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The European Energy Crisis & Next Ofgem Tariff

The European Energy Crisis

In prior reports | flagged how the low natural gas storage might be sufficient to bring us through the winter,
but it could cause a drop in profitability for all energy users!. At the beginning of December it appeared
that gas storage levels will only last until the end of April®. This trend has now accelerated. In fact, the
decline in European gas storage has occurred at double the rate of that in 2019 in December. Kosovo has
now had its first blackouts in more than a decade®. Meanwhile, heavy industry is urging EU leaders to act
against unbearably high energy prices®. While many point the fingers at Russia and fewer supply of natural
gas through the existing pipelines, this is not the complete story. In France nuclear reactors were taken
offline after faults found®, Germany is closing existing nuclear plants by the end of the year and Belgium
set to close theirs by 2025°. On top of that, a small energy supplier in the UK, Good Energy, confirmed low
wind energy generation, as winds were 18% below norm in November and currently 33% below seasonal
norms’. And if that is not all, UK’s political shift against oil & gas has led to oil & gas production in the UK

at levels that are 70% of 2019 levels.

What does this translate to in the big picture? While I’'m in favour of upgrading our energy grid towards
renewable energy and have even spoken out for the potential success of the UK’s energy plan?, it should
not happen by phasing out fossil fuels immediately. If you look at the most polluting energy source, coal
is the outstanding leader with 50% more carbon emissions compared to gas®. As both energy sources can
be used to generate electricity, | believe the most obvious thing to do is to phase out coal first and once

completed, tackle the next. However, we try to change the entire energy grid at once and make the same
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5 https://www.dw.com/en/belgium-to-close-all-existing-nuclear-power-plants/a-60236059

7 https://www.londonstockexchange.com/news-article/GOOD/trading-update/15260797
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mistake as in previous attempts, as Peter Thiel laid out in 2000%°. This is why | remain long Hunting (HTG
LN), as the supplier for fracking and tubing tools will benefit from the return of shale oil & gas and remains
attractively valued. In fact, US fracking is already returning with a higher rig count and LNG tankers now
heading from the US to Europe®. Just to add some thoughts about making our energy supply purely reliant
on renewables by combining wind energy with storage facilities: Imagine oil production will be 33% below
its norm in a single month. In the case of the US, the country consumes around 18.19mio barrels of oil per
day'? and according to the EIA has now around 595mio barrels of oil in storage. If oil production would
decline by 33% in a single month, 180mio barrels of oil would need to be drawn down in inventories to
close this gap. Just imagine the wild price swings we will encounter in a future where we rely on a
combination of renewable energy supply and storage facilities that need to be massive to cope with the

unreliable supply.

EUROPEAN GAS IN STORAGE (TWh) depleted at
double the rate of 2019 in December 2021
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EUROPEAN GAS IN STORAGE(TWh) is now below
that of 2013 levels on 22nd Dec 2021
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UK mining, quarrying and oil and gas extraction

120.0 remains well below 2019 levels
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Source: Office for National Statistics

The next Ofgem Tariff

The UK household so far has not really felt much of this energy crisis due to the protective Ofgem tariff.
As the tariff is set semi-annually for the periods Oct-Mar and Apr-Sep and hedged eight months in advance,
we are currently enjoying gas and electricity prices of around £61 per therm. As per below, wholesale
prices have risen between February and August by around 41% from an average of £373 to £528 per
average household per year. Natural gas prices have increased by around 54% over these two periods
from an average of £39.68 to £61.1 per therm. The average of the current natural gas price taken from
September 2021 to February 2022 is set to be above £200 per therm. This alone would increase Wholesale
prices from the current £528 towards £1,320 following similar calculations as the changes from the prior
to the current period (i.e. £200/£61.1 / 54%/41% * £528). Assuming that all other costs remain the same
(which is unlikely as the number of defaults in energy suppliers will raise bills to make up for their
liabilities), we will see the next average Ofgem tariff at over £2,000 per household. An increase of say
£723 per year per household with 28.1mio UK households in total would cost the consumer £20.3bn more
a year. This is around 1% of UK’s GDP or UK’s government debt and makes up 2.3% of the UK’s median

annual income of £31,487.

While this is bad news for all of us, in particular people on lower incomes, it is positive for Centrica/British

Gas. As the company makes around 2.9% per household on the average house Ofgem tariff, the company
4
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will earn £58 instead of the current £37 per household. This alone should lead British Gas to report an

EBIT of around £580mio based on their 10mio customers. With more suppliers failing, British Gas is likely

benefitting with more customers in the future. Currently the company has no net debt and is valued at

around £4bn.

The current Ofgem tariff for UK households

Period 6 (Apr 21 Period 7 (Oct 21
= Sept 21) = Mar 22)

Wholesale £373 £528
Policy £172 £159
Adjustment £93 9
allowance”

Metwork £268 £268
Operating costs £204 £204
Payment uplift E12 £12
EBIT £20 £23
Headroom £12 £14
VAT £54 £61
Total £1,138 £1,277

Figure 1: Breakdown of default tariff cap components

Source: Ofgem
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Legal Disclaimer

The contents of this publication have been prepared solely for the purpose of providing information about AozoraStep Capital
LLP and the services and products it offers, which are targeted for professional investors only. The opinions and views expressed
are those of AozoraStep, may change without notice and should not be construed as investment, tax, legal or other advice.
AozoraStep does not guarantee the completeness and accuracy of the information provided and all content can become out of
date. Products or services mentioned on this site are subject to legal and regulatory requirements in applicable jurisdictions and
may not be available in all jurisdictions. Accordingly persons are required to inform themselves and observe any such restrictions.
In respect to investments described on this website, past performance is not a guide to future performance. The value of
investments and the income of any financial instruments mentioned on this website may fall as well as rise and may have tax
consequences. The performance of AozoraStep Capital is based on a personal track record and audited by Sedulo for the time
period Q1 2019 - Q1 2021 only with further audits being done on an occasional basis. AozoraStep Capital is currently not
authorized by the FCA, but is in the process of authorization. AozoraStep Capital LLP is registered in England and Wales with
registered number OC436835. Registered Office: 57 Lansdowne House, Berkeley Square, London W1J 6ER, United Kingdom
Reproduction or distribution of any materials obtained in this presentation or linking to this presentation without written

permission is prohibited.
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