annual bill (in 2012 prices).

This is because we expect average wholesale prices to come 
down with the security of a capacity market, compared to a 
world without one. 
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Plus the 
T-1 auctions

Plus the 
T-1 auctions

Presenter
Presentation Notes
Same for the clearing price of £19 per kilowatt. We believe it could be higher once the year-ahead price is factored in. 
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capacity at a clearing price of

 

£19.40kW. This will cost a total of 
£0.96bn (in 2012 prices), which works out at around £11 for the 
average household.

However, previous modelling shows us that if a bill payer 
looked back over their bill in 2030 for the last 15 years then the 
impact of the Capacity Market would average out at £2 on their 
annual bill (in 2012 prices).

This is because we expect average wholesale prices to come 
down with the security of a capacity market, compared to a 
world without one. 
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Plus 2 other 
auctions and 

inflation

Plus the 
T-1 auctions

Plus the 
T-1 auctions

Presenter
Presentation Notes
So once the cost of the year-ahead and demand response auctions are added in, the total cost of just under £1 billion will be higher. Plus inflation needs to be added too.
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capacity at a clearing price of

 

£19.40kW. This will cost a total of 
£0.96bn (in 2012 prices), which works out at around £11 for the 
average household.

However, previous modelling shows us that if a bill payer 
looked back over their bill in 2030 for the last 15 years then the 
impact of the Capacity Market would average out at £2 on their 
annual bill (in 2012 prices).
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Domestic 
customer

Plus 2 other 
auctions and 

inflation

Domestic 
customer

Plus the 
T-1 auctions

Plus the 
T-1 auctions

Presenter
Presentation Notes
The remaining figures put this cost into context for consumers and the media. Not all that helpful for business budgets. 

So how do we forecast this more accurately? Let’s break it down. 




Piecing together a Capacity Market cost forecast

29

Presenter
Presentation Notes
These are the key factors to consider when working out the Capacity Market forecast. As with all cost equations, there are price and volume factors.
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CPI Inflation

Presenter
Presentation Notes
Easiest price factor first – inflation. This needs to be added because all costs are quoted in 2012 money to make comparisons easier. 
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CPI Inflation

Clearing 
Price 

forecasts

Presenter
Presentation Notes
The more complicated price factor is the clearing price of each auction. To work out this number before an auction has taken place, DECC’s impact assessments are key. 
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CPI Inflation

Clearing 
Price 

forecasts

DECC

 
impact

 
assessments

Presenter
Presentation Notes
These are essentially a cost benefit analysis of how much capacity they think they need to secure each year and what cost represents fair value for consumers.




Piecing together a Capacity Market cost forecast

33

CPI Inflation

Clearing 
Price 

forecasts
Bidder

 
behaviour

4-year

 
vs

 
1-year

 
auctions

DECC

 
impact

 
assessments

Previous

 
auctions

Presenter
Presentation Notes
After a few auctions, we can also assess:
the results of previous auctions, 
how participants behaved, 
and the price difference between the four-year-ahead and one-year-ahead auctions, 
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CPI Inflation

Contracted 
Capacity 
forecasts

Clearing 
Price 

forecasts
Bidder

 
behaviour

4-year

 
vs

 
1-year

 
auctions

DECC

 
impact

 
assessments

Previous

 
auctions

Presenter
Presentation Notes
On the volume side of the equation, of course we have the volume of capacity secured in each auction. 
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CPI Inflation

Contracted 
Capacity 
forecasts

Clearing 
Price 

forecasts
Bidder

 
behaviour

4-year

 
vs

 
1-year

 
auctions

Changes 
to DECC’s 

capacity

 
forecasts

DECC

 
impact

 
assessments

Previous

 
auctions

Presenter
Presentation Notes
With this, it’s key to look out for changes to DECC’s capacity forecasts. 




Piecing together a Capacity Market cost forecast

36

CPI Inflation

Contracted 
Capacity 
forecasts

Periods of 
high demand 

forecast

Clearing 
Price 

forecasts
Bidder

 
behaviour

4-year

 
vs

 
1-year

 
auctions

Changes 
to DECC’s 

capacity

 
forecasts

DECC

 
impact

 
assessments

Previous

 
auctions

Presenter
Presentation Notes
And finally, because the actual costs will be based on the amount of electricity used during winter evenings – the traditional period of high demand when the grid is mostly likely to be under stress – we need to forecast electricity use in those periods. 
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CPI Inflation

Contracted 
Capacity 
forecasts

Periods of 
high demand 

forecast

Clearing 
Price 

forecasts
Bidder

 
behaviour

4-year

 
vs

 
1-year

 
auctions

Changes 
to DECC’s 

capacity

 
forecasts

Historical

 
analysis

Load

 
management

DECC

 
impact

 
assessments

Previous

 
auctions

Embedded 
generation

Demand

 
forecast

Presenter
Presentation Notes
That means accounting for the growth of embedded generation and load management because these shift future behaviour from historical norms. 
So that’s what we consider in principle… 
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1. What will I pay for my consumption during winter peak demand periods?

