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Electricity 
market reform: 
an update on 
contracts for 
difference

The energy Bill, legislaTing for The 
government’s electricity market reform 
(eMr), finally became the energy act in 
December 2013. The government initially 
announced its proposals back in December 
2010. This legislation, three years in the 
making, is central to the government’s 
energy policy and its stated aims of keeping 
the lights on, keeping energy bills affordable 
and decarbonising energy generation.

over the past three years, the Department 
of energy & Climate Change (DeCC) have 
issued an ever-increasing stream of 
papers. More recent papers have disclosed 
some key shifts in original thoughts on 
implementation, the latest being prompted 
by eU state aid guidelines.

eMr comprises the most fundamental 
change to the electricity market in a 
generation and, as 2014 begins, there is 
now a lot of detailed information available 
for generators and investors. This article 
provides an update on what has been 
happening on the development of feed-in 
tariffs with Contracts for Difference (CfDs), 
a core part of the government’s renewables 
and non-fossil fuel strategy, albeit only  
one aspect of eMr. The first CfDs are  
due to be awarded by the end of this year 
and with the renewables obligation (ro) 
being closed to new projects from 1 april 
2017, will become the key incentive for 
development of renewable projects not 
supported by the existing small scale  
feed-in tariff regime (which supports  
≤5MW renewable generation). 

Pricing
The fundamental basis of the CfD model is 
the provision of a pre-identified ‘strike price’ 
to the generator for all eligible electricity 
generation. This strike price will operate 
against a reference wholesale market price 
– if this reference price is lower than the 
strike price the CfD counterparty will pay to 
the generator the difference between the 
two prices, whereas if the reference price 
is higher than the strike price the generator 
will have to pay the difference to the CfD 
counterparty. This means that, provided 
the generator is paid close to the reference 
price by its offtaker, it should receive a 
predictable and stable revenue stream for 
its energy. The final strike prices for the 
period 2014-15 to 2018-19 were published 

in December 2013 in DeCC’s eMr delivery 
plan and are set out overleaf.

These prices for renewables are intended to 
be (at least until 31 March 2017, when the 
ro will close to new applicants) comparable 
to the support levels available under the 
ro (taking into account differences such 
as contract length and inflation indexation 
arrangements) adjusted to account for the 
increased certainty generators have from 
not bearing wholesale price risk which the 
government expects to be reflected in lower 
costs of capital. strike prices are also set 
by reference to the constraints of the levy 
Control framework (lCf) and expectations 
of future technology costs. The intention is 
that the new regime will deliver savings to 
consumers of around £5bn to 2030, relative 
to the current regime. 

a common misconception is that the  
strike price is the guaranteed revenue a 
generator will receive for each megawatt 
hour of generation; this is not the case. 
since the CfD payment relates to the 
difference (positive or negative) between 
the market-based reference price and the 
strike price, the generator takes the risk 
of not being able to find a route to market 
for its power at the reference price. even if 
a generator enters into a power purchase 
agreement linked to a wholesale market 
price which is the same as or similar to the 
reference price, generators are typically 
paid less than the wholesale price to take 
account of so called ‘balancing risk’ (the 
costs associated with having to balance 
renewables, much of which is intermittent 
generation) and cover other offtaker costs.

The points to note from the strike price table 
are that certain technologies incentivised 
under the ro are not going to benefit from 
CfDs as it stands at present, including 
dedicated biomass plants without ChP, 
biomass co-firing, standard bioliquids and 
geopressure. in addition, some technologies 
(tidal range and large hydro >50MW) are 
going to have to negotiate CfDs at the time 
their projects are ready, and, of course, we 
have the ‘nuclear’ strike price – negotiable 
at the time of each project and which will be 
£92.50/MWh at hinkley Point (although this 
is currently the subject of an investigation by 
the european Commission as to whether it 
constitutes illegal state aid).
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AllocAtion
It was initially envisaged that CfDs would 
at first be allocated on a first come, first 
served basis. The system operator would 
run the application system and determine 
an applicant’s eligibility. When satisfied, 
it would instruct the CfD counterparty to 
enter into a CfD on prescribed parameters.

