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Abstract

This paper discusses the level and design of support schemes used to pro-
mote renewable electricity in Europe. A theoretical model is presented to de-
termine optimal renewable energy policies. Policies that solely aim to address
environmental externalities and energy security risks are unlikely to make re-
newable power technologies competitive. Learning effects and spillovers are
necessary to justify the need for support schemes. The analysis suggests that
feed-in premiums guaranteed in addition to the electricity market price should
be preferred over feed-in tariffs, which provide the eligible power producer with
a guaranteed price. The premiums should be time limited and frequently re-
viewed. Once the technology becomes competitive, tradable green certificates
would be a more suitable support instrument. As regards wind energy, the
available estimates of externalities suggest that levels are probably too high
in many Member States. In addition, the current promotion of photovoltaics
could possibly be more cost-efficient if it targeted technology development
more directly.
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1 Introduction

The Directive on the promotion of the use of energy from renewable energy sources
was one major part of the Energy and Climate package agreed by the Council in
December 2008. The promotion of renewable energy aims at (i) reducing CO2-
emissions, (ii) diversifying the energy mix and thereby improving energy security,
while at the same time (iii) contributing to the competitiveness and growth of the
EU economy through technological development and the development of a new in-
dustry. In other words, this policy aims at addressing the externalities related to
environmental damage, energy security risks, and knowledge spill-overs. The new
Renewable Directive creates a regulatory framework for achieving a share of 20%
renewable energy in EU energy consumption by 2020. It sets national renewable tar-
gets for Member States, taking account of different starting points and potentials,
as well as differences in GDP.

The policy instruments applied to promote the introduction of renewable energy
sources remain, however, the competence of Member States. This note focuses on
these policy instruments, and in particular on the features of the most common
systems, that is, feed-in tariffs, feed-in premiums and green certification/obligation
systems. One objective of this paper is to assess the support levels in relation to the
above-mentioned externalities. Another objective is to look at how these systems
can be designed as efficiently as possible considering the ambitious renewable policy
target. The note discusses various implementation issues related to these schemes,
including the issue of harmonisation, compatibility with the internal electricity mar-
ket as well as the sequencing of instruments.

The note is structured as follows. Section 2 presents the current state of play as
regards the share of renewables and expected production cost developments. Section
3 describes the model and discusses the level of support schemes when considering
the different externalities. Section 4 focuses on the design of support schemes and
covers the issue of uncertainty, trade and the impact on the internal market. Finally,
section 5 is an economic assessment of current support schemes in Member States,
based on the considerations previously analysed. Section 6 concludes by recalling
the main policy recommendations of the paper.

2 Market share and production cost developments

In 2007, the overall EU share of renewables in the energy mix was 7.8%, while nearly
17% of the EU electricity production originated from renewable energy sources'.

!The definition of renewable energy applied in EU energy statistics includes hydropower, wind
energy, solar energy, biomass and wastes, and geothermal energy. The Renewable Directive
(European Commission 2009a) defines it as "energy from renewable non-fossil sources, namely
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Hydro power, a well-established mature technology, accounted for about 10% of
electricity production in the EU. The potential for additional large-scale hydro power
is close to exhaustion at the EU level, and the focus of this note is therefore on the
new innovative renewable technologies. These technologies account for the remaining
7%, which is dominated by power production based on biomass (3%) and wind
(3.1%). The new technologies have experienced a considerable growth in the last 10
years (see figure 1), starting from a very low level. The share of renewable sources
in overall power production is expected to grow considerably not only as a result of
climate and energy policies, but also in the business-as-usual (BAU) scenario due
to existing policies as well as increasing fossil fuel prices over time. The projections
for the implementation of the energy and climate policy estimate that renewable
energy sources will account for 31% of electricity production in 2020 in the EU27.
The corresponding figure for the BAU scenario is 20%?2.

The overall use of renewable energy varies considerably across Member States.
The share of renewable energy in power production ranges from around 70% (Aus-
tria) to nil for Cyprus and Malta, or 1.4% for Estonia. The mix of production tech-
nologies also varies significantly. Figure 2 shows that large scale hydro dominates
renewable electricity generation, but the share of wind electricity is also significant
in Germany, Denmark and Spain. Small scale hydro is mainly applied in Austria,
Germany, Spain, France and Italy, while solid biomass is applied in Finland, Ger-
many, and Sweden. Biogas, on the other hand, plays a role in particular in Germany
and the UK.

The generation cost of renewable electricity generally remains higher than that
of conventional technologies. Figure 3 presents comparable costs for different tech-
nologies in 2007, as well as projections for 2020 and 2030 (see the detailed numbers
presented in Annex 7.1). These projections represent expected learning curves, as
further technology development and more deployment are expected to reduce pro-
duction costs over time (European Commission 2008a). However, there is a question
regarding the causation here, since lower costs would also induce more deployment.
A policy that promotes early deployment could thus run the risk of resulting in lower
than expected learning rates (Stern 2006).

Cost ranges are expressed in €(2005)/MWh, which allows for a comparison of the
economic competitiveness during the life time of the power plant. The comparison is
based on a state-of-the-art facility that is assumed to start operating in the relevant
year. The reported ranges reflect variations in capital costs which depend on specific

wind, solar, aerothermal, geothermal, hydrothermal and ocean energy, hydropower, biomass, land-
fill gas, sewage treatment plant gas and biogases"(Article 2a). Currently, there can be small
discrepancies between the energy statistics and the coverage of the directive, in particular regard-
ing the inclusion of the different types of heat pumps and the treatment of waste. Work is on going
to improve the statistics on renewable energy.

2The figures notably assume an oil price of $61/bbl (European Commission 2008c).
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Figure 1: Renewable electricity generation in the 27 EU Member States, TWh per
year (Source: Eurostat, hydropower excluded)

technology choices, plant location and market conditions across the EU?.

It is clear that costs differ substantially depending on the site and local conditions
of the investments, which will have a large impact on the competitiveness vis-a-vis
conventional power technologies. Biogas, on-shore wind and small-scale hydro have
the potential to compete with nuclear, gas and coal if local conditions are in their
favour. Higher fuel prices would also benefit these technologies. Photovoltaic and
off-shore wind farms have the largest potential to reduce costs.

As mentioned above, the cost of producing renewable electricity remains on aver-
age higher than that of conventional technologies, and high in relation to the average
wholesale prices. However, these relative costs do not take account of all the negative
externalities related to the use of conventional power production. Since 2005 the EU
Emission Trading System (ETS), which covers fossil fuel based power generation,
introduces an opportunity cost for power producers on the negative externality of
CO2-emissions. Taking account of these costs improves the competitiveness of re-
newable electricity and creates a level playing field in this respect. Air pollution as

3The variability related to fuel retail prices is, however, not included in the ranges, but based
on an oil price assumption of $54.5 per barrel (European Commission 2008b).
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Figure 2: Renewable electricity generation in European Union in 2007, TWh
(Source: Eurostat)

well as other environmental standards similarly add to the generation cost of con-
ventional power. However, despite these rather recent efforts to internalise external
costs, renewable electricity remains more costly than electricity produced with es-
tablished technologies. Various forms of economic support schemes are therefore
applied at national level to support the market introduction of renewable electricity
technologies. The objective is to create economies of scale and allow for further
technology development, which will reduce the costs of these technologies over time
and render them competitive in the longer run. Further diversification of the fuel
mix, in order to improve the security of supply, is another policy objective. The
most common renewable electricity support schemes include feed-in tariffs, feed-in
premiums and green certificates.

Feed-in tariffs provide the eligible renewable power producer with a guaranteed
price for the power they feed into the grid. The preferential and technology-specific
tariffs are regulated by the government and are normally guaranteed for a period of
10 - 20 years. The electricity is delivered to the grid, where the system operator will
ensure the further distribution of the renewable electricity. Hence, the producers
also face a rather secure demand for their renewable power. The feed-in tariffs
thereby reduce both the price and market risk, and create certainty for the investor
regarding the rate of return.
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A feed-in premium provides the producer with a guaranteed premium in addition
to the electricity market price. The preferential and technology-specific premiums
are still determined by the government and the producer still benefits from a secure
demand. However, in this case, the price faced by renewable electricity producers
fluctuates according to the changes in the electricity market price.

Green certificates are normally based on a quota obligation. Hence, the govern-
ment imposes an obligation on consumers or suppliers to have a certain percentage
of the electricity sourced from renewable sources. The authorities issue certificates
to producers corresponding to their production of renewable energy, which are sold
separately from the electricity. The quota obligation on electricity suppliers ensures
that there is a demand for certificates, as suppliers will need to buy certificates to
fulfil their quotas. The main advantage of this system is that it allows competition
between renewable producers as the certificate price will depend on demand and
supply of green certificates.

Feed-in tariffs and premiums are currently used by 21 Member States. Six
States apply green certificates, and a few countries are planning to do so in the
future. Other instruments include tenders, grants and various fiscal support mea-
sures. However, these instruments are often applied as a complement to the other
support systems. The features of feed-in tariffs, feed-in premiums and green cer-
tificates are discussed in the next sections on the basis of the externalities they
address.

3 Considerations on the level of support schemes

3.1 The model

Consider the following stylised partial equilibrium model of the electricity sector,
inspired by existing contributions (Fischer & Newell 2008, Lehmann 2009). The
electricity sector encompasses two sub-sectors. One sector uses fossil fuels to gener-
ate electricity, which creates polluting emissions as a by-product. The other sector
employs renewable energy sources. Both sectors are assumed to be competitive and
produce an identical output, electricity.

The model has two periods and there is discounting at rate ¢ between periods.
The fossil-fuel sector uses a technology based on fossil fuel and, to simplify, one
unit of fossil fuel is necessary for one unit of production x. Production costs are
increasing and convex and summarised by the following function: C(x;). Emissions
are assumed to be fixed at rate p. To avoid excessive complications and without loss
of generality, polluting emissions are limited to the first period. Total emissions from
the emitting sector are: 7 = pux;. Polluting emissions produce damage to society,
which depends on the overall level of emissions: D;(FE;). Damage is assumed to be



increasing and convex. The renewable sector consists of n identical firms, each one
of them producing the same electricity output ¢; in period ¢. Individual production
cost in period one is G1(q;). Individual production cost in period two is a function of
output in period two and the total level of learning, or experience, L in period one,
that is, Ga(qe, L) (Blédsi & Requate 2007). Total learning depends on the output
of the firm under consideration and the output of all other identical firms in the
sector: L = ¢1; + pZ?:Li;ﬁj ¢1;, which can be simplified by L = ¢; + p(n — 1)¢; as
firms are identical and produce the same output level. Note that the second part
of this equation is considered as given by individual producers. The spillover rate
p indicates to which extent a firm can benefit from the experience made by other
firms. Production costs in each period are increasing and convex. Production cost
in period two is declining and convex in learning. Learning also reduces marginal
production cost in period 2. Production cost in period 2 is assumed to be convex
overall.*

Total output of the electricity sector in period ¢ is the sum of electricity generated
in the fossil-fuel sector and the renewables sector: @); = x; + ng;. In equilibrium,
electricity output equals electricity demand. The inverse demand function is given
by P, = P,(Q:), with P/(Q;) < 0. We assume that P,/(Qp + P/(Q:)Q: < 0, implying
that the inverse demand function is not too convex.

