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The recent energy crisis shone the spotlight on both the level 
and stability of end-user electricity prices

In this presentation, I will explain our modelling approach and highlight areas where it can be a useful tool 
for evaluating the impact of changes in electricity market conditions or design on electricity forward markets

Ofgem’s Default Tariff Cap (DTC) ensures electricity 
price stability for customers1 

(1) Breakdown of the previous and current Energy Price Cap components, direct debit, dual fuel, Ofgem  (25 
August 2023), Energy price cap (default tariff) update from 1 October 2023

Suppliers manage wholesale electricity price risk by 
trading in the forward market for electricity 

• The supply for hedges and the liquidity of forward markets 
impact the risk premia suppliers face in the forward 
market 

• The economics of liquidity and hedge markets are 
frequently ignored and generally poorly understood in 
policy design, but are a significant driver of costs to 
customers

• NERA has developed a modelling approach for estimating 
the willingness to provide “hedges” for generators 
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Our modelling framework consist of three main steps

Market Modelling Value at Risk Framework Market Supply Curve
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Our Value at Risk framework enables us to estimate willingness 
to provide hedges for different generator types

Technologies Considered Hedging Strategy
• We assume each generator provides 

hedges according to the Default Tariff 
Cap profile

• We simulate the cost of providing 0%-
100% of expected output in hedges

Risk Capital 
Requirement

Retained 
Earnings

Wind+Battery

Wind (CfD)

Wind (ROC)

Nuclear CCGT
OCGT

TimeDecJan

Cumulative 
Cash Balances

0% Hedging
100% Hedging

Illustration of VAR Model Output

Our VaR model estimates generator cash balances in 4,000 states of the world (per year)
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The final step in our framework involves aggregating individual supply 
curves to create a market wide supply curve for hedges

The intersection between our assumed demand curves and the supply curve for hedges identifies the 
market risk premium (i.e., the market price for hedges)

Wind+Battery Nuclear CCGT

Wind (CfD)Wind (ROC)

We aggregate the 
individual supply curves 
using the capacity mix 

forecasted in NG ESO’s 
Future Energy 

Scenarios 2022

Individual Supply Curves for Hedges by Tech Type Market Supply and Demand Curves for Hedges
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We find that the risk premia (as a % of the expected wholesale electricity 
price)  increases gradually from 2023 to 2030 before spiking in 2035

1. Source: BEIS (October 2022), Energy and emissions projections 2021 to 2040, Annex M: Growth assumptions and prices, Sheet: Reference

Using BEIS’ latest EEP electricity price 
forecast1, the average risk premia will rise 
from £5.08 per MWh to £6.7 to £13.10 per 
MWh (low and high demand respectively). 

• We assume that both suppliers and generators 
hedge according to the current DTC hedging profile

• We assume that the current CfD framework and 
wider wholesale market design remain in place until 
2035

Key Assumptions
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The opinions expressed in this report are valid only for the purpose stated herein and as of the date of this report. No obligation is assumed to revise this 
report to reflect changes, events, or conditions, which occur subsequent to the date hereof.

All decisions in connection with the implementation or use of advice or recommendations contained in this report are the sole responsibility of the client. 
This report does not represent investment advice nor does it provide an opinion regarding the fairness of any transaction to any and all parties. In addition, 
this report does not represent legal, medical, accounting, safety, or other specialized advice. For any such advice, NERA Economic Consulting 
recommends seeking and obtaining advice from a qualified professional.
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