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Investing in the Irish Electricity Market

NCB Corporate Finance was engaged by the Commission for Energy Regulation to carry out a review of the
issues facing those considering investing in the Irish electricity market.

Key Findings
The relatively small size of Investing in the Irish Electricity Market, ESB dominance and uncertainty over future
trading arrangements serve to reduce the attractiveness of the Irish market from both an investor’s and
financier’s point of view.
Despite these issues, a number of parties remain interested in developing electricity generation and supply
businesses in Ireland.
The key difficulty facing those considering investing is the absence of a party to offer long-term offtake contracts
to generators, which would enable the generators to obtain non recourse financing.
It is likely that, in order to facilitate investment by a new generator, the current bilateral contracts based trading
arrangements will have to be modified, in conjunction with the opportunity for IPPs to sell to ESB PES post
2005.
The CER has committed to reviewing the current trading arrangements by the end of 2002. Should the required
changes be made, it is likely that the required investment will proceed.

Introduction
Ireland is a small peripheral electricity market with limited interconnection with the rest of Europe. Peak
demand is in the region of 4,300MW with baseload demand in the region of 2,000MW. A new CCGT station,
with capacity of 400MW, will therefore have a significant impact on total supply.
Under-investment in new generation capacity, combined with strong growth in electricity demand, resulted in
a reduction in capacity margin below generally accepted comfort levels in 2000/2001. This will be alleviated by
the commissioning of two new CCGT stations in 2002.
The government has committed to opening the electricity sector in line with EU timetables. Currently 40% of
the market is open to competition, with 65% of the market to be opened by 2004 (all non-domestic customers)
and full market opening scheduled for 2005.

Appetite for Investment
There was strong initial interest in developing generation projects in Ireland following the announcement of the
opening of the market, with over 4,000MW of new generation capacity proposed by different interested parties.
A number of these proposals have now been withdrawn with the parties citing, amongst other matters, failure
to secure one or more of planning permission, gas capacity and grid connection as reasons. A number of parties
remain interested in developing generation projects and entering the supply sector. The majority of the
promoters of these projects are seeking to develop their projects on a non-recourse basis i.e. providers of
finance to the project only have recourse to the project’s assets not to the assets of the owners of the project.
Providers of project finance, both domestically and internationally, are broadly supportive of financing projects
in the Irish market. Due to negative experiences in the UK following closure of the Pool market mechanism,
financial institutions have little or no appetite for financing merchant risk (a project that does not have a long
term contract to sell its output) at debt equity ratios that would provide an acceptable return for project
promoters.

Key Obstacles
Securing planning permission for a power station has been a fraught process for a number of project promoters.
As a result, permitted sites have attracted a strategic premium for new entrants wishing to develop an IPP
project in Ireland.
In order to obtain project finance on a non-recourse basis, financial institutions will require that the project cash
flows are supported by either a long-term offtake contract with a party of suitable credit risk, or a guaranteed
minimum market price.
i
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The market is currently structured as a bilateral contracts market, with specific generators contracting directly
with specific supply companies. Currently, there is no supply company in the market willing to offer a longterm offtake contract to a potential IPP. Without such an offtake agreement, generation projects requiring nonrecourse finance will not proceed.
For those projects where promoters might be willing to develop the project on a recourse basis, project
promoters and financial institutions will not finance the projects because, under the current market conditions,
the projected return is not commensurate with the expected level of market risk. This risk is predominately
associated with the lack of clarity surrounding future trading arrangements.

Regulatory Objectives
The objective for the CER, supported by Government legislation if necessary, should be to provide an
environment whereby rational investment decisions made by market entrants reduce the long-term average
cost of electricity. Project promoters should expect to earn a return on equity comparable with other EU
countries, as adjusted for Irish specific risks. This may necessitate further rebalancing of electricity tariffs.
Revised forecasts of generation adequacy in the period to 2010 should be prepared. These forecasts are
needed by project promoters so that they can make an informed investment decision and for the DPE/CER to
clarify the time constraints surrounding potential revision to the current trading arrangements.

Changes to current trading arrangements
In the absence of changes to the current trading arrangements, it is unlikely that there will be investment by
new entrants in the generation sector in the foreseeable future. This will result in a reduction in potential
competition levels and future capacity shortages.
The changes to the trading arrangements should create an environment which is conducive to investment in
the sector. The key attributes of the revised trading arrangements should be:
•

Certainty: particularly in relation to sales to PES post 2005;

•

Transparency: particularly in relation to incremental and decremental prices of each plant in the market;

•

Liquidity: provision of a trading mechanism, such as a Power Exchange, where power can be readily
sold, at a price determined by interaction of supply and demand. This will require the participation of
a number of buyers and sellers; and

•

Reward: market participants should receive adequate reward for the level of risk that they are
prepared to take.

Revised trading arrangements
A number of potential trading arrangements can be put in place including:
•

Pool;

•

Single Buyer Model;

•

PES Offtake Contracts;

•

Competition for PPA; and

•

Modification of Bilateral Contracts structure.

It is likely that a modification of the current Bilateral Contracts Market will be the most practical solution. The
key modifications that may need to be made, following consultation between CER and industry participants,
include:
•

Development of a Power Exchange or other trading mechanism where a liquid, cost reflective
wholesale market can develop; and

•

Provision of capacity payment/floor price to enable promoters to obtain non-recourse financing.

ii
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These trading arrangements will need to be effective for a period of greater than 10 years to provide financial
institutions with adequate certainty on the project’s cashflows over the life of the debt.

Interconnection/Convergence
The development of an all-Ireland market should be prioritised. Increased convergence of both markets would
provide a number of benefits, primarily in that it would increase the size of the market, making it more
attractive for new entrants. It would also increase the number of owners of generation stations, providing
increased confidence in market prices.
As part of the development of the all-Ireland market, efforts should be made to ensure that the maximum
possible capacity of the North/South Interconnector is available for trading by market participants.
A potential barrier to increased convergence of the two markets is the fact that electricity tariffs are higher in
Northern Ireland due to the structure of existing long term Power Purchase Agreements. The costs of these
contracts should not be passed on to customers in the Republic of Ireland as a result of increased
convergence.
Further to any increase in capacity of the North/South interconnector, consideration should be given to the
need for, and the implications of, an East/West interconnector with Great Britain. Such an interconnector may
be able to provide access to competitively priced electricity, where surplus capacity exists in the United
Kingdom. Such an interconnector may, however, hinder the development of IPPs in Ireland but provide a basis
for UK supply companies to enter the Irish market. The examination of the East/West interconnector should
be carried out in conjunction with an updated generation adequacy forecast.

ESB Divestiture
In order for an efficient market to develop under the revised trading arrangements, with the key attributes as
described above, it may be necessary for ESB to divest itself of some of its generation capacity, particularly in
the mid-merit and peaking sections of its portfolio.
This divestiture can take a number of forms. The clearest form of divestiture is outright sale of plant. However,
an alternative mechanism, under the revised trading arrangements, might see ESB lease the plant to a new
entrant for a period of 10 to 15 years (depending on the expected remaining economic life of the plant). The
recent agreement between ESB and the EU whereby 50% of the output of the Ringsend station would be
sold to independent suppliers is to be welcomed.
Permitted sites have attracted a strategic premium in the market. Consideration should be given to potential
disposal to new entrants of suitable sites owned by ESB. In the case where ESB decides to close a plant for
economic reasons the site/grid connection should be made available to new entrants, for example sale of the
plant with an obligation to re-power.

Other Matters
It is vital that the regulation of the gas and electricity sectors develops in tandem. In particular, network
connection terms and conditions should be refined to ensure that location signals are consistent between the
gas and electricity transmission networks. The recent granting of authority to the CER over the gas sector is
a welcome development.
Energy from renewable resources will make up an increasing proportion of total energy production. This
sector faces a number of issues in securing financing for its projects. One of the key issues is the stop-start
nature of the AER process which involves parties bidding low prices into an auction process and subsequently
failing to construct the plant. A rolling AER structure with clearly defined terms and conditions, or another
more market based approach, should be put in place so that plant that meet certain criteria will receive an offtake agreement. The area of balancing for suppliers of renewable energy may also need to be examined.
Environmental considerations will become increasingly important as the deadline for meeting our Kyoto
commitments approaches. CHP plants can make a valuable contribution to increasing the efficiency of the
electricity generation sector. Clarification on incentives for the CHP sector in the period post 2005 should be
provided as soon as possible.
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1.1
1.1.1

BACKGROUND TO THE STUDY
Overview of Electricity Sector
The electricity industry in Ireland has traditionally been structured as a monopoly, dominated by the
Electricity Supply Board (ESB) and absent of competition. For more than seventy years ESB has been
the sole supplier of electricity, serving the country well and contributing to the ongoing development
of the economy.
However, as considered appropriate for most developed economies, the electricity industry in Ireland
is being liberalised with the emphasis on competition in a regulated environment. This means that, for
the first time, ESB will be exposed to competition in its home market.
Arising from the Electricity Regulation Act, 1999, licensed independent generators may enter the
sector and have rights to access the transmission and distribution systems on tariffs regulated by the
Commission. The top 28% of the electricity market was opened up to competition on 19 February
2000, comprising approximately 380 of the largest consumers of electricity. These are known as
eligible customers and are now free to choose their power supply from any licensed supplier. This was
increased to the top 40% of the market from 19 February 2002. Suppliers of renewable energy and
CHP plants can sell to 100% of the market.
ESB has remained a vertically integrated company with separate business units for generation,
transmission, distribution and supply. ESB may also compete in the eligible customer market using a
subsidiary company, ESB Independent Energy, ring fenced from ESB’s other business units.
While transmission system ownership remains with ESB, Eirgrid an independent Transmission System
Operator (TSO), has responsibility for the operation, maintenance and development of the transmission
system, as well as power station dispatch and the Trading System Settlement Administrator (SSA).

1.1.2

Generation Requirement
The past decade has seen strong growth in the Irish economy, far in excess of the growth experienced
by its EU neighbours. This growth has led to a significant increase in the demand for electricity. This
increase in demand has not however been matched by an increase in generation capacity. As a result,
it was necessary to utilise emergency mobile generators during Winter 2001 in order to meet peak
demand.
Two new CCGT plants are expected to be commissioned in 2002 by Synergen (ESB/Statoil) and
Viridian. This new generation will provide adequate capacity in 2002 and 2003. In the period from 2004
to 2007 the adequacy of the system will depend very much on the combination of demand growth and
plant availability1 (see section 2).

1.1.3

Provision of New Generation Capacity
The issue facing the Irish electricity industry is therefore who will provide this additional generation
capacity. ESB has committed to reducing its market share of the generation sector to 60% by 2005,
which would indicate that parties other than ESB will construct this additional generation.
A number of parties have examined entering the Irish electricity sector. Of these, some have
withdrawn their interest while others remain interested but have not yet committed to construction.
Two new stations are however proceeding and are expected to provide over 700MW of additional
capacity when fully commissioned.
A number of common issues have arisen in relation to difficulties experienced by parties wishing to
enter the industry. The first of these relates to difficulties in obtaining planning permission for the
construction of a power station. A number of projects have been unable to get past this time
consuming stage of the development process. Connection to the transmission network and securing
capacity on the gas interconnector have also proved to be significant obstacles.
The Commission has taken action to alleviate issues surrounding network connection and gas capacity.
Despite these actions, parties operating in the sector and parties interested in entering the sector
contend that a number of issues remain that need to resolved. These issues fall into three broad
categories:

1

Eirgrid Adequacy Statement 2001-2007
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•

General issues that reduce the attractiveness of the Irish market for those considering investing;

•

Issues that result in difficulties in securing financing on a non-recourse/merchant basis; and

•

Issues that make it difficult to operate in the market.

This study will examine all of these issues with an emphasis on the issues that impact on the ability
to secure financing.
If these matters are not addressed there may be a danger that the additional generation capacity
will not be provided on time. This will impact both on the security of supply and the level of
potential competition in the market.

1.2

OBJECTIVES OF THE STUDY
The objectives of the study can be classified as:
1.

Establish the key issues facing those considering investing in the Irish electricity market (Section 5).

2.

Classify these issues between (Section 5):
a. General issues that reduce the attractiveness of the Irish market for those considering
investing;
b. Issues that result in difficulties in securing financing on a non-recourse/merchant basis; and
c. Issues that make it difficult to operate in the market.

3.

Assess whether there is consistency in identification and ranking of issues between
promoters and providers of finance (Section 4).

4.

Ensure that the industry participants have equality of information (Section 3). There have
been a number of changes in the Irish electricity industry over the past year and all parties
may not be aware of the current industry landscape. These parties include:
a. Government;
b. Regulator;
c. Promoters of current and potential projects; and
d. Providers of finance.

5.

Establish whether the issues identified can be addressed by the Commission. There are a
number of issues which reduce the attractiveness of the Irish market that cannot be addressed
by the Commission, such as size of market. This study will seek to separate the issues
raised into:
a. Matters that can be addressed by the Commission;
b. Matters that can be addressed by other parties including Government and promoters; and
c. Other matters.

6.

Where there are issues that can be addressed by the Commission (Section 12), to establish
suggested courses of action (Section 12).

7.

Establish from promoters their appetite to invest in the Irish electricity sector and to assess
how resolution of issues raised would impact on this appetite to invest (Section 3).

8.

Assessment of industry participants’ views of Commission’s decisions to date and
understanding of regulatory framework in Ireland (Section 6).

9.

Establish from providers of finance their appetite to lend to projects in Ireland and to assess
how resolution of issues raised would impact on this appetite to invest (Section 4).

3
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1.3

STUDY METHODOLOGY
The study took the form of a multi-stage consultation process, the objective of which was to build
continuously on what was learnt in previous stages of the process.

An important aspect of the process was to ensure that project specific difficulties were identified
and segregated from issues common to all projects.

The steps taken in the study were:
1.