However, a recent consultation by the 
government has pointed to a different 
approach, which is giving rise to much 
debate – allocation on the basis of allocation 
rounds8. The part of the LCF budget reserved 
for CfDs will be divided between:

n a group of ‘established’ technologies 
(onshore wind (>5 MW), solar photovoltaic 

(>5MW), energy from waste with CHP, 
hydro (>5MW and <50MW), landfill gas 
and sewage gas); and

n a group of ‘less established’ 
technologies (offshore wind,  
wave, tidal stream, advanced  
conversion technologies, anaerobic 
digestion (>5MW), dedicated biomass 
with CHP and geothermal).

The period of first come, first served 
allocation will not take place. For  
the ‘established’ technologies, there  
will be constrained allocation (ie 
competition) from the very start of 
allocation (see below for how the  
auction would work). 

The government hopes to move to 
technology neutral auction processes in the 
2020s, by which time the hope is that all low 
carbon technologies will be able to compete 
on an equal footing with each other.

The government’s rationale for this change 
of approach is three-fold:

n the EU has recently published guidelines 
on environmental and energy aid for 
2014-2030, which indicate the need 
for a move to genuine competitive 
processes for some technologies;

n the challenge of how best to allocate 
the available budget given the strong 
progress of the renewables pipeline, 
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and the potential high demands that 
this pipeline of projects could place on 
the funding available through the lCf. 
The proposals for managing the CfD 
budget are consistent with the upper 
limits on annual spending on low-carbon 
generation (including CfDs, the ro and the 
feed-in tariffs scheme) within the lCf; and

n the potential for competitive processes 
to be used for some technologies 
to maximise value for money for 
consumers.

The allocation process for the ‘established’ 
technologies is proposed to work as follows:

n all projects would first be ranked by 
their bid, representing the strike price 
they would be willing to accept (which 
will be capped for each technology at 
the published strike price);

n those projects that can offer the lowest 
bids would be allocated CfDs first;

n allocation would then proceed to the 
next cheapest projects in the group;

n this would continue until the entire 
budget allocated to the group had  
been used up.

so effectively all of the ‘established’ 
technologies will be competing for what 
could be a limited pool of CfDs from the 
start of allocation at the end of this year.

The allocation process for the ‘less 
established’ technologies will not be on a 
competitive basis. The government’s view 
is that these technologies cannot compete 
yet with the more established technologies. 
if all projects seeking support within this 
group can be accommodated within the 
allocated budget, they will receive support 
at the administrative strike price. 

The government has, in addition, expressed 
its intention to reserve a minimum allocation 
of 100MW for wave and tidal stream projects 
during the current delivery plan period (ie 
until March 2019), given these technologies 
are still at the demonstration stage.

further detail is awaited, with several 
publications due to be issued over the 
coming weeks, including on the issue of 

technology specific minimums (floors) or 
maximums (caps) and the detail of the rules 
that will govern the CfD auction process and 
the administration of budget and contract 
allocation. in addition, the government is still 
considering how to treat biomass conversion 
and scottish islands projects (the projects 
on the scottish islands are widely seen 
as requiring more support because of the 
additional costs around grid infrastructure), 
both in terms of their technology grouping 
and in the context of wider, on-going work 
on the CfD allocation process.

cFd QualiFication critEria
in order to be eligible to even take part in 
the allocation process, it is envisaged that 
an applicant will first have to demonstrate 
that it has met a certain number of 
eligibility criteria:

n the project must use a qualifying form 
of low carbon generation (ie those 
renewable technologies set out in the 
table above plus tidal range, nuclear and 
carbon capture and storage (CCs));

n planning permission or development 
consent (as applicable) has been 
secured;

n a grid connection offer has been 
accepted;

n evidence that the applicant is validly 
incorporated under the laws of the 
relevant jurisdiction in which it is 
incorporated (for example, for a 
UK-based limited liability company, 
this could be evidenced through the 
provision of a valid VaT number and 
company number);

n for projects above a certain capacity 
(yet to be confirmed by DeCC), evidence 
(in the form of a certificate from the 
government) that a company has a valid 
supply chain plan – more detail on this 
requirement is awaited; and

n supporting evidence that enables 
the CfD to be drafted, such as the 
geographic location of the project, its 
estimated installed capacity and its 
target commissioning date.

given that a project has no guarantee of 
being allocated a CfD, especially those 
using ‘established’ technologies and subject 
to competition, meeting these eligibility 
criteria, especially obtaining planning 
permission and a grid connection offer, are 
costly requirements.

