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Figure 1: The EU's main gas price benchmark and Germany’s baseload electricity 
index have increased up to 15-fold since the first half of 2021

Source: Bloomberg Intelligence. Note: * = Dutch Title Transfer Facility Natural Gas Year 1 Index, ** = German Baseload Power Year 1 Index.

There are various regional short-term markets in Europe. Price differentials over time and 

between regions provide efficient signals to traders to store gas or bring it where demand is 

highest. In many cases, these prices are also passed on to consumers, even for gas that has 

been contracted for many years, because most long-term physical contracts do not set a 

fixed price, but only a fixed volume; the price changes depending on swings in the spot price. 

This implies that sellers whose contracts are linked to the spot price are currently making 

extremely high profits (unless they have locked in lower prices through forward hedging).

On top of this layer of physical contracts, various market players (importers/producers, 

traders, retailers, different types of consumers) hedge prices on financial energy markets. For 

example, a chemical plant might have sold its products forward for a year at a certain price, 

while locking in a certain gas price through gas futures contracts2, to ensure a certain margin. 

The increase in electricity wholesale prices likely has two major causes. First, the increase 

in natural gas prices (also coal and less prominently EU carbon allowances) has pushed up 

the cost of electricity production when those commodities are needed to meet electricity 

demand. An increase in more expensive coal and gas (34.3 TWh and 21 TWh respectively, see 

Figure 2), combined with a drop in total generation, has made up the difference (McWilliams 

et al, 2022).

2 Which promise to pay the difference between the desired price and the spot price at realisation.
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Figure 2: Changes in EU electricity generation mix in 2022 vs 2021*

Source: Bruegel based on Energy Charts. Note: * = first eight months of each year.

In some situations, even increases in coal and gas generation have not been enough to 

meet demand. As a result, prices have increased even further, to levels at which consumers 
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swings in prices. Proposals currently under consideration to reduce exceptional energy costs 

faced by consumers seek to tax or cap excess profits and use the revenues to reduce energy bills.

Electricity spot prices are in turn an important signal for the optimal dispatch of power 

plants in the European electricity system; they also serve as the benchmark for settling futures 

contracts. Hence, while the current high prices in the spot market affect only market partic-

ipants that did not previously lock-in lower prices4, expected high spot prices next year have 

led to increases in futures prices.

It might be argued that very high prices and high price volatility in the wholesale gas and 

electricity markets are transitory, because electricity and gas demand can be reduced over the 

longer term and markets will therefore soon find a new equilibrium at lower prices. However, 

what happens in the short term is crucial. High energy prices dent household purchasing power 
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3.1 The European Commission proposal
On 14 September 2022, the European Commission proposed a regulation “on an emergency 

intervention to address high energy prices” (European Commission, 2022). It rests on four 



https://www.bundesfinanzministerium.de/Content/DE/Downloads/Schlaglichter/Entlastungen/ergebnispapier-des-koalitionsausschusses.pdf?__blob=publicationFile&v=4
https://www.bundesfinanzministerium.de/Content/DE/Downloads/Schlaglichter/Entlastungen/ergebnispapier-des-koalitionsausschusses.pdf?__blob=publicationFile&v=4
https://www.bundesfinanzministerium.de/Content/DE/Downloads/Schlaglichter/Entlastungen/ergebnispapier-des-koalitionsausschusses.pdf?__blob=publicationFile&v=4
https://www.reuters.com/business/energy/eu-propose-price-cap-russian-gas-von-der-leyen-says-2022-09-07/
https://www.reuters.com/business/energy/eu-propose-price-cap-russian-gas-von-der-leyen-says-2022-09-07/
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a reasonable price, gas suppliers need long-term market visibility to better plan their investments. 

The EU must prepare to live with very low or zero Russian supplies, entailing the replacement of 

most of the 150 bcm per year that Russia previously exported to Europe. The EU has a chance to 

pool this demand and to negotiate long-term, secure and affordable contracts with its main sup-

pliers. While it is unlikely that Europe will organise joint purchasing of gas anytime soon, it could 

be the occasion to use the EU Energy Platform – established in April 20228 – to better coordinate 

Europe’s position (Boltz et al, 2022). A first step is to set up a dedicated EU-Norway task-force9.

