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Europe’s capacity for Energy Union

Summary

Last week Europe’s Competition Commissioner Margrethe Vestager launched a
sector-wide inquiry into the use of ‘capacity mechanisms’ - schemes in which
power plants are paid to remain available to provide back-up generation, rather
than for the power they actually produce. At first glance the inquiry appears
technical and rather narrow, but the outcome will have significant implications
for both the future of gas in Europe and the Commission’s long-held ambition to
create a single European energy market. Together with the reactivation of the
antitrust case against Gazprom, the inquiry also highlights DG Competition as an
important actor in shaping the Commission’s much vaunted Energy Union. How
Vestager and her team choose to exercise their considerable discretion in the
capacity mechanisms inquiry will be an important signal in whether the Energy
Union emerges as a serious upgrading of the European energy market, or simply a

rebranding exercise.

Last week Europe’s Competition
Commissioner Margrethe Vestager
launched a sector-wide inquiry into the
use of ‘capacity mechanisms’ - schemes
in which power plants are paid to remain
available to provide back-up generation,
rather than for the power they actually
produce. The inquiry will focus narrowly
on the compliance of these remuneration
schemes with Commission state aid
rules, but the significance of the inquiry
is much wider, with implications for

both the future of gas in Europe and the
creation of a single market for energy.
More broadly it highlights the role of
Directorate-General for Competition (DG
COMP) in shaping the Commission’s much
vaunted Energy Union.

Across Europe governments facing the
threat of disruption in power supply from
both the retirement of old capacity and
an increasing volume of variable capacity
from renewable energy sources which
require back-up. The problem is that
wholesale power market prices - which
are being lowered by renewables bidding
into the market at zero marginal cost -
are removing incentives for investment
just as it is needed. As a result, capacity
margins - the ‘buffer’ of generation
capacity electricity above normal peak
demand - have begun to shrink in a
number of markets. After a period of
debate a consensus has emerged across
Europe that the answer to this problem
is intervention in the market in various
forms of capacity mechanisms.
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DG Comp will now seek to determine whether a
range of different capacity mechanisms introduced
by member states meet the technical rules set out
in 2014 in the Commission’s ‘Guidelines on State Aid
for environmental protection and energy’. While
the rules are clear that the market interventions
must be “appropriate”, “proportional” and “avoid
undue negative effects on competition and trade”,
there remains significant scope for interpretation
and there will be plenty of work for the lawyers.
The inquiry will take in reviews of 11 member states
who have either implemented capacity mechanisms,
or have plans to do so, including France, Germany,
Italy, Poland and Spain. It will exclude for now

the UK, whose capacity market was cleared by DG
COMP in July of last year. The Commission will invite
comments on initial findings by the end of 2015,
with the final report published in mid-2016.

While the Commission recognises the problem of
squeezed capacity margins, it has always advocated
greater interconnection between member states
as the first-best solution, arguing that sending
spare power across Europe to where it is needed

is a cheaper solution than paying power plants

in every member state to be on standby. The
potential advantages of the Commission’s long-
held ambition for a truly single European energy
market - which was supposed to be completed

by 2014 - are clear. However, limitations imposed
by the gaps in physical infrastructure continue to
frustrate the Commission’s vision of energy as “the
fifth freedom” of the EU. Progress is being made
through the Commission’s Projects of Common

23
104 -
38
I
20 l24

2011 2014
m Hydro mNuclear mLignite mHard coal
Gas EWind m Solar Biomass

Fig 1: Power generation in Germany (TWh)
Source: ENTSO-E
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Interest programme, including the high-profile Santa
Llogaia - Baixas power link across the Pyrenees. But
there remains a way to go before Europe reaches
the Commission’s somewhat arbitrary goal of all
member states having interconnector capacity
equal to 15% of their production by 2030.

More fundamentally however many member states
have proved reluctant to integrate energy markets
with their neighbours. In part this is due to a
reluctance to see foreign energy companies benefit
from the raft of subsidies and support schemes
which characterise most European energy markets.
There are technical issues too, for example how
foreign generators which agree to provide back-up
generation capacity can guarantee the capacity on
interconnectors needed to feed into a neighbouring
power market at short notice. For regulators there
are questions about their jurisdiction in setting rules
for generators across national borders. But perhaps
most critical is a basic fear among governments that
European solidarity might waver in times of acute
stress on the energy grid. The provision of energy is
one of the core functions of the modern state, and
many member states remain reluctant to elevate
that responsibility to the European or even regional
level.

