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The New Electricity Trading Arrangements

Executive Summary

Introduction

This document summarises the conclusions reached following the consultation on the new
electricity trading arrangements in England and Wales. It builds on proposals published for
consultation by the Office of Gas and Electricity Markets (Ofgem) in July 1999,* taking into
account the responses that have been received during the consultation period and the
suggestions that were made at the public seminar on the arrangements that was held in
early September. The July 1999 proposals were themselves built on the market-based
trading arrangements suggested by the then Director General of Electricity Supply (The
Director General) in July 1998 and accepted by the Government in October 1998 in its
White Paper on Energy Policy.?

Consultation on the July 1999 proposals extended until mid-September, with 95 written
responses being received from interested parties. Six key issues emerged on which

conclusions are presented in this document:

+ Imbalance cash-out prices;

¢ The timing of contract notification;

¢ Separation of production and consumption imbalance volumes;
¢ Meter splitting and aggregation;

¢+ Governance; and

¢ CHP and renewables.

On the basis of this document and extensive work by the Programme for the Reform of
Electricity Trading Arrangements (RETA), the business rules for the operation of central parts

of the new arrangements — the proposed new Balancing Mechanism and Settlement Process

! The New Electricity Trading Arrangements, Ofgem, July 1999.

2 Review of Electricity Trading Arrangements: Proposals, OFFER, July 1998.

3 Conclusions on the Review of Energy Sources for Power Generation — Government Response to
fourth and fifth Reports of the Trade and Industry and Committee.
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— are being drawn up. The Government will introduce the necessary legislation as soon as

Parliamentary time permits.

Overview of the Trading Arrangements

The trading arrangements are designed to be more efficient and provide greater choice for
market participants whilst maintaining the operation of a secure and reliable electricity
system. The proposals are based on bilateral trading between generators, suppliers, traders

and customers. They include:

¢ Forwards and futures markets (including short-term power exchanges), which evolve in
response to the requirements of participants, that will allow contracts for electricity to
be struck over timescales ranging from several years ahead to on-the-day markets;

¢ A Balancing Mechanism in which NGC, as System Operator, accepts offers of and bids
for electricity to enable it to balance the system; and

¢ A Settlement Process for charging participants whose contracted positions do not match
their metered volumes of electricity, for the settlement of accepted Balancing
Mechanism offers and bids, and for recovering the System Operator’s costs of balancing

the system.

It is envisaged that the present Pooling and Settlement Agreement will be replaced by the
Balancing and Settlement Code (BSC) incorporating the rules of the Balancing Mechanism
and Settlement Process. NGC, as System Operator, will be obliged to maintain the Code.
Licensees will be obliged to conform to it. The Code will include flexible and effective

governance arrangements to allow for modifications to the rules.

The Balancing Mechanism

The main focus of the work Programme since November 1998 has been on devising rules
for the Balancing Mechanism and the associated Settlement Process. The balancing and
settlement rules need to ensure efficient balancing of the system by the System Operator,
whilst encouraging generators and suppliers to contract ahead for most of their

requirements in forward, futures and short-term markets.

Office of Gas and Electricity Markets 4 October 1999



The Balancing Mechanism will provide a basis whereby NGC, as System Operator, can
accept offers of electricity (generation increases and demand reductions) and bids for
electricity (generation reductions and demand increases) at very short notice. The System
Operator will accept offers to increase generation (or reduce demand) if it forecasts that the
system will be short of electricity, or accept bids to reduce generation (or increase demand)
if the system is expected to be over supplied. Accepted offers will be paid for at the prices
offered (and accepted bids will pay the prices bid). As well as achieving an overall physical
balance on its system, the System Operator will need to accept offers and bids at short

notice and at different locations to overcome transmission constraints.

Actions on the Balancing Mechanism will not, however, be the only means by which the
System Operator seeks to ensure safe and efficient balancing of the system. The System
Operator will also contract in advance (sometimes up to a year or more ahead) for some
balancing services such as reserve, frequency control and voltage support. Such contracts,
together with its actions in the Balancing Mechanism, will enable it to balance physically
the system second by second, and thereby maintain quality and security of supply. The
System Operator will be incentivised to balance the system efficiently, taking account of

both Balancing Mechanism and balancing services contract costs.

To help assess the likely physical balance of the system, the System Operator will ask
participants to notify their expected physical position for each half hour trading period (ie.
their anticipated generation output or demand). The final submission of physical
notifications will take place as the Balancing Mechanism opens. These notifications will

also provide the baseline for bids and offers from generators and the demand-side.