In the context of this model, energy security is also a source of externality. There
exists an energy mix, which consists of an optimal share s* of renewable-based
electricity, that would minimise the risk of energy insecurity. Any other energy mix
induces the chance of a positive and increasing damage Si(x1,nq;). Again, to limit
excessive complications and to facilitate comparisons, the energy security issue is
limited to the first period.

Total welfare includes consumer surplus, electricity producers’ profits and dam-
age induced by polluting emissions and energy insecurity.

Q1

(1) W = bfpl(Ql) - C(Qil) - nGl(Ql) - 51(71%,1‘1) - D1(E1)

Q2
+0( [ Po(Q2) — C(x2) — nGa(qe, L))

0

4Tt would be possible to further account for the vertical structure of the renewable power
industry by considering an upstream industry of oligopolistic renewable power equipment producers
engaged in learning by doing (Reichenbach & Requate 2009). This would also require making a
distinction between learning-by-doing in the renewable energy equipment industry or in renewable
electricity production. The main differences originate from effects on international trade, since
the output of the machinery and equipment sector is intensively traded on international markets
unlike renewable electricity (Schumacher & Kohlhaas 2007). However, this extension is considered
unnecessary in this simplified context.
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3.1.1 The social optimum

Welfare is optimised with respect to the level of production for the fossil-fuel sector
and for the renewable sector for the two periods when:’

, , 08
(2) Pio= C'(w)+Dy(E)p+ 5
1
o 0G5 OL 0G5y 0L, 05
(4) Py = C'(x)
(5) Py = Gy(q)

where D} (E;) is the derivative of the environmental damage function with re-
spect to environmental emissions and 0,57 /0x; is the partial derivative of the energy
security damage function with respect to the production of fossil-fuel based electric-
ity. Other derivatives adopt the same conventions.

These equations present the conditions for a socially optimal allocation of re-
sources. Welfare is optimised when the price of electricity, or the consumers’ mar-
ginal willingness to pay, is equal to its marginal cost. The marginal cost of electricity
is measured as the marginal private production cost plus any marginal social cost
associated with the production of electricity. This holds both true for the fossil-
fuel based electricity sub-sector as well as for the renewable-energy based electricity
sub-sector.

3.1.2 Introducing feed-in tariffs

The design of feed-in tariffs deviates from that of a traditional subsidy in some
respects. First, it takes the form of a guaranteed price as producers of electricity
receive a fixed feed-in tariff o per unit of electricity produced in period 1. Unlike
traditional subsidies, the tariff is not funded through the government budget but by
the system operators through an add-on ¢, to the electricity price in period one.
The add-on is determined endogenously and amounts to the feed-in tariff times the
share of renewable electricity in total electricity supply.

_ong
(6) Y1 = O,

In a competitive market, electricity producers take this add-on as given.

5We made the necessary assumption on demand and cost curves to ensure that the problem
was globally convex, that is second order conditions are always satisfied.
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3.1.3 Introducing tradable green certificates

Tradable green certificates set a target for the share of renewables in the overall
consumption of electricity. The producers of green energy have the right to issue
green certificates. The market for green certificates determines their price. Let «
be the share of renewables in the overall consumption. Let 3; denote the market
clearing price of certificates. The add-on 1, to the electricity price paid by consumers
is then:

(7) Yy = B

Under perfect information, the two policies bring identical results, that is, we
must have: ¢; = 1), and more specifically o = 3, and ”—qll = «. The only difference
between the two policies is that in the case of a feed-in tariff, the share of renewables
(quantity, i.e. «) is endogenous whereas in the case of green certificates, the add-on
price is endogenous.

The remainder of this section focuses on the determination of optimal feed-in
tariffs. Similar results could be derived for green certificates. Different scenarios
are considered, according to assumptions made on the number of externalities that
the regulator faces, as well as on the number of available policy instruments. The
objective of this approach is to introduce gradually the treatment of the different
externalities.

3.2 Pollution

3.2.1 Using renewable support schemes to address an environmental
externality

Let us consider first that the only externality that needs to be internalised by the
regulator is the pollution one. Standard environmental economics theory states that
a Pigovian tax would in this context be optimal, that is, an environmental tax on
polluting emissions whose rate would be equal to the marginal social damage of
emissions. Here, it is considered that a renewable support scheme is used to address
the environmental externality. In this scenario, welfare is:%

(8) Wpon = ?1P1(Q1) — C(x1) —nGi(q1) — Di(EL)

6Note that there is no need to consider the second period as, under this set of assumptions,
there are no possible interactions between the two periods.
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The optimal feed-in tariff is determined by backward induction, that is, first by
determining optimal production levels given the tariff and then by solving the regu-
lator’s welfare maximisation problem. Details of the calculations, for this subsection
as well as for the other ones, are provided in Annex 8.1. The optimal feed-in tariff
under this scenario is:

dzry

(9) Opout = P1 — Di(El)Mndfﬂ
do
This equation simply states that the optimal tariff should be equal to the price of
electricity plus a mark-up. Recall that % < 0 and therefore, the second part of the
right-hand side of this equation is positive. This mark-up consists of the marginal
social damage of polluting emissions times the impact of a change in the feed-in tariff
on the relative levels of electricity production. The following proposition summarises
the results.

Proposition 1 An optimal feed-in tariff internalising a pollution externality should
be chosen above the electricity market price. The optimal mark-up is lower than the
marginal damage of emissions.

Proof: under our assumptions on the demand curve and the production cost
dxq

function, we necessarily have: 0 < ——%- < 1
n

Two major considerations can be derived from this result. First, the regulator
uses the feed-in tariff to modify polluters’ behaviour. The only way to do so is to
choose a feed-in tariff above the electricity market price so as to increase the share of
renewables and decrease production by fossil-fuel based electricity producers. The
problem with this approach is that such a renewable support scheme would not
give the right incentives to the renewables sector. In this specific example, we have
considered that the renewables sector creates no specific externality. Thus, there
is no reason to distort the price faced by renewable electricity producers. What is
optimal for the fossil-fuel sector is not optimal for the renewables sector. Hence,
it is more efficient to directly address the emissions in the fossil-fuel sector than
subsidising the renewables energy sector so as to indirectly influence, via a change
in the market price, firms using fossil fuel sources. It is more efficient to address an
externality as close as possible to its source.

Second, one could question whether such a feed-in tariff would be sufficient to
promote renewable electricity production, given the important differences in pro-
duction costs between conventional and renewable energy sources. This is discussed
in more detail below.
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3.2.2 External costs and the competitiveness of renewable electricity

The CASES research project (CASES 2009) provides estimates for several types
of environmental externalities, and provides data on production costs, including
external costs, for various technologies. This project aims to identify the full costs of
electricity generation. Although some of the assumptions made could be challenged,
the range of results remains of the same magnitude as the costs presented in section
2 and offers a good basis for discussion. Figure 4 summarises the results of the
project (see as well Figure 9 in Annex 7.1).

The results for the current period (2005-2010) show that renewable electricity
produced with on-shore wind technology is close to being competitive as compared
to electricity produced with fossil-fuel sources, while hydropower is slightly more
expensive, provided that externalities are taken into account. Note that this is to a
large extent explained by the high cost associated with GHG emissions (measured
in the CASES project by the marginal abatement cost of GHG emissions)”. Other
renewable energy sources are, on the other hand, not yet competitive vis-a-vis con-
ventional energy sources. This also means that a support scheme only internalising
the environmental externality would not be sufficient to cover the costs of most re-
newable energy sources. In other words, the environmental externality only cannot
justify current support schemes. The following policy conclusion summarizes our
results.

Policy conclusion 1 Policies that solely aim to internalise environmental exter-
nalities are unlikely to make renewable power technologies competitive. Further-
more, it is more efficient to apply the policy instruments directly at the emission
source rather than to support alternative clean technologies. Other considerations
are therefore needed to justify policies supporting renewable energy production.

3.3 Energy security

With both energy consumption and dependence on oil and gas imports growing,
the risk of supply failures is rising, setting a shadow price on some energy sources.
The EU has decided to promote a broad mix of energy sources. Renewable energy
sources have a role to play in this regard as they can contribute to a more diversified
energy supply. When only considering the energy security externality, welfare is:

(1()) Wgs = jflpl(Ql) - C(z1) — ”Gl(Q1) — Si(nq1, 1)

"Combined heat and power production based on biomass is also competitive, but excluded from
this discussion as it requires a demand and a distribution network for the heat.

14



COSTS OF ELECTRICITY GENERATION IN EU (Ec/kWh)

2005-2010 2020 2030
Full Private | External | Full Private | External | Full Private | External
Technology costs | costs | costs costs | costs | costs costs | costs | costs
biomass (woodchips) CHP with an extraction condensing turbine 1,79 1,13 0,66 1,80 0,98 0,82 197 0,98 0,99
nuclear power plant 3,32 3,10 0,22 2,76 2,62 0,14 2,40 2,28 0,12
hard coal CHP with backpressure turbine 3,88 0,89 2,99 4,19 0,91 3,28 525 1,04 421
hard coal CHP with extraction condensing turbine without CO2 capture 4,07 131 2,76 431 1,34 297 521 1,39 3,82
hard coal CHP with extraction condensing turbine with CO2 capture 4,07 1,31 2,76 4,26 312 1,14 4,48 3,09 1,39
biomass (straw) CHP with an extraction condensing turbine 4,61 2,59 2,02 4,37 2,18 2,19 4,80 2,18 2,62
lignite IGCC without CO2 capture 538 3,00 2,38 4,96 2,83 2,13 5,68 2,77 2,91
lignite IGCC with CO2 capture 538 3,00 2,38 4,15 339 0,76 428 334 0,94
natural gas CHP with extraction condensing turbine without CO2 capture | 5,39 4,12 1,27 5,72 4,37 1,35 6,17 4,40 1,77
natural gas CHP with extraction condensing turbine with CO2 capture 5,39 4,12 127 7,22 6,37 0,85 7,36 6,32 1,04
lignite condensing power plant 5,65 2,68 2,97 515 2,18 2,97 6,07 2,14 3,93
natural gas combined cycle CHP with backpressure turbine 571 431 1,40 583 4,27 1,56 6,31 4,24 2,07
natural gas combined cycle without CO2 capture 6,20 481 1,39 6,04 4,58 1,46 6,43 4,54 1,89
natural gas combined cycle with CO2 capture 6,20 481 1,39 6,90 5,98 0,92 7,03 591 1,12
wind, on-shore 6,21 6,11 0,10 6,09 6,02 0,07 6,03 5,96 0,07
wind, off-shore 6,46 6,36 0,10 6,21 6,14 0,07 588 581 0,07
hard coal condensing power plant 6,47 333 314 6,52 323 3,29 7,30 3,16 414
hard coal IGCC without CO2 capture 6,61 3,91 2,70 6,03 3,54 2,49 6,77 3,50 3,27
hard coal IGCC with CO2 capture 6,61 3,91 2,70 5,66 4,20 1,46 5,95 4,16 1,79
hydropower, run of river >100MW 6,85 6,81 0,04 6,85 6,80 0,05 6,86 6,80 0,06
hydropower, run of river L0MW 7,90 783 0,07 791 7,83 0,08 7,92 7,83 0,09
hydropower, run of river <T00MW 7,98 7,93 0,05 7,99 7,93 0,06 8,00 7,93 0,07
natural gas, gas turbine 8,66 6,58 2,08 8,89 6,60 2,29 9,48 6,53 2,95
heavy oil condensing power plant 8,96 6,57 2,39 10,19 719 3,00 11,10 7,46 3,64
hydropower, pump storage 11,10 | 11,04 0,06 11,11 | 11,04 0,07 11,13 | 11,04 0,09
hydropower, dam (reservoir) 11,12 11,04 0,08 11,13 11,04 0,09 11,15 11,04 0,11
light oil gas turbine 12,34 9,87 2,47 13,01 | 10,08 2,93 14,03 | 10,34 3,69
solar thermal, parabolic trough 12,88 | 12,76 0,12 10,41 | 10,30 0,11 9,61 9,50 0,11
MCFC (biogas) 3521 | 31,88 3,33 17,26 | 13,23 4,03 10,75 6,36 4,39
MCFC (natural gas) 3555 | 3355 2,00 15,77 | 13,34 2,43 9,91 7,26 2,65
solar PV, open space 36,80 | 3591 0,89 21,65 | 20,83 0,82 1751 | 16,58 0,93
solar PV, roof 45,63 | 44,76 0,87 2594 | 2514 0,80 2439 | 2348 0,91
SOFC (natural gas) 47,73 | 46,80 0,93 12,54 | 11,55 0,99 8,25 7,02 1,23

