Tackling The High Cost Of Generation


Introduction 

The price of electricity in Northern Ireland is unnecessarily high. The electricity price paid by customers is made up of two principal components - generation and T&D (transmission and distribution). Both have contributed to the unreasonably high price, but as my consultants' report conclusively shows, in future, generation costs will be the main cause of higher prices and price divergence. 

I was concerned about T&D prices charged by NIE. NIE's charges are subject to price control. I could not agree the price control for T&D with NIE and accordingly referred the matter to the Monopolies and Mergers Commission which found that the continuation of the current price control formula would operate contrary to the public interest and made certain recommendations. I am in the process of proposing modifications to NIE's licence which I believe are requisite for rectifying the public interest detriments identified by the MMC. NIE has challenged my proposals in the Courts. Nonetheless a new price control for T&D should be in place by early next year. 

Relatively speaking the arrangements put in place for generation did not in the first price control period (1992/93-1996/97) excessively penalise domestic customers - who are 90% of NIE's customers. As the accompanying graphs show for the domestic customer the divergence in the first price control period was in large measure caused by the charges for Transmission & Distribution which by 1996/97 were 44% higher than in GB having been equal to the GB average at the beginning of the decade and 19% lower than the three English regional electricity companies which are frequently used as comparators for NIE. 

Figure -1: Domestic electricity bills since privatisation 
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Source: MMC & OFREG 

Figure -2: Transmission and distribution prices 
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Source: MMC & OFREG 

On the other hand in 1996/97 the cost of generation for an average domestic customer in Northern Ireland was £170 compared to £158* in GB - virtually the same differential as had existed before privatisation. However in the future - although the NIE price controls will continue to be a contributory factor - it will be the divergent trends in generation costs which will be the principle cause of price divergence for domestic customers as Figure 0-3: below shows. This is because in Great Britain the nuclear levy has been reduced to 2.2%, the coal contracts will have ended, supply competition will put increased pressure on all supply companies to seek lower cost generation contracts and the year on year replacement of old power stations with newer and more efficient power stations contributes a further downward pressure on generation costs. 

Figure -3: Annual generation costs in the domestic sector 
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Source: MMC, OFFER and London Economics estimates 

* figure supplied by NIE to MMC 

In Northern Ireland high generation costs will therefore become of increasing importance for the domestic customer from next year on. The Northern Ireland industrial customer - over 80% of whose electricity costs are attributable to the cost of generation - is already suffering from divergent trends in generation costs as industrial customers in GB have benefitted from a competitive market which has opened up since 1994 and their generation costs are diverging increasingly from those with similar plants in Northern Ireland. 

It will be apparent therefore that even if they are on a slightly declining trend to 2010 generation costs are far from disappearing as a problem for Northern Ireland. Between now and 2010 they will become of increasing importance and incontrovertibly the largest single contributor to price divergence with Great Britain. 

In assessing the appropriateness of the level of generation prices, I had to have regard to two principal related factors: 

- what costs might be expected in the NI System under conditions of effective competition and how achievable are those costs; and 

- to what extent can the divergence in generation prices in NI and the rest of the UK be explained by differences in the cost bases of NI and GB generators - and how can the differences not so explained be eliminated. 

My findings - based on the work of my consultants which I am now publishing - are: 

(i) that future generation costs in NI need not be out of line with those elsewhere; and 

(ii) that price divergence between NI and GB is significant and set to rise as GB costs continue to fall. 

The long term contracts put in place at the time of privatisation sought to protect customers by linking payments to generators to the rate of inflation. However in practice payments to power stations under the contracts have increased by more than inflation - firstly because higher than predicted availability levels were achieved and secondly because additional costs - particularly under environmental legislation - are passed through to customers . It is against this background that I have been seeking and shall continue to seek decreases in generation costs to secure in NI realistic generation prices and to reduce unjustified price divergence. 



Steps taken to date 

Early in my term of office in January 1996 I identified tackling generation costs as a priority. 

I invited the generators to discuss options for addressing the problem and in July 1996, I said that if agreement could not be reached I would refer the matter to the MMC in view of the public interest issues that high generating prices raise. 

In the autumn of 1996 contract rescheduling of Belfast West was agreed which had the effect of removing surplus capacity which was not needed and providing additional capacity under contract later when it would be more useful because of demand growth . In the absence of further progress I appointed London Economics to explore options for change with the generators including the introduction of trading systems. The aim was to ensure that all the ideas which might be part of an agreed and voluntary solution would be fully explored and to provide me with a clear understanding of the prices I could expect the generation companies to charge under more competitive conditions. 

