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Investing in Offshore Wind Projects
And the role of the US Federal Government
By Larry Eisenstat

The federal government, via the Interior Department’s Bureau of Ocean Energy Management (BOEM), will soon auction
development rights along 2400 square miles of the Atlantic Ocean continental shelf. Hopefully, BOEM’s announcement will
be the critical first step toward allowing offshore wind projects (OSW) to substitute for a meaningful portion of the United
States’ aging generation fleet.
Developing these OSW projects would:
1. Catalyze the new or presently moribund businesses necessary to
develop and maintain OSW infrastructure;
2. Jumpstart the economies and labor forces of ports and other
communities near project sites; and
3. Spawn new or improved technologies (floating turbines, foundation structures, etc.).
Taken together, these factors should lead to greater efficiencies,
economies of scale and scope, and the production cost decreases
that have commercially transformed the PV solar industry.
Unfortunately, it remains to be seen whether BOEM’s streamlined
environmental approval process will result in the construction
of any significant amount of OSW capacity, or even a single wind
farm.
Technology is not the issue. Europe has been investing in
OSW for two decades, and now has more than 50 wind farms,
representing more than 4000 megawatts (MW) in operation along
the shores of 10 different countries. Presumably, any perceived
technology risk associated with developing US projects can be
monetized and managed.
Demand is also not the issue. Major coal plant retirements have
been announced, with more expected. Replacement resources likely
won’t be developed in sufficient quantity or time to keep pace

with plant retirements or load growth. Half the states, including
most of those in the Northeast, also have significant renewable
portfolio requirements that OSW projects can help meet. More
fundamentally, the relative benefits of OSW are significant. In the
Atlantic, OSW will result in reduced congestion costs, allow regions
to avoid building more transmission to move power from western
PJM to the eastern load centers, and might even be easier to
defend from attack than many terrestrial power plants.
Nonetheless, it’s clear that traditional government supports
won’t be enough. For decades now, federal tax credits have been reauthorized only at the 11th hour, and then only for short periods
of time. Each time this happens, the legislative hurdle gets higher.
Certainty required

OSW developers face substantial capital costs with long lead times
and, therefore, need even greater long-term certainty to succeed.
Likewise, the federal loan guarantee program, even before the
Solyndra scandal, has proven to be a difficult and expensive way to
catalyze project financings. Put simply, OSW must be singled out
for attention by the federal government, just as commercial nuclear
power was in its infancy. Nuclear power provides a good analogy.
The country’s 100 nuclear plants were built by vertically integrated
utilities, with the plants’ considerable upfront capital
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costs essentially underwritten by retail ratepayers, based on a
social choice that these facilities would operate cleanly for decades
with minimal fuel costs.
And, those investments have demonstrably paid off: nuclear remains
the cheapest baseload resource in the dispatch stack, with high resale
prices for operating nukes. Like nuclear, OSW plants also entail
substantial upfront capital costs, long development lead times, and
minimal fuel costs—once built, OSW projects would compete favorably
in the wholesale markets. OSW also has advantages over nuclear
because: the technology has already been proven; its upfront capital
costs are less; there are no solid waste issues; and the safety issues are
minimal. Moreover, the demand for renewables and renewable credits
is even higher than the demand for traditional power.
Successful promotion

As it has done successfully on so many occasions, whether
in connection with nuclear plants, hydropower, or interstate
highways, the federal government needs to promote OSW. With the
government’s initial backing, others will follow suit. And, neither
the government nor private equity need worry about finding a
power purchaser because the government is the nation’s largest
electricity user, with the armed services committed to increasing
substantially their purchases of green power. So, the government
could partially offset its capital investment by buying or marketing
portions of the plants’ output.
The investment decision boils down to whether, postconstruction, the plant will be enough in the money to repay its
debt. Even if that repayment were to occur over a longer term than
is typical in project financing, the federal government can afford
to be more patient than typical private lenders. Accordingly, to get
one or more OSW plants in the ground and operating, it would be
worth the government—and possibly the Department of Defense
(DOD)—conducting a reverse auction as follows:
• Step 1. Determine a reference cost to build a 200 MW OSW
plant. There’s no magic in this number; it just needs to be commercial-scale. The cost estimate wouldn’t need to be precise because no one is going to bid anything close to it.
• Step 2. For simplicity, assume a cost of $1 billion, with potential
developers indicating their willingness to bid. Since it’s a reverse
auction, the bidding starts at $1 billion, and is progressively
reduced until a bidder agrees to invest that amount to construct
and own the project (with the government providing the
remaining capital).

Obviously, there could be many variations, but the upshot
should be clear enough. If, as a matter of policy, it makes sense
to develop one or more utility-scale OSW plants, the cost and
the means for doing so are manageable. But, construction cost
cannot be the only consideration. Otherwise, there would be fewer
megawatts of onshore, and other initially “subsidized,” resources.
Significant production cost decreases have been seen over the years
because early subsidized sales created the economies-of-scale that,
ultimately, lessened the need for the subsidy as grid parity became
more achievable.
Moreover, there’s good reason to believe that over time OSW will
be significantly more competitive if developed to scale. Imputing
even a modest carbon externality cost to competing fossil fuel
resources would make the policy course clear, and the question
would be simple: what’s the most effective means to deploy the
initial OSW plant(s)? It’s well worth the investment to find out.
Finally, even if the policy is unclear, the price for rolling
into rates the entirety of a plant’s construction costs should
not cause sticker shock. According to the Energy Information
Administration, the nationwide average retail price of electricity in
2008 was 9.7 cents per kilowatt-hour on sales of 4.1 billion MWh.
An increase of only three-tenths of a cent per year would generate
$12 billion of annual revenue—enough to support a capital outlay
in the range of $80 billion (based on a levelized annual carrying
charge rate of 15%). If done only regionally, this three-tenths of a
cent per year increase would support capital outlays of roughly $15
billion in PJM, and $12 billion in MISO (based on 2008 Form No. 1
data).
This annual retail rate increase would be offset completely by carbon cost savings alone (assuming that renewables constitute 15%
of total generation and coal-fired generation produces one metricton of carbon per megawatt-hour; an allowance price of $20 per
metric-ton). And, this doesn’t even touch on the offsetting longterm benefits of OSW, the enormous decrease in congestion costs,
and the security implications of a reduced reliance on fossil fuels
once wind and storage are coordinated.

Alternatively, the government could bid out the project’s
construction on a cost-plus basis, and upon completion: auction
the project outright to the highest bidder in exchange for some
amount of equity to be specified in the bid; or, auction the project
and provide a commitment to finance all, or a portion of the
difference, between bid price and construction cost.
VOLUME 6

ISSUE 5

Reprinted with permission.