Figure 4: Summary of CASES results. (Source: CASES (2009))
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Using the same methodology as in the previous section, the optimal feed-in tariff
becomes:
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Proposition 2 An optimal feed-in tariff internalising an enerqy security risk is
higher (resp. lower) than the electricity price if the production of renewable electric-
ity is initially too low (resp. too high) compared to the optimal level.

It is therefore technically possible to internalise an energy security externality
by using a feed-in tariff or tradable green certificates if we know what the optimal
energy-mix is. The feed-in tariff will be higher or lower than the price faced by fossil-
fuel based power producers, depending on whether the regulator considers that there
is too much or too little renewable electricity produced. However, this requires first
to clearly understand what the energy security risk covers and to be able to measure
it.

Diversity can be discussed in terms of balance, variety and disparity of the en-
ergy system (Stirling 2009). Variety is the number of different energy sources and
technologies that are used in the energy system. Balance is a function of the dis-
tribution between these sources and technologies. Disparity refers to the degree to
which these sources and technologies are related. Therefore, when discussing diver-
sity, the presence of various energy sources is not sufficient. The relative share of
each source also matters. Disparity is also relevant because some sources present
similar characteristics and face similar challenges; for example the prices of oil and
gas are highly related. It results from this analysis that no simple criterion can be
used to measure the energy security risk reduction due to the presence of renewables.

Most of the literature seems to follow an approach consisting of building indices
measuring the degree of diversity in energy sources. These indices try to include
as many dimensions as possible but often fail to induce consistent choices across
dimensions (Kruyt et al. 2009). It is not clear how these results can be used to
determine the optimal level of support to renewable power production. In fact, the
optimal level of policy intervention derived above assumes implicitly that both the
optimal level of diversification as well as the damage induced by energy insecurity
is known. The above-mentioned indices, on the other hand, are potentially able to
rank Member States in terms of the exposure to energy security risk but do not
permit to measure the externality associated with this energy insecurity. At this
stage, the only policy recommendation that could be derived is that higher levels of
support schemes could be justified for Member States with a high energy security
index.

An alternative approach would be to measure the direct costs associated with
energy insecurity (De Joode et al. 2004). A cost-benefit analysis of various mea-
sures to improve the security of energy supply in the Netherlands is provided. On
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electricity markets, the authors consider that the key risks refer to the ability of the
power sector to meet demand at all times, and the threat of execution of market
power by producers. The creation of capacity markets, reserve contracts and ca-
pacity payments could give power producers additional incentives to invest in peak
capacity. The implementation of these measures incurs relatively high costs. Hence,
the policy options are not efficient in preventing price spikes, as the welfare costs of
price spikes are lower than the costs of the policy options (unless price spikes occur
with an implausibly high frequency).

A final approach could consist of measuring the difference between the produc-
tion costs of a natural gas combined cycle power plant and of renewable power
technologies, adjusted for environmental externalities. This approach would offer
an estimate of the externality needed to justify the policy. A natural gas combined
cycle power plant is considered as the reference technology, as it is the likely choice
for new investments in conventional power production in the EU. Using results of
the CASES project (see Figure 4), one can see that the energy security risk would
have to represent a cost of €0.01 cent/kWh to justify producing electricity with on-
shore wind energy instead of a natural gas combined cycle. For all other renewable
technologies, a higher energy security cost would be necessary to justify the change
in technologies. Note also that the difference between natural gas combined cycle
without CO2 capture and on-shore wind will increase slightly by 2020-2030.

Renewable energy sources have so far only been presented as reducing energy se-
curity risk. However, the opposite could be true in some cases. First, energy security
issues are often the results of imperfectly competitive markets. In this respect, com-
petition between renewable energy technology suppliers needs to be fostered in order
to avoid market power on the supplier side and to limit unjustified price fluctuations.
For instance, according to the International Energy Agency, learning effects have in-
duced decreasing wind turbine costs by a factor of four since the 1980s. However,
since 2004, they have increased by 20-80%, due to tight supply of turbines and com-
ponents and high commodity prices (International Energy Agency 2008). Second,
intermittency is the greatest obstacle to the seamless integration of wind and solar
generated power into electricity grids. Diversification between both different renew-
able energy sources and other sources and the promotion of grid interconnections
will reduce the problem with intermittency as well as the risk of extreme weather
events disabling electricity infrastructures.

Policy conclusion 2 Based on currently available evidence, the benefits of increased
energy security seem to be quite modest. Besides, renewable sources can also, in cer-
tain cases, contribute to an increase in the energy security risk. This implies that
apart from on-shore wind, it is difficult to justify costly support measures with energy
security benefits.
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3.4 Knowledge spillovers and learning-by doing

As mentioned in Section 2, production cost in the renewable energy sector is expected
to decrease over time. Cumulative learning is an important determinant of future
production costs. In the renewables sector, total learning depends on individual
output levels, but also on the output of all other firms in the sector. The spillover
effect is not considered by individual firms when choosing their optimal level of
investment, which creates an externality and the need for public intervention. With
only knowledge spillovers, welfare is:

Q2

Q1
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In this context, a feed-in tariff is only justified in period 1. However, this will have
consequences in period 2, because production costs and thus optimal production
levels will change for renewable-based electricity producers. Annex 8.1.2 provides
the necessary steps that allow us to conclude that the optimal feed-in tariff is:

(12) Tinp = P~ 5 pln — 1)

The optimal feed-in tariff has to be set equal to the sum of the market price
for electricity and the discounted marginal gains from period-one learning spillovers
in period two. Note that without learning spillovers, there is no justification for
distorting the electricity market. The optimal share of renewables is also implic-
itly defined by this condition as it gives the optimal output level for firms in the
renewables sector.

This equation also reveals that if renewable technologies differ with respect to
marginal gains from learning in period two and/or the spillover rate, or the number
of adopting firms, a differentiation of feed-in tariffs can be justified on efficiency
grounds. However, no distinction needs to be made in the choice of the feed-in tariff
to take account of initial differences in production costs. Therefore, it is not so much
the initial situation but rather the learning rate that justifies differences in feed-in
tariffs between renewable technologies.

Proposition 3 An optimal feed-in tariff considering learning-by doing would always
be higher than the electricity price. If renewable technologies differ with respect to (1)
marginal gains from learning in period two, (2) the spillover rate, or (3) the number
of adopting firms, a differentiation of feed-in tariffs can be justified on efficiency
grounds.
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The risk with uniform support schemes is that more mature, close to market,
renewable energy technologies, for instance wind, will dominate the market. Even
if there is room for a certain degree of specialisation, too much specialisation could
result in a new form of energy dependence on a limited set of technologies. Fur-
thermore, within the wind power sector, there is a need to carefully design the time
development of the tariff levels. Increases in the feed-in tariff for wind power pro-
mote diffusion of wind capacity, which in turn encourages learning and generates
cost reductions. However, there exists also a direct negative effect of feed-in tariff
increases on learning. They induce wind power producers to select high-cost sites,
for example locations with expensive grid connections and/or poor wind conditions
and discourage the competitive pressure from other energy sources, and — as a result
— innovation activities become less attractive (Soderholm & Klaassen 2007).

As explained above, one of the main rationale for technology-specific support
schemes is based on variations in learning rates. However, there is no easy way to
measure learning rates. Differences in the return on private and public investments
in R&D could be used as a proxy for the spillover rate, but no data exist yet for
this sector. Another approach would consist of making a distinction between the
social and private progress ratios, which measure the learning rate of a technology by
considering the cost decline for every doubling of capacity. However, current studies
seem to concentrate on determining the progress ratio at the sector level, without
making a distinction between private and social learning rates. The estimation of
these ratios usually varies between 0.75 and 0.95, depending on the studies and
the technologies considered (Van Benthem et al. 2008, Papineau 2006). One policy
conclusion is that it is extremely difficult to measure the spillover rate, even though
it is a key element for the determination of optimal support schemes and their levels.
The proxy used in the literature is the progress ratio, and differences in progress
ratios are used to justify technology specific support schemes.

One advantage of technology-specific feed-in tariffs is that they allow a simul-
taneous development of various technologies. On the contrary, green certificates
normally cover all eligible technologies without distinguishing between them, which
favours the most advanced technologies while providing too small incentives for less
advanced ones. Unfortunately, a potential differentiation of green certificates by
technology would reduce the scope of exchanges and negatively influence the lig-
uidity of these markets. Thus, tradable green certificates need to be complemented
with other instruments in order to promote the development of a diversified mix of
renewable energy technologies.

When all learning effects are assimilated, it is not necessary anymore to support
renewables technologies. Thus, support schemes need to be phased out when learn-
ing spillovers disappear. This implies that if the evaluation of the spillover rate is
incorrect and support measures are badly adjusted, rents risk emerging for renew-
able producers as they could benefit from too high support levels for too long. At
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this stage, the phasing out of support schemes depends on the level of development
for each renewable technology.

Policy conclusion 3 Learning rates and spillovers justify the presence of support
schemes, but measuring spillover rates adequately is a major challenge. Optimal
support levels vary across technologies and Member States, and should be reduced
reqularly to provide incentives for technology development.

3.5 Combining learning-by doing and pollution

This scenario assumes that the regulator faces two externalities: pollution and learn-
ing spillovers. Welfare is then:
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A first-best outcome is achievable through the combination of two instruments.
For instance, the regulator can use an environmental tax and a feed-in tariff to
address the two externalities. In this case, we have:

where 7 is the pollution tax rate per unit of emissions. The optimal pollution tax
is the Pigovian one, equal to the marginal social damage of emissions. Renewable
support schemes can be entirely dedicated to addressing the spillover externality.

