ofgem Promoting choice and value

for all gas and electricity customers

GB wholesale electricity market liquidity: summer 2010

assessment
Document type: Consultation
Date of publication : 29 July 2010
Deadline for response: 10 Sept ember 2010
Target audience: Energy suppliers and generators, consumers, consumer bodies

and representatives, academics and other interested parties

Overview:

In February 2010 Ofgem  published a Consultation Document on liquidity in the GB

wholesale market. It identified a number of problems with market liquidity, including

the ability of independent market participants to meet their hedging requirements. The
consultation outlined ourintentionto assesst he mar ket 6 s piresuniner26i8 n c ¢
(this report)  and outlined some possible regulatory interventions should market

initiatives not address the identified problems.

This report sets out an assessment framework tailored to our ar  eas of concern and then
examines market performance , as of summer 2010. We judge the  market's performance
to be mixed. Aggregate churn levels are increasing, and liquidity for prompt and medium

term products meets the needs of most market participants. However, the evidence
suggests that the re are weak nesses in longer term liquidity, that price transparency has

not improved and that independent market participants can find it difficult to hedge their
customersd demand or gener at i oiad. lolight gf this evideneer a

Ofgem is now developing further the potential regulatory in terventions that could be put
in place if the performance of the market in this area does not improve . As indicated in
our February 2010 document we will conduct a further assessment around the end of

the year to judge whether industry initiatives are addressing the issues identified.

Contact name and details: Robert Sale, ljaz Rasool, Vanja Munerati
Tel: 020 7901 7000

Email: gb.markets@ofgem.gov.uk

Team: GB Markets

Office of Gas and Electricity Markets, 9 Millbank, London SW1P 3GE

www.ofgem.gov.uk



mailto:gb.markets@ofgem.gov.uk

GB wholesale electricity liquidity: summer 2010 assessment 29 July 2010

Context

The Energy Supply Probe (ESP) and Of gsaulmégsent work on liquidity have
raised a number of concerns relating to GB wholesale electricity market liquidity and
supply market contestability.

Various market participants have suggested that GB electricity wholesale market
liquidity is insufficie  nt for their needs. Our February 2010 Consultation D ocument
found that inadequate liquidity may act as a source of competitive disadvantage to

small , independent suppliers and may act as a barrier to entry into both the supply

and generation market.

We concluded that our preferred outcome would be for the market to deliver

solutions that addressed these concerns , but that regulatory intervention may be

merited if the market fails to deliver against our objectives . We noted that we would
publish a furth er document in the summer that would outline, in more detalil, the

metrics that we would use to assess the performance of the market and that we
would undertake an initial assessment of the mark et's performance at this time. This
document takes forward our previous work in these two ways.

Associated Documents

A Liquidity Proposals for the GB wholesale electricity market , 22 February 2010,
22/10
http://www.ofgem.gov.uk/Markets/WhIMkts/CompandEff/Documents1/Lig
uidity%20Proposals%20for%20the%20GB%20w holesale%20electricity%?2

Omarket.pdf

A Liquidity in the GB wholesale energy markets, 8 June 2009, 62/09
http://www.ofgem.gov.uk/Pages/Morelnformation.a spx?docid=58&refer=

Markets/WhIMkts/CompandEff

A Energy Supply Probe - Initial Findings Report, 6 October 2008, 140/08
http://www.ofgem.gov.uk/Pages/More Information.aspx?docid=4&refer=M

arkets/RetMkts/ensuppro

A Quarterly Wholesale / Retail Price Report T 16 June 2010, 73/10
http://www.ofgem.gov.uk/Markets/RetMkts/ensuppro/Documents1/Electri

City%20and%20Gas%20Supply%20Market%20Report%20June%202010.

pdf
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Summary

Background

The Energy Supply Probe and subsequent work on liquidity in the GB wholesale

energy markets  found low levels of liquidity, when compared to other electricity and
commodity markets . The analysis also showed that weaknesses in wholesale

liquidit y may be actingas a barrierto entry and growth by small and independent
market participants  and hence inhibiting the development of effective competition in
the market

Our February 2010 Consultation Document noted that our preferred outcome would
be for the market to deliver solutions that addressed these concerns, but that
regulatory intervention may be merited if the market fails to deliver against our
objectives. We noted that we would publish a further document in the summer that
would outline, in more detail, the metrics that we would use to assess the
performance of the market and that we would undertake an initial assessment of the
market's performance at this tim e.

Responses to the February Consultation

Many industry stakeholders responded to the questions posed in the February

document and expressed a wide range of opinions about the state of the market,

whether regulatory intervention is merited and the form t hat any such intervention
should take.  Most respondents accepted that GB  wholesale power liquidity is
imperfectin some respects, especially as regards longer dated liquidity, but a

number of parties (especially the Big 6 energy companies ) questioned the likely
effectiveness of the  intervention options in solving the problems.  There was also a
wide range of opinion s on the appropriate length of time for a llowing industry -led
initiatives to work, with many stressing the need to see the potential impact of
Britned on market liquidity ~ in 2011 and others suggesting that action is needed now

Current market performance

Ofgem's proposed framework for assessing the performance of the market in respect
of liquidity looks at three key  areas which reflect the conce rns about overall liquidity
and contestability id  entified in our previous work . Our use of this framework  so far
in summer 2010 has produced a mixed setof results regarding how the wholesale
market is currently performing. The table below summarises the high level findings.

Office of Gas and Electricity Markets
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Assessment of current market performance

Area Comment Evidence

1 | High volumes in Mixed Strong improvement in overall levels of churn, although

standard products performance levels remain below the most liquid power markets.
with a positive Widening of bid - offer spreads further along the curve

bias. although narrowing of spreads in products closer to
delivery. Limited growthin exchange based trading.

2 | Availability of Mixed Decline in base -load products along the curve although
longer date performance improvement in peak/off ~ -peak volumes . Limited
products (including with a availability and trade in financial products , but industry -
financial negative bias. led plans to introduce new financial products.
derivatives )

3 | Meeting Mixed Wide range of products available but trade concentrated
independent performance in a few products. No change in minimum clip sizes, which
market with a are higher than in comparison markets. Areas of
participants ' negative bias. dissatisfaction predominate for independent market
requirements participants.

There are a number of p  ositive developments
been increasing since 200 5. The market generally
large, vertically integrated market participants

, most notably

the N2EX platform and there are plans to introduce new financial derivatives.

also expect market coupling through Britned
liquidity.

On the other hand, there are areas which give concern.
curve remains weak, and there is evidence of increasing bid

not seen a major increase in auction volumes and price transparency.
-vertically integrated market participants
about their ability to meet their wholesale power hedging needs.

ongoin g dissatisfaction from many non

Overall, the market is

to have a positive impact on

that overa ll churn has
appears to meet the needs of
We have seen the recent launch of

We
overall

Liquidity further along the

-offer spreads.

delivering some aspects of liquidity well, but not all the

aspects of liquidity that support contestability and fully effective wholesale and retail

competition.

Next steps

On the basis of the evidence gathered in this assessment,
improvement in
to be in a position to
we conclude that  industry -led initiatives
We are therefore now developing further

the performance of the market in respect of liquidity

move to consult ing on the detail of appropriate remedies should

will not deliver the required improvement S.
the range of potential regulatory

we are looking for furth
Ofgem needs

interventions that were set out in the February 2010 Consultation Document.

The next formal assessment of the market's performance

will be undertaken

the end of the year, in line with the timetable set out in the February Consultation

Document. No decision as to whether

Ofgem continuesto encourage the industry to improve all aspects of liquidity.

We have

There is

er

around

intervention is merited has been taken, and

Office of Gas and Electricity Markets
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1. Introduct ion

1.1. The February 2010 Liquidity Consultation Document described why weaknesses

in GB wholesale electricity market  liquidity are of concern , our preference for
industry -led solutions to address these concerns , and outlined some possible policy
interventions  which could be implemented if the market does not deliver. It invited
views from industry stakeholders on all these issues.

1.2. Thisdocument hast wo main objectives:

A to set out a framework for assessing the market's liquidity performance,
structured around  our key areas of concern; and
A to report on the findings from our initial application of this framework.

1.3. We also report back on the responses received to the February 2010
Consultation Document.

Structure of the document

1.4. This document is organised as follows:

A Chapter 2 outlines the framework for assessing liquidity in the GB wholesale
electrici ty market.

A Chapter 3 assess es the performance of the GB wholesale market to date against
each of the metrics outlined in the C hapter 2.

A Chapter 4 sets out the conclusions and next steps.

1.5. Appendix 2 summarises the responses to the February 2010 Consultation
Document . Appendix 3 highlights a number of ways in which European
developments and Directives may impact GB wholesale liquidity over the medium
term. Appen dix 4 provides additional data to support the analysis in Chapter 3.

1.6. We invite views on the assessment framework and on our initial assessment of
how the market is currently performing, as set out in this document. We are

allowing a 6 week period for cons ultation and seek responses by 10 September
2010 .

Office of Gas and Electricity Markets
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2. Proposed metrics

This chapter proposes a practical framework for assessing market liquidity, tailored
to the specific concerns raised in our previous consultations.

Question 1 : Do you agree that the proposed framework provides an adequate range
of evidence for assessing market liquidity?

Introduction

2.1. In the February 2010 Consultation Document, we set out some high level

success criteria for assessing how the market is performin g and whether industry  -led
initiatives are delivering the required improvements. We also said that we would be
developing these criteria further, including coming forward with more specific

measures. In this chapter, we set out our proposed framework for assessing the
performance of the market and summarise how this framework will be applied by

Ofgem.