A wide range of participants will be able to make bids and offers to the System Operator
through the Balancing Mechanism, including generators, suppliers and customers. They
will be required to sign the BSC. However, nobody will be obliged to make bids or offers

into the Balancing Mechanism.

Decisions on the Balancing Mechanism
NGC has indicated that it is considering the reduction of Gate Closure (the time before the

trading period for which the Balancing Mechanism is open) to 3% hours with a view to
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accommodating Ofgem/DTI’s concerns regarding gas interruptions. These concerns were
raised by a number of respondents. Moreover, experience with the new trading
arrangements and the intended introduction of new transmission access rights designed to
remove, or at least substantially reduce, the extent to which transmission constraints have to
be resolved in the Balancing Mechanism, should enable Gate Closure to be shortened.
Accordingly, subject to re-evaluation in the light of experience in operating the new regime,
it is intended that Gate Closure should be reduced after six months and that further

reductions should be implemented thereafter, as this becomes practicable.

The Settlement Process

The position of all BSC signatories will be assessed to determine whether their metered
output or consumption of electricity matches their contracted position. If it does not then
they will be 'out of balance'. Generators will be paid for uncontracted generation and
charged for contracted volumes not covered by generation. Suppliers will be charged for
uncontracted supply and be paid for contracted volumes not matched by consumption.
Traders will be charged if they have sold under contract more electricity than they have

purchased and will be paid if they have bought more electricity than they have sold.

Generators’ metered generation and suppliers’ metered demand will be compared with the
contractual position they notify as the Balancing Mechanism opens together with any
accepted Balancing Mechanism trades. The sum total of contracts negotiated in forward,
futures and short term bilateral markets will be added together to arrive at these contract
positions. Participants that act both as generators and suppliers will be exposed to separate

production and consumption imbalance charges for the two sides of their business.

Decisions on Settlement

To provide for more effective co-ordination between the electricity and gas markets,
Ofgem/DTI have decided that contract notification will initially take place three and a half
hours before the start of a trading period. As the time between Gate Closure and real time

shortens, so will contract notification.

Although it has been argued that production and consumption imbalances should be netted

off one another rather than treated separately, Ofgem/DTI remain of the opinion that this
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would disadvantage participants who were only on one side of the market relative to those
on both sides. Consequently, the proposed separate production and consumption
imbalance charges will be retained, although this will be reviewed periodically particularly

as Gate Closure shortens.

Imbalance Prices

The price paid or charged to 'out of balance' market participants will vary depending on
whether they are over or under contracted ie. there will be a dual imbalance price
mechanism. In general, generators who are under-contracted (and suppliers who are over-
contracted) and 'spill* electricity on to the system, potentially imposing balancing costs on
the System Operator, will receive a lower price for their electricity than if they had been
fully contracted. Suppliers who remain under-contracted as the Balancing Mechanism
opens and thus need to ‘top-up’ their requirements (and generators who under-generate),
thereby potentially imposing balancing costs, will similarly be charged a higher price than
if they had entered into contracts for their full requirements. These different charges are
reflective of the additional costs incurred by the System Operator in instructing generators,
suppliers or customers to vary their output or consumption at short notice to meet

unanticipated imbalances via the acceptance of Balancing Mechanism offers and bids.

There is no unambiguously correct way of setting imbalance prices and three possibilities
were discussed in the July report. Ofgem’s preferred option was that the volume-weighted
average of all the bids accepted in the Balancing Mechanism would form the price paid for
spill, whilst the volume-weighted average of all the offers accepted in the Balancing
Mechanism would be the price paid for top-up. This means that spill gets paid what others
are prepared to pay not to generate whilst top-up has to pay what others require to be paid
to generate. A disadvantage of this method, during the period in which transmission
constraints continue to be resolved in the Balancing Mechanism, is that the costs of

constraints will feed through into the energy imbalance prices.

Decisions on Imbalance Prices
Ofgem/DTI remain of the belief that there should be dual cash-out prices calculated from
the volume-weighted averages of offers and bids although they acknowledge that there are

strong arguments on both sides. Along with many respondents, Ofgem/DTI agree that it
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would be desirable to remove constraints from energy imbalance prices in the short-term,
pending the implementation of a market-based approach to transmission access. The RETA
Programme will continue to work closely with NGC to explore ways of flagging constraint-

related trades as a simple and effective interim measure to address the issue.