Initial discussion with CER to establish the objectives and deliverables of the report;

2.

Initial meetings with financial institutions and project promoters to gain preliminary
assessment of key issues;

3.

Completion and distribution of a detailed questionnaire;

4.

Consultations with financial institutions to assess:
a. Conditions under which financing would be available on a:
i. non-recourse basis; and
ii. recourse basis.
b. Suggestions for changes to current market structures to facilitate financing.

5.

Consultations with project promoters to establish:
a. Their views of key obstacles in securing financing; and
b. Suggestions for changes to current market structure to facilitate financing

6.

Consultation with relevant government and regulatory bodies;

7.

Identification of key issues and development of scenarios to address key issues; and

8.

Consultation with potential market entrants to assess their appetite for entry under current
and proposed market structures.

4
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This report examines the issues facing those considering investing in the Irish electricity
market. However, before this matter can be addressed the issue of capacity requirements
needs to be examined.

2.1

2002 CAPACITY REQUIREMENT
The strong economic growth of the 1990’s led to a significant increase in demand for electricity. During
this time increase in generation capacity did not keep pace with the increase in demand. As a result
capacity margins fell well below internationally accepted norms. The situation reached crisis point in
winter 2000/2001 when mobile generation units were used to provide capacity at times of peak
demand. This situation is expected to be alleviated in winter 2002 with the commissioning of the
Synergen and Huntstown plants, with a combined capacity in the region of 750MW.
Eirgrid has published the most recent forecast of generation adequacy/future generation capacity
requirements. This forecast examines a combination of plant availability and demand growth scenarios.
Based on median growth and median availability it is anticipated that 200MW of additional generation
capacity will be required in 2004 and a further 200MW by 2007.
A number of the assumptions underlying this forecast may now need to be re-examined. The most
significant of these assumptions include:
•

Estimated growth in demand for electricity. The median growth scenario was based on
assumed average GDP growth over the period 2001-2007 of 4.9%. Given the recent
slowdown in international economies this assumption may need to be revisited.

•

The report was compiled in a period where there was an optimistic outlook for the internet
Internet data centre (IDC) sector. In the estimated demand figures the IDC sector accounts
for 100MW of demand from 200MW onwards.

•

The capacity requirements noted above for 2004 and 2007 are gross of any Interconnector
capacity. It is likely that this will be at least 120MW and may be up to 300MW.

•

Huntstown Power is included at a capacity of 283MW. The expected capacity of the plant
is 343MW.

The forecast statement 2001/2 – 2007/8 recently published by Eirgrid used data frozen at March 2001
to allow the analysis to be undertaken. The next forecast statement should use as up to date
information as possible.
A revised forecast for the period 2003 to 2010 should be published by Eirgrid based on the latest
available information.

2.3

INVESTMENT DECISIONS
The Eirgrid forecast will only show the need for capacity to ensure that there is sufficient generation to
meet demand for electricity. Parties wishing to invest in new generation may also invest when doing
so would result in excess capacity, where they are of the opinion that they will receive an adequate
return on their investment, most likely in circumstances where they feel that they can displace existing
ESB generation capacity.
Assuming that additional capacity is required in 2004/2005 the investment decision in relation to this
plant is required in 2002 due to the lead-time involved in ordering plant. As discussed in Section 3, it
is likely that this new generation capacity will be constructed on a site that is currently permitted, due
to the difficulties associated with the planning process or provided through increased interconnection.

2.4

PROMOTION OF COMPETITION
Table 1: Potential Providers of Capacity in 2005
Existing Players

New Entrants

Interconnection

ESB

Aughinish Alumina

Northern Ireland

Ireland Power

Great Britian

Viridian

Rolls Royce
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The additional capacity can be provided by existing participants, or by parties who have expressed
an interest in entering the sector. A number of parties consulted expressed the view that increased
interconnection should not be seen as a means of bridging a capacity deficit due to the fact that
the interconnector may from time to time be unavailable. It is likely that the CER would have a
preference for construction by one of the new entrants rather than an existing player, which would
lead to increased diversity in generation station ownership and potentially to increased competition.

2.5

IMPLICATIONS FOR CER
As the CER has indicated that it will review future trading arrangements by end 2002, it is unlikely
that a revised forecast will be available in time to take into consideration when developing revised
trading arrangements. The review of future trading arrangements will therefore need to be based
on existing assumptions.

2.6

CONCLUSION
A clearer up to date analysis of future generation requirements is needed by project promoters so
that they can make an informed investment decision and by the CER to evaluate the timeframe
available for putting revised trading arrangements in place.
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3.1

OVERALL ASSESSMENT
As part of the consultation process parties were asked:
“When compared with its EU neighbours, is Ireland seen as either more attractive, less attractive or
average, as a location for the development of a power project?”
The majority of respondents stated that Ireland was less attractive than average. The key reasons for
this assessment were given as:
•

Regulatory uncertainty;

•

Lack of liquidity; and

•

Dominance of incumbent.

The implications of these issues and possible means of resolving them will be dealt with later in the
report. In general, while these factors lessen the attractiveness of the market, they will not in
themselves prevent investment, serving mainly to increase a project promoter’s assessment of
market risk.

3.2

MARKET SIZE
Market size was also raised by respondents as a negative factor in their assessment of the Irish
market. The size of the market has three main impacts:
•

Size of market at c.4,000MW means that an average efficient plant of c.400MW has a
disproportionate effect on the market;

•

A limited number of plants of this size are needed to meet capacity requirements. This will
reduce scope for project promoters to develop a number of generation stations; and

•

Due to its size, the Irish market will be controlled by a limited number of players. This will impact
negatively on liquidity, which will impact on risk assessment by providers of finance.

To develop a sustainable position in a small market such as Ireland one respondent commented “As a
pure power developer, the opportunities for greenfield (development) are very limited; some important
opportunities either upstream or downstream are almost essential to attract a new entrant”.
Ownership of gas assets is therefore seen as being of increasing importance to future market entrants.

3.3

STRONG INITIAL INTEREST
As is common to the opening to competition of a variety of industries, most notably telecoms, there
was strong initial interest in developing generation projects in Ireland following the announcement of
the introduction of competition in the Irish electricity sector. There is a general perception, regardless
of the industry, that a State owned, monopoly provider of a service is in a position to earn supernormal
profits and that if these supernormal profits are not being earned by the State body that this is due to
inefficiencies or government interference in the market.
New entrants to the sector generally feel that they will be able to compete with the incumbent
through a combination of newer technology and more efficient work practices. In the case of ESB
the industry perception was, and is, that an independently owned CCGT station would be in a position
to compete with ESB’s existing generation portfolio.
The strong initial appetite for entry to the sector was evidenced by the need to hold a competition for
access to the gas interconnector in 1999. This arose due to the fact that the combined capacity of
the projects proposed was 4,000MW, which would consume gas far in excess of the capacity of the
existing gas interconnector to the UK (this capacity constraint will be alleviated with the construction
of the second interconnector).
These projects were typically proposed by consortia comprising a domestic company and an
international partner. This is not an uncommon structure in a market opening to competition, with the
local partner providing experience in dealing with the site acquisition/planning aspects of the project
and the international partner providing experience in the generation and fuel supply aspects of the
project.
These proposed projects can be classified into two basic categories:
•

Those projects that had received planning permission; and

•

Those projects that had not secured planning permission.

10
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A number of high profile projects were unable to secure planning permission for their generation
stations due to objections from local residents, both for the station and the related transmission
network connection.
The electricity regulator, who was given authority over allocation of gas capacity on the existing
interconnector, based the allocation on the principle of first to commission. The key issues in
determining the expected timing of plant commissioning were:
•

Planning permission; and

•

Connection to the transmission network.

On this basis the gas capacity was awarded to the following projects:

3.4

•

Synergen (ESB/Statoil joint venture);

•

Huntstown Power (Owned by Viridian); and

•

Dungarvan Power Company (Proposed project between Rolls Royce Power Ventures and BGE).

RECENT DEVELOPMENTS
The combined capacity of these three plants is expected to be in region of 850MW, which equates
to approximately 20% of the 2001 installed capacity. This would therefore appear to be a healthy
outcome of the initial phase of market opening, with the prospect of further projects being developed
in the period post 2002 by those parties who were not initially successful in securing gas capacity.
The actual events have not however been as encouraging.
•

The Synergen plant cannot, in our view, be classified as a true IPP due to the involvement of
ESB, albeit with a commercial partner;

•

Huntstown Power recently announced that it had secured limited recourse finance, rather than
the non-recourse finance that it had been seeking;

•

BGE withdrew from the Dungarvan project most probably due to the risks involved in
committing to a long term offtake contract in the current market;

•

A significant number of the promoters of other projects have withdrawn their interest in the
Irish electricity sector; and

•

The parties who remain interested in investing in the sector are unwilling/unable to invest under
current market conditions.

The parties that remain interested in entering the Irish electricity sector can be divided into two main
categories:

3.5

•

Parties wishing to develop power generation projects; and

•

Parties wishing to enter the electricity supply business.

AVAILABILITY OF SITES
Due to the length of time that the planning process involves and the difficulties in securing planning
permission (although according to one respondent the situation is not dissimilar in the UK), parties
wishing to develop power generation projects are currently concentrating on developing on sites that
are currently permitted. There are currently five significant permitted sites in the Republic (excluding
small scale CHP and renewables), see section 5.2.4.
•

Huntstown Power Company (Viridian) Site 2 in North Co Dublin;

•

Ireland Power Company in North Co Dublin;

•

Dungarvan, Co Waterford (Rolls Royce Power Ventures);

•

Bellacorrick, Co Mayo (Rolls Royce Power Ventures); and

•

Aughinish Alumina, Co Limerick.
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These permitted sites have acquired a strategic value in the Irish electricity sector. The parties who
control these sites remain willing to develop these sites. All of these sites, however, have three
common characteristics:
•

The site owners want/need a partner to develop the sites;

•

The site owners do not have the desire/resources to develop the projects on a non-recourse
basis; and

•

The site owners remain willing to develop the sites should financing be made available on
acceptable terms.

In addition to these sites there may be a number of sites adjacent to existing ESB facilities that may
be suitable for the location of generation stations. Where such sites exist, consideration should be
given by the CER to the possibility of the development of these sites by parties other than ESB.

3.6

CONCLUSION
The general consensus from project promoters is that there remains an appetite to invest in the
Irish electricity sector. Given the expected returns in the market and the resources of the current
promoters, it is currently only attractive to develop projects on a non-recourse basis. However,
under current market conditions it is not possible to secure non-recourse finance for these projects.
The next section of the report deals with financial institutions’ views of the market and underlying
reasons as to the availability, or lack thereof, of non-recourse finance.
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As part of the consultation process meetings were held with a number of domestic and
international providers of project finance. As discussed previously the majority of projects
in development are seeking finance in a non-resource basis.

4.1

KEY POINTS RAISED
The main points raised by the providers of project finance were:
•

Ireland is a less attractive market than average due to the fact that it is a small market needing
a limited number of new stations over the next decade. Financial institutions need to invest
a significant amount of time in developing an understanding of a market before financing a
project. Generally, they will hope to develop a number of projects in a country, thereby
leveraging off the knowledge base gained in the initial project. Due to the limited need for
capacity in Ireland, financial institutions have little visibility on a pipeline of projects.

•

This situation can be contrasted with the electricity sectors in Spain and Italy where a large
number of projects are currently in development. Project financiers will therefore be in a
position to finance a number of projects.

•

A significant number of banks have examined projects proposed for the Republic of Ireland
market and, as a result, there is a base of knowledge already established.

•

Because the majority of these projects have not reached financial close for one reason or
another this has left the financial institutions somewhat frustrated with the Irish market.

•

Recent negative experiences in the UK have impacted somewhat on financial institution’s
appetite for lending to the electricity sector. These experiences related to:
•

Closure/financial difficulties facing a number of merchant plants following the end of the
pool mechanism and the introduction of NETA; and

•

Deterioration of credit rating of offtake parties following legal separation of supply and
distribution companies.

•

Due to these experiences there is little or no appetite from financial institutions to finance
IPPs on a non-recourse, merchant basis.

•

Where projects are to be developed on a non-recourse basis there will be increasing focus
on the offtake contract and the credit worthiness of the offtake party.

Having taken these negative factors into consideration, there remains significant appetite amongst
financial institutions to finance power projects in Ireland. In examining a proposal the main areas
of interest to the financial institution will be:
•

4.2

Business case for investment;

•

Promoters credentials; and

•

Quality of offtake contract.

TERMS OF FINANCING AVAILABLE
A number of specific questions were asked as part of the consultation process regarding the terms
under which financial institutions would be willing to provide finance. The table below sets out the
key findings:
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Table 2: Availability of Finance

Question

Most Common Answer

Minimum size of project that providers of finance would be
interested in financing?

120MW+

Minimum term of an offtake contract would be required
before financing on a non-recourse basis would be available?

10-15 years, with CHP plants at the
shorter end of the range

In the event that a PPA could be obtained for a percentage
of the output of the plant, what percentage of a BNE plant’s
output would be required to be covered by a PPA to enable
financing of the plant?

80%

What are the likely debt equity ratios that financial
institutions would consider appropriate in the case of a nonrecourse IPP project?

15 year PPA 80:20
Merchant risk 50:50

Has this view changed significantly in the last 12 months?

Yes, banks are becoming more
conservative and demanding more
equity, particularly for merchant risk

What has caused this change of view?

Events in markets other than Ireland,
notably the UK

Have bank’s experiences in the UK market impacted on their
view of the Irish market?
.

Very much so, particularly in the area of
regulatory risk

What is the post tax equity IRR sought by project promoters?

12%-15%

What is the average credit spread sought by financial
institutions in funding an IPP project?

80-100 basis points where PPA in place

Has the possibility of increasing the equity stake in the
project followed by a refinancing in the international bond
market been examined by project promoters?