Measures for assessing market performance

2.2. The proposed me trics for assessing market performance are grouped around
three headings, as follows:

A high volumes in standard products;
A the availability of longer dated products including financial derivatives; and
A meeting independent suppliersé and othersbéo

retail and broader contestability).

2.3. Under these three headings we have alist of eleven metrics that merit attention.
The metrics cover a broad range of aspects of liquidity, and reflect the varied
wholesale liquidity interests and requirements of different types of market

participant.

2.4. Under the first heading, we cover some stand ard measures of overall liquidity,
as well as monitoring the platforms through which electricity istraded . Under the
second heading, the  metrics look in more detail at liquidity in forward products,

because this is an important dimension of a liquid mark et and because it is

particularly important in supporting the needs of independent market participants

Office of Gas and Electricity Markets 4
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and hence contestability. The variables under the third heading examine further the

liquidity requirements

2.5. Tables 1to 3 outline the metrics under each of the three high
turn. The final two columns in
relates t o overall levels of liquidity (L

to facilitate

contestability *.

level headings in

each table (L and C) indicate whether the metric
) or supply market contestability (C ).

Table 1: High volumes in standard products
Metric Specific measures Comment C
Aggregate churn: A Trend over time A standard measure of
volumes traded A Comparison to a range of liquidity
across all products / high liquidity energy
GB physical markets
consumption
Bid - offer spreads A Trend over time A standard measure of )
for a range of A Comparisonto a range of liquidity
standard products high liquidity energy
markets
Use of platforms A % of total trade that s These measures enable )
which promote price exchange -traded us to monitor how
transparency A % of total consumption liquidity is spread across
that is exchange -traded platforms and the extent
A Diversity of participation on to which it can deliver
trading platforms reliable price formation
and transparency
L: Reflects overall liquidity , C: Reflects contestability
Table 2: The availability of longer dated products (including  financial
derivatives )
Metric Specific measures Comment C
Volume of trade A Volume of trades that are  for Indicates the extent of )
along the forward 13-24 months ahead or more trade further along the
curve A Average trade size and forward curve
number of trades further
along the curve
A Trend over time and
compar ison to a range of high
liquidity energy markets
Availability of A Volume of financial trading Focuses on financial )
financial A New financial product derivatives as an

1 We note that appropriate wholesale market liquidity is only one aspect of contestability
(though an important one), and that there could be other barriers to entry and growth which
are important in determining corporate behaviour.
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derivatives

development

alternative instrument
to longer -dated physical
products

6 Participation by Growth in the number of An intermediate )
banks / other banks and other financial milestone which
financial intermediaries participating on indicates if conditions
institutions on exchanges and OTC platforms are becoming conducive
trading platforms to trading by financial
intermediariesandth e
development of financial
products
L: Reflects overall liquidity C: Reflects contestability
Table 3: M eeting independent suppliers' and others' wholesale requirements
(supporting retail and broader contestability)
Metric Specific measures Comment C
7 Diversity of products A Range and concentration Indicates the presence of a )
of traded products, wide product range which
compared to GB could facilitate hedging by
historical average and to non -vertically integrated
a range of high liquidity market participants
energy markets
8 Number of A Growth in number of A range of service )
counterparties active counterparties providers (for standard or
in the market structured product s)
providing hedging indicates aro bust supply -
offers to small / side for the market
independent
suppliers
9 Participation of small A Number of small / Indicates the extent to )
/ independent market independent market which these platforms
participants on participants who are directly meet the needso  f
trading places trading directly on the small / independent
various market platforms suppliers
10 | Availabi lity of A Minimum clip size for a Indicates the extent to )
suitable products variety of products which the market is
with small clip sizes A Volume of trades  at the providing products which
minimum clip size meet the needs of small
participants
11 | Feedback from a A Areas of satisfact ion The focus ison )

sample of small /
independent
suppliers, potential
entrants, large
energy users, and
independent
generators

A Areas of dissatisfaction

understand ing if wholesale
trading conditions are
improving in wayst hat
facilitate contestability
Useful to get feedback

from a range of market
participants who seek
improved access

L: Reflects overall  liquidity

C: Reflects contestability

Office of Gas and Electricity Markets




GB wholesale electricity liquidity: summer 2010 assessment 29 July 2010

2.6. Along list of metrics  can mean complexity and the need for judgement in
assessing performance. However, we believe that this approach is appropriate for
the following reasons:

a. Liquidity has multiple aspects (e.g. v olumes traded, volumes available, product
range, price spreads, liquidity at different points along the forward curve, price
transparency) and a range of measures is useful to capture these different
dimensions.

b. Our objectives involve both overall market liquidity and promoting the ability of
smaller /independent participants to meet their hedging needs to secure
contestability. The two overlap in important ways, but are not necessarily met by
the same things. Multiple measures enable us to monitor a rang e of things that
contribute to one or other or both goals.

c. Experience in other high liquidity markets cannot necessarily be exactly
replicated in  the GB electricity wholesale market , for example due to structural
reasons. This means that there will be an element of judgement in assessing the
mar ket 6s per Maltiplemmeasuees will give Ofgem a broad set of
evidence on which to exercise this judgement.

d. There are alternative routes to meeting our liquidity and contestability goals. For
instance, the market could be based primarily on physical products or it could
evolve towards more reliance on financial products; it could embody auctions or
find other ways to achieve price transparency. A range of measures allow s usto
include some milestone indica  tors which could help  us to identify progress
towards emerging solutions.

Application of the framework to assess market performance

2.7. The assessment of market performa nce entails analysing each of the eleven
variables and drawing conclusions as to whether, and in what respects, the market

and industry -led initiatives are on track to deliver overall liquidity and contestability.

The next ¢ hapter of this document shows how we have applied this framework in
undertaking a pre liminary assessment of the performance of the market, with
quantitative data  up to May 2010 .

2.8. The majority of the me trics are assessed by looking at the trend over time and

by comparing performance to that observed in a range of other energy markets.
Both of these perspectives are useful but the main emphasis is placed on the trend
over time, because the evidence suggests that it takes time for liquidity to grow;

and, given structural differences between markets, it is not possible to set absolute
target levels of performance with high confidence.

2.9. Some of the measures are likely to be  more important than others in terms of
providing insight s on the performance  of the market. However, we think that it
would not be appropriate to give a specific weighting across the variables. Market
participants vary in  those aspects of liquidity which they regard to be of prime

Office of Gas and Electricity Markets 7
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importance, depending on their own hedging requirements and business model.
Different stakeholders would apply different weig hting schemes.

2.10. The metrics involve both quantitative and qualitative metrics. We understand
that qualitative feedback needs to be treated with particular care, to avoid the

danger that we are swayed by the special pleading of individual stakeholders.

How ever, the quantitative measures will not necessarily give us a complete picture
across all considerations, and therefore there is a useful role for qualitative data.

2.11. ltis possible that this list of me trics will evolve over time, in response to
industry s takeholder feedback and an improved understanding of how market
liquidity is developing and where we need to focus regulatory attention.

Office of Gas and Electricity Markets
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3. Preliminary assessment

The analysis shows that the GB wholesale electricity market is performing well
against some m etrics but less well against others.

Question 1: Do you agree with the assessment of the metrics in this chapter?
Question 2 : Doyou have any comment on the level of improvement in the metrics
that would make a  significant difference for market participants?

Introduction

3.1. This chapter considers the performance of the GB wholesale electricity market ,
to date, against each of the metrics outlined in Chapter 2. Where relevant, t his
chapter looks at the performance of  other electricity wholesale and/or commodity
markets against each metric . Additional analysis and supporting charts can be found

in Appendix 4.

3.2. In each case we also give an indication of what we would see as positive signs of
improvement. In this respect, we have generally avoided set ting absolute target
levels in favour of  measuring trends over time. This is to avoid the risk of  potential
unintended consequences that may arise in reaching specific targets , for example
fragmenting liquidity, creating increased transaction costs or cre ating incentives for
parties to demand higher and higher concessions. In addition, a focus on the trend
over time  will highlight if any improvement in liquidity is not sustained over time.

3.3. To gather qualitative feedback on a number of parameters, w e sentout a
questionnaire to a range of smaller market participants . The questionnaire is shown
in Appendix 5 and the results have been included within this chapter

High volumes traded in standard products
Overview

3.4. The June 2009 Discussion document found that the current level of liquidity in

the GB wholesale electricity market , particularly along the forward curve, was low
compared to a number of international electricity wholesale and commodity markets.

The report also found that the current level of li quidity was low when compared to
historic levels of liquidity in the GB wholesale electricity market and to the current
GB gas market, which was considered by most market participants to be sufficiently

liquid for their requirements.

Aggregate churn (metric 1)

3.5. The churn ratio is a useful measure of overall levels of liquidity as it allows
comparison of levels of liquidity across market s of different sizes and between
different commodities. Liquid markets usually have churn ratios of several times th

Office of Gas and Electricity Markets
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rate of physical consumption. The analysis presented below shows the evolution of
churn in the GB wholesale electricity market since 2000 and then compares annual
churn rates in GB with churn rates in other wholesale electricity markets.

3.6. Figure 1 shows total annual volume  of electricity traded, generation volume
actually consumed in GB and the churn ratio since 2000. The chart also shows a
forecast traded volume and churn ratio for 2010 based on traded volumes to May

2010.