Considering now that the regulator has to use the renewable support scheme to
address both externalities, welfare is optimised when:

AW pou+1BD p dx, 0G4y OL _dq,
16) ———————— =0« —Dj(E))u— P, —o—0p(n—1)——|— =
(16) T & —Dy(E)p——+n[P Q1) o —dp(n—1) 7 aql]dg
which gives,
. 0G4y OL ud%l
(17) UPoll+LBD = P1 — 58_[/8_(]1 (TL — 1) — Di(El)@



A feed-in tariff addressing both the environmental and the learning externalities
would be set higher than the one obtained in the context of an optimal policy mix.
This is because the regulator must increase the incentives to produce renewable-
based electricity so as to indirectly affect the production of fossil-fuel based elec-
tricity. First-best welfare is not achievable as the same instrument has to be used
to modify two variables, that is, renewable-based and fossil-fuel based electricity
production.

3.6 Combining learning-by doing and energy security

Here, welfare is:
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If the regulator can use two instruments, then an optimal policy-mix would be
the combination of a tax v on each unit of fossil-fuel based electricity production
and a feed-in tariff for renewable-based electricity producers, which gives:
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The regulator may have to address both the knowledge spillovers and the energy
security externality through the choice of a single renewable energy policy. The first-
best solution is not achievable as the same instrument has to be used to influence in
two different ways two distinct maximisation production decisions. In other words,
the optimal feed-in tariff should be different for fossil-fuel based producers, to address
efficiently energy security issues, than for renewable-based electricity producers, to
address energy security and learning spillovers. Thus, the optimal policy will be the
result of a trade-off between the two externalities. The second-best optimal feed-in
tariff is:

oG
(21) Opol+Es = P1 — 58—; (n—1)—

0S, 05,

N dg1
3Q1 0x1n do

An optimal feed-in tariff regulating both learning effects and an energy security
externality will be higher (resp. lower) than the feed-in tariff only focusing on
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learning spillovers if the initial level of renewables is less (resp. more) than the
optimal level.

3.7 Combining all three externalities

Finally, let us consider the general case where the regulator needs to address all
three externalities simultaneously. Welfare in this context is given by Equation
(1). The social optimum in period 1 is given by Equations (2) and (3). Assuming
that the regulator can use as many instruments as she wants, one can show that
only two instruments are necessary to perfectly internalise these externalities. The
main intuition for this result is that these three externalities are associated with
only two production decisions. Therefore, only two instruments are necessary to
influence the two production decisions. Using a tax rate ¥ on each unit of fossil-fuel
based electricity produced and a feed-in tariff, the regulator can address all three
externalities and enforce the first-best outcome. Optimal policy levels are given by:
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However, in the context of this study, the relevant case is when only the renewable
support scheme is used to address all three externalities simultaneously. As one
instrument cannot adequately influence two separate production decisions, first-best
outcomes are not achievable anymore. The second-best tariff is then the result of a
trade-off between the different externalities.
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As stated in introduction, the renewable energy policy has three main objectives
(i) reducing environmental pollution, (ii) diversifying the energy mix and thereby
improving energy security, while at the same time (iii) contributing to the competi-
tiveness and growth of the EU economy through technological development and the
development of a new industry. If this is the case, then optimal support schemes
should be determined based on the elements emphasized in Equation (24). We
have seen in this section that accurate measurement of these externalities is not
straightforward. The following sections refine this analysis and present an economic
assessment of current policies.

Annex 8.2 provides a numerical illustration of the main results of the model.
Some sensitivity analysis is provided so as to discuss the impact of the main pa-
rameters of the model on optimal support schemes. It is also a way to illustrate
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Figure 5: Cost-effectiveness and cost for consumers: feed-in tariffs vs. tradable
quotas with lower-than-expected marginal costs of producing renewable electricity
(Source: Finon, 2007)

how only using renewable policies to regulate three distinct externalities reduces the
economy’s overall welfare.

4 Considerations on the design of support schemes

4.1 Introducing uncertainty

The discussion on the level of support schemes has so far not considered any un-
certainties in cost development. One of the consequences is that in a situation with
perfect information both instruments have similar effects. However, if this condition
is relaxed, then the relative impact of feed-in tariffs and green certificates will differ
(Finon 2007).

Consider the situation in Figure 5 where, contrary to expectations, the marginal
cost curve turns out to be MC’ instead of MC. In case feed-in tariffs are the policy
instruments, renewable electricity production will be Q’, the cost for consumers is
OQ’YP and producers’ surplus is WYP. In case a tradable green certificate system
is the instrument, output reaches the expected level Q, the price of renewable elec-
tricity is P’, cost for consumers is OQZP’, and producers’ surplus is WZP’. All in all,
when the marginal cost of renewable electricity turns out to be lower than expected
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by policy makers, feed-in tariffs deliver a higher output at the pre-determined price
P whereas a tradable green certificate system delivers the targeted output at a lower
price. Thus, in case regulators overestimate the cost of producing renewable tech-
nologies, a tradable system is more cost-effective than a feed-in tariff as it limits the
risk of an excessively high output and burden on consumers. Tradable green certifi-
cates will, in this case, limit the burden on consumers by automatically adjusting
the price of certificates. This also underlines that in the presence of learning rates,
feed-in tariffs need to be frequently reviewed so as to adjust to the latest available
information.

From the firm’s point of view, another distinction needs to be made between
the two instruments. Under imperfect information, there is uncertainty on the
value of the endogenous variable, that is, quantity with feed-in tariffs and price
with certificates. The difference is that in the case of a feed-in tariff the quantity
produced only depends on the renewable electricity producer’s decision. Given its
cost structure, a producer determines its optimal level of production. Conversely,
with green certificates, the price at which certificates are sold is not only influenced
by the firm’s cost structure but also by its competitors’. Hence, firms that are
risk-averse are less willing to invest as their expected return on investment not only
depends on their cost structure but also on competitors’.

Hence, one element of best practice for national support schemes is to provide
stability, such as through the setting of targets or other objectives and the creation
of long-term support schemes. By guaranteeing the price and providing a secure
demand, feed-in tariffs reduce both the price and market risks, and create certainty
for the investor regarding the rate of return. This seems to be one of the main
explanations for the popularity of feed-in tariffs, and their success in generating
investment. Conversely, uncertainty about the current and future price of tradable
green certificates can increase the financial risks faced by developers and can have
a negative impact on their willingness to invest in renewable energy technologies.
Furthermore, producers have to sell green electricity as two products, electricity and
green certificates, and the risk on the green certificates market is added to the risk on
the wholesale electricity market. Thus, so far, certificates have generally generated
fewer investments than feed-in tariffs and higher costs for consumers. The risks
associated with a feed-in premium will be between those of the other two systems.
The premium provides a secure additional return for producers, while exposing them
to the electricity price risk.

Policy conclusion 4 By effectively guaranteeing the price and providing a secure
demand, feed-in tariffs create certainty for the investor regarding the rate of return.
Howewver, they also risk inducing a high burden on consumers when production cost
estimates are incorrect. Hence, they should be time-limited to keep rents and the
overall costs for consumers down, and frequently reviewed to adjust the system to

24



the latest available information. This is also valid for a feed-in premium. Certificates
should in theory limit the costs to consumers as the level of support is determined on
the market. However, this feature also induces a market risk for producers, which
has proved not to be conducive to investments in new capacity.

4.2 Harmonisation of support schemes and trade

The issue of a Community framework for support schemes was already raised in
the Directive 2001/77/EC on promotion of renewable energy sources in the internal
electricity market. The directive called for a report on support schemes by 2005,
which could be accompanied with a proposal on a Community framework (European
Commission 2005). Such an EU-wide scheme would be cost-efficient and reduce costs
as it would allocate renewable electricity production where it is most favourable, that
is, have lowest costs. A related issue is its better compatibility with the internal
electricity market, as the support scheme needs to be conducive to trade in electricity
on the internal market. The subsequent discussion has focused on a common green
certificate system, as this would fulfil these criteria.

The main advantage of a common certificate system is its potential to foster a
cost-effective development of renewable electricity production across the EU. This
would provide a least-cost production of the targeted amount of renewable electric-
ity, a common price of green certificates, and the equalisation of marginal costs of
producing renewable electricity across the EU. However, two conditions need to be
fulfilled for this to be feasible: (i) a well-integrated European electricity market with
a common electricity price, and (ii) a harmonised institutional and regulatory frame-
work for the green certificate market. A competitive electricity market is required
in order to ensure an optimal allocation of renewable electricity production due to
the fact that it is the sum of the certificate and electricity prices that determines
the allocation of renewable electricity production. Hence, imperfect integration of
the electricity market may result in different marginal costs for renewable electricity
production across the EU and a less than optimal allocation of production, despite
a common Kuropean price for certificates.

Harmonisation based on a common certification system has also been criticised
by some authors on several grounds. First, there is a risk that harmonisation will not
favour the development of a broad range of technologies, as it will tend to support
the most mature technologies, which might inhibit the development of a broad range
of renewable energy technologies and the related industries in Europe. Second, one
argument has been that harmonisation will not take account of local environmental
and regional development objectives. For instance, political objectives such as re-
ducing local air pollution or creating local job opportunities in the renewable sector
risk not being realised with a harmonised system. These effects would translate into
different external costs and benefits associated with the renewable energy produc-
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tion. Third, concerns have been expressed regarding the functioning of both the
electricity market (see above) as well as the certificate market. Finally, harmoni-
sation risks creating large rents as the level of support will be determined by the
marginal cost of the last technology supported (Del Rio 2005, Jacobsson et al. 2009).

Directive 2009/28/EC (European Commission 2009a)® sets targets at national
level for the overall share of renewable energy in the Member States’ fuel mix.
Targets are based on a flat rate increase in the share of renewables weighted by GDP
and modulated to take account of earlier development of these resources. Thus,
they are not solely based on the national renewable resource potential. Trade in
renewable energy would therefore be very useful at the Member State level. This
would mitigate differences in the resource potential and other factors and thereby
differences in costs between countries. As a result, trade would reduce the overall
cost of the policy.

The Renewable Energy Directive introduces the possibility to trade through
flexibility measures under the control of Member States. The aim is to facilitate
cross-border exchange without affecting national support schemes. Hence, the Di-
rective includes provisions for “statistical transfers” between Member States in or-
der to allow for a more cost-effective distribution of renewable energy production.
These measures can also take the form of joint projects between Member States and
joint support schemes. The Renewable Directive thereby allows for voluntary and
bilateral harmonisation of marginal generation costs of renewable energy sources be-
tween Member States, while safeguarding national control over the various systems.
In particular, flexible mechanisms should allow Member States to reap benefits from
favourable conditions in some countries that are not yet fully exploited. However, it
remains to be seen to which extent this possibility will be utilised by Member States.
No clear indication has been given yet on the implementation of these measures.

Policy conclusion 5 Harmonisation of support schemes would equalise marginal
production costs and thereby minimise the cost of the policy as production would
be allocated efficiently across the EU. However, harmonisation based on a common
certificate system would run the risk of mainly supporting mature technologies. An-
other concern is that local environmental and regional development benefits will not

8The Commission report from 2005 stayed short of proposing a common framework as it
advocated co-operation between countries and optimisation of the impact on national schemes
(European Commission 2005). At that time, it was seen as too early to harmonise the systems
due to the limited experience with the various systems. The follow-up report in 2008 also found
it to be inappropriate to harmonise the support schemes, mainly due to the fact that it remained
unclear which of the system was more efficient (European Commission 2008d). The new Renewable
Directive does not explicitly aim at harmonisation of support schemes. However, the Commission
is to present an analysis and action plan on, inter alia, better co-ordination of Community and
national funding and other forms of support. (Article 23(7).)
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accrue to the country granting the support. Finally, an optimal allocation of renew-
able power production is dependent on well-functioning and competitive electricity
and certificate markets.