Generally not, but where it has been
examined it has been ruled out due to
future uncertainty

These finding are consistent with those of Salomon Smith Barney (a member of Citigroup) who
recently published the following findings 2:
“Based on bitter experience of supposed “controlled” markets, where the incumbents lost control
(Australia, England and Wales), lenders are now seeking higher project returns. Whilst IPPs in
developed countries proceeded on the basis of project real post tax returns on capital of 7% - 8%
per annum, new entrant merchant generators will require far higher project returns.
Our discussions with project financiers and other lenders suggest that new investments in
liberalised markets will require real post tax returns of 12% per annum, based on:

4.3

•

Debt finance available for no more than 50% of the total construction cost;

•

Debt interest charged at 200 basis points above inter-bank lending rates; and

•

Projected real post-tax returns exceeding 20% per annum, in order to provide debt providers
with sufficient interest cover comfort”.

EQUALITY OF INFORMATION
As part of the consultation process one of the objectives was to assess whether, due to recent
developments, there was an information gap between project promoters and providers of finance.
The various financial institutions consulted displayed a good degree of knowledge of the Irish
electricity sector with a number having in-depth knowledge having previously examined funding
proposals. In general, providers of finance were not aware of the latest developments in areas such
as top-up and spill as they viewed these areas as non-critical in the assessment of a given project.

2

Global Utilities Overview - Valuing Merchant Generators. Salomon Smith Barney 10 May 2002
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Their main interest was in matters that could impact on the underlying business case such as ability
to sell to PES and review of future trading arrangements.

4.4

CONCLUSION
In summary, project finance is available for power generation projects in Ireland so long as project
promoters can provide a degree of certainty to the financial institutions as to the future cash flows
of the project/ability to pay down the debt. As will be discussed in the next section this certainty
is difficult to provide in the current market.
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The single biggest obstacle that parties wishing to invest in the Irish electricity generation
sector face is securing credible offtake contracts. The main obstacle to investing in the
supply sector is the lack of availability of liquid power on a short/medium term basis. The
issues noted in Sections 6,7 and 8 are, in our opinion, secondary in nature and while they
will make operation in the market more difficult, parties are unlikely to be in a position to
enter the market until the offtake issue is resolved.

5.1

GENERATORS - CONTRACTUAL ARRANGEMENTS
It is common for new entrants to an electricity market to seek to minimise the risk of their entry
into the sector. A generation station has a life generally in excess of 20 years, with significant
capital cost. Apart from this significant initial investment the station needs to be able to sell its
output at a sufficient margin over its costs, over its lifetime, to both to repay the loans advanced by
financial institutions and provide a return on equity to the project promoters. Due to uncertainty
over market prices for inputs and outputs over this timeframe, there is a significant element of risk
involved in owning a generation station.
In order to protect themselves from exposure to potential liabilities, arising from adverse price
changes and plant performance risk, project promoters often seek to “ring fence” the project so
that in the event that the project fails, i.e. not generating enough cash flow to repay the debt, the
project promoter’s liability is limited to the amount of equity it has have invested in the project.
This is generally achieved by seeking “project finance” or non-recourse debt from a financial
institution. Under a project finance structure the lender is not advancing funds to a parent company
but, as the name suggests, to a project. The financial institution has no call on the assets of the
parent company should the project fail, only on the assets involved in the project. As a result, the
financial institution will need to be satisfied that the cash flows from the project are sufficient to
pay down the debt.
This assurance is generally provided by a detailed cash flow model based on the underlying
contractual arrangements. A Special Purpose Vehicle (SPV) is generally set up to enter into the
various contracts. These contracts generally include:

1.

Planning/environmental consents;

2.

Generation licence;

3.

Grid connection agreement;

4.

Gas pipeline connection;

5.

Fuel supply agreement;

6.

Offtake agreement / PPA;

7.

Loan agreements;

8.

EPC contract; and

9.

Operation and maintenance (O&M) contract.

The providers of finance will wish to see a high degree of correlation between expected changes
in costs and output prices over the life of the debt. Ideally (assuming loan term of 15 years) this
will involve a long-term fuel supply agreement and a long-term offtake contract indexed to changes
in fuel prices. In this way, the operating margin can be locked in. Providers of finance will not wish
to see a long-term fuel supply agreement and a short-term offtake contract or short-term fuel
supply agreement and sort-term offtake contracts as this increases the uncertainty of the cash flow
profile over the term of the debt.
Should all the relevant contracts be put in place, this will result in a structure with a low risk profile,
with little scope for deviation from expected returns other than regulatory risk and technical risk.
As a result, it will be possible to secure a high debt equity ratio thus reducing the cost of financing
(as debt is a cheaper form of finance than equity). This lower cost of financing should result in a
lower price of electricity all other matters remaining equal. The main disadvantage of this structure
is that it transfers the risks away from the project promoter to the party entering into the offtake
contract.
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Figure 1: Non-Recourse Contractual Arrangements
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In Ireland, a number of projects have successfully obtained planning and environmental consents. The
next significant issue is securing a connection to the transmission network. A number of projects have
experienced significant difficulties in obtaining terms from ESB National Grid under which they would
be connected.
Some of these issues were dealt with in the firm/non-firm grid connection procedures published in
2001 by the CER.
A number of projects have now completed, or are in a position to complete, the first five stages of the
process outlined above. The key obstacle remaining, common to the non-recourse projects in
development, is securing a long-term offtake agreement, which will provide sufficient certainty on the
projects’ cash flows to secure project finance.

5.2

GENERATORS - NON RECOURSE FINANCING
In order for a financial institution to lend on a non-recourse basis, it will assess the level of certainty
associated with the cashflows over the life of the project. The financial institution will assess these
cashflows from two points of view:
•

What degree of certainty is associated with the assumed cashflows?
In relation to an IPP project the most certainty on revenue streams is associated with a project
which has a Power Purchase Agreement (PPA) with a third party to buy the output from the plant,
on agreed terms, over the life of the debt. The least certainty is associated with the situation
whereby the owners of the plant sell the output into the market, either the wholesale market or
the retail market, on a short-term contract basis. This is known as a merchant plant.

•

Is there adequate margin for error in the assumed cash flows to have a high degree of
confidence that there will be adequate cash to make the debt repayments as they fall due?
This is generally measured in terms of debt service coverage ratios. Most financial institutions
expect a debt service coverage ratio in the region of 1.2 times, i.e. free cash flow from the project
will be 1.2 times the debt service requirement.
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Figure 2: Impact of Increased Gearing
Relationship between project gearing,
off-take contract length and project return (illustrative)
(Assume constant price of inputs and outputs over life of contract)
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The greater the uncertainty associated with the project cash flows, the higher the debt service
coverage ratio that will be required by the bank. For a given set of assumptions on market
conditions, project promoters will need to invest a higher proportion of equity relative to the debt
component, to achieve higher debt service coverage ratios. This will have the effect of reducing
the return on equity available to promoters.
The majority of projects currently in development are seeking to develop projects on a non-recourse
basis with a debt equity ratio of approximately 80% debt and 20% equity. In order for a financial
institution to provide finance on this basis they will require an offtake contract of 12 to 15 years in
length. Project promoters have been unable to find a supply company willing to offer an offtake
contract of greater than 3 years. This is due to the fact that the majority of supply companies’
customers have signed contracts of 1 year in length. Supply companies do not therefore wish to
be exposed to changes in prices/trading arrangements while they do not have a stable customer
base.
In the absence of a long-term offtake contract, providers of finance are exposed to the price of
electricity falling to the avoidable fuel cost i.e. variable cost. This will not produce sufficient cash
flows to repay the debt as it falls due. Where there is a well-developed, liquid market with
transparent prices, financial institutions have, in the past (most notably in the UK under the Pool),
provided non-recourse finance to projects in the absence of a long-term offtake contract. This was
on the basis that the financial institution had confidence in the future market price of electricity. As
discussed in Section 4, this confidence would appear to have been somewhat misplaced as
evidenced by the difficulties that such projects have encountered since the introduction of NETA.
Financial institutions may be willing to examine structures without a long term offtake agreement
where there is a payment for capacity or guaranteed floor price for output. These commitments to
the generator will need to be made for a sufficient period of time by a party of suitable creditworthiness.

5.3

GENERATORS - RECOURSE FINANCING
Some parties may however be of sufficient financial strength or deem the risks acceptable to
develop a project without the need to “ring fence” the potential liabilities. These parties will
develop the project from existing corporate debt facilities. This financing is known as On Balance
Sheet financing or recourse financing. Despite the fact that this structure will not involve detailed
examination of the project by financial institutions, to the same degree as a non-recourse financed
project, project promoters will still need a high degree of certainty as to the project’s cash flows.
Their key concerns in relation to exposure to future decreases in price will be similar to promoters
of non recourse financed projects.
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Parties willing to develop a project on a recourse basis expect to be rewarded for the additional risk
by achieving a higher return on equity. This may be achieved by obtaining a higher average price
for the output of their plant. The most likely method to achieve this, in Ireland, will be by selling to
ESB PES at a price between current BNE prices and ESB’s average cost of generation.
For those parties willing to develop a project on a recourse basis the key obstacle that they
currently face is the uncertainty surrounding sales to ESB PES and related trading arrangements
that will prevail in the period post 2005.
PES is currently obliged to purchase, in the first instance, from ESB Powergen. From 2005
onwards, PES is expected to have an economic purchase obligation i.e. it will be obliged to
purchase its energy requirements under the best terms available in the market. There is currently
no clarity as to how this obligation will be implemented. Project promoters are therefore not in a
position to assess the likely profitability of sales to PES as the terms under which PES will purchase
and the terms under which ESB Powergen are allowed tender for this business are not yet defined.
Until project promoters can receive more comfort on the certainty of ability to contract for the
output of their plant, be it to ESB PES or an independent supply company, over the expected life
of the plant they are unlikely to invest.

5.4

SUPPLY COMPANIES
The key issue facing parties wishing to invest in the electricity supply sector is future availability of
liquid power. This is required so that they can manage their customer acquisition programme.
The initial phase of market opening resulted in the top 28% of customers being opened to
competition (this has since been increased to 40% with 65% of the market to be opened in 2004).
The initial 28% equated to the 380 largest consumers of electricity. As can be seen from this there
are a small number of large consumers in the Irish market. Movement of these customers
between suppliers will cause significant increases/reductions in energy requirements for individual
supply companies. This combination of short-term contract length and exposure to losing key
customers results in supply companies having a relatively unstable customer base. The majority of
those eligible customers who have changed electricity supplier have signed one-year supply
contracts, with a small number signing two-year contracts.
Currently power is made available to supply companies on a 1 year basis through the VIPP auction
process, with provision to ramp up and ramp down VIPP options. While there is a commitment to
continue this auction process, supply companies have little visibility on future terms and conditions
surrounding these auctions. Supply companies consulted have expressed a preference for longer
term VIPP auctions, up to three years in duration.
As noted above, IPPs currently in development are seeking supply companies to sign offtake
contracts of 12 to 15 years to underwrite their non-recourse finance. Due to the short-term nature
of their customer contracts this is far in excess of the maximum length of contract that supply
companies will enter.

Figure 3: Analysis of Available Contract Lengths
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Bilateral contracts are a relatively inflexible mechanism for a supply company to satisfy its
purchasing requirements. Take for example a non-integrated independent supply company wishing
to enter the market. It estimates that it will grow its customer base by 10MW per month. In the
event that is has contracted with a generator to purchase 100MW of capacity and subsequently
signs up additional customers so that its expected demand grows to 110MW, there is currently no
visibility as to how this additional 10MW can be purchased on a short to medium term basis, until
bilateral contracts can be put in place. This increase in customer demand should not be treated as
an imbalance, to be traded through the imbalance market. Should actual customer demand turn
out to be 111MW as opposed to the expected customer demand of 110MW this difference of
1MW can be cleared through the imbalance market.
The recent decision, whereby 50% of the output of the Ringsend station will be made available to
independent suppliers, is a welcome development as this provides a long-term source of power,
from an efficient generator, to the independent sector.

5.5

REQUIREMENT FOR VERTICAL INTEGRATION
The current bilateral contract structure may be seen to have encouraged participants to develop
integrated businesses i.e. generation and supply. It is likely however, that both Viridian and ESB
would have developed integrated businesses regardless of the market structure due to their
strategic intentions on an all-Ireland basis. As Viridian and ESB operate as integrated utilities this
will impact on the competitive position of potential market entrants who are not integrated.
The majority of potential new entrants consulted wish to operate either as a generator or as a
supply company but not as both.
Even those supply companies who are integrated with a generator face uncertainty in the areas of
load shape and growth in demand. Even if a generator was to have an integrated supply business
with the same capacity as the generation station it is unlikely that the load shapes would match, as
the generation station will be a baseload station and although the supply business may have a high
load factor it will have an element of peak to it.

5.6

SIZE OF MARKET
Ireland is a small market. From a generator’s point of view the addition of two new CCGT stations
accounts for 20% of current demand, therefore while generation capacity may currently be below
acceptable comfort levels the commissioning of two new stations will alleviate this situation. It is
difficult for an IPP promoter to envisage a strong pipeline of development rather than the
commissioning of one-off stations.
From a supplier’s point of view, developing a business of significant scale is of key importance. In
the UK it is accepted that 4 million customers are required for a supply business to have adequate
scale to be competitive. Given that there are only 1.5 million electricity customers in Ireland it will
not be possible to achieve this size of customer base. Most respondents were of the opinion that
in the long term Ireland could support three supply businesses in addition to one or two niche
renewable supply companies. One respondent stated that “the opportunity for a third supply
company (other than ESB and Viridian) to arrive and survive is dependent on the degree by which
PES is forced to let go of its customers”.
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5.7

CONCLUSION
The single biggest issue facing those considering investing in the Irish electricity sector is the
mismatch of length of offtake contract offered by supply companies to IPPs and the length of
contract required by financial institutions before they will provide non-recourse finance.
In summary the key issues are:
•

•

•

Supply companies may not enter into long term off-take contracts due to uncertainty over:
•

Future customer demand;

•

Future market prices; and

•

Future trading arrangements.