London Economics received invaluable assistance from NIE's Power Procurement Business in their modelling and I would like to publicly acknowledge that assistance. 

In addition to appointing London Economics I advertised for and have now appointed an interdisciplinary team of consultants who will provide the support necessary to take the case through the MMC should that be necessary. 



The Findings 

The findings of London Economics are unequivocal and disturbing. The average cost of generation at the power stations in Northern Ireland in 1997/98 is expected to be 4.15p* per kWh. This compares with an estimated demand weighted pool price in GB of 2.9p. The crude cost of generation in Northern Ireland is therefore 43% higher than Great Britain. The London Economics report finds (see Part II) that, while some of the difference may be accounted for by local characteristics much of the difference could have been avoided. In part the difference may be attributed to the price companies paid for the generating assets at privatisation. The London Economics report goes on to show that the future generation costs of Northern Ireland do not need to be out of line with those elsewhere. All the component costs of generation including capital equipment, fuel and financing are available on 

* This figure takes into account the benefit of the rescheduling of the Belfast West contract. It does not include any allowance for the possible use of the £45m balance of the £60m allocated as a relief to Northern Ireland electricity customers as an equivalent benefit to the early reduction of the nuclear levy in GB. 

competitive terms to Northern Ireland and if some costs - such as fuel transportation - are marginally higher than in GB - others such as site costs, rates and construction costs should be lower. 

According to this analysis - and it has not been challenged - as our existing set of power stations come to be augmented and eventually replaced we should see our average cost of generation over time converging with that of our neighbours provided sufficient vigilance is exercised to ensure that the lowest cost options are not excluded. 

This does however leave Northern Ireland with a period of at least 13 years during which - under the prevailing arrangements - the cost of generation will be at least 33% above the level it should be and about 37% above that of our neighbours - who are also in many cases our industrial competitors. 



Closing the gap 

According to the modelling work done for me by London Economics the cost of generation which is now 4.15p per kWh will in constant prices - fall to about 3.74p by 2010 if no action is taken. Thereafter with the cancellation of the Kilroot and Ballylumford contracts it should fall to its "natural" level of around 3p. 

It is unrealistic to expect the cost of generation to fall to 3p now or at any time before 2010. I however believe that my statutory duties require me to protect the interest of consumers of electricity in respect of prices charged and to promote competition in the generation of electricity. I believe that I must therefore address the gap which would otherwise exist between now and 2010 and I believe that through a combination of contract changes and generation competition an average price of 3.5p throughout the period should be achievable. This is the target which I believe that the industry can and should try to meet. 



Routes to price reduction 

There are two routes to price reduction. The first is by voluntary agreement and could, by evolutionary steps, lead to a competitive generation market. The second is by an MMC reference through which it would be my intention to seek radical changes to the contracts which would facilitate the more rapid creation of a fully competitive market in generation. Which route we will take depends entirely on the generators. I have never disguised my preference for a voluntary settlement since that would produce the quickest results and the best conditions for the future of the industry. But a voluntary solution must give customers immediate, sustainable and worthwhile savings. 

Before I describe the two routes I need to set out my position on generation competition. 



Generation Competition 

I am required by legislation to promote competition in generation. Moreover the 1997 EU Electricity Directive requires the opening up of the electricity market to generation competition. The requirement to promote generation competition is based on the widely accepted belief that competition in generation will lower prices for customers. 

The main obstacles to price reduction through competition are the long-term availability contracts for Ballylumford and Kilroot. These contracts - which account for some 90% of Northern Ireland's electricity output - cannot be cancelled before 2010. It is my view that any competitive system in which these contracts were protected would not reduce prices and could in certain circumstances increase prices. It was this problem - at a period of rapid divergence in generation costs - which bedevilled the proposals which were being developed by my predecessor. 



The voluntary route to lower prices 

If the price of electricity is to come down by voluntary agreement it means that all parties to the agreement - generators, customers, NIE as counter party to the contracts, Ofreg as regulator, and Government, must accept that compromises by their very nature are imperfect. Customers will not get generation costs down to 3p for many years but they will be substantially lower than if nothing were done. Generators will see their income stream reprofiled over time but may have a securer long term future. 

A voluntary solution will have a number of elements since no single solution will reduce prices to the level aimed at. The key elements however are the following: 

- the buying out by customers of the portion of the availability payments for Kilroot and Ballylumford that represents capital, financing and profits. The effect of this would be to reduce the level and financing of availability payments. It also protects customers against inflation. 

- the accrual of efficiency gains substituting new plant for old. This too provides a degree of protection against rising fuel prices as well as environmental benefits. 

