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Non-paper on the market design for electricity


Over the past years, the European Union’s priority has been to create a genuine internal market for energy consisting of eliminating national barriers towards a seamless and transparent exchange of gas and electricity throughout the European Union. Deregulation of the energy market was clearly a priority to achieve efficiency gains based on: 
· Wholesale competition to drive efficiency gains in operation 
· Retail competition to induce better customer service and innovation 
· Privatization and unbundling to limit distortions to economic dispatch 
While regulatory stability is a principle to be maintained, market design needs to evolve in a consistent way with policy priorities: in particular, there is a need to develop more sustainable long term signals in order to decarbonise the economy in an efficient way and ensure security of supply. 

This note gives an overview of the current risks on electricity security of supply and some possible solutions to be pursued. Its impact on the gas market should also be tackled in an appropriate way[footnoteRef:1].  [1:  The new market design for electricity may have consequences for the gas market (design) too. Indeed, seasonal spreads in wholesale gas prices currently discourage shippers from contracting storage. In the long run, this situation could undermine the availability of gas storage capacity and other options that can provide flexibility to the gas system. Less gas would then be available as back up fuel for the electricity market. It should be assessed if prolongation of the current gas market situation could endanger the availability of flexible gas infrastructure, impacting on the gas market responsiveness, which is necessary for the electricity system. If required, appropriate measures could be considered.] 


1. Current risks on electricity security of supply calling for targeted solutions

Absence of sustainable signals under the current electricity market design: Contrary to the practice in many other parts of the world, European markets are usually focused on pure short-term “Energy Only Markets” which should, in theory, offer sufficient security of supply and, together with an efficient carbon market, should enable reaching decarbonisation goals. In order to cope with these challenges, different national schemes have been implemented in many European markets. National systems must be better coordinated otherwise we would end up with a patchwork of national schemes leading to further divergence on  the EU internal energy market.   

Low wholesale prices hampering investments and security of supply: Power companies are facing a major investment dilemma (notably due to the absence of long term signals)and current levels of wholesale electricity prices are too low to incentivise investment in most of the existing technologies and in particular in the construction of back-up plants that are needed for the security of the system. At the same time, even brand new flexible power plants are currently being decommissioned due to low wholesale power prices and insufficient number of running hours per year which are needed to cover the operating and other costs of the plants. However, renewables need flexibility to compensate their variable output and if flexible plants to provide this service are being decommissioned, the goal of decarbonisation will not be reached. That is why the goals of decarbonising the economy and enssuring electricity security of supply are severely undermined.

Leading to a patchwork of national solutions rather than a coherent European one: more and more countries are introducing or considering to update their electricity market design, i.e. national capacity remuneration mechanisms (CRM) or other forms of long term signals such as long term contracts for difference (CfD). Uncoordinated developments should not hamper the development of the internal energy market. Therefore, it is crucial to foster more harmonisation of national market designs including a full implementation of the Target Model as a prerequisite (tackling not only short and long term markets but also harmonization of fuel and energy taxes and grid tariffs’ methodologies). European companies are calling for more Europe and not for less Europe. Only coordinated solutions that aim at keeping the needed amount of reliable capacity in the system and ensure adequacy across Member States can efficiently fulfil the requirements to ensure on the long run competitiveness and security of supply.

2. Toolbox to complete the electricity market design with long term signals 

Towards more integration: Considering the growing tendencies towards purely national solutions and the very different mindsets of individual Member States, regional approaches aimed at fulfilling a EU-wide harmonised framework for both cross-border participation of national schemes and security of supply cooperation between system operators appear to be a promising solution towards better EU energy integration. It is necessary to identify, region by region, the main barriers to achieve the Internal Energy Market (IEM) and to look for harmonized approaches when tackling comparable tasks. Cross-border participation and a seamless cooperation between system operators and market parties are cornerstones of any market design adjustments that aims to ensure security of supply. 

To guarantee an evolution from national to harmonised regional models, the European Commission should push for a single approach by framing the following tasks at European level: definition of generation adequacy constraints,  a reference capacity mechanism model and its cross-border dimension, scope of a regional approach, definition of preventive and emergency action plans, coordination of system operators ensuring efficient use of existing infrastructure including grids, power generation and demand response. This question could be tackled by the upcoming legislation foreseen in the Energy Union work program to manage electricity security of supply at the European level.

Towards a revamped European market design: Based on the above, it is now crucial to provide the electricity markets with sustainable signals that cannot always be delivered by the current short-term electricity markets. It should be recognized that a mechanism for long-term signals can also be opened to cross-border participation as a viable solution to provide investors with long term price signals whilst reducing the decarbonisation cost and allowing security of supply. However, such mechanisms should not distort wholesale markets and allow cross-border participation.  