Financial institutions are unlikely to provide non-recourse finance due to:
•

Absence of long term off-take agreement; and

•

Absence of medium/long term pricing signals.

Project promoters are unlikely to invest in a project on a recourse basis due to:
•

A number of the project promoters do not have the balance sheet strength;

•

Given current assumptions of future market conditions, there is not adequate reward for
the given level of risk; and

•

Uncertainty regarding ability to supply ESB PES.
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6.1

TRADING IN MARKET
The electricity market in Ireland is currently structured as a bilateral contracts market with an
imbalance market to clear mismatches between contracted supply/demand and actual
supply/demand. Under this market structure, generation companies will enter into contracts with
supply companies. Electricity can be traded in three main ways under this structure:
•

6.1.1

Bilateral contracts;

•

Sale of virtual capacity; and

•

The imbalance market.

Bilateral Contracts
Under a bilateral contract a generator will contract to sell some or all of its output, for a given period
of time, to a supply company (generators and suppliers may enter into a number of such contracts
with different counterparties). This supply company may or may not be integrated with the
generator. In electing for this market structure, it was envisaged that the market would comprise
a number of IPPs contracting with a number of independent supply companies.

6.1.2

VIPP Auction Process
When the current trading arrangements were being developed, consideration was given to the fact
that independent suppliers would have to have power made available to them in advance of IPPs
commissioning their plant. This was effected by way of ESB making virtual capacity available to
suppliers though an auction process.
The objective of the auction process was that independent supply companies would be able to win
customers in the eligible market and build a customer base, thereby being in a position to enter into
offtake contracts with the IPPs when their generation stations were commissioned. Under this
process 600MW of ESB generation output was sold to three successful bidders, namely:
•

ESB Independent Energy (ESBIE);

•

Viridian Energy Supply (Energia); and

•

ePower.

This capacity enabled the above supply companies to sell power to the eligible market. This was
possible as VIPP was provided by ESB at a discount of circa 5% - 6% to estimated ESB generation
and supply costs.
These supply companies faced a number of key difficulties in operating following purchase of VIPP
capacity. These difficulties and the changes put in place to address them included:
•

The existing tariff structures resulted in ESB selling to some customers at below cost;

•

PES tariffs needed to be rebalanced i.e. the increases in tariffs needed to be weighted, with
higher increases going to industrial and domestic users with and lower increases for the
mid-market segment. This was to ensure that the respective tariffs were more cost reflective.
This is an on-going process with further rebalancing expected before full market opening in 2005;

•

Suppliers wanted the ability to ramp up and ramp down the options awarded to them in the
VIPP auction to match their customer acquisition rate; and

•

The VIPP price needed to be split between an option charge and an energy charge.

As a result, a number of amendments incorporating the above points were made to the auction
process for VIPP2. This auction has been perceived as being more successful than VIPP1. In this
auction total capacity available of 600MW was auctioned (the auction was oversubscribed) and the
following parties were successful:
•

ESB Independent Energy;

•

Energia;

•

BGE; and

•

Duke Energy International.

As was the case with VIPP1 no one party was able to hold more than 40% of the VIPP options.
This cap was put in place to promote competition in the supply sector.
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A number of issues however remain outstanding in relation to the operation of the VIPP process.
Some of these matters were addressed by specific questions in the consultation process as set out
in the table below.
Table 3: Responses to VIPP Questions

Question

Comments Received

What are your views on the level of
VIPP required (MW) to provide market
liquidity in the period to full market
opening?

VIPP should be available up to 1,000MW to meet eligible
customer demand
The duration of the VIPP contracts should be increased to
three years
The fact that ESB is a considerable purchaser undermines
its validity
It is not VIPP’s role to provide market liquidity
600MW – 800MW depending on availability of
interconnectors
Real power traded through the market is required to
provide liquidity

Is the current split of fixed and variable
costs within the VIPP price a realistic
reflection of the cost of providing the
VIPP?

It is widely accepted that neither the capacity nor energy
price elements in VIPP are cost reflective

Should ESB Independent Energy be
allowed to participate in the VIPP
auctions?

Market participants main concern would appear to be the
separation of ESBIE from ESB rather than their
participation in the VIPP auction process

VIPP is an artificial solution to an artificial problem until
cost reflective PES tariffs are put in place

Providers of finance generally viewed their involvement as
negative as it further enhanced ESB’s dominant position

The key point in relation to VIPP is that it is viewed by market participants as an interim measure
at a price below market price. It is likely, in the opinion of those consulted, that VIPP will be
modified following the commissioning of the Ringsend and Huntstown stations. In general, it is
assumed that ESB Power Generation will be required to provide a product that provides both
capacity and load shape to the supply sector, where this is not readily available from the newly
commissioned IPPs. The pricing of this product is likely to be more cost reflective than the current
discount levels incorporated in VIPP pricing.
Recently an agreement, brokered by the CER, was reached between ESB and the EU whereby half
of the output of the Ringsend station would be sold to independent suppliers rather than to ESBIE.
This is a welcome development and will provide increased visibility for independent suppliers on
long-term availability of power from ESB.

6.1.3

Imbalance Market
Top-up and spill are the terms given to the electricity cleared through the imbalance market. These
transactions occur in two broad cases namely:
•

Supply Company: In the case where the amount of electricity demanded by customers of
and electricity supply company differs from the amount of electricity that they have
contracted to purchase from a generator, either through the VIPP process or by way of a
bilateral contract, this difference is cleared through the imbalance market. In the case where
customer demand exceeds contracted supply the supply company will purchase top-up. In
the case where contracted purchases exceed customer demand the supply company will sell
this electricity at spill prices to ESB. There is a limit to the amount of top-up a supply
company can purchase.

•

Generator: Where a generator is not in a position to supply electricity to the parties that it
has contracted with it may purchase top-up in the imbalance market. There is currently a cap
on the amount of top-up a generator can purchase. Any purchases in excess of this limit are
priced at “secondary top-up rates”. Where a generator produces more output than it has
contracted with third parties for, it can sell this excess output to the imbalance market at spill
prices. There is a limit on the amount of spill that a generator can sell in the imbalance
market. Any sales in excess of this limit are at “secondary top-up rates”.
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A number of points were raised during the consultation process in relation to the operation of the
imbalance market. These centred around the calculation of spill prices and the spread between topup and spill prices.
As part of the consultation process, respondents were asked to rank the following issues
surrounding current spill price arrangements in order of importance:
Table 4: Spill Price Issues

Issue

Respondents’ Ranking

Determined by dominant generator

1

Transparency

2

Non-reflective of capacity value

3

Unknown at time of trading

4

Volatility

5

Market participants view the current spill price calculations as lacking transparency and open to
manipulation by ESB. Participants would have a higher degree of confidence in the validity of the
spill price if the incremental and decremental prices of each plant despatched were available
publicly, ex-post.
There is currently a significant difference between the top up price and the spill price. As there is
currently no functioning wholesale market these prices are acting as proxies to the wholesale price.
This however is not the intended function of an imbalance market. It has been suggested that a
capacity element be included in the spill price to address the situation that it does not reflect
capacity value. In our opinion this issue is best tackled by establishing a liquid wholesale market
with cost reflective traded prices rather than trying to resolve the issue through the imbalance
market. In the opinion of those consulted, both industry participants and financial institutions,
rather than concentrate on changes to current imbalance prices available, resources in the CER
should be directed towards the introduction of revised trading arrangements.

6.2

MARKET PARTICIPANTS
Participants in the market can be divided into four main categories:
•

The non-eligible market (ESB Powergen and ESB Public Electricity Supply (PES));

•

Integrated generation and supply companies operating in the eligible market;

•

Proposed independent generators (IPPs); and

•

Independent supply companies.

Each category of participant has a different perspective on the sector and faces a different set of issues.

Figure 4: Current Contractual Arrangements
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6.2.1

ESB Powergen and ESB PES
PES currently supplies non-eligible customers (60% of the market as of February 2002) and those
eligible customers who have chosen to remain with ESB. The non-eligible market consists of
customers who consume less than 1GWh per annum. This is all domestic and SME (Small and
Medium Enterprise) consumers and also includes some industrial customers. PES acts as the
supplier of last resort in the market, i.e. PES is obliged to supply all customers irrespective of their
location. PES is required to purchase its power, in the first instance, from ESB Powergen in the
period to full market opening in 2005. PES’s tariffs are approved by the CER, and were increased
significantly in September 2001. Irish domestic customers still have, even after this price increase
cost comparable electricity when compared with the rest of the EU.

ESB Powergen currently supplies power to the market in three forms:
•

6.2.2

Sale of electricity to PES as outlined above;

•

Provision of virtual capacity under VIPP auction process; and

•

Purchase and sales of power from and to the imbalance market through top-up and spill
arrangements.

Synergen and ESBIE
Synergen is the name given to the joint venture between ESB and Statoil to develop a 400MW
CCGT station in Ringsend, Dublin. Synergen is owned 70% by ESB and 30% by Statoil. It is
unusual that an incumbent would be allowed to build a new generation station, at the beginning of
the opening of a market to competition, albeit in conjunction with a commercial partner. The
decision to allow ESB to build this station was taken in the context of the prospect of power
shortages and the need for additional generation capacity. As a result the Synergen project has
attracted a significant amount of attention from the EU, the Competition Authority and the CER.
Some of the matters raised include:
•

The Department of Public Enterprise gave permission for ESB to invest in the station on the
basis that ESB would be forced to divest its interest “if competition law makes it
appropriate”;

•

The Competition Authority has raised the issue with the Minister and asked whether
divestiture would be appropriate; and

•

The EU and CER are currently examining the status of Synergen in the context of a slowly
developing competitive market.

This matter has recently reached a conclusion with the EU signing off on ESB’s involvement in the
Synergen project on the basis that half of the output of the plant is sold to independent suppliers.

ESB Independent Energy (ESBIE) has contracted to purchase the remaining output from the
Synergen plant. ESBIE is a ring fenced subsidiary of ESB, selling electricity to the eligible market.
In addition to electricity supply ESBIE offers the following services to its customers:
•

Expert advice on energy usage;

•

Power quality scoping audits and recommendation of solutions;

•

Implementation of energy monitoring and targeting systems;

•

Energy information services;

•

Training services;

•

Electronic billing services; and

•

Electrical contracting services and on-site generation projects.
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During the consultation process market participants have raised a number of issues in relation to
the status and activities of ESBIE. The main points that have been raised by the market participants
include:
•

ESBIE should not be able to use the ESB brand as they can leverage off the brand, which is
in effect cross subsidisation of ESBIE by ESB Group;

•

ESBIE should not be able to participate in the VIPP auctions as this reduces the available
capacity to other supply companies, particularly where there is excess demand for VIPP
capacity, as was the case in the VIPP 2 auctions; and

•

ESBIE is not, in effect, ring fenced from ESB.

In relation to ESBIE’s independence from ESB the CER recently issued a Direction under section
23(2) of the Electricity Regulation Act, 1999 to ESBIE. The main points of this Direction were that
the following activities were prohibited:

Table 5: CER Direction to ESBIE

Prohibited ESBIE Activities
Using any information that ESBIE has obtained either directly or indirectly from or within ESB’s
information systems in identifying and/or targeting eligible customers;
Using any information that ESBIE has obtained either directly or indirectly from or within ESB’s
information systems in preparing and/or making offers to eligible customers;
Making offers to and/or entering into supply contracts with customers without first satisfying the
Commission in each case that the information used in preparing and making each such offer was
acquired directly from the customer and was not obtained by ESBIE from any other source. The
Commission undertakes to examine and decide on evidence submitted to it by ESBIE in this
regard as a matter of urgency;
Completing a contract of supply with any or all potential ESBIE customers (both eligible and
green) to whom an offer has been made by ESBIE, where the identity of the customer and/or the
information used directly or indirectly in making and preparing the offer to the customer was not
acquired directly from the customer. For the avoidance of doubt, this means withdrawing any
and all offers which have not been accepted on receipt of this direction, where the identity of the
customer and/or the information used directly or indirectly in making and preparing the offer to
the customer was not acquired directly from the customer;
Sharing the same PABX as ESB;
Using phone numbers (mobile and fixed line external numbers or extensions) which were
originally ESB numbers;
Using ESB regional or other offices/premises, ESB equipment or ESB materials for the purposes
or conducting ESBIE business;
Accessing and/or using any and all ESB IT hardware and software (including but not limited to
ESB computer servers, ESB’s VAX and other systems, ESB proprietary and non-proprietary
software, computer applications, ESB e-mail accounts and systems, ESB intranet) and
information contained therein;
Sharing with ESB any information systems (including but not limited to IT hardware and/or
software) and information contained therein. This means, among other things, that ESBIE’s
server must be separate to and not linked in any way to ESB; and
Linking ESBIE’s and ESB’s websites by hyperlink.

6.2.3

Huntstown Power Company and Energia
Huntstown Power Company is a wholly owned subsidiary of Viridian Group plc (owner of Northern
Ireland electricity). CRH plc previously held a 50% stake in the project, but withdrew its interest
and sold its shareholding to Viridian Group plc. The Siemens powered CCGT station is expected to
have an output of 343MW when commissioned in 2002. There is scope on the site to construct a
second generation set, should a number of issues relating to grid connection and emissions be
resolved.
30

esb inside

28/05/02

2:05 PM

Page 42

Investing in the Irish Electricity Market

Energia is also a wholly owned subsidiary of Viridian Group plc and operates as an independent
supply company. It is envisaged that Energia will contract to purchase some/all of the output from
the Huntstown power station.

6.2.4

6.2.5

6.3

Potential IPPs
•

Dungarvan – proposed 110MW station in Co. Waterford by BGE and Rolls Royce Power
Ventures. BGE has recently withdrawn its interest in this development.

