
Non-Paper 

– Policy Op1ons to Mi1gate the Impact of Natural Gas Prices on Electricity Bills – 

Background 

The European Council of 20 October called on the Commission to urgently submit concrete decisions on 
a series of Energy market related steps. This includes a temporary EU framework to cap the price of 
natural gas in electricity genera?on, including a cost-benefit analysis subject to a number of condi?ons, 
namely, not to modify the merit order of electricity genera?on, to prevent an increase of gas 
consump?on, to address the financing and distribu?onal impacts and to address impacts on flows 
beyond the EU’s borders. In addi?on, the European Council has asked the Commission to speed up the 
work on the structural reform of the electricity market design.  

This non-paper summarises the cost-benefit analysis and puts a poten?al Europe-wide introduc?on of 
the Iberian subsidy mechanism in the wider context of previous crisis related electricity market 
interven?ons and the upcoming electricity market design reform. 

Policy Context 

The Commission has, since the start of the energy crisis and the first toolbox Communica?on in October 
2021, provided Member States with a number of tools to intervene in the func?oning of electricity 
markets and mi?gate the impact of high energy prices on consumers’ bills. 

The most recent step in this respect is Council Regula?on 2022/1854 of 6 October 2022. In addi?on to 
imposing a target to reduce electricity demand, this Regula?on has already altered the func?oning of 
European electricity markets through the introduc?on of the so-called inframarginal cap. This cap has 
created a situa?on where the market remunera?on of renewables, nuclear and certain other 
technologies will no longer be dependent on the highest price on the market, typically natural gas. These 
inframarginal forms of genera?on will, in principle, earn a maximum remunera?on of 180 Euros per 
MWh. The revenues are channelled to reduce electricity bills bringing thus the benefits of lower cost 
renewables and other low-cost technologies directly to consumers, households and businesses alike. 

This revenue limita?on, and the altera?on of the market func?oning which it implies, is a first step 
towards the longer-term evolu?on of electricity market design aiming at decoupling electricity price 
from gas price. 
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Mechanism Proposed by Several Member States 

This chapter provides an assessment of the implica?ons of introducing a mechanism at EU level that is 
inspired by the Iberian subsidy scheme. To beSer accommodate the situa?on in different EU Member 
States, a possible European measure would need to combine the following elements: 

• Member States would be obliged to pay their gas-fired power plants a subsidy which covers the 
difference between the actual gas price observed on the day-ahead TTF exchange and a target gas 
price for power genera?on. 

• The relevant power plants would be obliged to reduce the price at which they sell electricity into the 
day-ahead and intraday markets by the amount they have obtained via the subsidy (and na?onal 
regulatory authori?es would have to monitor this obliga?on). 

• The ra?onale of the mechanism is that the subsidy not only lowers the price at which gas-fired 
power plants sell their electricity on the day-ahead and intraday market but also the overall clearing 
price in the market, thus reducing the revenues of all plants which produce electricity using different 
technologies (inframarginal technologies). 

• Contrary to the mechanism currently in applica?on in the Iberian Peninsula, the mechanism 
analysed for the purposes of this non-paper does not envisage a subsidy also for coal-fired power 
plants.  

Summary of the Analysis 

Defining the Subsidy Level 

One of the most important design choices for a European mechanism is the level of the subsidy. Several 
Member States have proposed a subsidy level which is significantly higher than the one applied in the 
Iberian Peninsula and which would limit the price of gas used for power produc?on to the equivalent of 
a TTF price of 100-120 EUR/MWh. This choice of subsidy level seeks to strike a balance between 
ensuring the effec?veness of the measure to reduce electricity prices and avoiding making gas-fired 
power financially so aSrac?ve that it increases their use and reduces the use of alterna?ve genera?on 
technologies. It is to be noted that at current gas price (about 60 EUR/MWh), this measure would not 
produce any results. 

Interac7on with the Inframarginal Cap  

The benefits of the measure would derive from the fact that the subsidy is only paid to gas-fired power 
plants but the resul?ng reduc?on of the wholesale clearing price at the same ?me reduces the revenues 
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of inframarginal generators, which do not receive the subsidy. This aspect of the func?oning of the 
measure would aim at the very same revenues of non-gas fired power producers that are also the target 
of the inframarginal cap recently introduced by the Council in Regula?on 2022/1854 of 6 October 2022.  

Adding this mechanism on top of the inframarginal cap would therefore produce a net benefit of 
approximately 13bn EUR  on top of the 70bn EUR benefit of the inframarginal cap. The resul?ng net 1

benefits could have a beneficial effect on overall infla?on.  

Implica7ons for Gas Consump7on 

Another important design objec?ve would be to avoid that EU gas consump?on increases as a result of 
the measure. In the current context, such an increase would risk worsening the already difficult situa?on 
as regards gas security of supply. The most important element of avoiding changes to the merit order is 
to set the subsidised target price sufficiently high so that gas-fired power does not become more 
aSrac?ve (i.e. cheaper) than producing electricity from other technologies. That is what has mo?vated 
the 100-120 EUR/MWh price described above. However, gas demand is es?mated to increase even at 
this price level between 5-9bcm, mainly on account of exports outside the EU (see next chapter).  

Predic?ng the exact amount of extra gas consump?on generated by the measure is very difficult and the 
overall increase can be higher than the above es?mates because the factors determining the merit order 
between gas and coal are very vola?le and the subsidy is based on an abstract market benchmark and 
does not reflect the true cost at which gas-fired power plants purchase their gas. 