Figure 1: GBt raded volume , ge neration output and churn ratios
== \/olume traded Generation volume ==Churn
2500 8
-7
2000
-6
* Forecast
for 2010 5
1500
< c
= 45
O
1000 3
2
500
1
0 - 0
2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010
Source: ICIS Heren, ICE, DECC, energy brokers, Ofgem calculations . 2010 estimates are
based on linear extrapolation of trading in the first five months of 2010.
3.7. Figure 1 shows that GB wholesale electricity churn reached a peak in 2002
before falling to a low of around 2 in 2005 . The rise and fall in churn ratios during
the period 2001 - 2003 is likelyto  have been influenced by the introduction of NETA
and the trading ac tivities (and subsequent exit ) of a number of active trading
companies such as Enron, TXU, AES and AEP . Since 2005 churn has steadily
increased to around 4 in 2009 and is forecast to rise to around five in 2010.
3.8. Despite the increase in  overall levels of  churn in the GB electricity market in
recent years the GB churn ratio remain s below levels observed in  the most liquid
markets. Table 4 compares churn in GB with churn in a number of other European
electricity markets. The table shows that whilst churn in GB is higher than in France

it remains significantly lower than in Germany and the Nordic area.

Office of Gas and Electricity Markets 10
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Table 4 : Churn rates in a number of European electricity markets

Year GB France Germany Netherlands Nordpool
2001 3.8 0.4 5.0 1.1 7.9
2002 6.8 0.6 3.5 1.7 9.1
2003 4.7 0.7 4.3 2.3 5.5
2004 2.6 0.8 5.1 3.0 5.5
2005 2.0 0.9 6.0 3.6 6.4
2006 1.9 1.1 8.0 4.6 6.7
2007 2.7 1.4 8.5 5.0 7.5
2008 3.0 15 8.5 4.6 8.0
2009 3.9 1.8 9.6 3.4 7.6

Source: European Commission, European regulators, Ofgem calculations

3.9. There are likely to be a number of explanations asto  why liquidity  is higher in
other markets. For instance structural factors such as greater levels of
interconnection could explain why German and Nordic markets exhibit greater levels

of liquidity than  the GB market 2.

3.10. Whilst Figure 1 shows that overall churn has improved since 2005 and is

forecast to rise further in 2010, overall levels remain below those observed in other

liquid electricity markets . In undertaking our assessment at the end of the year we
would view a continuation oft he recent growth in overall GB churn levels asa
positive sign

3.11. There are various future developments that impact the medium run  outlook for
churn in the wholesale  electricity market , and broadly point in a positive direction .
Market coupling through Britned is expected to have a positive impact on liquidity in

2011, by bringing in new market participants seeking to ta ke positions in the GB
market. The introduction of Feed -in Tariffs ( FITs) in the GB market could also have
a positive impact , through incentivising additional, low carbon generation ; t he
additional energy will ultimately need to be traded in the market to enable system

balancing. We also note a range of new European regulatory initiatives, which are
summarised in Appendix 3, whose impact is uncertain.

3.12. Whilst GB churn has increased since 2005 there are a number of important
limitations with this measure. For instance, a high churn ratio could simply reflect

very high levels of trading undertaken betwee n large , incumbent market
participants. Therefore, because churn is a high level measure of liquidity, it is
necessary to undertake further analysis to obtain a balanced picture of liquidity in

GB.

2 This issue was anal ysed in the June 2009 Liquidity Discussion Document.
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Bid - Offer spreads (metric 2)

3.13. Atight spread between the b id price (the price at which buyers are prepared to

buy) and the offer price (the price at which sellers are willing to sell ) isagood
indication of a liquid market as it indicates the presence of a large number of
participants and allows market participa nts to transact at a low cost.

3.14. The analysis uses Heren datato consider how spread s in the GB wholesale
electricity market  have evolved overtime, comparedto spreads inthe GB gas

market 3. Figure 2 shows that the bid -offer spreads for a range of baseload and peak
products i n the GB electricity market are higher than spreads in the GB gas market.

Figure 2 : Average bid - offer spreads in the GB gas and electricity markets

------ Elec (Base)2008 -~~~ Elec (Base)2009 ——Elec (Base)2010
------ Elec (Peak)2008 — — Elec (Pealk)2009 ——Elec (Peak)2010
20% Gas- 2008 - = Gas- 2009 — Gas- 2010
. (0]
1.5%
1.0%
0.5%
0.0%
Day-Ahead Month+1 Season+1 Season+4 Season+6

Source: ICIS Heren, Ofgem calculations

3.15. The analysis shows that spreads on near term products (such as day -ahead
and month -ahead) have fallen in 2010 from levels observed in 2009 and 2008.
However spreads further along the curve have increased, with spreads for peak

3 Ideally we would like to know all volume and price information for all trades, however, data

on volumes that were bid but never sold or offered but never bought is difficult to obtain. For

this reason we have used trades actually transacted. The bid -offer spread analysis presented
in this section calculates spread in % rather than absolute terms.
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products increasing by upto 50% from 2008 levels . Gas spreads further along the
curve ha ve increased too but remain lower than electricity spreads. Comparing GB
spreads to those in other European markets, the bid -offer spreads for the year -
ahead baseload and peak products in the French market in 2009 wer e around 0.4%
and 0.7% respectively, compared to around 1% and 1.5% in GB.

3.16. Figures1 and 2 in Appendix 4 show the trend in GB base load and peak spreads
over a longer period and confirm the trend towards narrowing spreads for near term
products and lengthen  ing spreads further along the curve. Figures 3 and 4 in
Appendix 4 compare the range of spreads observed in 2010 and 2009 and show that
although spreads ar e higher further along the curve , the range of spreads is

narrower in 2010 compared to 2009 . We also note that longer term spreads have

also risen in the gas market.

3.17. A number of respondents to our questionnaire noted that the availability of

tight bid - offer spreads outside the front months (up to around six months out) has
been falling over the past several years and a lack of liquidity across the forward

curve, particularly for contracts for two yea rs and further out, was also noted.

3.18. Spreads are likely to be wider for certain types of products, for instance those

traded for delivery further alongth e curve and products with limited demand.
However, itappears that GB electricity market spreads are higher than in previous
years and other commodity markets, particularly further along the curve.

3.19. Ideally we would like to see spreads in prompt products continue to decline. In
terms of spreads for longer dated products we would view it as a positive sign if
spreads decline back towards 2008 levels.

Use of platforms which promote price transparency (metric 3)

3.20. Trading in GB occurs on a wide range of platf orms including on exchanges, OTC
(via electronic platforms or over the phone ), and bilaterally between two

counterparties.  Trading can include trading electricity for future or prompt (close to

real time) delivery. Trading can also be broken down into co ntinuous trading

(trading in products up to delivery) or via auctions (usually at the day -ahead stage)
where volume is bought and sold at a clearing price (this type of trading generally

occurs on exchanges).

3.21. In GB the majority of trading occurs on OTC platforms. Asaresult  price
discovery is reliant on a range of sources including price reporters and informal

market intelligence . It has been argued that the range of different platforms used
for trading results in the splitting of liquidity and that the focus on OTC trading
reduces information transparency , particularly price  transparency

3.22. Highlevel s of exchange based trading have been put forward as one of the key
reasons explaining the higher levels of liquidity observed in other European

countries . Itis suggested thatt hisis because exchange trading, particularly via day -
ahead auctions, allow s for the creation of  robust references prices  and greater
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transparency which can help the development of liquidity, particularly along the
forward curve *.

3.23. Figure 3 shows exchange and OTC traded volume s as a proportion of the total
volume traded fora number of countries. The blue and red bars show exchange

traded volumes, with the red bars showing OTC volumes that are cleared through

excha nges (t hatis volumes traded on OTC platforms but given up for clearing on
exchanges ). The green bars show volumestraded solely on OTC platforms . All
volumes are expressed as a proportion of the total traded volume

Figure 3 : Proportion of volume trades on exchanges and OoTC
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Source: Exchanges, O fgem calculations. 2010 estimates for GB are based on extrapolation of
exchange based trading in the first five months of 2010.

3.24. The chart shows that the majority of traded volume in GB is traded OTC (green
bars) rather than on exchanges, although there has been some move to greater
exchange based trading (blue and red bars) over the past year. In contrast, the

chart shows that the ~ majority of OTC trading in the Nordic area is cleared through
Nordpool (an exchange).

4 Whilst reference prices currently exist in GB none are universally accepted. Concerns include
the volume s of trades used to define the price and the manner in which prices are obtained.
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3.25. Exchange based trading, as a proportion of total consumption, is shown in

Table 5 for a range of different countries since 200 8. The table shows that the
proportion of exchange trading in GB is significantly lower than in other European
countries. In particular, there is limited forward trading and OTC traded volumes

that are given up for clearing in GB.

Table 5: Exchange based trading as proportion of consumption

Prompt Forwards/Futures Cleared OTC vols
2009 28% 51% 151%
Germany 2008 29% 53% 169%
2009 13% 15% 1%
France 2008 12% 20% 1%
2009 4% 9% 3%
GB 2008 3% 3% 1%
2009 84% 364% 276%
Nordpool 2008 84% 404% 320%
2009 28% 33% 74%
Netherlands 2008 23% 38% 71%

Source: C ountry exchanges , GB figures include APX/ICE trading

Diversity of participation on  trading platforms

3.26. One element within metric 3 is diversit y of participation on trading platforms
This is relevant because a diverse range of participants is likel y to help contribute to
the formation of trusted reference prices. The analysis below looks at the
concentration  of traded volumes across all market participant s on the APX exchange;

and then considers concentration on OTC platforms.