- the replacement of the running cost element of the existing availability payments by new contracts under which the existing generating companies would be incentivised to operate and maintain their stations. 

- the release of some capacity at each power station from contract and the immediate establishment of a competitive market for over 1Mw customers extending to the market opening required by the European Directive of 32% by 2003. 

- the rescheduling and reduction in price of the Coolkeeragh contracts. 

The discussions with the generators have not included Belfast West. Its contract will continue to run as agreed in 1996 at half of its plated capacity i.e. at 120MW, until 2001 after which it will come out of contract. As I clearly indicated in 1996 to NIE and NIGEN, I was satisfied with this arrangement and would not seek to re-open it or have the MMC re-open it. 

Given the structure of the existing Coolkeeragh contract it is a race against time to reschedule that contract in a way which will give real benefit to customers. The opportunity which Coolkeeragh is offering customers must be seized now and I have therefore agreed to push back the cancellation dates in Coolkeeragh's licence in exchange for price reductions now. Their proposal will result in an immediate reduction in the price of generation by an average of about 1% for three years. The final years of the Coolkeeragh contract will be dropped should Coolkeeragh replant at their site before the existing contracts expire. Moreover the Coolkeeragh arrangement includes indexing the contracts by RPI-1 thereby giving customers a 1% per annum price reduction in real terms and by more if inflation is above 4%. 

Because of its small size and limited life, Coolkeeragh's contribution to any overall solution was inevitably going to be modest and it would be wrong to exaggerate the significance of the changes to the Coolkeeragh contract. But the benefits are certain, whereas any costs which may be attendant on it in later years are uncertain. The commitment to Coolkeeragh which is required in the early years of the next decade is - in my view - well justified by the initial and certain cost savings which it will produce. 

Should there be an MMC reference I will make it absolutely clear to the MMC that I do not believe that the Coolkeeragh contract is operating against the public interest and that I would not propose taking any further steps to amend it. 

I welcome this proposal over and above its financial benefits to customers because I believe Coolkeeragh's management have had the imagination and boldness to turn a potential threat into an opportunity. They have offered benefit to customers but in return, they have secured a framework and the stable environment needed to secure and develop their future in the generation market in both Northern Ireland and the Irish Republic. 

The proposals put forward in regard to Kilroot and Ballylumford are described in detail in Section 5 of the London Economics report. One of the difficulties which has had to be faced is the very different characteristics and scope for manoeuvre of the two power stations. As any change in one i.e. reduction in generation costs and hence position on the merit order, impacted on the other by having a detrimental effect on its load factor, it was not practicable to expect each station to be able to make the same percentage contribution to any overall price reduction. What I have sought is suitably complementary changes requiring the maximum practicable contribution from each. The fact that in the proposals most of the contribution to the overall price reduction came from Ballylumford does not mean that Kilroot would be getting off with less than its fair share. Both would emerge with lower income streams in the short run but both would have the opportunity to strengthen and improve their long-term position in the generation market. 



Lower Prices and Strategic Issues 

Some of the options which have been put to me by Kilroot and Ballylumford not only have a knock-on effect for the other large power stations but also raise strategic issues for the entire energy sector within Northern Ireland and possibly also for adjacent areas in the Irish Republic. 

There is indeed a positive correlation between the beneficial price impact of the proposals and the strategic implications of the options. The lowest prices which might be obtained by voluntary agreement raise in particular, two strategic issues. The first is whether or not Kilroot could be converted to gas and by implication, almost all of Northern Ireland's electricity might come from gas fired power stations. The second is whether in the medium term, the amount of gas fired electricity generated at Ballylumford and Kilroot should be allowed to exclude the extension of natural gas to the North West and Donegal. 



An all gas system 

Northern Ireland's electricity customers have suffered in the past from being over-dependent on a single fuel. Much of the strategic energy thinking of the last ten years has been to remove that danger. The Scottish Interconnector, the conversion of Ballylumford to gas and Kilroot to dual firing are all intended to minimise the risk of over dependence on a single fuel. Given this history there is a natural apprehension about becoming almost totally dependent on gas. 

However world energy markets have moved on and it is not necessary to refight all the battles of a previous era. The market risk can now be diversified, and with dual firing and back up gas distillate the risks from supply interruption can be reduced or even eliminated. Nevertheless for a region to have virtually all of its electricity supply dependent on a single undersea pipeline would be unusual. 



Developing the natural gas industry and Ballylumford 

It is at present not clear whether it will be possible to develop natural gas to the North West or indeed to the South East of Northern Ireland. There is however a general acceptance that the North West's prospects for natural gas would be greatly enhanced by the redevelopment of the Coolkeeragh site with a combined cycle gas turbine (CCGT). If a CCGT of over 500Mw were constructed at Ballylumford it might have the effect of foreclosing on the prospects of natural gas going to the North West. 