To that end, the upcoming legislative proposals on a new European market design foreseen in the Energy Union work program should recognize that, given the current policy framework electricity market design purely based on short-term prices doesn't necessarily provide appropriate and stable signals that correspond to the life time of investments.

International experiences show other possible market design: Most electricity markets are hybrids with some form of public intervention in either security of supply, in the determination of the generation mix, and/or on transmission development. Concerns about security of supply and lack of investments often lead to regulatory arrangement with a temporary effect, such as administrative barriers to a free-exit of plants from the system or secured generators’ revenues to guarantee a required amount of firm capacity. Policy intervention should instead be focused on providing long term signals on future needs. 

3. Focus on the European debate on capacity mechanisms

	Looking specifically at the CRM debate, the core messages are the following ones:
· Energy-only-market design does essentially need scarcity prices to deliver investments.
· Some countries are already experiencing a lack of generation adequacy due to market design arrangements that are unable to provide the needed incentives. In that context, Capacity Remuneration Mechanisms are no  subsidy but a part of a new market design justified by the need to provide a real service to consumers. Bearing in mind the objective of a true EU internal energy market,  CRMs must be defined in a transparent, stable and cost efficient way so that they can deliver appropriate price signals to promote firm and reliable capacity investments required for system adequacy. Any form of CRM mechanism should allow participation across borders and also in this way promote an integrated European energy market.
· A strategic reserve is a temporary solution for system adequacy but not a suitable model to attract investments
· CRM should tackle both, new and existing capacities. Therefore tenders applying only for new capacity only are not an efficient solution for security of supply.
· Free power plant exit for power plants should be allowed



Provision of long term system adequacy requirements is not ensured in the current European context of short term electricity markets: As explained above, in a European context of uncertainty about the future of different forms of conventional electricity generation, increasing RES generation and uncertainty about whether policy makers are ready to accept necessary price spikes , the Energy Only Market does not deliver long term system adequacy. “Energy, flexibility and capacity are all needed and should therefore be properly valued in a future-proof wholesale market design”[footnoteRef:2]. These are different but interrelated necessary elements to ensure security of supply. [2:  Eurelectric Oct-2014 “Renewable energy and security of supply: finding market solutions”] 


Market instruments such as CRM should deliver price signals to promote investment/divestment in the electricity market. Where needed, a new market design providing a level-playing field should be developed based on a combination of energy and capacity markets/mechanisms. Indeed, wholesale market design must properly reward the necessary services to ensure security of supply at all times. Market arrangements should provide the right signals for necessary (existing) capacity to stay (when and where needed) in the system and for new investment in additional renewable and conventional capacity (when needed for the adequacy of the system). To conclude, current system adequacy dilemma is not only about the investment in new firm capacity, as it currently occurs in some countries but it is also about the uncertainty whether the market is able to provide signals of scarcity in due time (e.g. to allow for the provision of crucial backup service to accommodate great amounts of intermittent RES). 

Key features of competitive mechanisms: In order to maximise cost-efficiency and market orientation, any intervention  should follow a set of fundamental design features:
· Market-based – Capacity should always be valued in a competitive market;
· Technology-neutral – All technologies that provide firm capacity should be able to participate on equal terms in the market without discrimination;
· Open to new and existing plants – The market should be based on a level playing field between both new and existing firm capacity providers, including through interconnectors;
· Open to generation, demand response and storage – All forms of capacity throughout the value chain should be able to participate in the market;
· With a cross-border dimension;
· Stable and defined through a transparent and cost-efficient way. 

Strategic reserve is not a suitable model for attracting new investments: The strategic reserve serves to retain uneconomic capacity in the system when it is still considered to be needed for security of supply. This is a last resort tool to be used for temporary extreme situations, e.g. rarely extreme weather conditions or power plants phase-out until new capacity investments and demand response are made. Similar to EOM design, a strategic reserve scheme will not deliver adequate price signals either to invest or to retain reliable generation, but just reduce the curtailment of customers.

Free exit of power plants: In a competitive market the first condition to be met is that companies should be entitled to freely manage their assets (decide when to operate/mothball/close down their plants) according to legitimate economic expectations or results[footnoteRef:3]. However, in some markets, plants that are currently not financially viable to continue operating are not entitled to be mothballed/shut down. If based on public service obligations these plants are forced to remain in the system, the only viable solution to keep these plants operation is to compensate  at least the fixed and O&M costs which cannot be earned in the energy market . [3:  One counter example in Spain with the constraining authorization system for the closure of plants ] 
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