3.27. Figure 4 shows the market share of total traded volume of all active traders on
the APX's OCM (gas) and electricity exchange from 2007 . The chart shows that
although concentration on the electricity exchange is higher than onthe OCM,
concentration in both is significantly below levels that would be of concern . Typically
an Herfindahl -Hirschman Index (HHI) figure of around 1800 o r higher is considered

to be indicative of a market with high levels of concentra tion.
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Figure 4 : APX m arket concentration
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3.28. Using data underlying Figure 4, t he share of total  electricity volume traded on
the exchange by the top five market participants has increased from around 47% in

2007 t0 50% in 20 09. Turningto the OTC market, and using data from brokers, the
share of the top five market participants trading on their platforms has increased
from around 4 6% in 2007 toaround5 1% in20 09 (Table 6 ).

Table 6: Market share of the top five market  participants on OTC platforms
2004 2005 2006 2007 2008 2009
Av market share of 43% 45% 47% 46% 49% 51%
top 5 participants

Source: Brokers

3.29. This analysis indicates that market concentration on the main GB electricity
exchange is low butincreasing . The analysis also shows that t he share of the top
five market participants is broadly similar on exchange and OTC platforms

Key recent developments

3.30. A new electricity exchange was launched in January 2010 by N2EX. N2EX
currently offers aday -ahead auction and a prompt market and is planning to launch
spot and futures products later in the year.

3.31. Figure 5 shows the performance of N2EX since it started operating. The chart
shows that auction volumes have remained stable. Assuming volumes continue at
their current  rate for the rest of the year, auction volumes are likely to be
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significantly lower than in other European countries , Where liquid auctions are
credited with creating robust reference prices. For instance, auction volumes as a
proportion of consumption i n Germany for the first five months of 2010 w ere 39%

compared to 0.6% in GB.

Figure 5: P erformance of the N2EX platform
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3.32. N2EX has generated significant day ahead prompt volumes, especially since

May 2010. Based on an average GB daily consu mption figure of around 1TWh/day
(consumption is higher in winter and lower in summer) prompt volumes of 160GWh
represent around 16% of GB daily demand . This is material but still a lower
percentage than observedin anumber of the most liquid market s. |t should be
noted that these volumes are OTC traded which are given up for clearing on the

N2EX exchange rather than trade s which originate on the platform itself

3.33. We would welcome an increase in exchange based trading to the extent that it

aids price tra nsparency and leads to the development of robust, reliable reference

prices which then allow for greater forward and financial trading to occur. We note
recent moves to improve the level of exchange based trading, but performance to
date has been mixed. We would view it as a positive sign if exchange traded
volumes, including auction volumes , show an increasing trend on current levels by
the end of the year.
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Avalilability of longer dated products (including  financial
derivatives )

Overview

3.34. The June 2009 D iscussion Document found that whilst a number of market
participants considered liquidity in the prompt market sufficient for their hedging
requirements , the level of liquidity further along the curve was of greater concern.

Volume of trading along the f orward curve (metric  4)

3.35. The distance over which market participants seek to hedge varies between

participants, for instance some generators seek to sell some of their output up to

three years ahead whilst some large 1&C customers often prefer to buy one ye ar out.
Smaller market participants have indicated that the furthest they generally look to

hedge is around 18 -24 months out.

3.36. Analysis of products traded along the curve provides an indication of the level

of liquidity in the forward market . Figure 6 shows the percentage of volume trade d,
across all electricity OTC baseload products , off -peak and peak products, broken

down by period of delivery.

Figure 6 : Proportion of GB OTC traded volume by period of delivery
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3.37. The chart shows that there has been a decline in the proportion of  baseload
traded volumes further along the curve (>24 months) since 2006. However, trading
along the curve appears to be increasing for off -peak and peak products  (especially

for products 13 -24 months out) . Peak and off -peak products are often used by
suppliers to fine tune their energy requirements close to real time, so trading is

generally concentrated in the prompt. Therefore, an increased availability of the se
products, further along the curve, is encouraging.

3.38. Table 7 provides similar analysis for a number of other wholesale electricity
markets , again broken down by period of delivery .(Figure s 5 and 6 in Appendix 4
show the results graphically)

Table 7 : Proportion of OTC traded volume by period of delivery

GB France Germany

Time Period 07 08 09 10 07 08 09 10 07 08 09 10

>24 months % | 7% | 2% [3% | 2% [3% | 2% |[6% |3% |[5% |4% | 3%
§ 13-24 months 15% | 17% | 14% | 16% | 12% | 12% | 7% | 13% | 12% | 15% | 15% | 12%
T?é 2-12 months 68% | 65% | 72% | 67% | 53% | 53% | 59% | 58% | 74% | 72% | 73% | 76%
© | spot/prompt 10% | 12% | 12% | 15% [ 33% | 32% | 32% | 24% | 12% | 8% [8% | 9%

>24 months 0% | 0% |0% [1% [0% [0% [2% |2% |0% |0% |1% | 1%
‘5‘3 13-24 months 0% | 2% | 1% [12% [0% |4% [2% |0% |8% |13% |7% | 11%
i 2-12 months 43% | 55% | 63% | 55% | 46% | 48% | 32% | 67% | 71% | 63% | 60% | 59%
© | spot/prompt 57% | 43% | 35% | 32% | 54% | 48% | 64% | 31% | 21% | 23% | 32% | 30%

>24 months 0% | 0% |1% [1% [0% [2% |[1% |5% |2% |[5% |5% | 4%
x | 13-24 months 3% [ 2% | 7% | 12% [2% |[6% |4% |8% |8% |13% | 15% | 17%
& | 2-12 months 45% | 62% | 52% | 56% | 28% | 40% | 29% | 35% | 49% | 47% | 46% | 56%

Spot/prompt 52% | 36% | 40% | 32% | 69% | 52% | 66% | 52% | 41% | 34% | 35% | 22%

Source: OTC traded volumes , other regulators, Ofgem calculations

3.39. The table shows that GB compare s favourably with Germany in terms of

distance of forward trading, particularly for baseload products . However, higher
peak and off -peak volumes are traded in Germany along the curve compared to GB
The distance of forward trading is higher in GB across m ost products compared to
France.

3.40. In terms of exchange based trading, as the analysis above shows there is very

limited exchange trading in GB, with most of this trading concentrated in the prompt.
Conversely, trading in financial products on Nordpool is considered to be liquid up to
3years ahead (with products offered up to six year ahead) and electricity futures

and options contr  acts are offered on EEX (German exchange) up to six years ahead

3.41. Whilst the analysis above may indicate high volumes of tradin g along the curve
this may consist of few trades and/or trades with  very large volumes. We have
therefore undertaken analysis comparing average trade size and number of trades in

GB compared with other wholesale electricity markets.
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3.42. Our analysis showst hat whilst the average baseload trade size in the near term
periods ( '2-12 month ' and 'spot/prompt ') in GB are similar or lower thanin other
European countries  for the period 2007 -2010, the average size further  along the
curve is signifi cantly higher (see Figures 7-9 in Appendix 4). For peak and off -peak
products average trade size has been fairly volatile over time although the trade size

for near term  periods is broadly comparable with other European countries . Average
trade size further along the curve has been higher in GB than in other countries,
although there has been some improvement in this respect recently.

3.43. All of the independent market players who respond ed to our questionnaire
unanimously agreed that the y had not observed any improvements in liquidity
further along the forward curve or any new longer dated or financial product being

made available in the past 6 months.

3.44. The overall GB picture on distance of forward trading is mixed. There has been
a dec line in the volume of baseload trading further along the curve but an increase in
forward trading  of off - peak and peak products. The number of trades transacted in

GB is also lower than other European countries, particularly further along the curve

(see Figure 10in Appendix4 ). This indicates that fewer trades are occurring along

the curve in GB, but at higher average volumes. This combination may therefore falil
to meet the needs of smaller scale market participants.

3.45. We would view improvements in forward trading , particularly in baseload
trading further along the curve , and a continuation of the recent improvement of
trading in peak and off - peak products along the curve as positive signs
Availability of financial derivatives (metr ic 5)

3.46. Currently, there is only a very limited amount of trading in financial derivatives
on the GB wholesale electricity market, with the market dominated by OTC forward

transactions that are largely physically rather than financially settled. There is so me
exchange based financial trading in the GB electricity market but this is either
concentrated on the prompt rather than further along the curve ( in the case of APX)
or involves limited volumes ( in the case of ICE).

3.47. The presence of financial derivative s such as options and futures is a feature of

other more liquid markets such as the Nordic area and is likely to encourage non -
physical market players to enter and trade in the market more easily than a

predominately physical market. It is also likely to provide market participants with a
wider choice of products to hedge their supply requirements.

3.48. There are some positive plans forthe launch of new financial products . For
instance N2EX is intending to launch cash settled futures contracts later in 2010.
The reference prices wi Il be based on either trading on the continuous market or on

the cleared auction price. Ensuring that the reference price is robust and reliable
(based on sufficient levels of underlying volume) is important as this is one of the
key reasons cited for the absence, to date, of the development of a financial market

in GB.
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3.49. Whilstthe state of the GB market is weak in terms of current levels of financial
derivative trading there are signs that this situation could improve in the future.

Historically , the majority of trading in the GB wholesale electricity market has been
physical with very limited trading of financial products. Therefore, we would view

the development of financial products in GB such as CfD's and future s products as a
positive sign.

Participation by banks / other financial institution s on trading platforms

(metric  6)

3.50. A high number and diverse range of market participants trading in the

wholesale market is a good indication of low barriers to entry and can be an

indication of confidencei nthe market . This metric addresses in particular

participation by banks and other fin ancial institutions, as a leading indicator of future
growth in the availability of financial products.