Strategic Issues - a Working Hypothesis 

The strategic issues which I discussed above are matters which require wider discussion and careful consideration and analysis to enable Government to take decisions. In the meantime I have concluded that I cannot assume an outcome which implies a major strategic change in energy policy. I have therefore in assessing the proposals put to me, adopted as a working hypothesis that Government will not allow total dependence on gas or a solution which might veto the opportunity of gas going to the North West. However as it so happens on the evidence to date even the most radical proposals of Kilroot and Ballylumford about gas and CCGT capacity would not have sufficient impact on prices as to reduce them to the level I have indicated is necessary. (I am however aware of another proposal for a larger CCGT at Ballylumford which is being developed by Premier Power. I am continuing to discuss with British Gas (of which Premier Power is a fully owned subsidiary) the potential impact of such a project and have asked my consultants to provide me with further advice on it.) 



Decision 

I first raised the need for change to the generator contracts in January 1996. Unless agreement can be reached by the end of October, an MMC reference under the Fair Trading Act will be necessary. I made it clear that this is the alternative over a year ago but even after almost two years of discussions no breakthrough has been achieved. I do not consider that there would be any merit in extending the period of discussion. Unfortunately I have had to conclude that the reduction in prices which between them Kilroot and Ballylumford are able to offer to date does not bring about the price reduction to the level which I believe is in the public interest and is achievable without prejudicing the generators' ability to finance their activities. Consequently I have had to conclude that the voluntary route to contract renegotiation has not provided an acceptable price reduction. This is a decision which I have come to reluctantly as the agreements which have been made to date in respect of Belfast West and Coolkeeragh do, I believe, demonstrate that it is possible to make changes which are in the interests of consumers, the generation companies and the workers employed in electricity generation. 

In the event that this matter is referred to the MMC I expect to start a process which will lead to a definitive albeit an imposed outcome. However the MMC stage in the process will still in its essence be a search for a solution to a difficult problem which is not particularly the fault of any of the parties to the reference. It will differ from the discussions to date which could only arrive at a solution with the agreement of all the parties in that it will be up to the MMC to propose and the Government to implement changes. But it is still open to the generators and NIE to put forward proposals which would either avoid the reference or enable me to vary its terms. 



The MMC Route 

Over the course of the last year I have gathered sufficient information about the industry to know what it would be reasonable to ask the MMC to do. 

In the absence of the long-term contracts the rapid establishment of generator competition would be the most direct route to lower generation costs. This type of outcome would not put the financial viability of existing generators at risk but it would free customers to seek more favourable contracts with new market entrants as soon as new power stations can be built. It could also free customers in Northern Ireland from having to bear the cost and risk of flue gas desulphurisation at Kilroot. 

The proposal which I shall put to the MMC will therefore be such as can facilitate the early establishment of a competitive trading system in which generators - including generators outside Northern Ireland and new generators inside Northern Ireland - would be free to negotiate prices with customers or customers would be able to buy from a spot market. As generators would have a monopoly on the demand curve, I would also be seeking the power to price cap the prices charged by generators (Generators are at present price capped so this would not involve any new principle. Price caps should be more closely cost reflective and based on output and not available capacity). 

The procedure to be followed by an MMC reference of this nature is that the MMC will make recommendations to the Secretary of State for Trade and Industry who will decide - after consultation with Ministers in Northern Ireland and Ofreg - to accept or vary the MMC's recommendations. 



Conclusion 

After extensive investigation I am confirmed in my belief that there is considerable scope for reducing generation costs now and that it is imperative in the public interest that prices are reduced. I am satisfied that this can be achieved without interfering with the generators' ability to perform their functions. 

Generation costs can be shrouded in mystery but after all the consultations and discussions of the last year the parameters within which a solution could take place are clear. The issues are in fact remarkably simple and I am confident that a settlement is achievable which would give all customers lower prices, allow large customers to shop around for cheaper generation and provide an industry structure that would offer a fair return and a long-term future for the existing generating companies. 

But unfortunately I have not been able to negotiate a settlement with the generators and am therefore referring the matter to the MMC so that all the issues can be aired and appropriate recommendations made to Government which can impose a solution. I am confident that the MMC and Ministers who will have to deal with this will appreciate the importance of this issue to the people of Northern Ireland and the competitiveness of the regional economy. 

Finally I should like to express my thanks at this stage to my consultants, to NIE's Power Procurement Business and not least to the generators for the spirit in which these difficult negotiations have been carried out. 