2. What is that as an average annual figure for my budget?

Presenter
Presentation Notes
…and this is how it works out in practice. 
We think these are the two questions you want answered. 
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Main 4 year 
auction results

£19.40/kW
x

49.26GW

Both top up 
1 year auction 

results

Clearing Price
x

Contracted 
Capacity

National periods 
of high demand

4 –

 

7pm
Nov -

 

Feb
Working days

Capacity Market 
Supplier Charge

1. What will I pay for my consumption during winter peak demand periods?

2. What is that as an average annual figure for my budget?

£110/MWh

Presenter
Presentation Notes
This formula works out the cost of the Capacity Market each delivery year for the period it’s focussed on – times of peak demand most likely to place the system under stress. 

The actual cost for each delivery year is a combination of the volume and price secured in the four-year and one-year-ahead auctions for that delivery year. 

The figures for the four-year-ahead auction are known. The estimates for the one-year-ahead auction numbers are our analysis of the factors we discussed previously. That gives us a total cost in pounds for 2018/19. 

To get to a pounds per megawatt hour figure, we divide by the national electricity demand during winter work day evenings. Based on historical figures, and some forecast of how demand could change as more companies load manage and self generate, we can estimate the chargeable volume. This gives us a pound per megawatt hour value. This will be in 2012 money so we apply a forecast of inflation for the 2018/19 year. That gives us £110 per megawatt hour.

That’s a huge hit to take in such a short time. So suppliers will smooth that cost over the year by creating an average annual ‘pounds per megawatt hour’ reference cost. If you’re on a pass-through contract, we’ll bill you on that number and reconcile against the actual capacity market costs at the end of each year. 
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Main 4 year 
auction results

£19.40/kW
x

49.26GW

Both top up 
1 year auction 

results

Clearing Price
x

Contracted 
Capacity

National periods 
of high demand

4 –

 

7pm
Nov -

 

Feb
Working days

Capacity Market 
Supplier Charge

1. What will I pay for my consumption during winter peak demand periods?

2. What is that as an average annual figure for my budget?

Forecast cost for the delivery year National  annual 
demand forecast

Average annual 
charge for billing

£110/MWh

£4.13/MWh

Presenter
Presentation Notes
We get to that reference cost by taking the total delivery year budget and dividing by the national annual demand forecast. That comes to £4.13 per megawatt hour, which includes inflation. 
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Our annual average Capacity Market cost forecast
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£0 £0.35 £4.13 £7.88

£/MWh

Presenter
Presentation Notes
So these are our forecasts of the Capacity Market charge. The average annual £/MWh cost from the last slide. 

And these are the numbers we suggest you plug into your budgets. They already include an inflation adjustment. 

You can see they rise pretty sharply in the 2018/19 delivery year when the majority of capacity joins the scheme. 

Remember though, we should see some relief to wholesale prices thanks to less concern about supply meeting demand.

Now I appreciate that’s a fair amount of detail to take in, all in one go. So remember those three simple points about what determines your Capacity Market costs: 
‘how much we have to buy’ is the capacity DECC believes the country needs each year. 
‘at what price’ is based on the three auctions to secure each delivery year’s capacity 
‘how much it costs me’ depends on your electricity consumption during winter peak periods.

Now let’s look at Contracts for Difference costs. These are a bit more complex.





Contracts for Difference (CfD) Supplier Obligation
 The auction

 
results

42

The auction has successfully allocated 27 contracts to projects which could deliver over 2GW of new 
renewable energy capacity across England, Scotland and Wales. 

£315m of contracts have been offered to 5 technologies –

 

including two new offshore wind farms, 
15 onshore wind farms, and 5 new solar projects. Together, these

 

projects could power 1.4m homes, 
and could lead to the UK emitting 4m fewer tonnes of CO2 per year, helping to meet our ambitions 
on climate change. 

The first allocation round attracted a high level of interest. This has ensured we have delivered a 
competitive auction, which has driven down the costs to consumers, resulting in the capacity costing 
up to £110m per year less than it would have in the absence of competition. 