3.51. Table 8 compares membership of various exchanges and shows the total
number of banks/financial institutions participati ng on each exchange

Table 8. Participation by banks and other financial institutions on exchanges

2007 2010

Banks / Banks /

financials Others | Total | financials Others | Total
APX (UK) (Spot)* 7 30 37 9 49 58
APX (UK) (F orward ) 4 2 6
APX (NL) (Spot) 10 33 43 8 49 57
APX (NL) (F orward ) 12 25 37 7 34 41
APX (BE) (F orward ) 5 16 21 5 22 27
Nordpool (Spot) 5 119 124 12 321 330
Nordpool (F orward ) 10 106 116 25 107 127
EPEX Ger (Spot) 12 117 129 10 157 167
EEX Ger (F orward ) 16 60 76 20 59 79
N2EX (Spot) - - - 4 12 16

* 2007 data includes both spotand f  orward participants.

3.52. The analysis shows that  the level of participation by banks/financial

participa nts on GB spot market s is broadly comparable with levels  observed on other
European spot exchanges , but the number of financial participa nts trading f orward is
noticeably lower on GB exchanges compared to other European markets . On the
positive side, financial participa nts trading on the GB spot market  could become

more active in trading financial products along the curve inthef uture .

3.53. Non-physical market participants also trade on the various OTC platforms

where a significant proportion of GB currently trading occurs.  Data from OTC GB
broker s show that there are around nine financial participants trading GB electricity
OTC and t hese participants account for around 20% of total volume.
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3.54. We would view an improvement in the number and diversity of participa nts on
both exchange and OTC platforms as a positive sign. In particular, we would view
growing participation by financial inst itutions as a positive leading indicator regarding

the prospects for the trading of financial products.

Meeting independent suppliers' and others' wholesale
requirements

Overview

3.55. The June 2009 and February 2010 liquidity documents noted concerns that low

levels of liquidity were acting as a barrier to entry in the supply market. In particular
a number of small/independent market participants suggested that limited access to
efficient risk management tools was acting as a key barrier to entry and growth in

the supply market. The metrics in this part of the assessment framework look in

more detail at the extent to which the wholesale market currently meets the needs

of smaller, independent market participants (both supply and generation)

Diversity of products (Metric 7)

3.56. Thelack ofa suitable range of products inthe GB wholesale market has been
raised by a number of market participants as a factor discouraging entry. A market
which contains a wide range of products aids contestability as it makes it easier for
market participants to hedge their customer demand and adjust their hedged

position and hence reduces the overall cost of hedging ®. This is particularly the case
for independent suppliers who do not own flexible generation assets.

3.57. The analysis below assesses the number of different combinations of products
traded in each calendar year on the GB OTC wholesale market . It should be noted
that the analysis does not necessarily reflect the availability of products offered, but

rather th ose which were successfully traded.

3.58. Table 9 shows the number of products traded from 2007 to 2010 for GB (a
similar breakdown for Germany and France is provided in T able 1 in Appendix 4). In
addition, t he Herfindahl -Hirschman Index (HHI) is u sed to asses s the extent to which
trading (volumestrade d for each product) is concentrated in a narrow range of

products .

® It could be argued that smaller players could go some way to managing risk without buying

detailed products far along the curve by hedging their customers' average consumpt ion using
standard base -load and peak products. As delivery approaches and more detailed products

begin to trade suppliers can fine tune their hedge to reflect their required volume profile.

However, there are a number of risks associated with such a strat egy including basis risk and
high transaction costs particularly where bid -offer spreads are wide.
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Table 9 : Product availability and concentration
2007 2008 2009 2010
Total no of
products traded 70 70 80 64
No of % No of % No of % No of %
Of which: products volume | products | volume | products | volume |products | volume
Baseload 7 92% 6 91% 6 89% 6 89%
Off-Peak 32 4% 32 4% 40 5% 30 5%
Peak 31 4% 32 5% 34 5% 28 6%
HHI GB 3918 4000 3727 3969
HHI Germany 2727 3471 3341 3160
HHI France 2022 2176 2242 2094

Source: Broker data, Ofgem calculations
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Number of counterparties active in the market providing hedging offers to

small, independent suppliers (metric 8)
3.63. To assist in the assessment of the metrics outlined in this sect ion we have
supplemented our own analysis with a questionnaire sent out to a sample of market

participants including small suppliers, independent generators and large energy
users. The questionnaire (  shown in Appendix 5) included a question on the number
of counterparties active in the market providing hedging services.

3.64. Independent suppliers who provided feedback stated that up to six

counterparties are  currently active in providing hedging offers to independent market
players. Independent generators quoted a much broader range, from seven to t hirty
counter parties , although they noted that a smaller number account for the majority

of the traded volume. In addition, it was recognised that not all independent market

players will have access to each of these parties and that there may be limitations to

the extent to which counterparties can trade, for example due to credit

requirements.

3.65. Some independent suppliers noted an increase in the number of counterparties
active int he market over the last six months . However, thiswas not  observed by all
respondents . We will need to monitor whether this increase is sustained and
observed by a wider group.

Participation of small/independent market participant s on trading places
(metric  9)

3.66. Our analysis show s that smaller market  players do not make up a significant
proportion of the total number o f participants on exchanges . We also understand
that smaller market participants are not particularly active on OTC platforms, instead
preferring to secure their hedging requirement from third parties.

3.67. Most of the independent suppliers and the large energy users who took part in

the questionnaire are not members on any electricity exchange operating in the GB
market. Some parties commen ted that they are monitoring the developments and
will join one of the exchanges once liquidity is sufficient to trade comfortably.

However, some noted that the credit requirements on all exchanges are prohibitive

or that none of the exchanges trade produ cts that they need to hedge their demand.

3.68. Conversely, all the independent generator s who responded are APX members
and in some cases ICE and N2EX member s. All stated that they are broadly satisfied

with their experience although they noted that exchanges are used for short term
products only and the proportion of volumes sourced is relatively small compared to

the OTC route. Some commented that trading is restricted to prompt markets to

minimise the level of margining required. Although their experience in using the APX
exchange is broadly satisfactory, one party noted a general lack of liquidity and

transparency in the spot market.
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3.69. Ideally we would like to see greater  direct participation by smaller market
participants in the wholesale market. However, we appreciate that this is not the
only business model open to smaller market participants who may utilise third
parties such as banks to source their hedging requirements. As such this metric will
need to be considered alongside metric 8.

Availability of suitable products with small clip sizes (metricl 0)

3.70. A specific concern of smaller market participants has been the availability of
products with small clip sizes, with parties noting that the inability to purchase
products in small volumes presents a ba rrier to entry and growth.

3.71. Table 10 shows the minimum clip size, for all GB baseload and peak contracts,

on an annual basis, for  arange of delivery periods. The table also shows the

proportion of volume traded at these clip sizes (figures in brackets). Similar figures
for Germany and France are provided in Tables 2 and 3 in Appendix 4

29 July 2010

Table 10 : Minimum clip size (MW) for a variety of GB products
Baseload

>24 months 13-24 months 2-12 months Spot/prompt
2007 10 - (0.5%) 5- (L.7%) 5 - (1.6%) 1 - (0.003%)
2008 5 - (0.9%) 5 - (1.5%) 5 - (1.2%) 1 - (0.004%)
2009 5- (2.2%) 5-(1.1%) 5 - (0.9%) 1 - (0.003%)
2010 5 - (2.0%) 5 - (1.9%) 5 - (0.7%) 1 - (0.003%)

Peak

2007 10 - (21%) 5 - (0.6%) 1 - (0.004%)
2008 10 - (75%) 10 - (17%) 5 - (0.4%) 1 - (0.003%)
2009 10 - (18%) 10 - (34%) 5 - (0.6%) 1 - (0.003%)
2010 10 - (64%) 10 - (38%) 5 - (0.3%) 1 - (0.005%)

Source: OTC trade d volumes .

3.72. The table shows that since 2007 there have been
downward adjustment in

Products with less than five trades in each year were excluded.

some, albeit very
the minimum clip size for baseload products, with the

limited

minimum clip size falling from 10MW to 5SMW for products delivered 24 months out.
The table also showst hat very small volumes are traded at the minimum clip size.

3.73. For peak products the minimum clip size has remained constant since 2007,

and is as high as 10MW further out along the curve. Conversely, clip size in

Germany, for all delivery periods has been just LMW since 2008 for both baseload
and peak products . French minimum  sizes are more comparable to those in GB.

3.74. The availability of longer dated products, with small clip sizes can allow smaller
market participants to hedge their customer demand requir ement further in advance
and at lower cost. Whilst minimum clip sizes in GB have fallen over time (for

baseload products) they are higher than in other liquid markets for similar products,
particularly for peak products.
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3.75. ldeally we would like to see cli p sizes across different products fall over time,
volumes traded in these clip sizes increase and products that smaller market

participants need introdu  ced (although we appreciate the difficultly in providing

products where demand does not currently exist) . We also appreciate that the

wholesale market is not the only route to market for new entrants / smaller market
participants and as such would need to asses s performance against this metric in the
light of other relevant metrics (such as metric 8).

Quali tative feedback ( metric 11)

3.76. One of our metrics involves qualitative feedback from a range of smaller -scale
and independent energy industry participants, to understand if wholesale trading

conditions are changing in ways which encourage their participation and facilitate
competition. Information was gathered via a questionnaire (shown in Appendix 5)

which was sent to a number of small/independent suppliers, potential new entrants,
large energy users and independent generators in order to understand their
experience in the wholesale electricity market over the past six months.