•

Aughinish – proposed 300MW CHP plant to be developed by Aughinish Alumina and a
partner.

•

Bellacorrick – proposed 70MW station to be developed by Rolls Royce Power Ventures.

•

Huntstown 2 – potential 343MW CCGT adjacent to existing Huntstown installation to be
developed by Viridian Group plc.

•

Ireland Power – proposed 400MW CCGT in North Co. Dublin.

•

Coolkeeragh – ESB CCGT station in Co. Derry, Northern Ireland with export capacity into the
Republic of Ireland.

•

Ballymoney – lignite powered 600MW plant in Northern Ireland that could export power to
the Republic via the North/South Interconnector.

Independent Supply Companies
•

BGE – State gas company with existing gas customer base and billing infrastructure.

•

Duke Energy International – Participant in VIPP2, main international focus is on generation
rather than supply.

•

Airtricty – Supplier of renewable energy focusing on SME sector.

DIFFICULTIES WITH BILATERAL CONTRACTS MARKET
The bilateral contracts market that exists in the UK is based on:
•

Large market where an individual plant does not supply a significant percentage of market demand;

•

Generators with a portfolio of plants; and

•

Supply companies with an established customer base.

The Irish electricity sector contrasts sharply with the conditions in the UK. Investing in the Irish
electricity market has a peak demand of 4,000MW – 4,500MW and baseload requirement of
2,000MW. An additional 400MW CCGT station will therefore have a significant impact on the total
supply of electricity. As can be seen from the above analysis of market participants, there are a
limited number of participants in the supply and generation sectors. In the generation sector ESB
is the only generator who has a portfolio of plants, the other IPPs will only have one station in the
medium term. Furthermore these IPP stations are all planned to be baseload stations.
Supply companies operating in the eligible market have been growing their customer base from a
zero base since market opening. They do not therefore have a stable demand pattern that can form
the basis of a medium term contract with a generator. In the event that a supply company contracts
with an IPP they will still have to contract with ESB Powergen for peak demand or trade in the
imbalance market.

6.4

CONCLUSION
The bilateral contracts market as it is currently structured is not seen to be working by existing and
potential entrants to the sector. It is a question whether these trading arrangements have
prevented entry or whether the lack of entry has made the trading arrangements unworkable. The
CER has recently committed to examining the trading arrangements which will apply when full
market opening takes place in February 2005. It is expected that preliminary findings will be made
by the end of 2002.
The question then remains as to the changes needed to the current trading arrangements to
facilitate investment in the Irish electricity sector.
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During the consultation phase parties were not specifically asked as to what the attributes of a
Revised Trading Arrangements should be; rather these general principals are a summary of the
inputs of those consulted, encapsulating the general nature of their views on the key attributes
that Revised Trading Arrangements should include:

CERTAINTY • TRANSPARENCY • LIQUIDITY • REWARD

7.1

CERTAINTY
Currently uncertainty exists in relation to a number of key aspects of the market including:

7.1.1

Future trading arrangements
The Policy Direction issued by the Minister for Public Enterprise in 1999 required that a review of the
overall trading arrangements would take place in early 2004, in advance of full market opening in 2005.
It is possible that any such changes to the trading arrangements would have a fundamental impact on
a given project’s returns. As noted in Section 6, it is likely that some changes will be required to the
current trading arrangements if increased entry is to be facilitated.
One respondent noted that uncertainty on future trading arrangements “severely impacts on the
developer’s returns due to the downside scenarios modelled by the financiers”.
Project promoters are therefore unlikely to make an investment decision while such fundamental
uncertainty exists over the future structure of the market. The CER has recently announced that the
review of trading arrangements will be brought forward to 2002, to provide project promoters with
visibility on the structure of the market in 2005. The sooner signals can be given to the industry as to
the future direction of the industry the sooner that they will be in a position to make an investment
decision.

7.1.2

PES economic purchase obligation
ESB Public Electricity Supply is obliged to purchase its power, in the first instance, from ESB Power
generation in the period to 2005. In the period post 2005, ESB PES is expected to have to purchase its
power under an “Economic Purchase Obligation”, that is purchase under the best terms and conditions
available in the market. There is currently no clarity on how this process will work. As PES is likely to
continue to supply a significant percentage of the market post 2005, an understanding of how this
section of the market can be accessed is necessary if IPP promoters are to be able to develop a
comprehensive business plan. A timetable for consultations on this process should be established and
published as soon as possible. Matters to be clarified include divisibility of PES total requirements into
a number of contracts, size and duration of individual contracts and settlement terms.

7.1.3

Pricing Arrangements under the Trading and Settlement Code
The CER is currently reviewing the pricing arrangements (as set out in the Minister for Public
Enterprise’s Policy Direction issued on 26 July 1999). This review seeks to examine the current pricing
arrangements and considers a number of changes to the current imbalance trading mechanisms. The
proposals include:
•

Maintain status quo;

•

Status quo and accelerated market opening;

•

Status quo and sales to PES; and

•

Revised imbalances market prices.

The general view of market participants is that these issues are micro issues concerned with the current
bilateral contracts market and as such are short term in nature due to the more pressing need to
introduce revised trading arrangements.
Changes to these pricing arrangements may be seen as a way of instituting a transitory period between
the current trading arrangements and the revised trading arrangements.
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7.1.4

Interconnection
The design capacity of the North/South interconnector is 600MW (2 x 300MW). Due to transmission
constraints, the actual capacity on the interconnector is significantly less than this amount. The capacity
available for trading South/North is limited to 70MW for 2002. Clarity is needed on the future tradable
capacity that is expected to be available on this interconnector. Every effort should be made to ensure
that this capacity is as high as possible.
In addition to the North/South interconnector an initial feasibility study on a Wales to Ireland
interconnector has been carried out by ESB National Grid and UK National Grid. The capacity of this
interconnector, if constructed, is expected to be in the region of 500MW to 700MW. If such an
interconnector was constructed this would have a significant impact on the generation profile in Ireland,
depending on the landed price of the imported electricity. The prospect of such an interconnector
increases the level of uncertainty in the market and therefore provides another disincentive for
investment. The CER/Eirgrid should set out the process under which this proposal will be taken forward
and the timetable for a decision to be reached.

7.1.5

Moneypoint
Moneypoint is the largest generation station in Ireland with a total capacity of 855MW (three 285MW
coal units). A number of questions have been raised over Moneypoint’s future due to its current
emissions levels and Ireland’s emissions targets under the Kyoto Agreement. The majority of parties
consulted are of the opinion that Moneypoint will have to be repowered to gas or have FGD fitted in
order to help meet these targets. One respondent was of the opinion that “the decision on repowering
or FGD depends entirely on government sentiment and the perceived value of fuel diversity”.
In relation to repowering with gas, this raises a number of technical questions and may have
implications for security of supply due to an over-reliance on gas, as was noted in the Green paper on
Sustainable Energy, 1999: “The ERM Study concluded that replacing Moneypoint's coal grid power
station with a combined cycle gas-fired power plant would yield the largest emission reduction and
potentially could be achieved at a negative cost i.e., it would be a profitable investment at current fuel
prices. If Moneypoint is replaced by a natural gas fired station, this would mean that natural gas would
represent 78% of the power generation fuel mix in 2010”. Clarity should be provided on the future of
Moneypoint as soon as possible.

7.1.6

Environment
As noted above, Ireland has to reduce its emissions levels in order to meet its Kyoto obligations. A
number of EU countries have introduced environmental/carbon taxes to discourage fossil fuel based
generation. The government should clarify its strategy for dealing with the area of emissions in the
energy sector as soon as possible and the future introduction of any carbon taxes or similar levy, should
be revealed as soon as possible. Incentives for CHP and renewables going forward should also be
clarified.

7.1.7

Gas Regulation
The CER has recently been granted jurisdiction over the Irish gas sector in addition to the electricity
sector. Currently there are a number of instances where the rules governing the operation of the gas
sector are not consistent with those in the electricity sector. For example, market participants consulted
would like to see a consistent approach to network connection costs for a new generation station.

7.2

TRANSPARENCY
Where there is a dominant player in an industry it is important that there is transparency in all areas of
the market. This is particularly the case where the dominant player is vertically integrated with a
significant market share in each sector of the industry. Increased transparency will reduce participant’s
view of market risk.

7.2.1

Spill prices
The Settlement System Administrator sets the Spill price with reference to all submitted decremental
prices. The generating unit at the margin is determined ex-post, based on ESB’s avoidable fuel price.
The generating unit at the margin is, and will continue to be for the foreseeable future, an ESB owned
plant. There is currently no visibility in relation to the spill price on the mix of plant that was running at
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the time and the marginal cost of each station. The trading and settlement code modification panel had
a majority vote to recommend that all market participants make their ex-ante nominations and
incremental and decremental prices available publicly ex-post. This recommendation should be put in
place as soon as possible.
By making this information available, market participants and potential market entrants would be in a
position to develop a model of the marginal cost on the system over the year. This information is vital
when assessing likely future prices in a liquid market.

7.2.2

ESB unbundled accounts
In the recently published “CER Deliverables January – June 2002” the CER has committed to preparing
regulatory accounting guidelines for ESB as an integrated utility. The accounting guidelines will be
designed for the Transmission, Distribution, Generation and Supply businesses of ESB. These regulatory
accounts will provide a vital element of transparency in relation to ESB’s activities in the market and
provide an assurance that the regulated businesses are not subsidising activities in the unregulated
businesses.

7.3

LIQUIDITY
Liquidity is an important feature of any efficient market.

7.3.1

Trading
Regardless of the trading arrangements put in place, there is a need for a liquid market to develop in
electricity in order for investment to take place. Generators will need to know that there is an efficient
market for their non-contracted output and suppliers will need to know that outside their contracted
purchases there is an economically priced supply of power available. It is difficult to envisage an efficient
market with a small number of either buyers or sellers as this will lead to a concentration of market power.
The revised trading arrangements should therefore ensure that there is a certain supply of power that can
be bought and sold at economic price levels i.e. not determined by a dominant buyer or seller.

7.3.2

Single market price
The current trading arrangements do not provide liquidity. The imbalance market was not designed for,
and should not be considered as a means of providing liquidity. There is currently a significant difference
between top-up and spill prices, which is exacerbated when secondary top-up and secondary spill prices
are considered. For a liquid market to operate there should be minimal difference between the buy and
sell price (for example stock markets and foreign currency markets). This single market price should
reflect the cost of producing the electricity and can be based on the marginal price or the intersection of
demand and supply bid prices.

7.3.3

Forward prices
Market participants in a liquid market should be in a position to calculate a forward price for electricity. This
forward price would be based on the estimate of the output costs of the plants expected to provide the
generation, which would vary depending on the expected demand. For example at Winter peak the
marginal cost will be higher than in the Summer due to the output cost of the relevant marginal plant.
These output costs will be adjusted for the impact of forward fuel prices. Market participants should
therefore be able to trade out of forward long or short positions of electricity.

7.3.4

No premium for physical delivery
For a liquid market to operate it should be possible for market participants to enter into contracts to
purchase/sell electricity on which there is no premium for physical delivery. These contracts are likely to
be contracts for difference, based on the difference between the contracted price and the actual liquid
market price.
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7.3.5

Variation in prices
An efficient, liquid market will not necessarily reduce seasonal and time of day variation in prices. As
noted earlier in this report, there is a significant difference between current baseload generation
requirements of approximately 2,000MW and peak demand of approximately 4,300MW. Due to the
current and expected plant profile in Ireland, this is will result in a significantly different marginal cost at
Summer minimum and Winter peak periods, leading to seasonal variation in market prices. So long as
the market has adequate certainty, transparency and liquidity these variations will be attractive to market
participants as it will present an opportunity to gain additional returns so long as these variations can be
managed by the market participants.

7.3.6

All Ireland Market
As the size of the market increases and the number of owners of generation stations increases, liquidity
should increase. Encouraging convergence of the electricity markets of Northern Ireland and the
Republic of Ireland in all areas including transmission, generation and supply is an objective that should
be prioritised in the development of any new trading arrangement.

7.4

REWARD
The market conditions in Ireland should be such that the level of return available to market participants
is comparable with other markets, as adjusted for the relative risk profile of the Irish market.

7.4.1

Supply sector
Gross margins in the supply sector internationally are typically in the order of 1% to 2%. This, however,
should be seen in the context of supply businesses of significant size, benefiting from economies of
scale. Consideration should be given to the appropriate supply margin in a small market such as Ireland,
with supply companies trying to establish a business from a zero base. Supply margins in the eligible
market will be priced off the relevant PES tariffs. Consideration should therefore be given to the level
of margin required to attract new entrants into the sector when approving PES tariffs. The CER will
need to decide whether this increase in supply margins is consistent with its objectives.

Table 6: Applicable Supply Margins for ROI Market
Mature Market

7.4.2

Irish Market

Stable customer base

Stating from zero customer base

Number of competing generators

One dominant generator

Number of generators with portfolio of plant

One portfolio generator

Regulatory certainty

Regulatory uncertainty re. 2005

Economies of scale

Limited number of customers

Existing billing infrastructure

Need for new billing infrastructure

Cost reflective tariffs

Non cost reflective tariffs

Low Risk = Low Margin

High Risk = Higher Margin

Generation sector
As discussed earlier, project promoters and providers of finance will expect to be rewarded for the
level of risk that they are exposed to. Therefore a reduction in market risk should lead to a
reduction in the cost of financing an IPP plant (this may or may not flow through to a reduction in
electricity prices). The trading mechanism should therefore seek to minimise the risk in the market
while allowing an efficient, competitive market to develop. This risk reduction mechanism may be
implemented by way of a floor price or capacity payment.
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Table 7: Appropriate Generation Pricing

7.4.3

Contract

Electricity Price

15 year PPA

BNE price

Medium term contract with PES

ESB average cost

Day ahead basis through pool

ESB marginal cost

Payment for providing peak capacity
As discussed above there is a significant difference between baseload and peak generation
requirements. This will result in the need for a significant percentage of the generation to run as
mid-merit and peaking plant. The owners of these plants should be rewarded for providing this
capacity. There are a number of ways that this economic benefit can be rewarded.