Exposure to Cash-out

All licensed generators and suppliers will be required by their licence to comply with the
BSC, which will include the Settlement Process rules. Licence exempt generators — such as
the majority of renewables generators and some CHP plant — will not be required to sign
the BSC. To the extent that their output is sold to BSC signatories, it will be taken into
account by them when notifying their positions. This potentially widens the options
available to small-scale generators that choose not to sign the BSC. Instead of selling their
output to local suppliers, such generators may be able to sell it to or through other BSC
signatories acting as aggregators on a national scale. By assigning the output of a number
of generators to one imbalance account, aggregators can substantially reduce their
imbalance risks compared to that to which a single site would be exposed. Consequently,

aggregation may be seen by some participants as an attractive commercial opportunity.

The arrangements allow for the splitting of metered volumes by proportions notified in
advance of the trading period. This will enable generators to sell their output to more than
one supplier or customer and customers to purchase electricity from more than one
supplier. Splitting of metered volumes maximises the commercial freedom of participants
and increases their bargaining power. It also enables BSC signatories to pass on their
imbalance risks to other parties, such as aggregators, who would provide such a service on

commercial terms.

Decisions on Exposure to Cash-out

Ofgem/DTI remain committed to putting in place flexible arrangements for aggregation and
meter splitting so that participants can manage their imbalance exposure in an efficient
manner. To that end, we have decided that participants will be able to split metered

volumes on the basis of fixed blocks as well as percentages.
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Offer/DTI recognise the advantages that might arise from an active role being played by
aggregators under the new electricity arrangements. There should be a natural limit on the
extent of aggregation since portfolio players and those with stable loads are unlikely to find
it worthwhile to utilise the services of a third party aggregator. Nonetheless, regulatory

controls will be available to limit the extent of aggregation should this prove necessary.

IT Systems to Support the Balancing Mechanism and Settlement Process

Both the Balancing Mechanism and the Settlement Process will require new IT systems to
be built and operated. Expressions of interest for the provision of these services were called
for earlier in the year and a short list of 9 interested parties has been compiled. Detailed
specification of the Invitations to Tender are now being drawn up on the basis of the
business rules that have been developed. Contractors for designing and operating the
supporting IT systems are expected to be appointed before Christmas. NGC will be the

contracting party and will co-operate with the Programme in the procurement process.

Governance of the Balancing and Settlement Code
The rules for the Balancing Mechanism and Settlement Process, which will be incorporated
in the BSC, will need to evolve in the light of experience and to ensure that the

arrangements remain efficient and customer focused.

An obligation to establish and maintain the Code will lie with NGC as System Operator.
However, a Balancing and Settlement Code Panel will be formed to supervise proposed
modifications to the rules, which will comprise experts competent to reflect the views of a
wide range of interested parties, including customers. It is expected that the Director
General will appoint the Chairman of the Panel. The Director General will also approve all
modifications to the Code. This will enable firm regulatory oversight of the rules that
govern this central part of the market and ensure that change can be made in a timely

manner if experience shows this to be necessary.
Decisions on Governance

Ofgem/DTI have decided that the Panel should be composed of a number of pre-defined

industry representative categories, independent experts and consumer representatives.
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Such an approach should achieve a streamlined governance process that provides

reasonable comfort to BSC signatories in terms of transparency, scrutiny and cost control.

CHP and Renewables

Many sites with CHP plants will benefit overall from the new trading arrangements,
because they generally import power and will therefore benefit from the expected lower
wholesale electricity prices. Large CHP plants exporting power that can accurately predict
their load four hours ahead of time will be able to maintain their position relative to other
generators. Plants which have unpredictable loads and impose balancing costs on the
System Operator will be more exposed to imbalance charges than other types of plant.
Only a small number of the largest renewable and CHP plants will be directly exposed to
such charges, and the vast majority will only be indirectly exposed via the contracts that
they sigh with BSC signatories. The output of many renewables schemes is presently
covered by Non-Fossil Fuel Obligation (NFFO) contracts with suppliers, who in turn are
compensated to the extent that these contracts are above market prices. Existing NFFO
contracts will continue under the new arrangements, although a new market reference
price will be required to replace the Pool price. The revised proposals on aggregation and

meter splitting should be of substantial benefit in reducing the risks of all such plant.

Ofgem/DTI remain committed to exploring means of supporting the role of CHP and
renewables within the new trading arrangements. We are of the view that the decisions
that have been taken with regard to shortening Gate Closure and relaxing the rules on the
splitting of metered volumes should reduce the imbalance risks to which such generators
are exposed. A high priority is attached to the task of finalising a suitable reference price
for NFFO contracts and to ensuring that the monopsony power of local suppliers does not
result in embedded generators, particularly ex-NFFO renewables schemes, being

disadvantaged in the contract price they receive.