3.77. We found that m ost independent suppliers source their wholesale power

through another party or through the Big 6 suppliers. Conversely, independent
generators predominantly access the wholesale market via the OTC route and use
exchanges for their shortterm hedging requirements . Large energy users tend to

source their power through either one of the Big 6 or another party or a combination
of OTC, exchange and another party.

Specific areas of satisfaction and dissatisfactio n

3.78. The majority of respondents did not feel that the wholesale trading conditions

for independent market players were broadly sufficient to support contestability and
their participation in the wholesale market . Whilst there was some satisfaction with

the prompt market, the longer term market, particularly for products for two years

and further out, was considered inadequate.

3.79. Some noted that large credit requiremen ts and a lack of counterparties prevent
direct in volvement in the wholesale market. Several commented that the market is
reasonably robust up to twelve months forward and that there is areasonable depth
in standard products on the curve. One party noted that  some of the Big 6 have
become more open to entering into discussions on setting up a trading relationship

when approach ed, but this was not observed by a range of respondents.

Summary

3.80. The analysis presented in this chapter shows a mixed picture across our eleven
metrics . Table 11 summarises our f indings.
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Table 11 : Summary of findings

| Metrics

Performance

High volumes in standard products

1 Aggregate churn: volumes
traded across all products /
GB physical consumption

Strong improvement in overall levels of churn, with churn
forecasttoriseto  five in 2010. However, ¢ hur n remains
below levels in the most liquid wholesale electricity markets.

2 Bid - offer spreads for range of
standard products

Widening of spread for  products further along the curve
although some narrowing for products closer to delivery.

3 Use of platforms which
promote price transparency

Limited exchange based trading; slight improvement in
recent years but well below other markets. N2EX trading
provides some positive sign  s.

The availabilit y of key longer dated products (including

financial derivatives )

4 Volume of trade along the
forward curve

The overall picture is mixed. Decline in baseload products
traded further out along the curve, but an improvement in

peak and off -peak volumes. Peak volumes further out are
lower than levels in other markets.

5 Availability of financial
derivatives

The current availability of financial products remains low but
there are plans for new product development.

6 Participation by banks / other
financial institutions on
trading platforms

Current p articipation is lower thanin  other high ly liquid
electricity markets, but could provide a reasonable base for
growth in forward trading over time.

Meeting independent suppliersé and ot hersd whol esal

contestability)

7 Diversity of products Wide range of products available in the GB market but trade
concentrated in a few products.

8 Number of counterparties Some reports of an increase in the number of entities

active in the market providing
hedging offers to small /
independent suppliers

offering hedging services but not observed by all parties.

9 Participation by small /
independent market
participants on trading places

Small/independent suppliers do not utilise exchanges often,
largely due to credit issues. No small supplier has joined
the N2EX as yet.

10 | Availability of suitable
products with small clip sizes

The m inimum clip size of products traded in GB has not
changed over the past few years and remain s above some
oth er markets.

11 | Feedback from a sample of

potential entrants, large
energy users, and
independent generators

small / independent suppliers,

Range of messages, but widespread criticism of longer term
liquidity.
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4. Conclusions and next steps

4.1. In this document, we have set out a liquidity assessment framework t ailored
towards assessing the concerns outlined in our February 2010 document and the
results from an initial application of this framework to the GB wholesale electricity
market.

4.2. The results give a mixed picture. On the positive s  ide, we highlight the
following:

A The annual trend in aggregate churn has been rising since 2005

A There has been industry  -led innovation and  new development , most recently
through N2EX.  There are plans to introduce new financial derivatives.

A The market generally appearsto meet the needs of large, vertically integrated
market participants.

A There are some important positive drivers that will impact the market over the
medium term. We expect that market coupling through Britned will lead to
increased participation in the market b y a range of European energy firms and
will have a positive impact on overall liquidity.

4.3. On the other hand, there are areas which gi ve concern:

A Overall churn remains well below that seen in the most liquid electricity markets.

A Liquidity further along the ¢ urve remains weak, and there is evidence of
increasing bid -offer spreads.

A We have not seen a major increase in auction volumes and price transparency

A There is ongoin g dissatisfaction from many non -vertically integrated market
participants about their abil ity to meet their wholesale power hedging needs.

4.4. Overall, the market is delivering some aspects of liquidity well, but not all the

aspects of liquidity that support contestability and fully effective wholesale and retail
competition are present . Whilst there are some future developments which suggest

an improving outlook, the outcome is not yet clear . Further improvement is needed
and it remains conceivable that recent improvements will not be sustained.

Possible regulatory interventions

4.5. Onthe basis o fthe evidence gathered in this assessment, we are looking for
further improvement in the performance of the market in respect of liquidity. Ofgem
needs to be in a position to move to consulting on the detail of appropriate remedies
should we conclude tha tindustry -led initiatives will not deliver the required
improvements. We are therefore now developing further the range of potential

regulatory interventions that were set out in the February 2010 Consultation

Document.
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4.6. In further developing the options , there are several key considerations. Firstly,
respondents to the February Consultation Document made a number of valid points
regarding design issues which could impact the effectiveness of individual regulatory
options and these needto be considered . Secondly, any intervention designed to
improve an aspect of liquidity would need to be consistent with, and integrated

within, any overall package of energy market reforms. This applies both to the

overall direction underpinning energy market reform an d to the specific details of
measures.

4.7. Atthe same time as considering regulatory solutions, we will continue to

monitor the market and track the progress of industry -led initiatives.  The next
formal assessment of the market's performance will be undert aken around the end of
the year, in line with the timetable set out in the February Consultation Document.

4.8. Any decision to implement a regulatory intervention would take into account

ongoing and expected market progress, the cost and effectiveness of too Isin
remedying the specific areas where the market is not delivering, and the overall
direction of energy policy . No decision that such intervention is merited has been
taken, and Ofgem continues to encourage the industry to improve all aspects of
liquid ity.

Next steps

4.9. Over the coming months, Ofgem will:

A consider the re sponses to the consultation and continue to engage with indust ry
stakeholders,

A continue to moni t operformanee omanrigary basis,

A carry out a further assessment, using this f ram ework, around the end of this
year, and

A further develop and evaluate possible interventions.
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Appendix 1 - Consultation Response and Questions

1.1. Ofgem would like to hear the views of interested parties in relation to any of the
issue s set out in this document.

1.2. We would especially welcome responses to the specific questions which we have
set out at the beginning of each chapter heading and which are replicated below.

1.3. Responses should be received by 10 September 2010  and should be sent  to:

gb.markets@ofgem.gov.uk

1.4. Unless marked confidential, all responses will be published by placing them in

Of gemds | i brary anvdvw.ofgemigdv.ek w é&bespondere ts may request
that their response is kept confidential. Ofgem shall respect this request, subject to

any obligations to disclose information, for example, under the Freedom of

Information Act 2000 or the Environmental Information Regulations 2004.

1.5. Respondents who wish to have their responses remain confidential should clearly
mark the document/s to that effect and include the reasons for confidentiality. It

would be helpful if responses could be submitted both electronically and in writing.
Responde nts are asked to put any confidential material in the appendices to their
responses.

1.6. Any guestions on this document should, in the first instance, be directed to:

Vanja Munerati
Ofgem

9 Millbank
London

SWIP 3GE
020 7901 7000

CHAPTER: Two

Questionl: Do you agree that the proposed framework provides an adequate range
of evidence for assessing market liquidity?

CHAPTER: T hree

Questionl: Do you agree with the assessment of the metrics in this chapter?

Question2 : Do you have any comment on the level of i mprovement in the metrics
that would make a significant difference for market participants?
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Appendix 2 - Summary of responses

Consultation Document

to the February 2010

11. The ALiquidity
document published in February 2010 sought views
range of questions including view
concerns . We received 33 responses of which
or in part.

List of Respondents

proposal s

for the

from interested parties ona

s on potential interventions to address our

six were marked confidential in whole

This appendix lists the respondents and summarises their views.

Name
1 Alpiq
2 APX ENDEX
3 Argus
4 Buy Energy Online
5 Centrica (Confidential annex)
6 ConocoPhillips (U.K.)  (Confidential)
7 Consumer Focus
8 Cornwall Energy
9 CPower
10 DONG Energy
11 Drax
12 Ebico
13 Ecotricity (Confidential)
14 EDF
15 Elkraft
16 E.ON
17 ESBI
18 First Utility (  Confidential appendix )
19 GDF Suez
20 Good Energy
21 Intergen
22 International Power
23 Morgan Stanley ( Confidential)
24 N2EX
25 National Grid
26 OPUS
27 Rio Tinto Alcan

GB whol esal e

el ec
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28 RWE Npower
29 Scottish Power
30 Shell
31 Spark Energy
32 SSE
33 Welsh Power ( Confidential)

1.2. Where received in a publishable form, responses that were not marked as
confidenti al can be f ounwwwofgem@dvale n)ars copieslarei t e (
al so avail able from Ofgemébés |library.

Summary of responses

1.3. This sect ion providesa summary of the responses broken down by each
question and where appropriate by different stakeholder groups (e.g. independent
generator s, small suppliers) . There is greater consensus within stakeholder groups
than between different groups , but different views on specific questions are also
found within  these stakeholder groups

Chapter 1: Defining the problem

Question 1: Do you agree that the harm caused by low levels of liquidity is sufficient
to merit policy intervention, if such low leve Is persist?

1.4. The majority of respondents agree that there is a problem with liquidity in the

GB wholesale electricity marke t and that policy intervention may be required. Views
on the nature of this intervention vary depending on the perceived causes of lo w
liquidity and what respondents view as the desirable outcomes of intervention.