KEY cFd tErms and conditions
in December 2013 DeCC published an 
updated draft CfD along with an update  
on the key provisions9. The structure of  
the CfD has changed since the first draft 
was published in august 2013 and there 
have been changes to certain provisions  
to reflect industry feedback. 

contract structure
The CfD will be structured as a single 
instrument split into two components:

n a shorter front-end with project-specific 
clauses such as those relating to the 
applicable strike price, project location, 
and technology employed by the 
generator (the CfD agreement); and 

n a lengthier section of standard 
terms and conditions, including the 
contractual rights and obligations 
applying to generators and the CfD 
counterparty, which will be consistent 
across all comparable CfDs.

delivery of project under a cfd  
and the milestone requirement
The CfD is structured to bring about timely 
delivery of projects. each CfD agreement 
will specify a target commissioning 
date. This is supplemented by a target 
commissioning window and a longstop 
date (both the latter determined by the 
technology in question). at the end of the 

‘the Eu has recently published guidelines on 
environmental and energy aid for 2014-2030, 
which indicate the need for a move to genuine 
competitive processes for some technologies.’
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target commissioning window, the  
contract duration begins to expire (ie  
if a facility is not generating by that  
point, there will be a loss of potential 
payments under the CfD). at the longstop 
date, the CfD counterparty has the  
right to terminate if the project has  
not been delivered. 

The government aims to protect against 
the CfD budget being allocated to 
speculative projects by way of the milestone 
requirement This is the first deadline in this 
delivery structure and requires provision 
of suitable evidence, demonstrating 
commitment to investment in the facility,  
by a specified ‘milestone delivery date’.

The milestone delivery date in each case 
will depend upon the technology type 
involved but will in any case be within one 
year of the date of signature of the CfD. 
generators can demonstrate compliance 
with the milestone requirements in one of 
two ways:

n by providing invoices, payment receipts 
or other types of information which 
demonstrate that the generator has 
spent 10% of the total project costs (as 
set out in the CfD); or

n by providing information which 
demonstrates that the generator  
has fulfilled the project commitments 
as set out in the CfD, such as  
(among others) evidence that  
the generator will have sufficient 
financial resources to complete the 
project or evidence that the generator 
is making progress towards timely 
commissioning, such as an appropriate 
construction contract. 

if a generator fails to submit evidence 
by the milestone delivery date the CfD 
counterparty will have a right to terminate 
the CfD.

installed capacity estimate
The government’s previously published 
approach10 was that projects were free 
to amend their capacity by 5% at the 
milestone delivery date and an additional 
5% by the project’s longstop date without 
incurring financial penalty. further 
adjustment to a facility’s capacity was 
permitted up to 20% of the initial project 
capacity before a termination event would 
be triggered. however, if a generator was  
to reduce the capacity of its facility in this 
way, the project’s strike price would have 
been reduced in proportion to the extent  
of under-delivery against this adjusted 
capacity.

following consultation, the government has 
now revised the installed capacity estimate 
provisions to provide greater flexibility 
for adjustment in the earlier stages of a 
project’s development, reflecting the fact 
that once a project achieves financial close 
there is ordinarily little variation to the 
installed capacity estimate.

Under the new provisions, generators 
are permitted to reduce the capacity of 
the facility by up to 25% of the installed 
capacity estimate. if a generator makes 
such an adjustment, the contract capacity 
is immediately adjusted and the difference 
payments are then capped at the new reduced 
level. in order to trigger the flow of difference 
payments, generators will then have to 
deliver 95% of the reduced capacity estimate. 
Provided that this 95% target is delivered, 
generators will receive the strike price in full.

credit support
The government has provided additional 
information on when and how generators 
are to post collateral – in the form of cash 
or a letter of credit from a qualifying issuer 
– in order to assist the CfD counterparty to 
manage risk of late or non-payment. 

a generator will not initially be required to 
post collateral, but, when the reference 
price is above the strike price, will be 
required to make payments on the specified 
payment date. failure to do so will usually 
entitle the CfD counterparty to terminate.

