The Internal EU Electricity Market:
Implications for Ireland

Paul K. Gorecki

RESEARCH SERIES
NUMBER 23

October 2011

Available to download from www.esri.ie

© The Economic and Social Research Institute
Whitaker Square, Sir John Rogerson’s Quay, Dublin 2

ISBN 978 0 7070 03214



The ESRI

The Economic Research Institute was founded in Dublin in 1960, with the assistance of a grant from the
Ford Foundation of New York. In 1966 the remit of the Institute was expanded to include social research,
resulting in the Institute being renamed The Economic and Social Research Institute (ESRI). In 2010 the
Institute entered into a strategic research alliance with Trinity College Dublin, while retaining its status

as an independent research institute.

The ESRI is governed by an independent Council which acts as the board of the Institute with
responsibility for guaranteeing its independence and integrity. The Institute’s research strategy is
determined by the Council in association with the Director and staff. The research agenda seeks to
contribute to three overarching and interconnected goals, namely, economic growth, social progress
and environmental sustainability. The Institute’s research is disseminated through international and
national peer reviewed journals and books, in reports and books published directly by the Institute itself
and in the Institute’s working paper series. Researchers are responsible for the accuracy of their
research. All ESRI books and reports are peer reviewed and these publications and the ESRI’s working

papers can be downloaded from the ESRI website at www.esri.ie

The Institute’s research is funded from a variety of sources including: an annual grant-in-aid from the
Irish Government; competitive research grants (both Irish and international); support for agreed
programmes from government departments/agencies and commissioned research projects from public
sector bodies. Sponsorship of the Institute’s activities by Irish business and membership subscriptions

provide a minor source of additional income.



The Author

Paul K. Gorecki is a research professor at the Economic and Social Research Institute and an adjunct

professor at Trinity College Dublin. He specialises in regulation and competition policy.

Acknowledgements

This paper was funded by the Energy Policy Research Centre at the ESRI. It has benefited greatly from
excellent comments and suggestions on earlier drafts as well as discussions with my colleagues John
FitzGerald, Sean Lyons and Richard S.J. Tol. Conor Devitt provided able assistance with the graphics and
the estimates of the impact of transaction costs on interconnector flows using IDEM. Two referees also
provided useful comments. In addition, helpful information and advice on the regulation and operation
of the electricity market was received from persons in Department of Communications, Energy and
Natural Resources (DCENR), the European Commission (EC), Ofgem, Commission for Energy Regulation
(CER), EirGrid, Electricity Supply Board (ESB), Single Electricity Market Operator (SEMO), and Scottish and
Southern Electricity (SSE) Renewable, the last five also providing very valuable comments on an earlier

draft of the paper. However, the author remains responsible for any errors and omissions.



Executive Summary

The European Union is creating a single electricity market. Like the single European
market for goods and other services, if the price of electricity is lower in France than
Ireland, traders will export electricity from France to Ireland, thus lowering the price
in Ireland. The legal architecture has been enacted. Important implementation
decisions still need to be completed. An EU-wide deadline of 2014 has been set.
However, Ireland has been granted transitional arrangements until 2016. On
completion the scope of the single EU electricity market is likely to include wind
power from the North Seas and solar power from North Africa. What are the
implications for Ireland?

First, costly undersea cables have to be built so that Ireland can participate in the
single EU electricity market. Without such interconnection, Ireland will not be part
of the wider EU electricity market, but instead be characterised as a small closed
electricity system catering for a few million people and a smaller number of
businesses. The Moyle Interconnector (“IC”) already links the all-island electricity
market to Scotland, while the East West IC to England is due for completion on Q3
2012. ltis expected to cost €600 million. However, to fully participate in the single
EU electricity market interconnection capacity will have to be at least doubled. This
will not be completed until later in the decade at the earliest.