Competition and the New Trading Arrangements
A major feature of the new arrangements is that the ‘demand side’ will be fully
incorporated into the new arrangements. Suppliers and customers can offer load reductions

into the Balancing Mechanism in direct competition with generators. In addition suppliers,
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in seeking to manage their 'out of balance' position, are likely to be more responsive to
their customers. It will be important for suppliers to understand their customers’ demand
requirements more fully and to work closely with those customers able to offer load

management services.

The new trading arrangements will help promote competition by removing the restrictive
characteristics of the Pool that have served to facilitate the exercise of market power. More
effective competition in generation also depends on changing the market structure through
divestments, which are underway; on continuing to open generation to new entrants; on
increased pressure on generators from electricity suppliers resulting from effective
competition in electricity supply to domestic and larger customers; and on the actions of
the Director General in discharging his Electricity Act and Competition Act duties.
However, without effective trading arrangements, the restructuring of the generation and
supply markets will be less effective in producing real benefits to customers. For suppliers,
the new arrangements provide an opportunity to differentiate themselves from their
competitors by keen power purchasing. For generators, the arrangements mean that they
must seek more actively buyers for their power and sell it at the prices that purchasers are

willing to pay.

Transparency and Liquidity

Some concern has been expressed that vertical integration between supply and generation
in the electricity market will render the new trading arrangements less effective than they
might otherwise be, by reducing liquidity and transparency in the bilateral markets due to
internalised trading in the vertically integrated companies. However the proposed market
arrangements are designed to provide the same opportunities for all market participants.
The market rules do not benefit vertically integrated players at the expense of participants
who are not vertically integrated. A consequence of this is that some rules (such as the
settlement rules) will encourage contracting by all participants including by vertically
integrated players. This will, in turn, foster liquidity and transparency. Furthermore, the
powers in the Competition Act will be available to check market abuse. The Act prohibits
anti-competitive agreements and market abuse by companies with a dominant market

position.
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Transparency will occur, in common with other commodity markets, as price reporting
develops as a valuable service to market participants. Transparent prices are also expected
to be available from a short-term power exchange and Balancing Mechanism offers, bids,

prices and volumes will also be accessible to market participants.

It is expected that over time the new market will develop a rich range of price information.
However, it may take some time for this degree of price transparency to develop, although
there are already encouraging signs of price reporting appearing in advance of the new
market. If required, the Director General could set in place arrangements to publish prices
in the newly emerging markets. Such reports might take the form of simple price indicators
drawn from information on real contracts. The Regulator could require, using his statutory
powers, market participants to give him the necessary information for such indicators to be
published. This would be a temporary arrangement which would be implemented only

whilst price reporting developed.

Security of Supply

The new trading arrangements will provide strong incentives to ensure that security of
supply is maintained in both the short and long term. The trading arrangements will
encourage market participants to balance their own positions ahead of real time, since
imbalances will expose participants to potentially unfavourable cash-out prices. These
incentives for self-balancing will contribute to the achievement of efficient levels of supply

security in both the short and long term.

When the system is under stress, prices realised in the Balancing Mechanism will tend to be
high, providing incentives not only to provide extra output in these periods but also to have
plant regularly available to take advantage of such commercial opportunities as and when
they arise. At such times prices in bilateral markets may also be driven up. In the short-
term, higher prices will encourage generating plants to be made available to meet demand,
and in the long-term they will encourage the building of new plant. The expected
emergence of forward prices for electricity several years ahead will provide better signals
than currently exist of the longer term balance between demand and capacity, and therefore
of the capacity required to maintain security of supply. Respondents to the consultation

paper agreed that these mechanisms would provide security of supply, but emphasised that
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the market must be allowed to work at times of system stress without regulatory

intervention to dampen price signals.

NGC will also be able to contract ahead for a number of Balancing Services, including the
provision of reserve. This will provide additional security in that the SO will not need to
rely solely on the Balancing Mechanism to match supply and demand in all circumstances.
NGC purchases of Balancing Services will also contribute to security of supply in the
medium and long terms by providing a further source of revenues for flexible plant and by
providing rewards for flexibility on the demand side that will, over time, stimulate greater

responsiveness of demand to price.
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1. Introduction

1.1  The Purpose of this Document

This Ofgem/DTI conclusions document summarises the decisions reached in response to
consultation on the New Electricity Trading Arrangements (NETA) in England and Wales.
These build on proposals published for consultation by the Office of Gas and Electricity
Markets (Ofgem) in July 1999, taking into account the responses that have been received
during the consultation period and the suggestions that were made at the public seminar on

the arrangements that was held in early September.

