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Premier Miton Global Renewables Trust Plc
Trust insight

Fund manager James Smith discusses the current volatile
power price environment, and what impact this may have on
renewable energy investments.

The UK energy crisis and implications for renewable investment
Back in the summer, I wrote an article stating that the reasons behind the predictions
for relatively low long-term UK power prices may well be offset by other factors. The cost
of renewable energy has fallen markedly over recent years, and is expected to continue
to do so. Some believe this will put pressure on future energy prices, as low cost
renewables displace other higher cost forms of energy, resulting in declining electricity
prices. The theory goes that renewable energy investment should therefore be treated
with caution, as a lower electricity price in the future probably means lower earnings and
returns.
In the article, I made some counter arguments, as I believe that the future dire ction of
power prices is not so clear-cut. We could see higher demand for electricity resulting
from the electrification of the economy (electric cars, heating, hydrogen etc.), while the
loss of old nuclear power plants in the current generation mix could add to pressure on
supply.
Since that time, markets have moved quickly, with surging global gas prices leading to
much higher electricity prices. Gas fired generation had a 35.6% share of the UK
electricity market in 2020, and is the form of generation mainly responsible for
establishing the overall market price. Other types of generation such as nuclear, wind,
hydro and solar have little or no marginal cost associated with them, and will therefore
accept almost any level of electricity price, making them price takers rather than price
setters.

price, i.e. constant load, which is less volatile than the day ahead price), together with the
day ahead natural gas price (rebased to 100 in September 2020), produces the following
chart. The correlation between gas and electricity prices is clear.
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One year comparison of UK electricity and gas prices

Source: Bloomberg, 30.09.2020 30.09.2021.

I have heard it said that recent low generation from wind farms is partly to blame for the
present high electricity prices. However, over the summer months, output from wind farms
is at a seasonal low, and would not normally be expected to exert a major influence on
electricity prices. Even if wind output had been strong, it would have been unlikely to make
much difference as gas generation would still be required, and as we have already discussed,
gas generation tends to set the electricity price for the entire market.
Much has been written about the underlying cause of the current spike in global gas prices.
I would make the following observations:
Firstly, natural gas is increasingly now an international commodity, able to be shipped
around the world in the form of liquefied nat
in Asia has repercussions for markets such as the UK, which now relies heavily on imports of
LNG as well as that of piped gas. UK domestic production has decreased over recent years,
moving from a position where the country was self-sufficient in gas in the mid-1990s to
importing about half of our gas needs.
Secondly, Russia, which has historically focussed its gas exports on Europe, can now export
directly to China through the Power of Siberia pipeline, which commenced deliveries in late
2019. Europe has worked to diversify its gas imports to reduce reliance on Russia, so should
not be surprised to find Russia has acted to diversify its customer base, and is able to redirect
volume according to prices and politics.
Thirdly, we have a multitude of shorter-term factors such as strong demand as the world
reopens from the Covid pandemic, high levels of gas demand in China from restrictions on
coal usage, plus historic low levels of storage in Europe. This increases the chance of a
chronic gas shortage in winter 2021/22 with markets adjusting pricing in advance.
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Short-term problems drive long-term solutions
In my estimation, the current gas shortage, and resultant high power price, look set to be
with us for the next six months at least. As we enter winter, with increased demand for both
gas and electricity, energy prices should stay at very high levels. If the winter is wet, windy
and mild then the situation should remain manageable. If it is dry, cold and still, then the
current problems could get worse, and require more aggressive management.
I believe that the solution lies in substantially higher renewable energy generation, together
with more storage (both battery and hydro) to manage the issue of their inherent
intermittency. On the plus side, the UK is blessed with an excellent wind resource
(particularly the more reliable offshore wind speeds), and with wind generation now being
among the lowest cost ways to generate electricity, we should build much more of it. The
UK is not the most productive region for solar, but given its low cost, even here solar
generation is more than viable. It also has the benefit of its generation being weighted to
summer, providing a useful counterbalance to winter wind.
New nuclear power, providing a reliable baseload level of supply, will probably also have a
role to play. Nuclear has the benefit of being CO2 free, but the cost of generating electricity
from new nuclear is multiples that of wind and solar. In addition, new nuclear can easily take
10 years to commission from the date the initial investment decision is made. Therefore,
based on present technology, new nuclear is expensive and will do little to alleviate energy
shortages for quite some time.
Gas fired generation is likely to remain with us for many years, while falling in importance
over time. Gas generation capacity is likely to remain as standby plant (which ideally should
be backed by increased gas storage), effectively being paid to stand largely idle but ready to
run if required, doing so only in times of high demand. Effectively gas fired generation