A second gas price cap proposal, reportedly championed by Italy10, would be to place a cap 

on all physical and financial transactions at Europe’s gas hubs, including the Dutch Title Transfer 

Facility (TTF) – Europe’s primary gas trading hub – and on over-the-counter (OTC) trading and 

exchanges (for similar proposals, see Neuhoff, 2022, and Conti and Pototschnig, 2022). Such a cap 

would apply to many longer-term contracts – including those with Gazprom – that are indexed 

to the TTF. To ensure the cap does not compromise Europe’s ability to attract LNG, the proposal 

envisages a contract-for-difference (CfD) mechanism that would return to importers the differ-

https://energy.ec.europa.eu/topics/energy-security/eu-energy-platform_en
https://ec.europa.eu/commission/presscorner/detail/ov/speech_22_5493
https://ec.europa.eu/commission/presscorner/detail/ov/speech_22_5493
https://www.reuters.com/article/ukraine-crisis-eu-energy-idINL8N30E54D
https://www.reuters.com/article/ukraine-crisis-eu-energy-idINL8N30E54D
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A third type of cap, the so-called ‘Iberian exception’11 adopted in Spain and Portugal since June 

2022, is a cap on the price of gas used for electricity generation. This effectively caps the electricity 

price in periods when gas-fired power plants are the marginal generator. While the measure is in 

theory financed by a charge on the electricity producers that benefit from the measure, the costs of 

capping the fuel price are substantial and may ultimately require a public subsidy. 

The Iberian exception has been effective in containing wholesale electricity costs in Spain and 

Portugal. However, it suffers from two problems. 

First, analysis has shown that the Iberian exception has incentivised gas burn during a gas 

supply crisis (Eicke et al, 2022). As a result, a broad application of the Iberian approach to the EU 

would likely increase gas prices, to the detriment of industrial consumers that use gas directly 

rather than via electricity. As electricity-intensive and gas-intensive industries are distributed une-

venly throughout the EU, the mechanism would also have distributional consequences between 

member states.

The second problem is that the Iberian approach could lead to the export of subsidised 

electricity to countries that are not paying for the subsidy. Within the EU, this problem could be 

somewhat mitigated if all member states jointly subsidised the gas. However, a cap that leads to 

the export of substantial amounts of subsidised electricity outside the EU (for example, to the UK) 

would unlikely be politically palatable. 

Figure 8: Illustration of the impact of the Spanish and Portuguese energy market 
intervention

Source: Bruegel.

3.3 Price shock absorber proposal
Another price-cap related proposal is a “price shock absorber”, proposed by Hogan et al (2022). 

The shock absorber would be triggered if the accumulated inframarginal rent for a basket of 

zero-carbon resources reaches a pre-determined multiple of the levelised cost of electricity 

of those resources12. A cap is then placed on the wholesale electricity price for a given period, 

say, a month. Gas generators would continue to bid at their marginal cost and would recover 

excess operating costs above the price cap from the system operator. Existing scarcity price 

11 Fernando Heller, ‘EU Commission approves Spanish-Portuguese plan to cap gas prices’, Euractiv, 10 May 2022, 

https://www.euractiv.com/section/energy-environment/news/eu-commission-approves-spanish-portuguese-plan-

to-cap-gas-prices/.

12 The LCOE is a measure of the net present cost of an electricity generation asset over its lifetime.
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https://www.euractiv.com/section/energy-environment/news/eu-commission-approves-spanish-portuguese-plan-to-cap-gas-prices/
https://www.euractiv.com/section/energy-environment/news/eu-commission-approves-spanish-portuguese-plan-to-cap-gas-prices/
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mechanisms would remain in place13. 

Similarly to the Spanish intervention, it is likely that this proposal would lead to higher 

consumption of electricity and gas (as the marginal resource), amplifying the energy crisis. 

Furthermore, the trigger mechanism might invite gaming – eg buying and storing gas to 

trigger the mechanism, and selling the gas after the cap kicks in and higher gas demand from 

higher gas-burn in powerplants pushes up gas prices.

Figure 9: Illustration of the price shock absorber proposal

Source: Bruegel.

3.4 Dual market proposals
Measures to segment energy markets have also been proposed in response to the crisis. The 

main issue with these proposals is that they are highly unlikely to be implemented in time to 

manage the crisis during winter 2022-23 as they represent a fundamental restructuring of the 

European electricity markets. Nevertheless, they are worth discussing briefly. Dual market 

proposals will be further discussed when long-term reform of the electricity market takes 

centre stage.

