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Dear All, 

Welcome to the May issue of the EU-China Energy Magazine!

In this issue, we continue our discussions about some key issues in the energy transition, such as power system flexibility and clean tech manufacturing, while keep track of the latest policy and market developments in the energy sector in the EU and China.

Our first article delves into the question of whether a reform of the EU power market alone would be sufficient to achieve EU’s goal of energy security and decarbonisation. Professor Jean-Michel Glachant, writing for the Oxford Energy Forum, explores the complexities and conditions necessary for a successful transition.

Like the EU, China faces the urgent task of managing the rising output from variable renewable energy sources while ensuring supply reliability and security by incorporating flexibility into its energy system. Our second article examines the challenges associated with increasing power system flexibility and highlights some key considerations for Chinese policymakers.

Next, we look at China’s record-breaking CO2 emissions in Q1 2023. We examine the reasons behind this alarming increase and look at the prospects for emissions amidst the somewhat contradictory context of strong growth in low-carbon energy and new coal expansion.

Taking centre stage in recent EU-China energy discussions is the EU's Net Zero Industry Act. The Act, designed to bolster EU’s local clean tech manufacturing, has sparked considerable debate in both China and the EU. This issue features two articles on the subject, providing a comprehensive examination of the Act and its implications: one article looks at the potential impact of this Act on Chinese renewables companies, drawing on the views of industry insiders and analysts; the second piece assesses Europe’s current standing in the diverse manufacturing landscape of different clean technologies, comparing their manufacturing capacity and development levels, and providing a better understanding of whether Europe can secure a competitive edge in clean tech manufacturing.

We hope you enjoy this issue of the EU-China Energy Magazine. Please feel free to reach out to us with any feedback or contributions you may have.

Dr. Flora Kan

ECECP Team Leader
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1.  Reforming the EU internal electricity market will not suffice to deliver EU aims
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We need to wonder if a reform of the EU internal electricity market would suffice to deliver EU energy security, decarbonization, and electrification. Regrettably, this is not the case. Let us be frank: this market reform, this entry into an era of ‘hybrid electricity markets’, is a condition for success but only a necessary condition, not a sufficient one. Why? Let us consider four other conditions for success to make this point clearer. Decarbonization and electrification face (1) other direct constraints, such as adequacy of grids and infrastructure; (2) indirect constraints, such as the allocation of decision rights between the EU level and the member states; and other types of constraints, both external and internal to the energy field, such as (3) the EU Central Bank monetary policy and member states’ public budget financing and (4) existing international trading and manufacturing chains.

It is therefore equally true to say that the existing EU market reform does not change all the fundamentals in the European energy policy, and that the EU energy landscape, post market reform, will require more effort, more attention, and more coordination from public and private energy decision-makers.

Direct constraints: adequacy of grids and infrastructure

When decarbonization and electrification trends displace the technology frontier to wind farms, photovoltaic (PV) panels, heat pumps, and electric vehicles, the reality of electricity flows must still deal with the reality of grids and system operation. The four countries leading the EU’s offshore expansion are targeting 65 GW in their northern seas in 2030 (more than France’s existing nuclear fleet) and 300 GW in 2050 (2.2 times France’s total generation set). Where are the transmission lines to move all of this? Will the corresponding enormous power flows only be canalized among these northern maritime countries, or will they also feed many other EU countries—and in the latter case, with which lines, interconnections, or corridors? How can citizens in the Benelux be persuaded to accept construction of power lines that pass through their countries to supply power to Italy, Austria, and perhaps elsewhere? How should the grid in the North Sea and beyond be financed?

The same can be said of offshore wind, solar PV, and distribution grids. For example, the European vision of the solar future expressed in RePowerEU in May 2022 is 320 GW of PV by 2025 and 600 GW by 2030. Are there distribution grids ready to connect and manage this supply? One can also consider heat pumps and electric vehicles in the future. The EU would like to double its number of heat pumps to 10 million in 2027. Are the distribution grids ready for this? The Dutch distribution grids are already quite congested, and the Belgian grids are starting to be. And what would ‘being ready’ mean?