4.3 Interactions with the internal market

One issue that requires attention is to which extent the support system is compati-
ble with and supports a competitive and well-integrated internal electricity market.
It is estimated that renewable energy sources will account for around 31% of elec-
tricity production in 2020. As mentioned earlier, at present the share amounts to
17%, while the support schemes can be assumed to cover around 7% (excluding
hydropower). Considerable growth is expected to take place in the new renewable
technologies during the next 20 years, while the EU will continue to pursue its efforts
to create a competitive well-functioning internal electricity market. It is therefore vi-
tal that the support schemes applied are conducive to trade and support the creation
of the internal market, in particular as the share of renewable electricity grows.

A recent contribution discusses the potential efficiency gains in the longer term
of exposing renewable power producers, and in particular wind producers, to more
market signals (Hiroux & Saguan 2009). This implies that wind producers should
participate in the day-ahead/intraday market, the balancing market and be ex-
posed to congestion pricing. Hence, by exposing wind producers to market signals,
improvements could be achieved concerning (i) a better selection of wind sites in
relation to temporal generation patterns (for example peak loads), (ii) an optimal
selection of sites in relation to congestion costs and losses, (iii) maintenance plan-
ning, (iv) technology combinations and portfolios, (v) intermittency issues, through
innovation, and (vi) forecasting and system balancing efficiency.

Feed-in tariffs are problematic in these respects as they risk distorting the whole-
sale market. Feed-in tariffs include a (feed-in) obligation on the system operator
and/or distributor to buy the renewable electricity at a fixed price. This implies
that renewable power produced under the feed-in tariff regime remains outside the
trade on the wholesale service exchange, that is, the day-ahead and intraday mar-
kets. If there is no obligation for balancing”, the producers are not taking part on
the balancing market either'®. Hence, in practice, the system reduces liquidity on

9Balancing responsible parties is defined as having an obligation to submit day ahead generation
schedules (modifiable up to closing time before delivery) and to bear financial responsibility for
any deviation from this schedule (Klessmann et al. 1987) .

0Provisions regarding balancing differ across countries. In Germany balancing is done at the
level of the transmission system operator. Hence, producers are not exposed to market signals.
Wind producers applying the feed-in tariff in Spain, on the other hand, are exposed to imbalance
prices, but are provided with wider tolerance margins than other electricity producers. The pro-
ducers applying the premium are furthermore fully responsible for balancing like any other market
participant (Klessmann et al. 1987).
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the wholesale exchange, which has negative implications for the overall functioning
of the market.

Both a feed-in premium and a certificate system are, on the other hand, more
compatible with well-functioning electricity wholesale markets. A premium system,
which provides a fixed support on top of the underlying electricity price, has the
advantage of allowing all electricity to be traded and priced on the wholesale market.
By exposing producers to the electricity market price, feed-in premiums should
provide the necessary incentives to achieve the improvements mentioned above, while
limiting the risk exposure imposed by a certificate system.

However, neither feed-in tariffs nor premiums facilitate trade in the "green" prop-
erty of the electricity as does a certificate. The fact that the support is provided
at the point of the delivery to the grid, that is, at the "feed-in", implies that these
schemes in fact — nearly by definition — are limited to domestic producers. Hence,
the support is granted to the producers in the appropriate jurisdiction. In prac-
tice, this depends on the detailed construction of the system. Ireland is the only
EU country that currently applies feed-in tariffs and allows other EU-producers to
be eligible for the tariff under certain conditions''. In this case the guaranteed
feed-in tariff is granted to the supplier, who will buy the electricity from different
producers. However, it is assumed that these bilateral trades, possibly with foreign
producers, will take place outside the market place. In the German case, on the
other hand, it appears difficult to extend the system to foreign suppliers as it is the
grid operator that provides the guaranteed tariff, and the costs are subsequently
transferred to the transmission operator and later on to the suppliers/consumers.
Thus, in practice, all but one feed-in system apply only to domestic producers. This
distorts competition, in particular in a situation where electricity markets are being
increasingly integrated. The Member States that apply certificates normally also
limit their eligibility to domestic producers. The exception in this case is Italy,
which acknowledges certificates of origin from other Member States as well as on
the basis of bilateral agreements with Albania and Switzerland. It is easy to fa-
cilitate international trade in certificates by allowing them to be credited against
the quota obligation. However, in order to gain the full advantages of trade and
avoid distortions, harmonisation of eligible technologies and other rules governing
certificates might prove necessary.

Policy conclusion 6 In order to limit internal market distortions, feed-in premi-
ums should be preferred over feed-in tariffs. However, when possible, tradable green

1A certificate of origin or a supplementary document needs to prove that the electricity was
generated from renewable energy sources and that it does not contribute to the achievement of the
Member State’s energy goals for a period of 15 years. Furthermore, the construction of the plant
generating renewable energy needs to be authorised according to the provisions of the respective
Member State.

28



certificates should be used, as they limit internal market distortions and facilitate
trade in the green property of electricity.

4.4 Combination or sequencing of instruments?

From the analysis presented above, it does not seem to exist one optimal instru-
ment that could be used for any kind of renewable energy technology and in any
circumstances. On the one hand, by effectively guaranteeing the price and providing
a secure demand, feed-in tariffs create certainty for the investor regarding the rate
of return. On the other hand, feed-in tariffs risk distorting the wholesale market,
whereas a premium system has the advantage of allowing all electricity to be traded
and priced on the wholesale market.

Certificates can be regarded as an even more suitable instrument once the tech-
nology is close to being competitive. At that stage, a certificate system would expose
producers to market forces and provide a more competitive environment, while still
providing support. The system is more compatible with the Internal Market which is
important when volumes grow, and trade could potentially be allowed across the EU.
Another advantage is the fact that the support will be automatically phased out once
the technology manages to compete. A potential problem is that the market might
be rather limited if this is based on one or a few technologies; application at the EU
level might address this issue. It has also been shown that broad-based policies, such
as tradable energy certificates, are more likely to induce innovation in technologies
that are close to being competitive with fossil fuels (Johnstone et al. 2009). More
targeted subsidies, such as feed-in premiums, are on the other hand more suitable
to induce innovation in more costly energy technologies.

Overall, an option to consider would then be to combine feed-in premiums and
tradable certificates. Tradable green certificates would be used as a general support
scheme for all renewable electricity. The certificate price would provide support in
addition to the electricity price. Meanwhile, specific technologies, for instance pho-
tovoltaic energy, would benefit from a guaranteed feed-in premium in addition to
the electricity and green certificate equilibrium prices. Such a combination of instru-
ments should in theory address specific learning effects for less mature renewable
technologies, while at the same time providing efficient support for more mature
technologies.

Figure 6 considers the potential impact of such a policy on the market for green
certificates. First, an exogenous number Q* of green certificates is fixed by the
regulator. It is the only support scheme. The supply curve S is the sum of individual
supply curves from renewable-based electricity producers. Let us consider that there
are two types of producers, wind-based and photovoltaic-based electricity producers,
and that wind-based electricity is cheaper than photovoltaic-based electricity. From
the analysis above, we know that green certificates tend to favour the cheapest
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Figure 6: Effect of a combination of instruments on the market for green certificates

technology, and it is likely that most of the green electricity produced in the baseline
scenario comes from wind-mills.

Second, the regulator decides to introduce feed-in premiums for photovoltaic-
based power producers. This subsidy induces a shift to the right in the individual
supply curves of photovoltaic-based power producers, which translates into a new
overall supply curve S’. The share of renewable production is exogenously given by
the quota obligation determined by the regulatory agency. Thus, increasing pro-
duction of photovoltaic-based electricity would come at the expense of wind-based
electricity generation, creating crowding-out effects between renewable technologies.
In addition, this drives downward the equilibrium price of green certificates, which
has a non-ambiguous negative effect on wind-based power producers’ profits. The
impact on photovoltaic-based power producers’ profits depends on the price-supply
elasticity for green certificates. When production costs are quadratic the supply
is inelastic enough to increase photovoltaic-based power producers’ profits'?. This
does not have to be the case in a more general context. Furthermore, the indirect
impact on the price for electricity would also have to be taken into account.

Of course, the regulator could decide to increase the quota for green electricity.
This would translate into a shift to the right in the demand for green electricity,
in blue on Figure 6, and an increase in the price for green certificates from P’ to

2For instance when c(zs) = sz? and c(x,,) = w2, where z, is the production of photovoltaic-
based electricity and x,, the production of wind-based electricity, with s > w, the presence of a
feed-in premium would result in a less than proportional change in P.
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P". This would reduce crowding-out effects and could potentially increase profits
for both types of renewable-based power producers. However, a simpler signal would
be sent to renewable-based power producers by using a sequencing of instruments
instead of a combination of instruments.

When implementing a sequencing of instruments, it would be decided ex ante
which technologies benefit from feed-in premiums, and which technologies use trad-
able green certificates. The decision would be based on the maturity of the technol-
ogy and the need for stable support to promote investments and economies of scale.
The choice of instruments should be reviewed on a regular basis. This would limit
the risk of crowding-out effects without jeopardising the overall cost-effectiveness of
the system, since the other characteristics of the combination of instruments would
be maintained. The only risk is that the market for green certificates would be too
thin but this could potentially be addressed by facilitating international trade in
certificates.

Policy conclusion 7 Support schemes should fit the level of development of the
technology. The solution may be to sequence instruments according to the maturity
of the technology. Feed-in premiums can be used for technologies at the early stage of
market deployment. Once the volumes start to have an impact on the internal market
and the technology approaches competitiveness, tradable green certificates would be
a more suitable support instrument.

5 Economic assessment of current policies

5.1 Assessment of current features of support schemes

Based on the Renewable Energy Progress Report (European Commission 2009b),
the following Box summarises the choices made on the design of support schemes
by Member States.
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e 18 countries (Austria, Bulgaria, Czech Republic, Denmark, Germany,
Greece, France, Hungary, Ireland, Italy, Latvia, Lithuania, Luxembourg,
the Netherlands, Portugal, Slovak Republic, Slovenia, Spain) use differ-
entiated feed-in tariffs or premiums.

— In most cases, feed-in tariffs are time-limited, except for Spain
(lower fixed rate after 15-25 years) and Latvia (solar energy). The
time limitation can take different forms, for instance in Hungary
the period is determined by the Energy Office.

— Austria, Spain and Slovenia apply reduced rates after a specified
number of years.

e Cyprus and Estonia (for 12 years) use uniform feed-in tariffs.

e Premiums are used in Denmark (for 10 years) and in the Netherlands.
Czech Republic, Estonia, Slovenia and Spain offer the choice between
feed-in tariffs and premiums.

e Green certificates are used in Belgium, Italy, Poland, Romania, Sweden
and the UK.

— Programs are time-limited except for Poland.