7.4.4

Allocation of total market return
Consideration should be given not only to the absolute level of reward to the generation and supply
sectors, but also to the allocation of total market reward between the two sectors. It may be the
case that a reduction in risk for generators increases the relative risk of supply companies and vice
versa.
Measures that reduce market risk for generators should reduce the required return for the sector,
thereby making it possible to provide increased returns for supply without increasing electricity
prices. This will in effect be a transfer of return from generators to supply companies.
When there are sufficient numbers of generators and supply companies operating in a competitive
environment, market forces should determine the return to the respective sectors. Should a
disproportionate emphasis be placed on the requirements of the generation sector, a competitive
supply sector will not develop. In our opinion, a competitive electricity sector is best achieved with
competition both in generation and supply.

Figure 5: Appointment of Total Economic Return Between Generator and Supply Company

Merchant Return

0 Years

BNE Return

5 Years

10 Years

15 Years

Off-take Contract Length

7.5

CONCLUSION
The above matters are general principles that should be considered when the revised trading
arrangements are being put in place, or may be implemented as standalone measures. The above
matters are conducive to creating an environment which facilitates investment in the Irish
electricity sector, both in generation and supply. Practical considerations may mean that it is not
possible to include certain of these objectives into any future trading arrangements. A number of
these practical considerations will be considered in the next section of the report.
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The previous section of the report detailed some key attributes that should be considered
when developing revised trading arrangements. There are a number of matters specific to
the Irish electricity sector that should also be considered.

8.1

CER OBJECTIVES
A fundamental question to be addressed when examining the issues affecting those considering
investing in the Irish electricity sector is the objectives of the Government and the CER.
One of the matters raised in our consultation process was the question as to whether:
“In relation to the overall objective of trading arrangements, should the objective of the
Commission be:
a)

To obtain the lowest possible sustainable prices to all consumers at an appropriate quality of
supply both in the short and long term; or

b)

To design a process that enables efficient competition.”

Most parties agreed that a) should be the objective in the long-term but that this could best be
achieved by a focus on b) in the short-term. A focus on prices in the short-term is likely to lead to
under investment in the sector with long-term implications for competition and generation
adequacy. Comments received from respondents included:

Table 8: Respondents Views on CER Objectives
Comments received from respondents included:
By achieving B, A will follow suit.
The Regulator should seek to design a process that enables efficient competition. This will
deliver the best value to consumers (as defined by the consumers themselves). Establishing
a regulatory regime that seeks to deliver the lowest prices with appropriate levels of quality
is fraught with danger and likely to lead to failure, particularly failure to attract investment.
The objective of the Commission should be to obtain the lowest possible sustainable prices
- this is the purpose of competition. Lower prices and efficiency are the objectives;
competition is a vehicle to assist in achieving the objectives.
Sufficient competition will drive the market to deliver the lowest possible. Ireland currently
has relatively low energy costs, but this was not always the case. The introduction of
competition will help maintain low energy costs.
If the CER just concentrates on price, it is likely to cause underinvestment required for longer
term benefits to the industry.
Option A should be the primary role of the CER. We believe that he can achieve this by
following option B and promoting efficient competition. This has been shown on an
international basis to deliver results. The greatest danger is to develop an inefficient or
distorted market as this can be worse than no market as has been seen in California.
Both. These should not be conflicting objectives.

An analysis of the objectives above shows that the CER’s current objectives are to develop a
competitive environment which generates electricity efficiently and specifically under 9(4)(c) that
licence holders are capable of financing their activities. This would be consistent with option b)
above. A competitive efficient market should, in the long-term, lead to a reduction in electricity
prices (as adjusted for fuel price changes).
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Table 9: CER Functions
Commission’s Duties and Functions under Section 9 of the Electricity Regulation Act, 1999
9 (3)

9 (4)

9 (5)

8.2

It shall be the duty of the Minister and the Commission to carry out their functions
and exercise the powers conferred on them under this Act in a manner which:
(a)

does not discriminate unfairly between holders of licences, authorisations and
the Board or between applicants for authorisations or licences, and

(b)

the Minister or the Commission, as the case may be, considers protects the
interests of final customers.

In carrying out the duty imposed by subsection (3), the Minister and the
Commission shall have regard to the need:
(a)

to promote competition in the generation and supply of electricity in accordance
with this Act;

(b)

to secure that all reasonable demands by final customers of electricity for
electricity are satisfied;

(c)

to secure that licence holders are capable of financing the undertaking of the
activities which they are licensed to undertake;

(d)

to promote safety and efficiency on the part of electricity undertakings;

(e)

to promote the continuity, security and quality of supplies of electricity; and

(f)

to promote the use of renewable, sustainable or alternative forms of energy.

Without prejudice to subsections (3) and (4), it shall be the duty of the Commission:
(a)

to take account of the protection of the environment;

(b)

to encourage the efficient use and production of electricity;

(c)

to take account of the needs of rural customers, the disadvantaged and
the elderly;

(d)

to encourage research and development into:
•

methods of generating electricity using renewable, sustainable and
alternative forms of energy and combined heat and power;

•

methods of increasing efficiency in the use and production of electricity; and

•

to require that the system operator gives priority to generating stations
using renewable, sustainable or alternative energy sources when selecting
generating stations.

DOMINANCE OF ESB
When developing revised trading arrangements that will encourage investment in the Irish
electricity sector, consideration will have to be given to the impact of ESB’s structure and activities
on the development of the sector. A number of potential market entrants have cited ESB’s market
position as a matter of significant concern.
As part of the consultation process, a number of questions were asked relating to participants‘
views of ESB’s position in the industry. Some of the comments received included:
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Table 10: Respondents’ Views on ESB Dominance

Question

Comments Received

It is likely that ESB will
continue, in the medium term,
to be the most significant
generator. Is the potential
ability of ESB to manipulate
the market prices a concern?

Yes; until there is real competition in generation and supply
Absolutely
Yes this is a key concern regarding finance
Yes. Very big concern. It is not just the size of ESB which is the
issue but rather the portfolio of plants which allows ESB to exercise
its dominance even with market share below 60%
There are very few incumbents who do not remain as significant
generators particularly so in small markets with low levels of
interconnection
Yes particularly using the imbalance market
Yes but major suppliers will also have influence
In the UK the development of a fully competitive market required
divestiture until the largest market share was approximately 20%

What system can be put in
place by the CER to stop this
happening?

Break-up of ESB generating assets into 2 or 3 separate companies.
Compulsory sale by ESB of some of its assets
Split up ESB
Need for tough controls and transparency of all ESB activities
CER needs to ensure ESB reduces market share to 60%
Addressing the dominance of ESB would be best tackled by
requiring divestiture of plant by ESB (as was done in the UK) or
requiring them to auction leases for mini-portfolios

Would the disposal of ESB
generation assets provide
sufficient market liquidity?

The difficulty in the Irish market is one of insufficient generation
capacity. Reallocating existing generation capacity does not address
this difficulty. The trading rules could be developed to ensure
sufficient liquidity
It would certainly help
It would have to be broken up among 3-4 players at least. That is
unlikely to be achievable
It would help, although the choice of which assets and the amount
of the assets would be the key
It would help towards it, but it would depend on size
Particular attention would need to be paid to the composition of
individual portfolios to ensure that there was competition between
mid merit plant

Are there any other aspects of
ESB’s current structure that
need to be examined?

New entrants need to be absolutely convinced of the independence
of the various pieces of ESB from one another
Separate ownership of ESB, ESBIE and Eirgrid (with Eirgrid or third
party owning the transmission assets)
Separation of ESB Powergen and ESB PES into two separate
business units with transparent pricing

8.2.1

Vertical integration
ESB is expected to continue to remain as a vertically integrated utility, owning transmission and
distribution assets and having generation and supply businesses. Other market participants would,
understandably, have a preference for ESB to be split up. Should ESB remain vertically integrated,
this is unlikely to be the deciding factor in any potential investment decision, but is likely to affect
a new entrant’s assessment of market risk.
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8.2.2

Generation portfolio
While ESB’s share of the generation market is expected to decrease with the commissioning of
Huntstown Power, ESB will, nevertheless, control the majority of generation stations in Ireland for
the foreseeable future. More importantly, ESB will continue to own all of the mid-merit and peaking
plant due to the fact that the proposed IPPs are expected to be baseload plant. In any liquid market
the plant at the margin will have an important role in setting the market price. As ESB will own all
such plant they will have considerable market power. The implications of ownership of mid-merit
plant will be discussed later in this report.

8.2.3

ESB Powergen sales to PES
In developing the arrangements for ESB PES’s economic purchase obligation the arrangements
relating to the terms and conditions under which ESB Powergen can tender for this business
should be examined. In particular the following areas should be examined:

8.3

•

Should Powergen be able to bid in at fully depreciated cost; and

•

How will PES differentiate between baseload purchases and peak purchases?

NEED FOR INVESTMENT FOR 2005 PLANT IN 2002
As discussed in Section 2 the investment decision for additional capacity, potentially required in
2004/2005, is likely to have to be made in 2002. This means that a strong indication is required
from the CER in the coming months of the proposed changes to the current trading arrangements.

8.4

8.4.1

NETWORK RELATED ISSUES

Transmission signals
The transmission network currently requires a significant amount of investment. There are
currently a limited number of locations on the transmission network where a generator can obtain
a grid connection for a plant of significant size. Location signals are given through TUoS charges.
Generation stations which have a positive impact on the system are deemed to have a transmission
loss factor of >1 with generation stations who have a negative impact on the system having a loss
factor of <1.
These pricing signals need to be examined to assess whether they capture the economic
benefit/detriment to the system of plant location. It may be the case that these pricing signals need
to be strengthened.

8.4.2

Constraint payments
In the CER’s decision of September 2001 on firm and non-firm access to the transmission system,
the rules in relation to when a generator would be financially deemed connected to the network
were set out. The decision stated that:
“firm financial access to the transmission system means that if a generator is constrained on or off
(that is, increased or decreased and thereby not run at the level of its generation unit nomination
for reasons other than balancing supply and demand or changes in unit availability), it will receive
constraint payments in the manner set down under the code”.
Market participants are of the opinion that the grid reinforcement process should be designed to
minimise constraint costs. Generators should not be incentivised to locate in a significantly
constrained area, i.e. project promoters should locate their plant in an area that results in the lowest
long run cost to the transmission network.
One respondent commented that “Making constraint payments to generators intentionally locating
in areas with weak transmission infrastructure undermines the locational signals in the market,
which seek to encourage generators to locate in areas with sufficient transmission capacity”.
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8.4.3

Size of plant
There has been considerable focus on the issues facing the development of a BNE type, 400MW
CCGT station. While a station of this profile may have the lowest output cost, a plant of this
configuration may not always be the optimal plant size to be developed in Ireland in the coming
decade, for the following reasons:
•

When the capacity of existing baseload plant, renewables and the two new CCGT
stations at Huntstown and Ringsend is considered, it is questionable as to whether a new
baseload station would provide the lowest cost solution to the economy when the impact on
current merit order is assessed. It is however likely to provide the most attractive
solution to project promoters.

•

Transmission system constraints will limit the size of additional plant on the system. Running
an additional BNE type plant in the East coast is likely to result in existing plant being
constrained off and/or plant in the West/South being constrained on. This will reduce the
benefit of having an efficient CCGT station on the grid.

The revised trading arrangements should incentivise the construction of a station which will bring
the most economic benefit to the system as a whole.

8.4.4

Eirgrid Changeover
The EU's Directive on electricity liberalisation requires that an electricity transmission system
operator (TSO) be set up on an independent basis. Previously, the transmission system was owned
and run by the ESB with ESB National Grid performing the role of TSO. Eirgrid will assume this role
in the near future.
The Statutory Instrument sets out the parameters of an "Infrastructure Agreement" between Eirgrid
and ESB covering their various responsibilities and obligations, as well as a "Transfer Agreement"
on the transfer of staff and allocating assets and liabilities between the two companies. The
precise terms of the relationship between ESB as national grid asset owner and Eirgrid as controller
of the grid are set down in the Statutory Instrument. Negotiations on the Transfer Agreement
between both organisations are ongoing at present3. These negotiations are not expected to reach
a conclusion until the court action between Eirgrid and the CER is completed. A speedy resolution
of these matters would provide increased clarity on future grid related issues.

3

Source: Eirgrid
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As noted in Section 5, there are a number of issues associated with the current trading
arrangements which have resulted in project promoters experiencing difficulties in securing
finance for proposed projects. During the consultation process a number of proposals were
discussed with the key advantages and disadvantages of each trading arrangement
examined. This section of the report sets out the key findings in relation to each system,
based on the feedback of those consulted.

9.1

STATUS QUO – BILATERAL CONTRACTS MARKET
As discussed in previous sections there are a number of key disadvantages associated with the
bilateral contract structure including:
•

Lack of liquidity;

•

Difficulty for supply companies to access shaped load;

•

Inability of supply companies to have flexibility in their arrangements with generators; and

•

Mismatch between contract lengths offered by generators and supply companies.

The key benefit of a bilateral contract market is that if the market develops and there are a number
of generators contracting with a number of suppliers, market forces will ensure that the price of
electricity is cost reflective, without the need for interventionist regulation. However, as noted
earlier, entry by new generators and suppliers has been limited under the bilateral contracts
structure. As a result, the limited number of participants in the market will find it difficult to operate
and compete with ESB. This option would not therefore appear to address the key issues facing
those considering investing.