The Commission knows all this very well, and has
identified capacity mechanisms as a potential threat
to the single market. The suspicion of those in DG
Energy is that member states will use capacity
mechanisms to pay only generators in their own
country, at once undermining the incentives for
investment in interconnection and perpetuating

the fragmentation of national energy markets. The
major focus of the Commission’s rules is therefore
to ensure that capacity mechanisms do not ‘crowd
out’ interconnection and include “the participation
of operators from other member states where such
participation is physically possible.” As capacity
mechanisms roll out across Europe, the ability of DG
COMP to enforce this will be critical in ensuring that
capacity mechanisms do not turn into barriers to
market integration.

The Commission rules also seek to ensure that
capacity mechanisms are not being used to favour
particular technologies or fuels. Nevertheless,
capacity mechanisms may well be critical to the
future of one particular fuel - gas. In a number of
its key markets - notably the UK and Germany - gas
as a fuel for power generation has been severely
squeezed between rapidly expanding renewable
generation and cheap, if more polluting, coal-fired
power generation. The result has been significant
numbers of new efficient Combined Cycle Gas
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Turbine (CCGT) plants either standing idle,
operating at very low levels, or even in some cases
being mothballed as in Germany where gas-fired
power generation has fallen by two thirds since
2011 (Fig 1). In December 2014 access to capacity
mechanism payments provided a lifeline for CCGTs
in the UK which secured around half of the £956
million of capacity contracts offered for 2018 (Fig
2). In a number of European markets gas plants face
a precarious future unless similar support is made
available. European utilities, suppliers of gas, and
makers of turbines will all be watching the DG COMP
inquiry very closely.

DG COMP’s inquiry comes at the beginning of a
period of potentially far-reaching but as yet largely
undefined Commission action on electricity markets
led by Commissioner for Energy and Climate Action
Miguel Arias Canete as part of its Energy Union
agenda. The Commission has set out an extensive
and ambitious work programme for the coming
eighteen months: developing a new European
electricity market design with legislative proposals
to follow in 2016; reviewing the regulatory
framework, reinforcing European regulators
Agency for the Cooperation of Energy Regulators
(ACER) and the European Network of Transmission
System Operators for Electricity/Gas (ENTSO-E/G);
proposing legislation on security of supply for
electricity in 2016; and seeking to fund and develop
more interconnection between member states.
Running through all of these programmes is the
Commission’s ultimate ambition to create a single
European power market. Although energy is a
‘shared competence’, member states emphasise at
every opportunity that the Article 194 of the Treaty
guarantees a “Member State’s right to...determine
its choice between different energy sources and

the general structure of its energy supply”. The
Commission has relatively few tools to overcome
member state opposition where it arises, however
in energy - as with other portfolios - DG COMP has
proved to be a something of an exception. The
Commission’s success in the implementation of the
legislative ‘third energy package’ - most notably
including the requirement for the separation of
ownership of generation, transmission and supply
assets in both electricity and gas - has been
underwritten by a DG COMP willing to enforce the
rules and prosecute transgressors. This approach
has ultimately culminated in the long-awaited
release of the statement of objections in DG COMP’s
antitrust case against Russian gas supplier Gazprom
at the end of April.

The launch of the inquiry into capacity mechanisms
is perhaps a sign that the Commission has learned
its lesson from the third energy package and

will seek to use DG COMP to further the Energy
Union project. Commissioner Vestager has already
signaled her engagement, emphasising that “the
entire field of energy is of huge interest to us...

We will also consider how we in DG COMP can best
use our resources in order to enable that project.”
The vagueness of the state aid rules on capacity
mechanisms certainly provide DG COMP plenty of
room to exercise its discretion on which capacity
mechanism schemes to pass and which to block. It
is even possible that DG COMP could use the inquiry
as leverage to unpick existing distortions, such as
wholesale price caps, in certain national markets
as a precondition to accepting their capacity
mechanisms.

Compared to the more common antitrust cases,

the capacity mechanism inquiry will provide a very
different test for Vestager and her officials. First,
these sector-wide investigations are by their nature
less prosecutorial and can become almost academic
and somewhat arcane discussions. Any alleged
violations of the Commission’s guidelines will be
hard to demonstrate and quite likely subject to
legal challenge - particularly where member state
capacity mechanisms are already in place.

Second, although Vestager has already shown

her appetite to take on tough cases (albeit both
the Google and Gazprom cases were launched by
her predecessor Joaquin Almunia) member state
governments may prove opponents of an entirely
different nature, particularly in such a sensitive
policy area. The Commission has a long institutional
memory, and within DG COMP there will be many
officials who remember with caution the 2005
energy sector inquiry in which the Commission
identified “serious shortcomings” in both electricity
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and gas markets across Europe, but encountered
massive pushback from member states led by
Germany and France. The appetite within DG COMP
to take on member states on domestic energy issues
is an important, but open question. The willingness
to do so will be an important signal in whether the
Energy Union comes to be regarded as a radical
upgrading of the European single energy market, or
simply a rebranding exercise.
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