if a generator misses the payment date but 
makes a payment during the ten-day ‘cure 
period’ that follows, the CfD counterparty 
will note a ‘strike’ against the generator 
but will take no further action. a second 
‘strike’ in any rolling 12-month period will 
cause the CfD counterparty to issue a 
notice to the generator that two strikes 
have been incurred but will, once again, not 
trigger termination. a third ‘strike’ in a rolling 
12-month period and the CfD counterparty 
can issue a collateral notice requiring the 
generator to post collateral equal to £10 
multiplied by the expected MWh output 
of that facility over the 33 days of the 
payment period. When the generator has 
gone without a ‘strike’ for 12 consecutive 
months, the need for the collateral will fall 
away. failure to post collateral in line with 
this notice will entitle the CfD counterparty 
to terminate. 

risk of non-payment by  
the cfd counterparty
one area of concern for generators 
has been security of payment from the 
CfD counterparty. Termination events 
exclusively allow termination by the CfD 
counterparty in the event of generator 
default: there is no event that gives a 
reciprocal right to generators in the event of 
CfD counterparty default. This is due to the 
government’s view that the legislative basis 
of the scheme, together with the restriction 
of the CfD counterparty’s purpose to 
entering into these agreements, should be 
comfort enough for generators. 

however, in an attempt to provide  
additional reassurance to generators  
that the CfD counterparty will meet its 
payment obligations, the revised draft of the 
CfD now includes a range of undertakings 

‘the government has now revised the installed 
capacity estimate provisions to provide greater 
flexibility for adjustment in the earlier stages 
of a project’s development, reflecting the fact 
that once a project achieves financial close 
there is ordinarily little variation to the installed 
capacity estimate.’
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on the part of the CfD counterparty. These 
consist of a covenant to recover sums 
owed to the CfD counterparty by licensed 
electricity suppliers (who will fund the CfD 
counterparty) and commitments to, where 
appropriate, require financial collateral of 
a supplier and pursue a defaulting supplier 
as civil debtor. The generator now also has 
a right to various legal remedies (such as 
injunction and specific performance) where 
the CfD counterparty is in breach of these 
undertakings.

further protection for the generator 
is offered by changes to the events 
triggering termination. The operation of 
the insolvency termination event has been 
amended so that the CfD counterparty will 
not have a right to terminate if it is its own 
non-payment that causes the generator’s 
insolvency.

conclusion
it is hoped by government, and the 
renewables industry, that the CfD regime 
will provide sufficient confidence for 
investors to commit to the UK’s much 
needed low carbon generation. The 
government has invested significant time in 
the development of the CfD mechanism and 
in consultation with industry, including on 
the standard terms and conditions and the 
proposed allocation mechanisms. 

however, there is still an additional layer 
of detail outstanding, and it is only when 
this additional detail is published that 
investors will get a clear understanding of 
this key incentive. industry concern remains, 
particularly around the allocation of the 
CfDs and how technologies with different 
development costs will compete against 
one another.

The industry response will be critical to the 
success of the government’s strategy for 
keeping the lights on.

By Ross Fairley, partner, and  
Emma Andrews, associate,  

Burges Salmon LLP.
E-mail: ross.fairley@burges-salmon.com; 

emma.andrews@burges-salmon.com.

notES

1) The strike price will be indexed annually by reference to the Consumer Price index.
2) While strike prices have been set out for 2014-15, to show comparability with the 

ro, DeCC’s consultation on proposals for implementation of the CfD discussed a start 
date for CfD payments of april 2015.

3) standard and advanced gasification and pyrolysis, including advanced bioliquids.
4) Based on biomass contracts ceasing to pay in 2027 (regardless of start date). The 

government sees biomass as a transitional technology.
5) energy from waste without ChP is not supported under CfDs, which is consistent with 

the position under the ro.
6) The strike price for tidal stream and wave are intended for the first 30MW of capacity 

of any project. for higher capacity projects, support for the additional MW will be set 
at the offshore wind strike price.

7) see previous footnote.
8) source: DeCC, Electricity Market Reform: Allocation of Contracts for Difference, 

Consultation on Competitive Allocation, 16 January 2014.
9) source: DeCC, Electricity Market Reform: Update on Terms for the Contract for 

Difference, December 2013.
10) source: Electricity Market Reform: Contract for Difference – Allocation Methodology 

for Renewable Generation, 5 august 2013.
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