The Low Carbon Contract Company will be issuing contracts to successful developers over the next 10 
days, with the contract signature window closing on the 27 March

 

2015. Once these contracts are 
signed, the new Contracts for Difference will provide long-term certainty for investors.
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This is the statement DECC published when it announced the preliminary results of the first auctions. Don’t worry about reading this one either right now. These are the key numbers to focus on. 
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These are the key numbers to focus on. Now let’s see what information needs to be added to these figures to work out the cost of the CFD scheme.
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First, not all the 27 projects committed to proceed by signing a contract with the LCCC. The strike price for two solar projects cleared at only £50/MWh – less than half the total income solar projects typically receive under the Renewables Obligation. 
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And projects are different sizes with unique target commissioning dates. So the 2 gigawatts will come online over 4 years, with the biggest projects – the offshore wind farms – taking the longest to build. It’s likely some projects in the next auction will come online before those wind farms do.
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The auction has successfully allocated 27 contracts to projects which could deliver over 2GW of new 
renewable energy capacity across England, Scotland and Wales. 

£315m of contracts have been offered to 5 technologies –

 

including two new offshore wind farms, 
15 onshore wind farms, and 5 new solar projects. Together, these projects could power 1.4m homes, 
and could lead to the UK emitting 4m fewer tonnes of CO2 per year, helping to meet our ambitions 
on climate change. 

The first allocation round attracted a high level of interest. This has ensured we have delivered a 
competitive auction, which has driven down the costs to consumers, resulting in the capacity costing 
up to £110m per year less than it would have in the absence of competition. 

The Low Carbon Contract Company will be issuing contracts to successful developers over the next 10 
days, with the contract signature window closing on the 27 March

 

2015. Once these contracts are 
signed, the new Contracts for Difference will provide long-term certainty for investors.
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Plus this cost doesn’t include the eight large projects that secured CFDs through FIDER – the Final Investment Decision Enabling Programme that happened before this auction. FIDER projects will cost around £1.7 billion a year once they are up and all running. 
There’s a simpler way to look at the key factors involved in forecasting all this risk. 
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And this is it. Like forecasting any cost, it’s a simple equation of price multiplied by volume. 
Let’s start with the volume element of the equation. 
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Each of the 25 contracts has a target commissioning date which shows when the project should start generating. But the target dates are flexible by up to 12 months to allow for delays or an early finish. 
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Secondly, many projects are intermittent generators. So we need to work out the quantity and timing of each project’s power production. That’s because the way their strike prices reconcile against the market price means that whether their output occurs at peak or �off-peak times affects the CFD top-up, and therefore the cost of the scheme. 
And then there are two price factors – the strike prices and future wholesale market prices. 
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Strike prices are challenging to predict. 
The first auction delivered a good discount against DECC’s indicated strike prices. However, the low £50 bid by the solar projects suggests that not all generators understood the rules.
And though we might expect costs to keep falling as technology improves, it is also likely that the most economic projects will be successful in the early auctions. So future costs might actually increase if more expensive projects bid for contracts.
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And don’t forget the influence of wholesale market prices. CFD costs are the only non-energy cost with a direct link to the wholesale market price. 
The rule of thumb is this: �If wholesale prices fall, CFD charges will rise as customers are asked to make up the difference to give developers their guaranteed price. It also works in the other direction too, of course.
It’s complicated, but we have carefully modelled all these factors to produce a robust forecast you can budget on. As we’ll now demonstrate. 
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SECTION: CFD DETAIL	TIME: 1.5 min	PRESENTER: 1	SLIDE: 14. WORKING IT OUT IN PRACTICE
  �The CFD equation is similar the capacity market’s. Divide the cost of the scheme by national gross consumption and we get to a relevant cost for you in pounds per megawatt hour.
That sounds simple enough. But to work out the scheme’s cost per year accurately, we need to forecast multiple factors like:
The costs that all CFD generators will create. 
When generators will be available. 
What the weather will be like. 
And the total demand over which the costs will be shared. 
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For all the generators we need to work out when they’ll start producing power and how much they’ll produce. 
For intermittent generators, the tricky-and-important thing to predict is their loadshape – when they actually produce electricity during each day. Electricity costs are significantly different during peak or off-peak times and that affects the amount of CFD top-up that will be charged.  
For baseload generators, the tricky-and-important thing is predicting their commissioning date. Baseload generators, especially the big ones, can go from zero to full production quickly. 
Forecasting that this year is particularly challenging. 
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And that’s because we are expecting a major FIDER project to be commissioned - the coal to biomass conversion of a third unit at Drax. 
With 645 megawatt capacity, this single unit could produce up to 2.8 terawatt hours of electricity per year. With an inflation adjusted strike price of £110 per megawatt hour, if the reference market price runs as it’s currently doing, expect a CFD cost for customers of £500 million per year – from this unit alone. 
In fact Drax will near-singlehandedly determine how soon your CFD costs rise, and how much CFDs will cost you overall, during 2015/16.
The most important aspect of working out that cost is accurately forecasting when this unit will activate its CFD contract. 
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Drax’s target commissioning date is 1 February 2016 but their contract allows them to start earning CFD payments any time from July 2015. It’s best for them to start production as early as possible so we expect them to pull out all the stops. For each month they complete early, your annual average 2015/16 CFD cost will increase by 10 to 15 p per megawatt hour. That’s substantial.
To get our forecast of their likely commissioning date as accurate as we can, we’ve assessed much about the readiness of different aspects of their project. 
How is the conversion work going? 
Will their supply chain for compressed wood pellets be ready?
Will their depot be able to accommodate that volume of deliveries and dry storage? 
Will they face any further regulatory hurdles?
That’s why we think our forecasts are worth staking your budget on. Because we have considered all these factors.
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This is what a very much simplified forecast model looks like, once we’ve assessed all the projects in all three parts of the CFD scheme:
the annual auctions, 
the FIDER projects like DRAX
and projects like Hinkley Point C and Swansea Bay that receive their contracts through a bilateral agreement with the government. 
So I hope you can see it’s sensible to consider a wide range in a forecast of the CFD costs and where the risks lie in that forecast proving accurate or coming unstuck. Especially when a single large project dominates the scheme in a year – the situation we have with Drax for 2015/16.
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So these are our forecasts for the annual averages for the whole Contracts for Difference scheme. This includes all projects announced to date through the annual auction process, the FIDER process and the bilateral contracts, as well as our view of what projects will win contracts in future.
Remember, DECC is managing the budget for CfDs alongside the budgets for FiT and RO within a cap. This cap is called the Levy Control Framework and will have a combined annual budget of £7.6 billion by 2020/21. 
So, if costs for one scheme increases, they may have to reign in the costs for the other schemes to keep their overall budget in check.