— Belgium sets minimum prices (which vary across regions), Poland
imposes a price (average market price of the previous year) and
in Romania prices must fall between 24-42 euro up to 2012. Only
Sweden and the UK do not guarantee prices.

— Lithuania is committed to using green certificates beyond 2020.
e Denmark (offshore wind farms), France (wind, biomass and biogas),

Latvia (wind over 0.25 MW) and Portugal (wind and biomass) also use
tenders.

e Malta offers grants.

The vast majority of Member States (21 out of 27) use feed-in tariffs or premiums
to promote renewable energy sources. 18 countries use differentiated feed-in tariffs,
which facilitates the development of a portfolio of various renewable power technolo-
gies. In most countries, the differentiation according to technology is significant, for
example the support to photovoltaic is often 5 to 10 times the level provided for
small hydro. This reflects varying production costs across technologies as well as
the expected externalities that support schemes help to internalise (see Figure 3).

A few countries, for example Estonia and Cyprus, apply, however, a common
feed-in tariff across technologies. In such a system, technologies will be in competi-
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tion with each other for the support, which will favour the lowest cost, that is, the
most competitive technologies. A non-differentiated feed-in tariff will, like a certifi-
cate system, promote cost-efficiency at the expense of technology differentiation.

Feed-in tariffs are in most cases time-limited, which should facilitate the phasing-
out of the support and keep the costs down for consumers. This also limits windfall
rents to producers once the investment is recovered. In other cases, for example
in Spain, the overall cost of the system is limited through a maximum support by
installed capacity according to technology and year. However, the fact that the
support is provided for the entire time of the operation of installations in Spain
risks providing producers with the above mentioned windfall rents.

Most countries update their support levels rather regularly in order to take ac-
count of developments in electricity and other markets. For example both Bulgaria
and Hungary revise their tariffs annually for all installations with references to in-
flation and electricity price developments. Latvia adjusts the tariffs to take account
of exchange rate and gas price developments. However, it is less clear how regularly
and systematically support levels are updated to reflect changes in production costs
as well as to incentivise progress in technology development. The German system
can be seen as best practice in this respect. It explicitly addresses this issue by re-
ducing feed-in tariffs gradually by a prescribed percentage with the aim to provide
incentives for future technology development.

Only Denmark and the Netherlands offer premiums as their only price instru-
ment, which makes their systems more compatible with liberalised electricity mar-
kets. A premium is provided in addition to the market price of electricity. In
Denmark a statutory maximum is set for the sum of the market price and the pre-
mium. The maximum puts a cap on the overall return for producers and thereby
limits overall costs for consumers. The statutory maximum depends on the plant’s
date of connection, the energy source, and the technology. The premium granted
in the Netherlands is determined yearly. In contrast with the Danish case, this is
directly financed from the public budget, which also puts an overall cap on the cost
of the system. If demand for premiums exceeds the allocated budget, the subsidy
will be granted according to the order of the submission of applications. This system
was only implemented in 2008, so the experience so far is limited. It appears that
this approach could create a problem of continuity and certainty for investors, if the
demand for the support is greater than the allocated funds.

Spain, the Czech Republic, Estonia and Slovenia have introduced the possibility
to choose between feed-in tariffs and premiums. The flexibility and coverage of the
systems differ. In the Czech Republic, the choice can be reversed at the earliest after
a year. In Spain, large installations above 50MW are only entitled to the premium,
with the exception of photovoltaic systems, which are covered exclusively by the
fixed feed-in tariff. Other Spanish producers can choose yearly whether to apply the
premium or the tariff, and whether these should be fixed or variable.
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To allow producers to choose between tariffs and premiums provides them with
the possibility to take advantage of years with higher electricity prices, while limiting
the exposure to falling or low prices. These hybrid systems allow producers to take
on greater price risk, using the guaranteed feed-in tariffs as a price floor. Combining
feed-in tariffs and premiums can be regarded as a transition phase, as the introduc-
tion of a premium makes the system more market-oriented and exposes producers
to more risk. However, to make the system compatible with a well-functioning
electricity market, the premium should be the preferred instrument.

Six countries are currently using green certificates. In this case, both the cer-
tificate and the electricity can be traded on the market. It can be noted that both
the UK and Sweden, which liberalised their electricity markets relatively early, have
opted for certificate systems. On these markets, the penalty fee paid by electricity
producers in case of non respect of the quota plays de facto the role of a price ceiling.
The main aim of the fee is to constitute a sanction for the electricity retailers who
have failed to fulfil the quota. In Sweden the fee is set at 150% of the average cer-
tificate price in the obligation period (normally the corresponding year). However,
the degree of compliance to the quota obligation has been consistently above 99%
since 2004 (the first year of full operation of the system), and as a result the fee is
scarcely applied.'® Another objective of a penalty fee is to limit the overall costs of
the support system and its impact on consumers. In the UK, suppliers may satisfy
their obligation by paying a so-called buy-out price to the regulatory authority. In
2007-2008, 36% of the renewable quota was not met and suppliers chose to pay the
buy-out price instead. This represented a total of £307M. These funds are later
channelled back to those suppliers that have fulfilled their quotas (Ofgem 2009).
Poland has explicitly introduced a fee, which acts as a substitute to purchasing a
certificate. This fee is lower than the penalty charge for non-compliance with the
quota. Generally, if the sanction should act as a deterrent it should be set high,
while if the aim is to provide a safety valve it should probably be set at a lower price
level.

In addition, half of the countries using certificates complement their policy with
some form of more direct price control. Romania, for instance, defines an interval
for the transaction value of the certificate for the 2008-2014 period (thereafter a
penalty will act as a price ceiling), while Belgium guarantees a minimum price for
the certificates. The purpose of a price floor is generally to ensure a minimum level
of support, and thereby return for the producers of renewable energy. It is a non-
negligible risk that the quota will be set at such a level that either the price ceiling
or the price floor will determine the price. This will imply that the certificate system
translates into a price regulation, that is, a semi-fixed feed-in tariff, thereby limiting

13In 2003 and 2004, there was a cap on the penalty fee (175SEK and 240SEK per missing
certificate). However, the cap was removed in 2005 since it acted as a price ceiling on the certificate
market and thereby directly influenced price formation (Swedish Energy Agency 2009)
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the advantages of this quantity instrument. Hence, the market is not allowed to
determine the required level of support, which in turn will inhibit the possibility to
achieve the targeted level of renewable power production.

Few countries offer both feed-in tariffs and certificates. In Italy, electricity gener-
ated from renewable energy sources is mainly promoted through a quota system. As
an alternative, small plants and expensive technologies like photovoltaics generation
can make use of price regulation in the form of feed-in tariffs. This targeted sup-
port on specific technologies might be more cost-efficient than participation in the
general certificate system. Even though this combination of instruments is not con-
sistently used across the EU, it could be regarded as a first example of a sequencing
of support schemes according to the maturity of the technology.

Finally, well-adapted support schemes are only a necessary condition for the de-
velopment of renewable energy sources. Simplifying administrative procedures and
ensuring grid access can also influence investor decisions. In most Member States,
administrative procedures continue to be complicated, with multiple authorities re-
quiring consultation. Indicators have been deployed to monitor progress made by
Member States, such as the average number of authorities involved in the building
permission procedure or the average lead time for overall authorisation procedure
and grid connection. It is also evident that broad support in the society for the
development of renewable energy sources has proved to be important for the market
up-take of renewable technologies, as it has translated into a greater acceptance of
these technologies.

Policy conclusion 8 Most Member States have chosen feed-in tariffs over tradable
green certificates. Latest developments in the design of feed-in tariffs tend to reduce
the overall cost of the policies and make them more compatible with the internal
market. In the meantime, the introduction of various price control mechanisms
tends to bring the characteristics of tradable green certificates closer to those of a
price instrument, that is, a feed-in tariff.

5.2 Assessment of current levels of support schemes

Figure 7 describes, focusing on feed-in tarifts, Member States’ choices in terms of
level of support schemes. The diagrams denote the range of support levels for
different technologies, that is, power production based on off- and onshore wind,
small hydro, photovoltaic, solid and liquid biomass, biogas, and geothermal energy.
When a range is provided, the level of support will for example depend on the
size of the installation, the location, and/or the duration of the support. Annex
7.2 presents the same information, but in a table, and introduces as well a second
table with average support levels!?. Figure 8 presents, for countries using feed-in

14 Tt is very difficult to aggregate and compare the information regarding support scheme levels,
as conditions are both location and technology specific. In addition, the level and design of support
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premiums, Member States’ current support levels.

Following the methodology presented in section 4, feed-in tariffs should be intro-
duced so as to optimally internalise all externalities associated with the production
of renewables. There are not any significant differences among renewables tech-
nologies in the way they internalise environmental externalities!®, which calls for
a uniform treatment of pollution issues to determine optimal support levels. The
energy security risk is managed by supporting the development of a balanced, diver-
sified and economically viable mix of energy technologies. Support schemes would
then have to consider the individual contribution of each renewable technology to
reducing the energy security risk. This may justify higher support levels for less
developed and less competitive technologies. Finally, differences in learning rates
could explain different average levels of feed-in tariffs. It is for instance the case
between on-shore and off-shore wind, due to earlier development of on-shore wind
technologies.

Overall, Figure 7 shows significant differences from Member State to Member
State in the relative support level given to various technologies. Although general
conclusion should be derived with caution, it seems very difficult to justify these
differences by cost-efficient internalisation of externalities at the Member State level.
In other words, although externalities are hard to measure, it is equally difficult to
consider that they greatly differ from Member State to Member State.

Let us now consider support levels by technology. As regards wind energy, the
market deployment of this technology is such that it can be qualified as relatively
mature. At current cost levels, the feed-in tariffs range from 2.3 to 13 €cents/kWh,
with an average of 8.5 €cents/kWh. This average rate would guarantee a rent of
about 2 €cents, compared with production costs as given in the CASES project,
for each kWh of on-shore wind produced. As seen with Figures 3 and 4, expected
learning rates are modest beyond 2020. Considering that energy security risks are
marginal compared to learning rates, support is probably too high for on-shore wind
and would need to be fully phased out by 2020.

Expected learning rates appear to be rather low for both the biogas and solid
biomass technology, as the production cost ranges are expected to fall slightly or
even increase for biomass up to 2030. The feed-in tariff rates for these technologies
range from 6 to 23 €cent/kWh, with averages around 10€cent for biomass and
11€cent for biogas. These rates can be assumed to internalise and compensate
for the expected learning rates over time, in particular beyond 2030. However, it
remains vital to ensure that learning by doing results in reduced production costs in

schemes evolve rapidly. Thus, general conclusions should be derived with caution. In 2010, Mem-
ber States will have to provide national renewable action plans, and as of 2011 they will report
biannually on the promotion and progress in the use of renewable energy. This process

15The only difference could come from the environmental externalities they themselves generate
but, according to the CASES project, this difference represents less than 0.1€cent/kWh.