9.2

POOL MARKET STRUCTURE
A pool market structure would promote increased liquidity, as industry participants would be free
to buy and sell at the relevant bid/offer prices.
There are a number of key difficulties associated with the operation of a pool in Ireland including:
•

ESB will continue to be the dominant generator with control over key mid merit and peaking
plant, which will set the marginal cost for the supplier;

•

Given the profile of existing generation stations and the expected tight capacity margin,
a number of plants, including the new IPPs at Huntstown and Ringsend, will be must-run
plants. For example, if Ringsend was closed for maintenance, Huntstown is likely to be
required to run for capacity reasons. This would give significant market power to the
baseload stations until there was an element of overcapacity on the system; and

•

It is likely that the pool would be a complex, rule driven structure which would require
significant regulatory oversight and, in any case, require an additional bilateral contracts
market structure to manage the volatility of pool use.

The CER in its recently published consultation paper on review of electricity trading arrangements
set out a number of questions in relation to the potential operation of a pool structure:
•

Whether to opt for a gross pool (through which all energy is bought and sold, subject to de
minimis limits) or a net pool (in which only imbalances are traded out);

•

Whether if a pool were chosen, the trading in the pool should be mandatory or voluntary
(again, subject to de minimis limits);

•

Whether contracts should be physical or financial;

•

How many markets there should be. Candidates include markets for energy, capacity,
ancillary services, reactive power and frequency response;

•

How many prices there should be in gross/net pool (e.g., one, as was essentially the case in
the old England and Wales pool or two, as is the case in the new England and Wales trading
arrangements and as at present in Ireland);

•

How prices should be set (i.e., at the system marginal price or pay as bid, or by the
intersection of demand and supply bids);
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•

When prices should be set (day ahead, in real time or ex post);

•

Whether, and if so how, the demand side should be explicitly included in the trading
arrangements;

•

How firm generator and demand-side bids and offers should be;

•

What form those bids and offers should take (e.g., are they complex bids, as at present,
reflecting plant dynamics, or should they be simple price/quantity bids, as in NETA in England
and Wales and also in Nord Pool);

•

Whether there should be separate payments to generators for making capacity available, to
enhance security of supply (as is the case now in Ireland), or whether payments for energy
alone are sufficient (as in the new trading arrangements in England and Wales);

•

Should a party be responsible for the introduction of additional capacity to the market
(if required);

•

Whether energy prices should vary by location (as in Nord Pool);

•

How losses should be treated (e.g., should the system operator be given responsibility for
making good technical transmission losses);

•

What access rights should parties have to the transmission and/or distribution networks;

•

How transmission constraints should be dealt with and how the costs of resolving constraints
should be recovered; and

•

Whether generators should be allowed to self commit (i.e., decide when to synchronise with
the system and when to reach a specified level of output (as in Australia) or self despatch
(as in Norway) or whether the system should continue to be subject to central despatch.

It is also uncertain as to whether a pool structure would promote sufficient certainty on project
cashflows to enable a project obtain non-recourse financing. As noted in Section 4, financial
institutions have limited appetite for developing projects on a merchant basis. Under the pool
arrangement that existed in the UK, prior to the introduction of NETA, it took a number of years of
operation of the pool until financial institutions could gain sufficient certainty on pricing levels before
they would provide non-recourse financing.
This option would therefore not appear to be attractive to existing or potential market entrants or
to providers of finance.

9.3

SINGLE BUYER MODEL
Under the Single Buyer Model an entity, which is usually a State owned body, purchases electricity
from generators and sells it on to supply companies.
The Single Buyer Model has a number of advantages from the point of view of the economy as a
whole4:
•

Output from generators can be matched with demand from supply companies by the
Single Buyer;

•

Single Buyer can maintain a unified wholesale electricity price; and

•

Single Buyer Model can make it possible to shield financiers of generation projects from market
risk and retail level regulatory risk, reducing financing costs or making the project commercially
bankable.

Opinions of those consulted on the suitability of a Single Buyer Model for the Irish market were divided
broadly along the lines of extent of involvement in the sector to date. For parties who are at an
advanced stage of project development, but have not secured financing, the Single Buyer Model was
seen as an attractive model as it would provide the required certainty on cash flows to obtain financing.
For parties interested in entering the sector but without a developed business plan, the Single Buyer
Model was not seen as a suitable mechanism as it was thought of as an intrusive mechanism which
would not promote a mechanism for market-driven entry of new generators.
In addition, the Single Buyer takes on considerable credit risk in entering into long-term offtake
agreements with IPP’s. It is unlikely that the Government, as backer of a Single Buyer, would be in
favour of entering into such commitments.

4

World Bank Group December 2000
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Where there is overcapacity or a fall in demand, the fixed nature of the offtake contract means that
it unlikely that there will be a reduction in electricity prices.
In summary, while the Single Buyer Model may ensure that short-term capacity constraints are
resolved by helping proposed projects achieve financial close, it is unlikely to result in efficient
market dynamics in the long-term.

9.4

PES OFFTAKE CONTRACTS
As discussed in Section 5, one of the key difficulties facing IPP developers is the lack of long-term
offtake contracts in the market. As PES is likely to have a significant market share going forward,
it is the most likely party to be in a position to offer a long-term offtake contract. In order to secure
non-recourse finance, providers of project finance will require an offtake contract of 12-15 years in
duration.
It may not be possible/appropriate for PES to offer contracts of this duration due to the fact that,
post 2005, PES will not have a franchise market and will therefore not be in a position to forecast
its long-term customer demand. It is likely that PES will be in a position to offer contracts of 3-5
years duration following the implementation of its economic purchase obligation. This may not,
however, be sufficient, on its own, to provide financial institutions with adequate certainty on the
project’s cashflows.
Should the terms of the PES contracts be made available and the market has confidence in the
transparency of any tendering for these contracts, it is possible that IPP developers who are
prepared to finance the projects on balance sheet would enter the market. This will be based on
their view of the long term competitiveness of their proposed plant relative to the other plants in
the market.
In summary, should PES be in a position to offer long-term offtake contracts (>12 years) this would
facilitate entry by new generators within the existing bilateral contract structure. Respondents
from the supply sector have drawn attention to the fact that in the event that PES was to offer such
long-term contracts it may become increasingly difficult for independent supply companies to
obtain competitively priced generation.

9.5

COMPETITION
Parties contacted were asked to give their opinion on the feasibility/attractiveness of a competition
being held to award a long term PPA (other than by ESB PES).
“In the event that generation capacity is expected to continue to remain close to acceptable
comfort margins, do you think that a competition should be held to see who will develop the next
IPP in Ireland in the event that commitments are not entered into by Q3 2002?”
Respondents’ comments were quite negative in relation to this proposal both from incumbents and
potential entrants and providers of finance. Comments included:

9.6

•

It is not at all clear that this need will not simply be met by investors in IPPs without the
need for any competition;

•

If there is a lack of interest in developing an IPP in an already short market, maybe the issue
is the market structure and environment (ESB dominance) and that’s what should be addressed;

•

If the market provided fair and reasonable incentives including proper market pricing signals
…..then independent investors would commence the development of generation projects
without the necessity for an administered auction; and

•

If it is a competition for a PPA then the market will be fundamentally flawed and inhibited
for the period of the PPA.

MODIFIED BILATERAL CONTRACT STRUCTURE
Rather than undergo a fundamental change in the market structure as detailed in the options above,
it may be more practical to make some amendments to the existing bilateral contracts structure
which would alleviate the key issues facing those wishing to invest in the Irish electricity sector.
Based on the consultations with industry participants and providers of finance the following
proposals, as developed by NCB Corporate Finance, capture some of the key requirements.
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9.6.1

Development of Power Exchange
In the period to 2010 it is expected that there will be significant switching of customers between
supply companies, particularly as customers leave PES. Independent supply companies will expect
to see gradually increasing customer demand. Supply companies will also be exposed to changes
in customer demand arising from the switching to or from the independent supplier by a small
number of large customers (380 customers account for 28% of total demand). Supply companies
will therefore need a liquid market in which they can buy and sell a portion of their electricity outside
their contracted arrangements. This will provide them with the short-term flexibility to manage
their customers’ demand.
A number of questions therefore remain about the Power Exchange.
1.

What is the minimum amount of power to be made available through the Power Exchange?
This is a difficult area to estimate, but a figure of circa 15% of expected system demand
would not appear unreasonable. This would provide additional capacity at peak times when
it is most likely needed.

2.

Who will provide the capacity?
As the only parties with mid-merit or peaking plant, ESB Powergen should be obliged to
make a certain amount of power available to the exchange. Potentially IPPs, in return for the
reduction in risk associated with the receipt of a capacity payment, may be obliged to make
a percentage of their power available to the exchange. One potential solution might see 15%
of each generation set bid into the Power Exchange.

3.

4.

How will prices be set?
•

Pay as bid or intersection of supply and demand bids not system marginal price; and

•

Referenced to external market such as UK.

Who will administer the service?
The administration of the Power Exchange can be carried out by any party with the relevant
experience. There are a number of such exchanges in the UK. There is already one such
exchange in Ireland, I-Pex, offering such matching of customer supply and demand outside
the imbalance market.

9.6.2

Generators to Receive Payment for Capacity/Floor Price
This is the key aspect of the revised trading arrangements in terms of encouraging investment. As
noted earlier in the report, in order to receive non-recourse financing, the providers of project
finance will either require a long-term off-take agreement or a guaranteed minimum market price.
For non-recourse investment the capacity payment/floor price will go a considerable way to
underwriting the project cashflows. In relation to recourse investment, providing a capacity
payment will reduce the market risk improving the attractiveness of the investment for a given
return.
There are a number of ways in which this capacity payment can be made to generators:
•

Floor price for power traded through Power Exchange; or

•

Separation of capacity and energy components of economic value of electricity with payment
for capacity made centrally; or

•

Other mechanism as may be developed by CER and industry participants.

There are a number of issues that need to be addressed in relation to the introduction of such a
capacity payment/floor price including:

9.6.3

•

As the purpose of the capacity payment/floor price is to enable project promoters to secure
non-recourse finance, such a payment will need to be available for a period in excess of
10 years from the commissioning of a generation station; and

•

Ring fencing of certain of ESB’s stations may need to be considered to ensure that such
stations are closed at the end of their economic life.

Imbalance market to remain in place
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The existence of a Power Exchange will not remove the need for an imbalance market but should
reduce the need to resort to the imbalance market. For a supply company actual demand is unlikely
to match forecast demand with the difference cleared through the imbalance market, as is currently
the case.

9.7

CONCLUSION
The above analysis is a broad overview of the issues involved, based on consultations with industry
participants and financial institutions. The CER has committed to reviewing the future trading
arrangements by the of end 2002. As part of this review process options other than those
discussed above may be considered. It is likely however, in our opinion, that a modified bilateral
contracts structure will be implemented.
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10.1

ELECTRICITY PRICES TO BE IN LINE WITH EU
Due to the increased volatility in the market price of electricity, PES will be exposed to volatile
purchase prices (depending on how its purchase contracts are structured following the
implementation of the economic purchase obligations), with its tariffs approved by the CER. It will
be important that the PES tariffs are cost reflective as, if they are not, it will be difficult for
independent supply companies to attract customers from PES.

It is difficult to justify a situation where the cost of electricity in Ireland will be lower than our larger
EU neighbours. This is because Ireland is:
•

A small economy with little scope for economies of scale;

•

Has little indigenous fuel. The indigenous fuels it does have are:

•

•

peat, which is not an efficient fuel for generation when compared with other fossil fuels, and

•

gas, which will be priced marginally below the landed price of imported gas; and

Has a dispersed population, which results in higher network costs.

Given that electricity prices in Ireland are currently competitive when compared with the rest of the EU
it is reasonable to expect that there will be minimal reduction in electricity prices in the coming years.
One respondent commented that “the CER should undertake an examination of pricing levels in
Ireland against those which pertain in the UK and other European countries, normalised for any
specific national circumstances in order to determine whether the wholesale prices which an IPP
would earn in Ireland provides sufficient return given the relative risk profile of the Irish market vis
a vis other European markets”.

10.2

GAS REGULATION
The CER has recently been given jurisdiction over the Irish gas sector. It is important that the
regulation for both the gas and electricity sectors is consistent.
A number of project promoters have noted that they have received conflicting transmission pricing
signals for their gas and electricity grid connections. Project promoters should receive a consistent
signal as to where the optimum location is for their generation station.
Potential entrants to the electricity sector, both in the generation and supply sectors, may have
access to gas reserves. They will be interested in the ability to operate the generation station under
a tolling operation where they can assess the relative profitability of using gas to generate
electricity or sell on in international gas markets. To regulate such operations efficiently it is vital
that there is an integrated approach to policy setting and regulation.

10.3

ESB PLANT DIVESTMENT
Under modified bilateral contract trading arrangements, ESB Powergen mid-merit and peaking plant
will be key price setters in two respects:
•

Sales to PES following the clarification of the terms and conditions of PES’s economic
purchase obligation; and

•

Generator’s bid prices in the Power Exchange to be developed to promote liquidity.

The vast majority of parties contacted during the consultation phase of the report have expressed
an opinion that the divestment of plant by ESB would encourage investment in the Irish generation
and supply sectors. ESB’s current market share in generation and supply, when combined with
ownership of the transmission network, serves to increase promoters’ and financiers’ perception
of market risk. In the case where the market price of traded electricity will be determined by the
marginal plant, the market will need to have confidence in the transparency of this pricing. In the
situation where ESB controls all such plant it will be difficult for the market to have such
confidence.
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A number of different proposals have been put forward as to how this divestiture could be
implemented:

•

Outright sale of plant: In this case ESB would sell its plant under an auction/tender process.
Of primary concern to potential bidders will be the restructuring costs associated with taking
on such plant. Many of the generation stations would have higher manning levels than
international norms. Potential bidders may also be put off by potential industrial relations
difficulties. It is likely that ESB could receive a higher price by rationalising these plants
before any proposed sale.