Again, that’s a lot of detail to take in, all in one go. So remember those three simple points about what determines your CFD costs: 
‘how much we have to buy’ – is the number of generators producing electricity within the CFD scheme at any given moment. 
‘at what price’ – is based on the difference between the market reference price and the strike prices agreed in the auctions
‘how much it costs me’ – depends on your consumption during the year
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And finally, in the interests of transparency, there are two other small CFD costs we’d like to make you aware of. 
The first covers the cost of capital of ensuring the LCCC has a big enough cash reserve to guarantee its regular payments to generators. This reserve starts this year and grows as more generators join the scheme.
Like the rest of these schemes, the cost of the reserve is charged to suppliers based on their market share, so we expect suppliers to also pass this cost on to customers on a volume basis. The cost is negligible – around 0.2 p per megawatt hour this year rising to about 10 p per megawatt hour by 2019/20. If you are on a flexible contract, this will be itemised in your contracts and reconciliations.
 
The second cost covers the Offtaker of Last Resort mechanism. This covers CFD generators who are unable to find an offtaker on their own. In these circumstances, suppliers must bid to be their offtaker and win based on the lowest management fee. That management fee cost will be spread across the industry. 
It is unlikely to happen much in practice, but the potential exists. Like the cost of capital charge, this will be a line item on your contracts and reconciliations, should it come into effect.
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We’ve discussed all these costs in isolation so far. Here’s the full picture of how they all fit together. 
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So today we’ve given you a good indication of the numbers to budget for. We can support you in future too. And don’t worry. As an EDF Energy customer, this won’t cost you a bean. 
Our newly updated Market Insight service now includes our Monitor report. So you can log on to get regular forecasts of all non-energy costs – everything we’ve discussed today as well as distribution and other balancing costs – and stay on top of wholesale market prices.
But the big question is what these costs mean for your organisation’s approach to controlling its energy costs. What does it mean for your  organisation’s energy plan?

You’ll find the answer in a white paper we’re about to publish. It discusses how these new risks can be managed alongside all the other energy risks your  organisation faces. 

Subscribe to Lets Talk Power dot com and we’ll send you an alert as it is ready. 

Now’s the time to fire in any questions you might have
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