The July 1999 proposals were themselves built on the market-based trading arrangements
suggested by the then Director General of Electricity Supply (The Director General) in July
1998 and accepted by the Government in October 1998 in its White Paper on Energy
Policy.

1.2 The Process So Far

In November 1998 the Director General published a Framework Document* confirming
that OFFER and the DTI would jointly lead the Programme for Reform of Electricity Trading
Arrangements (RETA) based on the July 1998 Proposals. The Framework Document also
confirmed that OFFER and the DTI would be assisted by a Programme Director, a
Development and Implementation Steering Group (DISG) composed of senior staff
representing all interested groups within the industry including customers, an advisory
Programme Management Board, and Expert Groups. These groups have met on a regular
basis, producing and reviewing numerous papers. Public seminars have been held to
discuss progress. Throughout the review process, OFFER and the DTI have been supported
by a panel of Special Advisors (Lord David Currie, Sir Peter Walters and Mr Nicholas

Durlacher).

* Review of Electricity Trading Arrangements: Framework Document, November 1998.
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1.3  Overview of the Trading Arrangements

The trading arrangements are designed to be more efficient and provide greater choice for
market participants whilst maintaining the operation of a secure and reliable electricity
system. The proposals are based on bilateral trading between generators, suppliers, traders

and customers. They include:

¢ forward and futures markets (including short-term power exchanges), which evolve in
response to the requirements of participants, that will allow contracts for electricity to
be struck over timescales ranging from several years ahead to on-the-day markets;

+ aBalancing Mechanism in which the National Grid Company (NGC), as System
Operator (SO), accepts offers of and bids for electricity to enable it to balance the
system; and

¢ a Settlement Process for charging participants whose contracted positions do not match
their metered volumes of electricity, for the settlement of accepted Balancing

Mechanism offers and bids, and for recovering the SO’s costs of balancing the system.

It is envisaged that the present Pooling and Settlement Agreement (PSA) will be replaced by
the Balancing and Settlement Code (BSC) incorporating the rules of the Balancing
Mechanism and Settlement Process. NGC, as SO, will be obliged to maintain the Code.
Licensees will be obliged to conform to it. The Code will include flexible and effective

governance arrangements to allow for modifications to the rules.

1.4  Responses to the July Consultation Document
The main area of work since November 1998 has been on devising rules for the Balancing
Mechanism and the associated Settlement Process and these formed the focus of the July

1999 proposals.

Consultation on the proposals extended until mid-September, with 95 written responses
being received from interested parties. The vast majority of the responses indicated a broad
level of support for the proposals contained in the July consultation document. Six key

issues emerged on which conclusions are presented in this document:
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+ Imbalance cash-out prices;

¢ The timing of contract notification;

¢ Separation of production and consumption imbalance volumes;
¢ Meter splitting and aggregation;

¢+ Governance; and

¢+ Combined Heat and Power (CHP) and renewables.

1.5 Outline of the Document

Chapter 2 provides an overview of the responses received highlighting the key issues raised
and the areas of consensus or disagreement. Chapter 3 details the responses and resulting
Ofgem/DTI conclusions relating to the Balancing Mechanism and especially considers the
timing of Gate Closure. Chapter 4 provides a similar discussion of cash-out and settlement
arrangements, including imbalance cash-out prices, the timing of contract notification,
separation of production and consumption accounts and meter splitting (or more technically
Balancing Mechanism (BM) Unit splitting) and aggregation. Chapter 5 summarises
comments received on the role of and incentives on the SO, which will be taken into
account in Ofgem’s forthcoming consultation on SO incentives and transmission issues.
Chapter 6 outlines responses received in relation to the governance of the new balancing
and settlement arrangements, including proposals for the composition of the BSC Panel. It
also covers the legal framework particularly the position of aggregators under the new
arrangements. Chapter 7 considers comments received from CHP and renewable
generators and highlights the relevance of the proposals for meter splitting for these
categories of generators. Chapter 8 summarises the responses on competition, covering
liquidity and transparency, market power and demand-side participation. Chapter 9
considers other issues, including interactions between the gas and electricity markets and
security of supply. Chapter 10 explains the structure of the Programme going forward,
including the continuing involvement of industry expertise. Chapter 11 provides a

summary of Ofgem/DTI conclusions.
Appendix 1 provides a list of those who submitted representations to the July consultation

document. Appendix 2 summarises the views received. Appendix 3 gives a worked

example of the mitigating effect of Balancing Mechanism participation on production and
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consumption imbalances. Appendix 4 details governance arrangements contained in
certain gas and electricity industry agreements. Appendix 5 presents a report on the
environmental impact of the new trading arrangements. Appendix 6 provides results of

Ofgem/DTVI’s business simulation exercise.