1.5. Anumber of respondents , across all stakeholder groups , indicate that there are
two distinct issues, overall low levels of liquidity and barriers to entry for small

suppliers . Itisnoted that although these issues overlap, it should be made clear er
which issue is being addressed. Some independent generators note that the issue of
barriers to entry for independent generators should be given similar attention as that

givento the challenges facing  small suppliers.

1.6. The majority of the Big 6 view current levels of liquidity in the wholesale market

as generally sufficient or acceptable . Two accept that greater liquidity is desirable

but are confident that current market arrangem ents , supported by new and

emerging market initiatives , are developing appropriate solutions. None of the Big 6
support a case for direct regulatory intervention.

1.7. The majority of the independent generators , small suppliers and other
respondents believe that some form of policy intervention is merited. Respondents
advocating intervention note that this should be directed to the perceived cause of
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the problem.  These respondents identify a lack of contestability and competition in

the wholesale ma rket, especially trading further along the curve . A number of s mall
suppliers highlight  problems in acquiring volume and shaped products in the forward
market, wherea s independent generators point to a lack of counterparties in forward

market trading.

Question 2: Do you agree that the focus should be on electricity markets?

1.8. The majority of respondents believe that the focus should be on the GB
wholesale electricity market, notwithstanding those respondents who do not believe

that there is a liquidity pr  oblem in either the ~ GB gas or electricity markets. A few
respondents state that although the electricity market should be the main focus, the

gas market does merit some attention now or in the future.

Chapter 2: Success criteria for market initiatives

Question 1: Do you think our high level success criteria are appropriate?

1.9. A number of respondents note that the success criteria need to be defined in

greater detail before a full response can be given. Some also suggest that the
success criteria should mor e clearly relate to what Ofgem is investigating, i.e.
barriers to entry for small suppliers or improvements in overall levels of liquidity.

Several respondents suggest additional success criteria that could be taken into
consideration.

High volumes trade d in standard products

1.10. Whilst some of the Big 6 note that this criterion lacks clarity , others in this
group argue that trade in standard products is already high and suggest that
sustained growth in this area should be measured instead. Some respondents note
that this is a measure of overall levels of liquidity only and does not indicate how
useful this liquidity is to small suppliers or new entrants.

Availability of key longer dated products and/or financial derivatives

1.11. Most independent generators and s mall suppliers offer support for this

criterion . One respondent from this group suggest s that the criterion should be
modified to : 'availability of these products, without prohibitive funding costs, at clip

sizes required by small suppliers . Three Big 6 respondents note thatthey expect
such products, such as baseload and peakload derivatives , to become available asa
result of current market initiatives.

Use of trading platforms by small/independent suppliers

1.12. Many respondents express doubt that this cr iterion is useful. This is either
because the current trading mechanisms are not seen as the main barrier for
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small/independent suppliers, especially along the forward curve, or because small

suppliers may find other options better suited to their needs. Some respondents
note that this criterion  relies on the assumption that the products which
small/independent suppliers need to take part in the market , will actually be made
available.

Positive feedback from small/independent suppliers and potential entr ants

1.13. Four of the Big 6 respondents warn that use of this criterion creates the danger

of a bias in Of gemds Hawgverj dthetsyaccoept thdt suehtai o n .
criterion is n eeded, but warn that it is applicable only to the issue of supporting small
suppliers.

Question 2: Do you have views on how these can be quantified and the appropriate
target level of performance?

1.14. Whilst several respondents suggest specific targets, many respondents are

cautious about setting specific targets because of the potenti al unintended
consequences in reaching  such targets, for example fragmenting liquidity, creating
increased transaction costs or creating incentives for parties to demand higher and

higher concessions. Several respondents suggest measuring trends over time rather
than establishing absolute targets to ensure that any liquidity improvements or

improvements in the availability of certain products and clip sizes are maintained.

Question 3: When should market success be judged?

1.15. Half of the Big 6 respondents sta te that new market initiatives, such as N2EX,
should be given more time (12 -18 months) to develop. Most small suppliers and
independent generators express a preference for an assessment as soon as possible
A number of respondents  suggest t hat Of g sessthent timsline should extend
until the start of market coupling via the BritNed interconnector.

Chapter 3: Overview of the possible remedies

Question 1: Are there any other policy options, beyond those set out in chapters 4 -8,
which merit attention?

1.16. Many respondents note  that thereis cross-over bet ween Of gemébés wor k on
liquidity and measures intended to enhance security of supply , forinstance inthe

context of cash -out arrangements, and suggest t hat Of gemdés proheposals shoul
consistent across these  areas. Various respondents note that g reater market

coupling with Continental Europe via interconnectors and removing cross border

barriers should improve market liquidity and facilitate new entry.

1.17. Whilst r espondents from the Big 6 are not in favour of any policy that would
fundamentally affect industry structure , anumber of independent generators suggest
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structural intervention to unbundle the existing vertical integration between
generation and retail operations among the Big 6.

1.18. Some respondents note that it may be appropriate to consider a hybrid of
Of gemds pr dSpnees aspoxdents also suggest that Ofgem should monitor the
potential for demand side participation in the wholesale market. Several
respondents suggest a referral to the Competition Commission.

Chapter 4: Direct trading obligation

Question 1: Is a direct trading obligation an appropriate solution to the problems
related to wholesale market liquidity?

1.19. The majority of respondents argue thatthisisnot an appropriate solution, with
only a limited number expressing support . Respondents feel that such an obligation

will not help overall market liquidity and transparency. Various respondents note

that the obligation would be difficult to monitor and enforce . Two respondents

comment that the obligation could discourage potential market entrants, because of

an increased regulatory burden and regulatory uncertainty. Some small suppliers

suggest that such an obligation may take business away from sellers who a re

currently willing to trade with small suppliers. A number of respondents from across

stakeholdergroups note t hat any obligation shoul d rightsto i nter fere

require appropriate  credit arrangements and if an obligation to trade did this, it
would increase risk in the market.

1.20. All the Big 6 oppose this proposal and note that this option would not add

anything new as market players already offer the terms and products to market
participants whereitis economic to do so given market conditions (and taking into
account counterparties ' ability to meet collateral requirements ). Two of the Big 6
express a willingness to discuss establishing guidelines or a voluntary code of

conduct which may help small sup pliers set up trading arrangements . Two
respondents among the Big 6 add  that current generation licence conditions already
prohibit sellers from discriminat ing between suppliers

Question 2: Which licensees should be subject to the obligation?

1.21. Giventhel ack of support for this option t he majority of respondents who

answer this question do so from a largely theoretical point of view . Some suggest
that any obligation should apply to all large generators , whereas others suggest that
the focus should be on|  arge vertically integrated companies, whilst a minority

believe any requirement should be on any generator with a large share of market
generation capacity.

Question 3: What requirements should be put in place relating to products, pricing,
collateral and other conditions of trade?
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1.22. Most of the Big 6 note that collateral arrangements should continue to be

assessed on an individual basis and that if parties are compelled to offer terms, they
shou Id retain control over what these are. One ofthe Big6 note the possibility of
voluntary guidelines  being introduced to simplify risk assessment procedures for

small suppliers and to help market participants agree to trade in clip sizes attractive

to small suppliers. Another respondent from this group mentions the possibility of
designing a new template trading agreement for small suppliers to make trading

easier for them.

1.23. Some respondents from outside the Big 6 emphasise the importance of suitable
product availability on the forward market and the possibility of m inimal collateral
requirements f or trades with smaller players. Many respondents stress the
importance of the transparency of prices in any direct trading obligation and the

need for clear guid ance and compliance monitoring by Ofgem.

Question 4: Isit  appropriate to extend the obligation to cover generation purchases?

1.24. Some of the Big6 note that current market arrangements already allow

suppliers to purchase from small or independent generators where it is economic to

do so and cite various reasons why there is no need for the obligation to cover
generation purchases . Reasons include that there is already a competi  tive market
for these purchases; and that most small generators operate embedded generation

and may not wishto trade directly on the wholesa le market .

1.25. Some independent generators suggest that it is preferable to seek a market
structure which fundamentally encourages all parties to trade across the curve and
from all sizes of generation business.

Question 5: What costs would this option impose ?

1.26. Most respondents indicate that increased credit risk is the major cost implied

by this option. Many respondents also point out that monitoring and enforcement

costs for Ofgem could be high. One respondent argues that this option may have a
hidden cost for small suppliers by removing the opportunity for an independent

player to offer better terms. Some respondents warn that the costs are likely to hit
small/independent generators harder if the obligation is extended to them as they

have less resource to comply with the obligation.

Chapter 5: Market making agent

Question 1: Is a market making arrangement an appropriate solution to the
problems related to wholesale market liquidity?

1.27. A number of respondents from across stakeholder groups view a market maker
as a potentially useful tool , especially if it is a voluntary, market -led initiative . Some
respondents note thatthis option could be a temporary measure until other

measures that address market structure are introduced.
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1.28. Many respondents from across stak eholder groups note that this option may
help small suppliers but it will not affect overall market liquidity or address the

fundamental causes of low liquidity. Some respondents also note that it will not help
small suppliers with  their hedging requireme nts further out on the curve if the
proposal applies to the day ahead market only. Some respondents warn that the

market could become fragmented if a limited market maker approach is adopted.

Most of the Big 6  do not support an imposed market making agen tor see it as a last
resort option.  Many respondents indicate that it would be preferable for a market

maker to evolve voluntarily and some indicate that this could happen on the N2EX

platform.

Question 2: What products should be made available through a market maker?