A proposal from the Greek government would split the wholesale market into resources 

that run when available (wind and solar, nuclear and fossil-fuel cogeneration) and resources 

that operate on demand (thermal generation, demand response and some hydropower) 

(Council of the European Union, 2022). Power in the when-available segment would be 

remunerated via long-term contracts, mainly private bilateral contracts, complemented by 

centralised auctions. The on-demand segment would continue to compete in a short-term 

spot market to meet the residual demand, revealing the marginal system cost. During periods 

with scarce energy supply, the price in the on-demand segment would rise to meet market 

demand, providing a signal for efficient cross-border electricity trade. The price faced by con-

sumers would be a weighted average of the contract price for when-available resources and 

the market clearing price of on-demand resources. 

This radical proposal would have profound implications for how electricity generation is 

contracted and remunerated in the European market. As there is no market clearing price 

for the when-available resources, investors cannot expect to earn higher revenues from spot 

markets and would thus enter bilateral longer-term contracts to obtain project financing. The 

13 For example, in the Single Electricity Market on the island of Ireland, an increasing price floor for the balancing 

market is administered if capacity reserves fall below predetermined levels. Presumably, price floors would 

override the price cap during periods of scarcity.
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proposal is motivated by the fact that these contracts will likely be signed at a lower price – 

closer to the marginal cost of the when-available resources – than the marginal spot market 

price, and therefore consumers would be able to better access the average cost of electricity. 

In addition to being too fundamental a change to be implemented in time to address the 

present emergency, other issues with this dual-markets proposal will need to be resolved to 

make it fully workable. For example, when-available long-term contracts provide no short-

https://www.euractiv.com/section/electricity/opinion/the-greek-market-design-proposal-would-be-the-end-of-electricity-markets-as-we-know-them/
https://www.euractiv.com/section/electricity/opinion/the-greek-market-design-proposal-would-be-the-end-of-electricity-markets-as-we-know-them/
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/sites/default/files/2022-06/PC-10-2022%20%281%29.pdf
/sites/default/files/2022-06/PC-10-2022%20%281%29.pdf
https://www.raponline.org/knowledge-center/price-shock-absorber-temporary-electricity-price-relief-during-gas-market-crisis/
https://www.raponline.org/knowledge-center/price-shock-absorber-temporary-electricity-price-relief-during-gas-market-crisis/
https://fsr.eui.eu/publications/?handle=1814/74868
https://data.consilium.europa.eu/doc/document/ST-11398-2022-INIT/en/pdf
https://cepr.org/voxeu/columns/iberian-electricity-market-intervention-does-not-work-europe?s=03
https://cepr.org/voxeu/columns/iberian-electricity-market-intervention-does-not-work-europe?s=03
https://eur-lex.europa.eu/legal-content/EN/TXT/HTML/?uri=CELEX:52022PC0473&from=EN
https://eur-lex.europa.eu/legal-content/EN/TXT/HTML/?uri=CELEX:52022PC0473&from=EN
https://www.igu.org/wp-content/uploads/2022/07/IGU-World-LNG-Report-2022_final.pdf
https://www.igu.org/wp-content/uploads/2022/07/IGU-World-LNG-Report-2022_final.pdf
https://www.linkedin.com/pulse/uk-energy-crisis-time-split-power-market-michael-liebreich/
https://cepr.org/voxeu/columns/winter-coming-energy-policy-towards-russia
https://cepr.org/voxeu/columns/winter-coming-energy-policy-towards-russia
/sites/default/files/2022-09/PC%2014%202022_3.pdf
/sites/default/files/2022-09/PC%2014%202022_3.pdf
https://www.diw.de/de/diw_01.c.843047.de/publikationen/politikberatung_kompakt/2022_0180/defining_gas_price_limits_and_gas_saving_targets_for_a_large-scale_gas_supply_interruption__final_report.html
https://www.diw.de/de/diw_01.c.843047.de/publikationen/politikberatung_kompakt/2022_0180/defining_gas_price_limits_and_gas_saving_targets_for_a_large-scale_gas_supply_interruption__final_report.html
https://www.diw.de/de/diw_01.c.843047.de/publikationen/politikberatung_kompakt/2022_0180/defining_gas_price_limits_and_gas_saving_targets_for_a_large-scale_gas_supply_interruption__final_report.html