•

Sale with an obligation to repower: As ESB retires plant due to the plant reaching the end
of its economic life (potentially due to new entrants forcing ESB plant down the merit order),
ESB should not be allowed to repower such plant. The plant should be auctioned, as above,
with an obligation on the purchaser to repower the station. The key area of concern to
potential bidders will be the potential environmental liabilities associated with the existing
sites.

•

Leasing of plant: Under this arrangement ESB would maintain ownership of the plant while
selling a concession to operate the plant for a number of years. Again environmental
considerations may cause difficulties as, in the event of a liability, it may be difficult to
ascertain under whose stewardship the liability was caused.

When questioned as to whether they would have an appetite for purchasing/leasing an ESB station
the majority of respondents to our survey stated that they would have an interest in entering into
such an arrangement. In relation to ESB’s portfolio of stations, particular interest was expressed in
the Aghada station.
The sale/lease by ESB of a station would also have an additional benefit as it would attract financial
institutions to the market. Each party bidding for the station is likely to have a team of advisors.
The knowledge, gained as part of tendering for the ESB plant, can be used by the financial
institutions in assessing future IPP projects.

10.4

ALL IRELAND MARKET
The convergence of the electricity markets of Northern Ireland and the Republic of Ireland would
increase the attractiveness of the all-Ireland market from a number of points of view:

•

Increased market size: As noted in Section 3 one of the key disincentives for investment
in the Irish electricity sector is the size of the market. From a generator’s perspective an
efficient plant configuration at 400MW has a significant impact on total supply and from a
suppliers point of view it may be difficult to develop a supply business of adequate scale.

•

Increased diversity of plant ownership: Following its privatisation as Viridian Group plc,
Northern Ireland Electricity did not own generation assets. The individual generation stations
in Northern Ireland are owned by different parties. With increased integration of the two
markets this will lead to an increase in the ownership of generation stations on an all-Ireland
basis. This will lead to greater confidence in the transparency of pricing of marginal plant
(higher electricity prices in Northern Ireland should not however be passed on to consumers
in the Republic).

•

Use of Interconnectors: Northern Ireland is currently linked to Scotland via the Moyle
interconnector, with Northern Ireland and the Republic linked at Co Louth. Increased
interconnection of the two systems and other related investments may reduce the need for
both markets to carry the current levels of own reserves, leading to increased trading
capacity on the interconnectors.

•

Convergence of Trading Arrangements: For convergence of the two markets to progress
it will be necessary to ensure that complementary trading arrangements are in place.
Currently the market model used in Northern Ireland is a de facto Single Buyer Model.
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10.5

INTERCONNECTION
In the absence of increased convergence of both markets the respective regulators in Northern
Ireland and the Republic of Ireland should ensure that the capacity of the existing interconnectors
is maximised. Currently the tradable capacity of the North/South interconnector is less than a
quarter of its design capacity.
As noted in Section 7 there is considerable uncertainty in relation to a potential Ireland-Wales
interconnector.
“An interconnector between Ireland and Wales was studied in the early 1990s and found to be
uneconomic. A joint review of those studies, in the light of changes since then, is being carried out
by ESB National Grid as TSO and National Grid Company, UK, and is nearing completion. Both NGC
and ESB National Grid are interested in developing the Ireland-Wales interconnection, subject to
satisfactory economics and regulatory conditions.
However, the present limited extent of competition in the Irish market means that an Ireland-Wales
interconnector is not attractive as an entrepreneurial venture. In addition, the ongoing process of
separating out the TSO from the incumbent utility ESB and associated lack of clarity surrounding
responsibility for interconnector roles means that it is not possible for ESB National Grid to commit
further resources to the project at the present time”.5
This current impasse should be resolved so that the economics of such a project can be established
and, if economically viable, the structure under which such an interconnector would be taken
forward clarified. While there is doubt over the status of this project, this will serve as a hindrance
to investment and make it increasingly difficult to forecast future cash flows associated with a
generation project. The CER have indicated that this area will be examined as part of the
forthcoming market review process.

Table 11: Analysis of Interconnection with Great Britain

Advantages

Disadvantages

May be cost effective with grant

May discourage investment by IPPs

Supported by EU

Capacity needs to be freely tradeable

Reduce cost of electricity in ROI

Security of supply if interconnector trips

Aids development of wind power
Increases liquidity
Facilitates entry by UK Supply Co into ROI market

Respondents have stated that the interconnector should be primarily for security of supply and not
in lieu of additional capacity. One respondent noted that “the danger here is that Ireland becomes
dependent upon an interconnector for securing supply – this should be avoided i.e. the system
should be capable of operating if the interconnector is not in operation”.

Forecast Statement 2001/2 - 2007/8 Supplement - TSO Ireland February 2002

5
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11.1

CURRENT DECISION MAKING ENVIRONMENT
Project promoters are currently not in a position to make a thorough assessment of the risks and
returns associated with investing in the Irish electricity sector. As described earlier, there is
considerable uncertainty associated with a number of key aspects of the future development of the
sector. This uncertainty adds to market risk, which will manifest itself in a higher cost of financing,
both on the part of the providers of debt and the providers of equity. The current returns in the
industry are not commensurate with this level of risk. In order to encourage investment, market
risk should be reduced while providing access to potential higher returns.

11.2

MODIFIED BILATERAL CONTRACT STRUCTURE
Should the CER decide that a modified bilateral contract structure (with the attributes set out in
Section 9) is the most appropriate following the review of trading arrangements, project promoters
and financial institutions would be able to make a more informed decision as to the merits of a
proposed project. The key to any proposal is a comprehensive business plan based on a detailed
model of the project’s cash flows. The changes proposed in our suggested trading arrangements
will provide the following benefits in compiling this business plan and model:

•

Revised generation adequacy statement: This will provide a more up to date forecast of
future demand requirements. Project promoters will therefore be in a position to assess the
optimal timing of plant commissioning.

•

Estimate of capacity payment/floor price: Under modified bilateral contract trading
arrangements, the long-term capacity payment/floor price will be known by project
promoters. This should provide a significant degree of comfort to the financial institutions as
to the certainty of project cash flows. In relation to the proposed capacity payment, one
project financier commented:
“Receipt of a capacity payment or a minimum price will be a big help both for the developer
in 'securing' its economics and for lenders in providing finance”.

•

Terms under which PES will carry out its economic purchase obligation: A key market
for the output to any IPP will be sales to ESB PES. The project promoter needs to evaluate
the likely cash flows arising from transactions with PES following the publication of these
terms (and the terms under which ESB Powergen can supply PES). Project promoters will
be able to assess likely profitability of transacting with PES.

•

Model of ESB marginal cost: In order to assess the likely competitive position in the area
of sales to PES, an understanding of ESB Powergen’s current and expected costs is required.
Transparency on current spill prices will provide data for potential entrants to develop a model
of the marginal system cost at each point on the demand curve. From this they will be able
to ascertain the ESB price with which they will have to compete.

•

Forecast PES tariffs: Arising from the analysis of ESB’s and other market participants‘
average and marginal generation cost, as grossed up for use of system charges and
applicable supply margins, an estimate of future PES tariffs can be derived. This will enable
supply companies to evaluate whether they can develop a business to compete with ESB.
New entrant’s competitive advantage can be developed along three lines:

•

•

Purchasing power at a cheaper rate;

•

Better customer service, including the provision of bundled services; and

•

Lower margins.

Power exchange: Following the publication of the proposed arrangements relating to the
Power Exchange, proposed generators and supply companies can assess likely traded prices
on the Power Exchange and the reliance they wish to place in their business plan on sales
through this mechanism.
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11.3

IMPACT ON FUTURE IPP PROJECTS
As a number of generators successfully enter the market, a number of benefits should be provided
to subsequent IPPs:
•

Increased diversity of generation ownership should provide for increased liquidity and
transparency of pricing;

•

Financial institutions will have increased confidence in financing projects where it can be
demonstrated that there are other projects operating successfully in the market; and

•

There should be increased clarity on future trading arrangements thereby reducing market
risk.

This risk reduction should lead to a reduction in the required return for IPPs to be developed in the
period from 2010 onwards. It is likely that this reduced return will be reflected in current IPPs
securing a stronger market position by way of their first mover advantage.
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Figure 6: Long-term Reduction in Electricity Prices Through Increased Competition

Assessment of risk reward profile of Irish electricity sector

Assessment of ability to sell output to PES/Independent Supplier

Cost reflective tariffs incorporating appropriate level
of reward for new entrants and existing participants

Appropriate transmission signals

Pricing to reward generators who provide mid merit/peaking capacity

Entry by new IPP

Successful entry of
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entrants

ESB plant move
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Closure of ESB
Plant
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This report contains a number of findings based on consultations with industry participants
and financial institutions. Not all of the matters raised impact directly on the ability of
project promoters to secure finance for their proposed projects. This Section sets out the
steps that should be taken by the CER to address the key issues raised.

12.1

12.2

PRIORITY MATTERS
•

Establish timing of next required addition to generation capacity. This is necessary so
that the CER has a full understanding of the timing of any actions required to ensure that
adequate capacity is in place. Should the next capacity be required in 2006 rather than 2005
(in the absence of additional capacity being built in the intervening period) this will impact on
the required start date of any construction.

•

Calculate timeline for provision of this capacity. When the latest date for the provision of
additional capacity is known the CER should develop an estimated timeline by which
development/construction milestones need to be reached.

•

Complete review of future trading arrangements. The CER has indicated that it will
complete this review by end 2002. This review is crucial in encouraging new entrants to
commit to the market. This review will need to address the requirement for a capacity
payment/floor price.

•

Establish timetable for process for tendering to supply PES. The ability of IPPs to sell to
PES will not only impact on the generator’s business plans but also on independent suppliers.
If it is assumed that PES will have an economic purchase obligation from 2005 a tendering
process will have to be carried out in advance of this. It is likely that the rules surrounding
the tendering process and ESB Powergen’s participation will take some time to agree. The
CER therefore need to set out a timetable for addressing the various issues.

•

Develop a framework for ensuring gas and electricity regulation is consistent. The CER
has only recently been given jurisdiction over the gas sector. The CER should start a
consultation process not only with participants of the gas industry but also of the electricity
industry to assess the matters that need to be addressed.

OTHER MATTERS
•

Make incremental and decremental bid prices publicly available for all despatched
generators. This will provide increased transparency and enable potential entrants to
construct a profile of existing generation output prices.

•

Progress discussions on feasibility of an East/West Interconnector. Uncertainty
surrounding the feasibility of this project should be removed from the market as soon as
possible.

•

Examine the possibility/practicalities of ESB divestiture of mid merit plant possibly
with an obligation to re-power. As new generation comes on-stream in the future, certain
of ESB’s generation stations will fall down the merit order. The potential sale of these
stations with an obligation to re-power should be examined.
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AER
Alternative Energy Requirement - a scheme of competitions
held for rights to generate electricity and sell the output to
the ESB at agreed rates over 15 year period

NETA
New Electricity Trading Arrangement, trading arrangements
that now exist in England and Wales, replacing Pool
mechanism

BNE
Best New Entrant. This is assumed by the CER to be a CCGT
powered plant, similar to the Ringsend station to be built by
ESB and Statoil

Non-Recourse Financing
Financing provided to a SPV. The providers of debt only have
recourse to the assets of the SPV
Pool
Trading arrangement under which price is set by highest
cleared price. All parties who have bid below this price will
receive this price

CCGT
Combined Cycle Gas Turbine
CER
Commission for Energy Regulation established under the
Electricity Regulation Act, 1999 to oversee the regulation of
the liberalised electricity market in Ireland
CHP
Combined Heat and Power systems

PES
(ESB) Public Electricity Supply. This is the business unit
within ESB responsible for supplying non-eligible customers
and customers who have not left or have returned to ESB as
their supplier
PPA
Power Purchase Agreement - a contract between an
electricity supply company and an electricity generator
guaranteeing purchase of the electricity produced

DuoS
Distribution Use of System
ESB
Electricity Supply Board, the semi State vertically integrated
electricity company
ESBIE
ESB Independent Energy, the independent supply company
established by ESB to compete in the eligible market
Ex-Ante
In relation to generation prices this refers to where the price
or an element of the price of generated electricity is
determined before generation takes place
Ex-Post
In relation to generation prices this refers to where the price
or an element of the price of generated electricity is
determined after generation takes place
FGD
Flue Gas Desulphurisation

Recourse Financing
Recourse or On-Balance Sheet financing is where the debt
related to a power plant is either directly drawn on the parent
company or guaranteed by the parent company
Single Buyer Model
An entity which stands between generators and
supply/distribution companies offering long term offtake
contracts, generally to enable financing of generators
Spill
Electricity sold to ESB when there is an excess of supply not
consumed by the supplier’s customer, in the liberalised
market
SME
Small and Medium Enterprise
Tolling
Under a tolling arrangement the fuel supplier to the plant has
exclusive control of all of the output of the plant

Green Energy
Electricity generated from renewable resources
GWh
1,000 megawatt hours

Top up
Electricity bought from ESB to provide backup supply in the
liberalised market

IPP
Independent Power Producer, a plant not owned by an
existing market player

TPA
Third Party Access to the electricity network by electricity
suppliers

KWh
kilowatt hour; the standard measurement of electricity
consumption

TSO
Transmission System Operator. In the Republic of Ireland
this role will be carried out by Eirgrid when it is formally
separated from ESB

Kyoto Protocol
An agreement signed at Kyoto, Japan in 1997, which set
legally binding targets for the reduction of Greenhouse gases
emissions by developed countries for the period 2008-2012
Merchant Plant
A generation plant that operates without a long term
agreement with a third party to purchase the output from the
plant. The returns achieved depend on the prevailing market
prices
MW
Megawatt = 1,000 kilowatts
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TuoS
Transmission Use of System
VIPP
Virtual Independent Power Producer
Viridian
Viridian Group plc is the parent company of Northern
Ireland Electricity
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