1.29. Many respondents comment that if this option is put in place to help small

suppliers, the products made available through a market maker should be those

useful to small suppliers, with the focus on small clip sizes and longer -dated

products . Other respondents favour the market maker offering only standard

products . S ome indicatet hat mandating products w  ould stifle innovation and that

the market maker should be free to respond to market demand . Whilst there is

some support for a 6l arge volumed approach in order t
liquidity, other respondents favour a gradual approach with limited products, perhaps

broadening as liquidity increases.

Question 3: What volume obligation would be a ppropriate?

1.30. Two broad views are expressed in the responses. The first is that a limited

volume obligation is appropriate and that the products should be gearedto small

suppliers, particularly ~ as regards their  shape and maturity. The second view is that

large volumes should be obligated to ensure that liquidity is not split between the

market maker and the rest of the market. Some respondents note that if there is an

obligation to offer a firm bid -offer spread then there is no need to have a volume

obliga tion.

Question 4: Would the establishment of a AMar ket Maki

introduction of market making?

1.31. Most respondents that address this question have reservations about whether a
Market Making Agent  would facilitate the introduction of marke t making. Some
respondents note that more detail about the Agent is needed and that the choice of

platform to accommodate the trades would be important. Some respondents

comment that a market maker would occur naturally if the market was transparent

and had different credit requirements. They note that a mandatory agent might
reduce transparency by hiding the true stack of bids and offers , or could deter

voluntary market makers from participating in the market.

Question 5: What costs would this option i mpose?
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1.32. A number of costs are identified by respondents with many commenting that
the scale of the costs would depend on the scope and design of the Market M aking
Agent.

1.33. Costs identified include set up costs of the market making function, operational

costs , the cost for incumbents of negotiating and signing contracts and the cost of

underwriting the under  lying products provided by the A gent. Two respondents note
the costs to the market as a whole resulting from a decrease in liquidity  that could
arise with the introduction ofa  compulsory market making agent.

1.34. Views are mixed on how the Market Making A gent's costs could be recovered
with some suggesting  that the market as whole should fund these costs and others
that costs should be shared by those using the service.

Chapter 6: Mandatory auctions

Question 1: Are mandatory auctions an appropriate solution to the problems related
to wholesale market liquidity?

1.35. Most of the Big 6 are not supportive of mandatory auctions and cite concerns
that mandated auctions may reduce the liquidity that currently exists in OTC trading

or on exchanges and create fragmented markets. Some mention that auctions do not

allow re -trading and re -optimisation against fluid gas prices.

1.36. The majority of independent generators are not su pportive of mandatory
auctions. Conversely , most small suppliers note that the mandated release of

volume through auctions could help their hedging needs, especially in the medium to

long term, if these auctions are held regularly and provide the appropriate products

with small clip sizes. Concerns raised by small supplier s are collateral requirements,
the need for universal information about each partici
rising sharply as  the auction volume gets close tothe auctioning requirement and the
risk of gaming behaviour. Other respondents note th  at similar mechanisms are used
in other European markets and in the USA and could translate well into the GB

market, but stress the need to develop secondary trading in order to sustain and
improve overall market liquidity.

Question 2: How should the volu me of generation subject to a mandatory auction be
set?

1.37. Anumber of respondents note thatin order to create a credible reference price
there must be sufficient depth of volume in the auctions. Estimates of this depth
vary from 10% of produced volume as a minimum to 100% of installed generation.
One respondent warns that the auction needs to be sufficiently deep, but not cause a
fundamental change in BET  TA arrangements.  Some respondents comment that a
pool type arrangement should be avoided.

Question 3:  Who should be obliged to offer into the auction?
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1.38. Many respondents suggest that no party should be obliged to participate in
auctions.  One small supplier recommends that only portfolio generators should be
mandated to release volume rather than single site generators whilst others note
that renewable generation should be exempt as output from these is difficult to

predict. One respondent notes that all generators above a certain threshold should
be required to submit volume to the auction, whereas another suggests that an
obligation should only apply to vertically integrated companies above a certain size.

Question 4: What design features should be incorporated into the auction process
and rules?

1.43. A number of respondents suggest that the products avai lable on the auctions
should be those that are useful to small suppliers , in particularly  pre -defined
products for periods of up to 24 months forward.

1.39. One Big 6 respondent  notes that any mandatory auction should be based on
marginal tranche pricing, and that all licensed generators and suppliers would bid in
a proportion of their forecast available plant or demand. Two independent

generators suggest that suppliers should be obligate d to participate in any auction

One small supplier statesthat a mandato ry day -ahead uniform clearing -price auction
for each of the 48 half  -hours would create a credible clearing price for each half hour

and encourage the development of financial products. It further recommend s that
the auctionisrunbyano t-for-profit entity.

1.40. Many respondents comment on the importance that no market player should

be able to trade with itself and so circumvent the auction. One respondent proposes
standardised product tick sizes. Two other respondents suggest the prohibition of
informatio n exchange between the generation and supply arms of vertically

integrated companies.

1.41. Three respondents suggest that ideally there should be no reserve prices in the
auction , although one notes that if this is not possible then the reserve prices should

be linked to a transparently tradable commodity in order that the reserve price does

not deter participation in the auction.

1.42. Other design factors raised in the responses  are the regularity of the auctions
and the need for ongoing monitoring of the market to guard against manipulation by
dominant players.

Question 5: Should the mandatory auction apply to day -ahead volumes and/or to
longer dated forward products?

1.43. Most of the Big 6 do not support mandatory auctions, although one notes that
if this option  is pursued the auction  should be ona day-ahead basis and this could be
effective in  stimul ating markets in longer dated products.
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1.44. Views from independent generators  are mixed , with some commenting that
neither type of man  dated auction is suitable, or that mandated auctions should be in
longer dated forward products and one suggesting that they should be used at the
day -ahead stage only.

1.45. The majority of small suppliers note that auctions in longer dated forward

products would be most useful to them aslong as there is sufficient variety and

depth of products. However, one small supplier offers support for mandatory day -
ahead auctions on the basis that this will provide a robust reference price and could
lead to the development of a market in financial derivat ives.

1.46. Other respondents note that liquidity in day -ahead markets is already
reasonable and that the focus of intervention should be on the development of
liquidity in forward products ;and suggest thatimproved price discovery in these
time horizons will lead to a more fundamental improvement to overall liquidity.

Question 6: What costs would this option impose?

1.47. The costs most commonly identified are associated with setting up and

administering the auction. The consensus is that these costs should be bor ne by
market participants, possibly by a form of transaction fee. Many respondents note
that incumbents will have to bear private costs associated with changing their

trading practices and possibly renegotiating contracts in order to comply with the
mandatory auction regime.

1.48. Two respondents note that credit and risk cos  ts would be likelyt o increase
whilst one identifies  an increased risk of day  -to-day imbalances under mandatory
auctions.

Chapter 7: Self ~ -supply restriction

Question 1: Is a self  -supply restriction an appropriate solution to the problems
related to wholes ale market liquidity?

1.49. None of the Big 6 support this proposal and four note that there are already

good commercial reasons for vertically integrated companies to buy a proportion of

their supply requirements from the market. Several Big 6 respondents comm  ent

that this policy would introduce inefficiencies as vertically integrated companies will

have to pay a premium price for additional purchases to meet demand. Some also
comment that this policy is unlikely to increase long -term liquidity or hedging opti ons
for small suppliers.

1.50. The majority of independent generators are supportive of this option as it

would go some way to address ing the structural problem of vertical integration that
they perceive to be the root cause of low liquidity. However, three of  these
respondents comment that additional measures would be needed to make the

mark et truly liquid and contestable
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1.51. Whilst two small suppliers do not support this option, three state that a self
supply restriction could work in combination with other meas ures.

Question 2: Who would be covered by the self supply restriction?

1.52. One o f the Big 6 respondents suggest s that only market participants who do

not currently contribute towards  GB wholesale electricity market liquidity should be

covered by the restriction . Anot her suggests that all groups whose
volumes are less than their generation volumes should be covered, but warns that

this could then reduce these suppliers ' investmentin new generation.

1.53. Independent generators suggest t hat all vertically integrated companies should
be subject to the restriction. Likewise, some small suppliers note the restriction
should apply to all vertically integrated companies above a minimum threshold or be
proportional to their market share. Two respondents state that the restriction should
apply to any participant who has a significant share of generation or is a large

generator.

Question 3: How should the extent of a self -supply restriction be set? Should it relate
only to the supply to domesti c customers?

1.54. Several respondents state that the restriction should apply to both domestic

and business customers in order to reduce the complexity of the measure . However,
two other respondents comment that a self-supply restriction should not apply to 1&C
sector demand as th is demand is largely met by the traded market and the

restriction would have minimal impact. Two independent generators note that the
restriction should apply to the supply of domestic customers because each of the Big
6 has a stable ¢ ustomer base here and this is the least competitive part of the retail

market.

Question 4: Should a self  -supply restriction be accompanied by measures to ensure
that small participants have access to the products they need? If so, which products?

1.55. Many res pondents acknowledge that a self -supply restriction does not address
the problem of access to the products , clip sizes and shape needed by small
suppliers. Several respondents suggest that a regulated market maker could operate
alongside a self-supply rest riction.

1.56. One small supplier states that there would need to be a mechanism to ensure

that all standard products are available to small suppliers . Another respondent
suggests that a measure should accompany a self-supply restriction to ensure that
products at a low clip size and with shape flexibility are available to small suppliers
without excessive premium.

1.57. Some independent generators suggest that the self -supply restriction should
not have this accompanying measure. One suggests that the produ cts required will
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