Avoidance of Increased Flows to Non-EU Countries 

The effec?veness of the measure as regards both lowering electricity prices and avoiding addi?onal gas 
consump?on is highly dependent on the extent to which increased flows of subsidised electricity to non-
EU countries can be avoided. If such increased power flows are not addressed, they would lead to an 
increased power produc?on in the EU using gas-fired plants. Depending on the underlying assump?ons, 
the relevant volume of extra gas consump?on could range between 5 and 9 bcm. These effects can occur 
in rela?on to a number of EU trading partners but are likely to be most significant as regards the UK and 
Switzerland. Such exports would also reduce the net financial benefits of the measure, as subsidies paid 
in the EU would in essence reduce power prices for non-EU consumers. 

To address this effect would require to agree with the relevant third countries on an extension of the 
scheme beyond EU borders. Alterna?vely, some Member States have proposed to address this via a two-

 This es?ma?on is based on the assump?on that current day-ahead TTF prices would increase to 180 EUR/MWh 1

and would remain at this high level for an en?re year.
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step clearing process in the wholesale market. The aim of this would be to reserve the lower prices 
created by the measure to intra-EU trades and to export electricity at a higher price. The main challenges 
involved in such a two-step clearing process would be that it would amount to a very significant change 
also to the func?oning of electricity markets in the EU market coupling process for which market 
operators would have to be given significant lead ?me; and that a number of interna?onal agreements 
with the EU’s trading partners prohibit the crea?on of higher export prices  (an example being the EU-UK 
Trade and Coopera?on Agreement).  

Addressing Financing and Distribu7onal Impacts 

The cost of the measure for Member States and/or electricity consumers is largely a func?on of the 
amount of gas-fired power plants present in each Member State. Member States which rely very heavily 
on gas-fired power genera?on in their electricity system would face the highest costs for the necessary 
subsidies. This would for example be the case as regards Germany, the Netherlands and Italy. Member 
States that are net-importers of gas-fired power would benefit from electricity subsidised by other 
Member States. The biggest net beneficiary is es?mated to be France.  

Member States in which gas-fired power plants set the price less frequently (such as parts of Central and 
Eastern Europe) would probably also observe less benefits from the applica?on of this measure. Finally, 
the effec?veness of the measure depends on the amount of electricity sold under long-term contracts. 
As the measure does not impact the price set out in exis?ng long-term contracts, Member States where 
a large percentage of electricity genera?on is covered by them would observe less benefits (like for 
example the Nordic or the Bal?c countries). It is even possible that consumers in these countries could 
see prices increase if the levy to finance the subsidy were set at the same level across the EU. 

The most effec?ve way to manage such distribu?on effects between Member States would be to create 
a European scheme which redistributes the costs of the measure amongst all Member States in line with 
the benefits it brings about. This could however be difficult to design because lack of reliable sta?s?cs 
and poli?cal challenges. 

Possibility to Na7onal Schemes 

Independently from the introduc?on of the Iberian subsidy mechanism as a mandatory EU-wide 
solu?on, Member States are free to no?fy na?onal schemes of this type to the European Commission. 
As was the case for the Iberian mechanism, such na?onal interven?ons have to comply with EU State aid 
rules and ensure that cross-border trade between Member States is not restricted.  
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Las1ng Ways to Mi1gate the Impact of High Gas Prices on Electricity Bills 

The Commission has also started preparing a longer-term and more structural method to mi?gate the 
effect of high gas prices on power prices. By bringing this reform forward, the benefits of lower cost 
renewables could be brought to consumers on a las?ng way. Such a reform should address only those 
essen?al elements of the market design that can be implemented rapidly; they should focus on two 
different sides of the electricity market. 

One Side of the Market: Remunera7ng Renewables and other Technologies Based on Their True 
Produc7on Costs 

Renewables and other types of inframarginal generators (e.g. nuclear) would be remunerated under 
contracts for difference, independently of the marginal price. The price of these contracts would typically 
be established by tendering and will be a direct func?on of the actual produc?on costs of the relevant 
technologies. 

This shih to a remunera?on based on contracts for difference can be implemented very swihly and easily 
for new capacity entering the market. For exis?ng generators, the current inframarginal cap could be 
directly integrated into the func?oning of the wholesale market to facilitate its prac?cal implementa?on 
and incen?vise the transi?on of exis?ng generators to a long-term pricing structure based on contracts 
for difference.  

The Other Side of the Market: Effec7ve Compe77on for Gas in Well-Func7oning Short-Term Markets 

The main role of gas-fired power genera?on in such a new system would be to counterbalance the effect 
of vola?le renewable genera?on un?l alterna?ve technologies are increasingly able to take over this role. 

To achieve this aim at the least cost to consumers, the new revenue structure for inframarginal 
generators based on contracts for difference needs to be complemented with a well-func?oning short 
term market, which ensures that the cheapest and more efficient technology is used at any moment in 
?me. This can be ensured through a well integrated and interconnected market whereby any barriers for 
alterna?ve technologies like storage and demand response are removed so that they compete on a level 
playing field and they can progressively replace gas-fired powerplants in addi?on to renewable and low 
carbon sources.   

Possible way forward 
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Depending on co-legislators, such a targeted market design changes can be proposed and implemented 
quickly. It would provide a more permanent solu?on for the excessive dependence of European 
electricity bills on highly vola?le natural gas markets and bring the benefits of lower cost renewables to 
consumers in line with their share in the electricity mix and the rapid uptake that is needed to phase out 
Russian gas.  
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