Second, participation in the single EU electricity market is likely to bring substantial
benefits to Ireland. Ireland has high electricity prices by EU standards. Access to the
wider EU electricity market should result in electricity prices that will be lower than
they otherwise would be. Security of supply will increase through access to a greater
diversity of fuels — hydro power from Northern Europe and nuclear power from
Great Britain and France. There will be less need for reserve capacity to insure
against supply interruption. The price benefits assume, however, no major policy
failure in UK energy policy that results in higher electricity prices in the medium term
that cannot be offset through increased interconnection between Great Britain and
continental Europe. Such a policy failure might, for example, be Great Britain’s
inability to replace a quarter of its generation capacity by 2020.

Third, there is a strong role for government in assisting in building interconnectors.
The benefits of increased security of supply and a smaller reserve capacity are
difficult for private firms to appropriate or capture. As more and more
interconnection capacity is built to Great Britain, electricity prices in Ireland will
converge to those in Great Britain. However, the returns to interconnector owners
will fall, since traders will be prepared to pay only a small price to use the



interconnector — at a maximum the difference in price between electricity in Great
Britain and Ireland. Hence there is a role for the State to ensure that enough
capacity is built.

Fourth, the single EU electricity market will facilitate achieving the State’s target of
generating 40 per cent of electricity from renewable (virtually all wind) sources by
2020. Wind is a variable source of electricity. When the wind speed is too low or
too high it cannot be used, and expensive thermal plants have to be ramped up;
even when the wind blows at usable speeds, some of the wind generated electricity
may not be used since the electricity transmission system can only use a certain
proportion due to system security issues. Access to the wider EU market lessens
these problems: when the wind does not generate electricity it can be imported;
when the wind generates too much electricity for use in the all-island market it can
be exported.

Fifth, although completing the single EU electricity market will facilitate achieving
the 40 per cent renewable target in a cost-effective way, the building of additional
interconnectors primarily to export renewable electricity would be costly. If all
planned wind farms are completed, capacity will comfortable exceed the 40 per cent
renewable target. As aresult there are likely to be demands for the construction of
interconnection capacity to export renewable electricity. However, if this additional
capacity receives extensive public support it will feed through to higher electricity
prices. To accommodate additional wind on the transmission system will require
extra investment to strengthen the system, again feeding through to higher
electricity prices. Finally, additional interconnection capacity is unlikely to be used
when the wind does not blow, with the result that the interconnector may not be
fully funded through congestion revenue and its costs will be borne by electricity
consumers. One way in which a Member State that generates excess renewable
electricity, such as Ireland, could capture value is through tradable renewable
permits. The excess could be sold as renewable permits to a Member State for
which reaching its target using domestic measures only was more costly.

Sixth, the all-island electricity market, the Single Electricity Market (“SEM”), must
comply with the single EU electricity market regulations and network codes for
trading over interconnectors. This may prove costly. Completing the single EU
electricity market requires common rules for trading across interconnectors. This is
important for encouraging trade in electricity between Member State markets.
There are considerable differences between, for example, the electricity market
rules in Ireland and Great Britain, which discourages trade in electricity. If these
differences are not resolved then interconnectors will not be used efficiently and the
benefits of the wider EU electricity market will not be fully realised. The SEM, four



years old on 1 November 2011, has worked well for consumers. The issue becomes
the extent to which the essential features of the SEM, such as a mandatory poolinto
which all generators have to bid short-run marginal cost, can be retained, while at
the same time, complying with EU electricity market regulations and network codes.
Initially small changes have been made to the SEM to comply which will come into
effect in 2012. However, it is still unclear whether further small changes will be
required or whether a fundamental and substantial redesign of the system will be
required. Redesigning the SEM is not only likely to be costly but could also create
considerable investor uncertainty.

An important aspect of the EU legislation creating the EU wide electricity market is
the principle of subsidiarity. Under this principle responsibility for a particular task or
area is assigned to the Member State where it can be more effectively dealt with at
that level. There is no a priori reason why different electricity market designs cannot
be interconnected using somewhat different arrangements in terms of, for example,
frequency of trading electricity. The legislation creating the EU electricity market
refers to Member States not being forced to redesign their systems so as to meet
the interconnection rules. Hence, the rules for the market should permit Ireland the
time and space to implement the policies of the EU electricity market in a manner
consistent with its needs.