36



15 15
Wind off-shore Wind on-shore
12 12
9 9
6 6
3 3
o 0
AT BG CY CZ DE EE ES FR GR HU [E LT LU PT SI SK AT BG CY CZ DE EE ES FR GR HU [E LT LU PT SI SK
15 60
Small hydro Photovoltaic
12 50
40
9
30
6
20
3 10
o 0

AT BG CY CZ DE EE ES FR GR HU [E LT LU PT SI SK

AT BG CY CZ DE EE ES FR GR HU [E LT LU PT SI SK

30 30
Solid biomass Liquid biomass

25 25
20 20
15 15
10 10
5 5
0 0

AT BG CY CZ DE EE ES FR GR HU [E LT LU PT SI SK AT BG CY CZ DE EE ES FR GR HU [E LT LU PT SI SK
30 30

Biogas Geothermal
25 25
20 20
15 15
10 10 -
5 5
0 0

AT BG CY CZ DE EE ES FR GR HU [E LT LU PT SI SK

AT BGCY CZ DE EE ES FRGRHU [E IT LT LU PT SI SK

p Minimum feed-intarift [l Maximum feed-in tariff

Figure 7: Feed-in tariffs in the EU per technology, €cent/kWh. (Source: European
Commission (2009b) and http://res-legal.de)
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the longer term so that these technologies can reach market maturity in the future.

Furthermore, photovoltaic energy currently benefits from very high support lev-
els due to high learning rates. These learning rates are expected to be high for this
technology in the next 20 years as production costs are expected to come down to a
third of current levels. However, according to Figures 3 and 4, solar energy produced
by photovoltaics will still have high relative costs and be far from competitive in
2030. Ome concern in this context is whether support to market deployment gen-
erates these learning effects in the most cost efficient way, or if other instruments
which support technology development more directly, for example research grants,
would be more efficient in order to internalise the spill-over effects. The security of
supply externality would be another basis for the support of photovoltaic energy.
However, the few empirical results attempting to measure energy security risks do
not allow concluding that the promotion of photovoltaic energy is a cost-efficient
policy.

Concerning feed-in premiums, their level should be set so that they compen-
sate for the externalities of the individual technologies in addition to the electricity
price. In those countries that apply both a feed-in tariff and a feed-in premium,
the difference between the two instruments should be the average expected elec-
tricity price. This appears to hold for most countries. However, the treatment of
wind energy in the Czech Republic seems to be an exception, as the premium ap-
pears rather generous vis-a-vis both other technologies and other Member States.
Overall, the same analysis applies for the premiums as for the feed-in tariffs. As
wind energy approaches maturity, it should be possible to phase out the premiums
by 2020. Moreover, it is not evident that support to market deployment through
feed-in premiums is the most cost-efficient way to promote photovoltaic energy.

The importance of keeping the overall costs down is vital in order to maintain
both political and public acceptance of the support schemes. Examples from Den-
mark'® and the Netherlands demonstrate that systems that are considered as too
generous and costly run the risk of being overhauled, which in turn risks having a
detrimental impact on the stability of and the confidence in the system and thereby
reduce investments.

Policy conclusion 9 Differences in support levels must be justified by differences
in each technology’s contribution to energy security or in each technology’s learning
rate. Querall, these considerations do not seem to be the main explanation for ob-
served variations in support levels across Member States. As regards wind energy,
support levels are probably too high. In addition, the current promotion of photo-

5 Denmark shifted to FIT premiums in 2001 and support to R&D activities was cut. However,
the premium was set rather low, and as a consequence the pace of investment in the wind sector
slowed down.
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voltaics could possibly be more cost-efficient if it targeted technology development
more directly.

6 Conclusion

Major barriers in the growth and integration of renewable electricity remain. By
adopting well-adapted instruments and combining different types of support mea-
sures, Member States can continue to improve their efforts to support renewable
energy with the ambition to reach the agreed targets in an efficient way. How-
ever, greater clarity on issues relating to design and implementation of the support
schemes could be useful in order to improve efficiency. In that context, the following
conclusions have been derived:

e Given relative production and external costs, policies that solely aim to inter-
nalise environmental externalities are unlikely to make the renewable power
technologies competitive. Besides, the costs of energy security are unlikely to
motivate, by themselves, ambitious renewable policies. Hence, it is the combi-
nation of all three externalities, pollution, energy security and learning effects,
that would justify a strong policy intervention. In designing appropriate sup-
port schemes, the main challenge is to measure adequately these externalities,
and in particular spill-over rates, in order to determine optimal intervention
levels.

e By guaranteeing the price and providing a secure demand, feed-in tariffs create
certainty for the investor regarding the rate of return. However, they also risk
inducing a high burden on consumers when production cost estimates are
incorrect. Hence, they should be time-limited to keep rents and the overall
costs for consumers down, and frequently reviewed to adjust the system to the
latest available information. Certificates should in theory limit the costs on
consumers as the level of support is determined on the market. However, this
feature also induces a market risk for producers, which has proved not to be
conducive to investments in new capacity.

e To limit internal market distortions, feed-in premiums should be preferred over
feed-in tariffs.

e The support scheme should fit the level of development of the technology. A
solution may be to sequence instruments according to the maturity of the
technology. Feed-in premiums can be used for technologies at the early stage
of market deployment. Omnce the volumes start to have an impact on the
internal market and the technology approaches competitiveness, tradable green
certificates would be a more suitable support instrument.
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e Harmonisation of support schemes would equalise marginal production costs
across the EU and thereby minimise the cost of the policy. However, harmon-
isation based on a common certificate system would run the risk of mainly
supporting mature technologies, unless it is limited to technologies with sim-
ilar levels of development. Another concern is that local environmental and
regional development benefits will not accrue to the country granting the sup-
port. Finally, an optimal allocation of renewable power production is depen-
dent on well-functioning and competitive electricity and certificate markets.

e Most Member States have chosen feed-in tariffs over tradable green certifi-
cates. Latest developments in the design of feed-in tariffs tend to reduce the
overall cost of the policies and make them more compatible with the internal
market, for example through applying a feed-in premium. In the meantime,
the introduction of price controls tends to bring the characteristics of tradable
green certificates closer to those of a price instrument.

e Differences in support levels must be justified by differences in each technol-
ogy’s contribution to energy security and/or in each technology’s learning rate.
Overall, it does not seem to be the main explanation for observed variations
in support levels across Member States. As regards wind energy, the available
estimates of externalities suggest that support levels are probably too high
in many countries. In addition, the current promotion of photovoltaics could
possibly be more cost-efficient if it targeted technology development more di-
rectly.
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7 Non-technical annex

7.1 Production cost for different

electricity technologies

Technology €2005/MWh | €2005/MWh | €2005/MWh
2007 2020 2030
Biogas 55 — 215 50 — 200 50 - 190
Solid biomass 80 — 195 85 — 200 85 - 205
Photovoltaic 520 - 880 270 — 460 170 - 300
Wind on-shore farm 75 — 110 55 — 90 50 - 85
Wind off-shore farm 85 — 140 65 — 115 50 - 95
Small scale hydro 60 — 185 55 — 160 50 - 145
Large scale hydro 35 — 145 30 — 140 30 - 130
Nuclear 50 — 85 45 - 80 45 - 80
Gas (Combined cycle gas | 50 — 60 65 — 75 70 - 80
turbine)
Coal (Pulverised Coal Com- | 40 — 50 65 — 80 65 - 80
bustion)
Electricity prices, wholesale | 51-74

Source: European Commission (2008a)

7.2 Feed-in tariffs in the EU per technology

Figure 10 presents current levels of support schemes per Member State and per
technology. Figure 11 presents the results of our estimates of average levels of
support schemes by technologies and by Member States. These averages have simply
been determined by calculating the average support level per technology and per
Member State. Hence, on average, the level of feed-in tariffs offered by Member
States to promote renewable technologies goes from 7 ct€/kWh for landfill gas to
31.8 ct€/kWh for photovoltaics. There exists a difference in the average level of
support between wind on-shore and wind off-shore. There is also a slight difference
between biomass technologies. Small hydro receives relatively low support whereas

biogas and, to some extent, geothermal receive relatively high supports.
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8 Technical annex

8.1 Determination of optimal renewable policies
8.1.1 Scenario 1: environmental externality only

The optimal feed-in tariff is determined by backward induction, that is, first by
determining optimal production levels given the tariff and then by solving the reg-
ulator’s welfare maximisation decision. Given the support scheme policy, firms in
the renewable sector maximise the following profit function:

(25) Maxm? = oq1 — G1(q1)

First order conditions of profit maximisation are, for both periods:

(26) o= Gi(q)

Firms in the fossil fuel sector maximise the following profit function:

(27) Maxr" = Pyxy + (P — 0)ng, — C(zy)

They consider the electricity price and the add-on cost due to the support scheme
as given. However, as the price of electricity is endogenous, fossil-fuel based power
producers will be affected. First order conditions of profit maximisation are, for
both periods:

(28> P = C'(%)

Second order conditions are always satisfied. Totally differentiating first order
conditions of profit maximisation for both types of firms, we get:

dql 1
—= = >0
do GY(q)

(29)

dry —nP(Q1)
do GY(q)(P{(Q1) — C"(21))

(30) <0
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In other words, an increase in the feed-in tariff will increase the renewable-
based electricity production and decrease the fossil-fuel based electricity production.
Maximising welfare with respect to the feed-in tariff gives:

I 0 (PQ1) — C'an) — DY (B 2+ nl A(@) ~ Ghlan) 52 =0

31
(31) do do

which, using first order conditions of profit maximisation, can be rearranged to
give the optimal policy level.

8.1.2 Scenario 3: learning-by doing only

The profit maximisation problem for firms in the renewables sector is:

(32) MCLLEﬂ'R =0q1 — Gl (ql) + (5[])2(]2 — GQ(QQ, L)]

First order conditions of profit maximisation are:

, 0G, OL

(33) o = Gl(q1)+5a_La_(]1
a6,
(34) P2 = 8_qQ

Recall that firms in the renewable sector only consider their own impact on
learning, not the one provided by production levels of the other firms in the sector.
So, spillover aspects are not considered when firms maximise their profits. First-
order conditions of profit maximisation in the fossil-fuel based sector are as usual.
Note that the feed-in tariff affects prices in period 1 and 2 and therefore production
decisions in both periods. Comparative statics are implicitly given by the following

conditions:

dry _ —nPl(Q)  dg
do  Pl(Q)) — C"(xy) do
e —nPy(Qy)  das
do  Py(Qy) — C"(xy) do

803 dqs
dpn 1= 03550 do

do Gi(m) + 053

/ dz 0G% dq
dgy  P2(Q2)% — 1o 4

- 2
do ZZ —nPy(Qy)
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Maximising welfare with respect to the feed-in tariff is given by:

AW o o
(35) D =0 & (Pu(@Q1) = C'(a1) o+ 0(Pa(Qa) — C'(a)) 2
o do do
, 0Gy 0L 0G9 OL . dgy
#nlP@) = Gila) = 0% 5t = dpln = ) 5
0Gy dgy
+on(P(Q2) — 8_@)%

which, using the envelope theorem, can be simplified to obtain the optimal feed-
in tariff.