1.6 Next Steps
On the basis of this document the business rules for the operation of central parts of the
new arrangements — the proposed new Balancing Mechanism and Settlement Process — are

being drawn up.

Invitations to Tender (ITTs) for the design, construction, maintenance and operation of the
IT systems required to support the new central systems have also been written on this basis
and will be issued to previously short-listed candidates. It is anticipated that contracts will

be awarded before Christmas.
Legislation will be introduced to support the new trading arrangements as soon as

Parliamentary time allows. The Programme to implement the new trading arrangements

will enable them to come into effect in Autumn 2000.
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2. Overview of Responses

Responses to the July consultation document came from generators, suppliers, traders,
consumer organisations, academics, trade associations, business organisations and others.
Most of the 95 responses supported the proposals with only 11 being generally opposed.
This chapter discusses the top ten issues raised by respondents of which six cover key issues
in relation to the proposals. The six key issues and the additional four issues most

commented on are as follows:

Six Key Issues

+ Imbalance cash-out prices;

¢ The timing of contract notification;

¢ Separation of production and consumption imbalance volumes;
¢+ Meter splitting and aggregation;

¢+ Governance; and

¢ CHP and renewables.

Four Further Issues

+ Credit cover;

+ Balancing Services;

¢+ Therole of NGC and its incentive scheme; and

+ Timetable for implementation.

2.1  Imbalance Cash-Out Prices

Over half the respondents commented on the proposed imbalance cash-out regime. About
a third of these (most notably customers and suppliers) supported the principle of dual cash-
out prices, whilst just under half (mainly the CHP and renewables community) were

opposed to it.
With regards to the specific options for the derivation of imbalance cash-out prices

presented in the consultation document, the preferred option of Ofgem/DTI (ie. the volume

weighted averages of the accepted offers and bids in the Balancing Mechanism) attracted
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majority support. However, most qualified this support by saying that they believed that it

should not include actions to overcome transmission constraints.

2.2 The Timing of Contract Notification

Around a third of the respondents expressed views on the timing of contract notification.
Of these, the majority accepted the proposal for ex-ante notification. However, many of
those favouring the ex-ante approach would prefer the contract notification time to be
closer to the trading period rather than at Gate Closure which was proposed as being four
hours before the trading period. Similarly, there was a strong desire amongst respondents

generally to see the timing of Gate Closure reduced to as close to real time as possible.

2.3 Separation of Production and Consumption Imbalance Volumes

Around a third of respondents commented on this issue. The majority of these were of the
view that netting off between production and consumption should be allowed. However, a
number of respondents (including suppliers, a generator, a trader and a consumer

representative) were of the opinion that the proposed separation was desirable.

2.4 Meter Splitting and Aggregation

Over three-quarters of respondents commented on one or other of these issues. At a high
level, strong support existed amongst respondents for the proposals of Ofgem/DTI in this
respect. However, there was general agreement that the specific proposals on meter

splitting were too restrictive.

2.5 Governance

Nearly half the respondents commented upon the proposed governance arrangements,
particularly whether the BSC Panel should be comprised of representatives elected by BSC
parties or independents appointed by the Chairman. There was generally more support for
the first option, although a number of respondents suggested a hybrid approach involving a

combination of industry representation and independent expertise.
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2.6 CHP and Renewables

More than a third of respondents commented on the impact of the new trading
arrangements on CHP and renewables schemes. There was general agreement among
these respondents that the new trading arrangements would increase the risks to which such
schemes are exposed, particularly those with unpredictable output such as wind generators.
Many respondents suggested that unless there was additional support for CHP and
renewables schemes, the government’s targets for growth of these types of generation

would not be met.

2.7  Credit Cover
Nearly half the respondents commented on the credit cover proposals. There was almost
universal agreement that they were too onerous and would act as a barrier to participation

and entry into the market.

2.8  Balancing Services

Almost half the respondents commented on the role of balancing services under the new
trading arrangements. There was concern that if NGC contracts for large volumes of
reserve, this could undermine trading in the forwards markets and the Balancing

Mechanism and might depress price signals.