Investment conclusions
It seems somewhat distasteful to be discussing ways to achieve investment returns from the
current environment, when higher energy prices are undoubtedly causing hardship to
many, and may well continue to do so. However, I believe it is the role of government to
manage affordability and perhaps more could be done here.
The outlook for UK renewable energy is healthy, and in the near term, renewable generators
should benefit from the current high energy price environment through higher revenues
allied to a largely fixed cost base. I also believe that the current high pricing environment
may lead to higher long term prices as a result of a risk premium being built into longer
term contracts, coupled with an increased desire from large energy users to lock in longer
term prices rather than being exposed to shorter term market volatility.
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How individual companies may benefit depends on their particular revenue structure. More
recent offshore wind developments, for example, sell power on fixed long term prices set
through competitive auction and should not be expected to benefit. Onshore UK, and older
offshore renewables retain market exposure for a large part of their revenue (the remainder
being renewable obligation certificates) and should therefore see some benefit. The extent
to which they see higher revenues depends on the degree to which they have forward sold
their output at fixed prices, but if prices stay higher for longer, then most should see some
earnings uplift.
As far as the portfolio is concerned, there are times when it is wise to be risk averse, seeking
out the companies with the lowest risk, most contracted, revenue streams. At other times, it
pays to take on a little more risk, with higher weightings toward those companies with a
higher level of market exposure. I believe at present that we are in the latter situation.

Risks
Reference to any particular stock does not constitute a recommendation to buy or sell
the stock. The value of investments may fluctuate which will cause fund prices to fall
as well as rise and investors may not get back the original amount invested.
This trust may experience high volatility due to the composition of the portfolio or the
portfolio management techniques used.
For trusts investing globally, currency exchange rate fluctuations may have a positive or
negative impact on the value of your investment.
Investments made in bonds, equities or other assets in less-developed countries
generally carry higher risk than in developed countries.
The trust will invest predominantly in companies that have exposure to infrastructure.
This can mean the fund is more sensitive to price swings than other less concentrated
funds.
Forecasts are not reliable indicators of future returns.

IMPORTANT INFORMATION: For information purposes and only to be issued to investment
professionals. It is not for circulation to retail clients. It expresses the opinion of the fund manager
and does not constitute advice. Persons who do not have professional experience in matters
relating to investments should always speak with a financial adviser before making an
investment decision.
Whilst every effort has been made to ensure the accuracy of the information contained within
this document, we regret that we cannot accept responsibility for any omissions or errors. The
information given and opinions expressed are subject to change and should not be interpreted
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as investment advice. Reference to any particular stock or investment does not constitute a
recommendation to buy or sell the stock / investment.
All data is sourced to Premier Miton unless otherwise stated. Persons who do not have
professional experience in matters relating to investments should not rely on the content of this
document.
For your protection, calls may be monitored and recorded for training and quality assurance
purposes.
A free, English languag
Pre-investment Disclosure Document are available on the Premier Miton website, or you can
request copies by calling us on 01483 306090.
All types of investment carry a degree of risk. It is possible you could lose some, or all, of the money
you invest. The level of risk varies depending on the type of investment.
Financial Promotion issued by Premier Miton Investors. Premier Portfolio Managers Limited is
registered in England no. 01235867. Premier Fund Managers Limited is registered in England
no. 02274227. Both companies are authorised and regulated by the Financial Conduct
of Premier Miton Group plc (registered in England no. 06306664). Registered office: Eastgate
Court, High Street, Guildford, Surrey GU1 3DE.
004451/081021
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