8.1.3 Scenario 4: combining pollution and learning-by doing

Firms in the fossil-fuel based electricity sector maximise the following profit function:

(36) Mazr" = Pizy + (P, — o)ngy — C(xy) — Tpay

The first-order condition of profit maximisation is:

(37) P1 = C/(Zﬁl) +T7

Maximising welfare with respect to the pollution tax supposes that:

dWp, , / d
(38) ELAED 0 & (P(Qu) — /(1) — Dy (Buu) =
(o oy s0000 0G0
+0(P(Q2) — C'(22)) o +n[P(Q1) — Gi(q1) =6 oL 90, op(n —1) 5L aql] i
0Gs. dgy
+on(P(Q2) — 3_%)% =0

Using the envelope theorem, we have:

dWp, , dx
(39) —PMRLBD ) o pu(7 — D(Ey)) ==
dr dr
8G2 oL dql
P, —o— —1)==—]-==
+n[P(Q1) — o —dp(n )8L aql}dT 0

Applying the same approach for the feed-in tariff, we have:
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AW poli+1.BD

do
) dx 0G5 0L d
& (7 = Dy(ED) =~ +nlPi(Q1) — o — dp(n - 1)6—56_%% -0

(40) —0

The solution to this system of equations is to set equal to zero each one of the
two terms in both equations. This gives the optimal levels of policy intervention.

8.1.4 Scenario 5: Combining learning-by doing and energy security

Welfare optimisation conditions would be:

dWgsyLBDp , 0S5 dxy
(41) — 0, 0 & (P(Q1) — C'(21) a—ml)%
’ dl’g ’ (9G2 (9L 6’G2 (9L 851 dq1
P, — — P, — - — 1) == - —|—=
+6(P2(Q2) — C'(x2)) 70 +n[P1(Q1) — Gi(q1) 58L i op(n )8L o 8q1]dv
0Gy. day _
+0n(P(Q2) — 8_@)% =
Using the envelope theorem, we have:
dW
42 ES+LBD —
(42) — 0 0

851 dfl?l 8G2 oL 851 dql
RN S P P, — 00 — )= _ L =
(v 01’1) dv + (@) — o = dp(n ) oL Oqq 8q1] dv 0

Applying the same approach for the feed-in tariff, we have:

(43) CWEC;S% _0
08, . dx, 0Gy 0L dg
& (v— 8x1) o +n[P(Q1) — o —dp(n—1) 3L 8q1] = 0

8.1.5 Scenario 6: Combining all three externalities

Using a tax rate on fossil fuel based electricity producers and a feed-in tariff, welfare
optimisation conditions are given by:
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dW o ’ ’ o 881 dIl
(44) T 0 (P(Q1) — C'(z1) — Di(E1)p TM)W
o oy p000L T 0Ga0L 05, dn
+0(Pa(Q2) — C'(22)) 70 +n[P(Q1) — Gi(q1) — ¢ oL 9a, op(n —1) 3L 9a, 8q1]d19
0Gy . dgy
+on(Pa(Q2) £ )% =

Using the envelope theorem, we have:

(45)
dWl . ’ 851 da?l 8G2 oL 851 dq1 .
59 = 0 (0-Di(E)u 8:61) 5g TP(Q1)—o—dp(n—1)—~ 90 0q1] 79 0

Applying the same approach for the feed-in tariff, we have:

aw ’ 851 d.ﬁCl 8G2 oL dql
(46) =0 (9—D1(Er)u 891:1) e +n[P1(Q1)—o—dp(n )8L (9q1]da 0

8.2 Numerical illustration

The objective of this section is to illustrate with a simple example the main theo-
retical results identified in section 3. Due to the overall simplicity of the approach,
it cannot be used as an attempt to calibrate the model. In this section, any demand
effect is ruled out. We assume that at the market price, electricity producers can sell
as much electricity as they want, and that the feed-in tariff only implies a transfer
between producers and consumers and thus there is no net effect on welfare. This
has an important consequence: because the price of electricity (before feed-in tariffs)
is exogenous, feed-in tariffs cannot influence the production decisions of fossil-fuel
based power producers. Thus, in this case, no feed-in tariff can internalise the en-
vironmental externality. Therefore, we can directly move to the consideration of an
optimal feed-in tariff in presence of learning by doing.

8.2.1 Determining optimal feed-in tariffs in presence of learning by do-
ing

Equations defining the model First, let us introduce specific production cost

2 2
functions, while recalling the learning rate equation: Cy = ¢3, Co = ¢, G1 = ¢3,

Gy = % + %(QQ — %)2 and L = ¢; + p(n — 1)¢;. Based on these production cost
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functions, and recalling that the underlying price of electricity is now exogenously
given and equal to m, production levels of the fossil fuel sector are easily determined:

71 = " and xo = 7. Production levels for the renewable sector are the following:

m+ %
(47) q2 = 9 :
2

(48) P 40%0 + mbé

5+ 80% — 6p 4+ ndp
Overall production levels are then given as follows: @)1 = x1 + ng; and Q2 =

Zo 4+ ngs. The optimal welfare, taking account of the two periods, is such that:

(49) W = le — Cl — nG1 + 5(mQ2 — 02 — nGg)

Welfare is optimised when the first derivative with respect to the feed in tariff o
is equal to zero. In this context, the solution is:

mé + 4mb? — mép + mndp — 2mbdp + 2mnbdp
5+ 460% — 25p + 6p% + n20p? 4 2ndp — 2ndp?

(50) OLBD —

The optimal feed-in tariff depends on the electricity price, on the number of firms,
on the discount parameter, on the influence of learning on future costs, and on the
spillover rate. We note as well that the optimal feed-in tariff does not depend on
production costs in the fossil-fuel based electricity sector. Some sensitivity analysis
can be performed in order to check the robustness of the results.

Sensitivity analysis By default, the following specific values are given to the
parameters: n = 10, ¢ = 48, m = 60, p = 0.5, # = 50 and § = 0.95. Given these
parameter values, the optimal feed-in tariff is equal to: 62.418.

Sensitivity as regards the number of renewable firms n The optimal
tariff as a function of n is presented in the following graph.
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Optimal feed-in tariff as a function of the number of firms

If there is only one firm in the renewable industry, all learning effects are inter-
nalised and so there is no need for policy intervention. Thus, the optimal tariff is
equal to the electricity price. As the number of firms increases, the spillover effects
become more important and so the optimal tariff increases. The following graph
presents the elasticity of the feed-in tariff to a change in the number of firms.
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As the number of firms increases, the optimal feed-in tariff becomes more elastic
to a change in n. Intuitively, as n increases, spillover effects become major issues,
which forces the regulator to adjust all the more the optimal tariff to any change in
n.

Sensitivity as regards the spillover rate, p Similar interpretations can be
conducted as regards the spillover rate. Optimal feed-in tariffs increase with the
spill-over rate, so as to increase the incentives for cost reductions. The variation in
the elasticity of the feed-in tariff to a change in the spillover rate has the same shape
than in the case of n. The intuition is identical to the one associated with a change
in n.

Sensitivity as regards the discount rate ¢ Similar results are obtained
when looking at the influence of a change in §. The more the regulator also considers
welfare in period 2, the higher the incentives to increase the feed-in tariff. The
following graph indicates however that the optimal tariff is less sensitive to a change
in 0 than to a change in the other parameters of the model.
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Elasticity of the feed-in tariff to a change in the discount rate

8.2.2 Determining optimal feed-in tariffs in presence of an energy secu-
rity externality

Equations defining the model Most of the equations used in the previous sim-
ulations apply here. The only difference is the absence of learning-by doing but
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the presence of an energy security externality. To keep things comparable, we con-
sider that there is no energy security risk in the second period. The energy security
damage function is modelled as follows:

(51) s1= (s —ng)?

where s is an optimal volume of renewables exogenously given and ~ is the
probability (or frequency) of the energy security damage. v = 0 would signify
that a sub-optimal level of renewables would not induce any energy security cost.
~ = 1 would on the other hand create an energy security cost with certainty. The
production level in the first period is given by the following equation: ¢; = 7. In the

second period, it is equal to the electricity price. Welfare is given by the following
equation:

(52) W = le — Cl — nG1 — 81 + (5<ng — Og — HGQ)

Welfare is optimised when the first derivative with respect to o is equal to zero.
The solution is:

(53> Ops =

o (m + 2s7)

In the context of this model, the optimal feed-in tariff is equal to the electricity
price when the optimal level of renewable production is 300. For an optimal level of
renewables lower than this value, the optimal feed-in tariff will fall short of the elec-
tricity price, so as to reduce renewable energy production, and conversely. Assuming
v =0.01 and s = 400, the optimal feed-in tariff is then equal to: 61.818

Comparative statics A change in 7 can increase or decrease the optimal feed-
in tariffs, depending on the optimal level of renewable electricity. If the level of
renewable electricity produced at the electricity market price is too low (resp. high)
compared to the optimal level of renewables, then the optimal feed-in tariffs increases
(resp. decreases) in «y. This is explained by the fact that the optimal feed-in tariff
is higher (resp. lower) than the electricity price if the level of renewable electricity
produced is initially too low (resp. high).

Clearly, an increase in the optimal level of renewable energy production has a
non-ambiguous positive impact on the optimal feed-in tariff. The following graph
presents the variation in the tariff as a function of s. This graph is determined
assuming that v = 0.01, that is, that the probability of an energy security damage
is 1%.

o= # (m + 2s7)
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Optimal feed-in tariff as a function of the optimal level of renewables

8.2.3 Determining optimal tariffs in presence of learning-by doing as
well as energy security risk

Optimal tariff Welfare in this context takes account of learning-by doing effects
in the renewable energy industry as well as the energy security issue. Welfare is
optimised when the first derivative with respect to the control variable is equal to
zero. The optimal tariff is then:

mé + 4mb? — mép + 2570 + 856y + mndp
§ + 4607 — 20p + 6p + n26p? 4 2ndp + 4nb*~y — 2ndp?
2mBdp + 2sv0p + 2mnbyd — 2mnbdop — 2nsydp
5+ 467 — 20p 4+ 5p2 + n2ép? + 2ndp + 4nb*y — 2ndp?

(54)  oLBDtES

The comparative statics are not significantly modified compared to the situation
where there was only one externality considered. Using the same parameter values
as in the previous two sections, the optimal feed-in tariff is: 63.963. The two
externalities reinforce each other, which increases the optimal feed-in tariff. In other
words, if the regulator was to consider only one of these externalities, the production
of renewables would be too low.

Welfare comparison The following graphs present the welfare considered previ-
ously for various optimal values s of renewable electricity production. The dotted
lines represent welfare when there is only an energy security externality, the black
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solid lines represent welfare in the presence of learning-by doing and the dashed lines
represent welfare when combining the two externalities.

The black solid lines are clearly not affected by a change in s. It is shown however
that in the other two scenarios, the optimal tariff increases as s increases. Initially,
the feed-in tariff had to be set relatively low so as to avoid too much production
of renewables. As s increases, renewable electricity is more and more valued, from
an energy security point of view, and therefore the optimal tariff increases. Note
that the optimal tariff in the presence of both externalities is always higher than the
tariff with only the energy security externality. It is because all else being equal,
there is always an incentive to push for a higher production of renewables in the
first period so as to decrease production costs in the second period.

Finally, it is also important to note that whatever the context, welfare in the
presence of two externalities and only one instrument to regulate them is always
lower than welfare in the presence of a single externality. Even though it is not
discussed here, the presence of a single externality may mean that the other ex-
ternalities are already regulated by other policy instruments. In this case, this
reinforces the argument for a combination of instruments in order to regulate the
renewable-based electricity sector. Support schemes alone cannot optimally control
for energy security risk, learning curve effects, as well as environmental damage.
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