2.9 The Role of NGC and its Incentive Scheme

More than a third of respondents commented on the role of NGC and its incentive scheme.
Many suggested that a more detailed description of the SO’s role and its incentive scheme
were required before it would be possible for them to form a judgement of the proposals.
Most emphasised the need for an effective incentive scheme and the majority of
respondents were in favour of a single incentive scheme covering all the costs of balancing

the system, including actions in the Balancing Mechanism.

2.10 Timetable for Implementation
Around a third of respondents commented on this issue. Several responses expressed
concern that some other important issues, such as transmission access and SO incentives,

were being addressed separately from NETA. There were specific views on whether the
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proposed timetable was achievable but most respondents argued that the details of the
trading arrangements needed to be settled as soon as possible if there was to be adequate

time for the necessary systems, both central systems and those of individual participants, to

be developed.
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3. Balancing Arrangements

Chapters 5 and 6 of the July report outlined the balancing arrangements open to the SO. In
addition to requesting general comments on the arrangements described, views were

invited on the following specific issues:

+ Appropriate de minimis levels for the provision of information to the SO;

¢ The dynamic data that should be provided by BM Units;

¢ An appropriate minimum size for Balancing Mechanism offers and bids;

¢ The need for Quiescent FPNs;

¢ An appropriate definition for Demand Capacities;

¢ The scope and volume of balancing services contracts (particularly with regard to
response, reserve and options contracts for electricity); and

¢ The role of NGC’s Ancillary Services Business.
In addition to providing views on these issues, respondents commented on:

¢ The timing of Gate Closure;®

¢ The proposed payment mechanism;

¢+ Whether re-bidding of bids and offers should be allowed in the Balancing Mechanism;
¢ The need for Deemed Offers and Bids; and

¢ The need for Deemed Acceptances.

3.1  De Minimis Information Provision to SO

The July Consultation Document

In the July report it was recognised that NGC (as SO) will require information from market
participants on their intended level of generation or consumption in order to balance the
system efficiently. However, it was also recognised that an appropriate de minimis level of
information provision may need to be established reflecting the level below which a lack of

information will have little effect on system balance and security. In setting de minimis

5 Gate Closure is the time at which the Balancing Mechanism for a trading period opens and
participants have to inform the SO of their intended physical positions during the trading period.

Office of Gas and Electricity Markets 22 October 1999



levels, it was also noted that account should be taken of the burden that information

provision might impose on smaller players.

Respondents’ Views

The majority of respondents considered that NGC is best placed, in the first instance, to
determine de minimis levels since they relate to information that will be of practical value
to it as SO. Most respondents felt that NGC’s proposed limits should be subject to
confirmation by Ofgem. One respondent suggested that there should be different de
minimis levels for different classes of participants. Those respondents that identified a

specific de minimis level opted for 100 MW, in line with the current central despatch limit.

NGC suggested a 50 MW limit on the grounds that this would be consistent with current
Grid Code obligations. It also suggested that there should be provision for it to make a case

to Ofgem for submission of information from smaller sites where necessary.

Respondents also commented on the need for the demand-side to provide Initial and Final
Physical Notification (IPNs and FPNs respectively) data. A few respondents stated that it is
likely that demand-side information will be ignored by the SO who will continue to use its
own demand forecasts. Consequently, they believed that it was unnecessary and
uneconomic to require demand-side participants to submit IPNs and FPNs, especially if the
participant does not intend to participate in the Balancing Mechanism. One respondent
suggested that if NGC were to be incentivised to improve the accuracy of its demand
forecasts, it would value good demand-side information and should reward customers for
providing it. However, most other respondents stated that it is reasonable that all
participants whose output or consumption is significant in determining the need for

balancing actions should provide IPN and FPN data.

NGC believes that FPNs should encompass all generation and demand. The new trading
arrangements may well change the pattern of consumption, so NGC will no longer be able
to rely upon past data for demand forecasting, and will therefore wish to utilise demand

information from suppliers.
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Ofgem/DTI Conclusions

Ofgem/DTI agree that NGC is best suited to recommend the level of information that it
needs to balance the system effectively. The suggested level of 50 MW is consistent with
current limits on information provision and Ofgem/DT! accept that this should be the initial
de minimis level for provision of information by both generators and those on the demand-
side. It would also seem appropriate to require NGC to review and consult on the de
minimis level in the light of experience in order to consider whether the level might be
raised or to make a case to Ofgem to enable it to obtain information from smaller sites

when necessary.