In the past, flow constraints in distribution grids were considered a given, and grids had to be adapted to overcome them in a ‘fix and forget’ manner. Today, research shows that new investments in distribution grids can vary by 40–50 per cent if the users of the grid behave differently and become proactive. How can users be incentivized to adapt and react to the reality of grid constraints, peaks, congestion, and investment costs? Should it be by creating new markets, local markets, new grid usage rules, or new connection agreements, or by giving grid managers new grid congestion management rights? 

This reasoning could be extended to other assets and investments needed to secure and operate the grids—such as large storage, demand response, and other balancing reserves—to deliver security and resilience of electricity systems by 2030 and 2050. 

Indirect constraints: allocation of decision rights between the EU level and member states 

A comprehensive reform of the EU internal electricity market is likely to have three pillars: long-term contracts for price hedging, long-term contracts for energy delivery, and long-term contracts for capacity building. Aside from market reform, another key condition for the success of Europe’s energy transition aims is related to grids and infrastructure adequacy. 

Frankness and realism immediately show that, in each of these four key areas, the member states and not the EU have the core decision-making rights. The EU mainly intervenes via the numerous European grid codes for flows operation, and the coordination of power exchanges and transmission system operators through ‘market coupling’. It is somewhat paradoxical that an ideal reform of the internal electricity market would reinforce so deeply the role of public authorities in each country but would not consider at all how to better coordinate the new European web of long-term contracts. Regarding the elementary microeconomics of collective action, one might say that the EU as a whole will face a consistent ‘moral hazard’ issue. Each country will directly combine the way it wants to handle its four key areas of decision-making; but many core results will affect Europe as a whole and only appear at the EU level: for example, dependence on imported fossil fuels, sensitivity to fossil price shocks, sharing of new decarbonized assets through interconnection and market coupling, and resilience against new types of energy shocks created by worsening climate change.

Certainly, we already have some European tools addressing some similar issues: the studies made by the European Network of Transmission System Operators – Electricity ENTSOE (the 10-year network development plan and the adequacy study), the financing granted to Projects of Common Interest through the EU network policy, and the National Energy & Climate Plans (and the corresponding regulation of Energy Union governance). However, all these tools suffer from two main limits: they were conceived to work within the former internal electricity market framework, and they are all quite deeply entrenched in their respective silos. A new system of European governance has to be carefully thought through and practically implemented to reach the level of coordination that the EU will need to successfully accelerate its decarbonization and deepen its electrification. The challenges that European industry and the European economy will face in the new world geopolitics in the three decades up to 2050 do not allow us to make many mistakes or lack cohesion.

Constraints external to the energy sector: EU Central Bank monetary policy and member states’ public budgets

Unfortunately, the success of Europe’s market reform aims also faces hard constraints external to the energy sector, which means that one cannot expect much benevolence and leniency there. Among these are the EU Central Bank’s monetary policy and the member states’ public budgets. 

EU monetary policy should have stayed outside our review, because the European Central Bank’s leaders are openly addressing climate change, and have put it in their general policy framework, which is remarkable. But the current inflationary wave has created a much more urgent priority for them. The Bank is no longer willing to sustain the ‘easy money’ policy that it had adopted for a long time, and a tightening of monetary and financial policy is the new normal. This may last for a long time, as the Bank is not willing to impose a rapid and brutal tightening of policy but rather prefers a significant but softer and longer hardening. It is not obvious that this softer tone will not depress companies’ and households’ willingness to invest. How will the EU then accelerate its investments in both decarbonization and electrification?

The size and speed of investment flows are not the only concern here. Most decarbonization investments are in capitalintensive options with low variable costs (such as wind, solar, storage assets, and building refurbishments). The total cost of these actions is then strongly impacted by rises in interest rates. Even if interest rates stay under the current inflation trend, the total cost of many decarbonization actions is jumping today and will push up the European price for decarbonization.

The second part of this monetary and financial lock is member states
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