Ofgem/DTI believe that the provision of demand-side information is essential to enable
NGC to forecast correctly demand under the new regime. Thus, FPN data will be required

from both sides of the market.

It is envisaged that smaller participants will be able to use agents to submit and receive
information on their behalf in order to share the costs of communication with the SO. For
generation sites of greater than 50MW, it is proposed that agents may be used in pre-Gate
Closure timescales, but not in post-Gate Closure timescales.® This represents minimum
change from the existing arrangements, as larger participants currently use ‘agents’ ie.
Energy Management Centres (EMCs) to submit the equivalent of Bid and Offer Data to the
SO, whereas communications in operational timescales takes place directly with the power

station.

However, it is proposed that for generation sites of less than 50MW, communications to
and from the SO may take place through an agent. This provides the opportunity for
smaller participants to share fixed costs of communications, as well as using the same

system in pre- and post-Gate Closure timescales.

5 Currently the Grid Code stipulates that any instructions within 3 hours of real time must be ‘to the
Generator at its Generating Plant’. This will be extended to cover all post Gate Closure acceptances.
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For the demand-side the requirement to submit an FPN would apply to BM Units of greater
than 50 MW.

3.2  Dynamic Data Provision and Bid/Offer Format

The July Consultation Document

In the July report a list of proposed dynamic data was included and the concept of Bid and
Offer Pairs (the so-called price ladder) as the form in which price and volume information

would be presented was described.

Respondents’ Views

The majority of respondents suggested that the principle that should be adopted when
considering how much dynamic data should be provided by BM Units is that the data
should be restricted to the simplest set that will enable the SO to form an accurate picture of
how a unit is likely to respond. Some respondents suggested that the list of dynamic data
presented in the July report was already too complex. One respondent argued that using a
power station rather than a genset approach to defining BM Units would provide
participants with greater freedom of action and avoid the need for complex dynamics. A
few respondents expressed concern that allowing re-declaration of technical parameters
could lead to these parameters being used to exercise commercial advantage and that
portfolio participants will effectively be able to re-price bids and offers in the Balancing

Mechanism whilst single site players will not.

Of those respondents who commented specifically on the Bid-Offer Pair proposal the
majority stated that the bidding structure should be as simple as possible. Responses were
evenly divided as to whether the current proposals are unduly restrictive or an acceptable

compromise.

NGC wishes to receive information on all the dynamic parameters that could affect the
delivery of Balancing Mechanism offers and bids. This, it believes, will minimise the

chance of unpredictable behaviour in response to technically challenging instructions.
NGC was generally satisfied with the list of dynamic data but suggested adding Station

Synchronising Intervals (SSI) and Station De-synchronising Intervals (SDI) and their
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equivalents on the demand-side. It agrees that dynamic parameters should be treated as
‘standing data’, as it would be both unhelpful and unnecessarily resource intensive for these
items to be continually altering. However, it pointed out that the treatment in section 4.6 of
‘A draft specification for the balancing mechanism and imbalance settlement’ (BMIS), which
accompanied the July report, in which an ‘effective time’ for changes in dynamics can be
given seems to provide scope for multiple sets of dynamic parameters to be in operation at
any one time. Therefore, NGC recommends that it be clarified that all changes to dynamic

parameters take effect immediately upon notification.

Ofgem/DTI Conclusions

Ofgem/DTI agree that it is necessary to keep both BM Unit parameters and the bidding
structure as simple as possible while accepting that NGC requires adequate information to
enable it to balance the system. NGC has, for example, repeatedly stated that BM Units
need to be at the genset rather the station level. Information requirements on some
technical parameters could be covered in the Grid Code. Nonetheless, Ofgem/DTI believe
that work should continue over the coming months to simplify the parameters. However,
we also recognise that as Gate Closure shortens, the relevance of some of the dynamic

parameters will lessen and it may be desirable to reduce the dynamic data requirements.

3.3  Minimum Size for Balancing Mechanism Offers and Bids
The July Consultation Document
The July report suggested 1 MW as a possible minimum size for Balancing Mechanism

offers and bids.

Respondents’ Views

Of those respondents who commented on this issue, two-thirds agreed that 1 MW was a
reasonable lot size in the Balancing Mechanism whilst 5 MW was suggested by a few
respondents. Others commented that the minimum lot size should be as small as possible
consistent with the bid or offer being useful to the SO. One respondent suggested that the
rules should allow agents to aggregate loads from the sub 1 MW range and bid these into

the Balancing Mechanism.
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NGC stated that a limit of 1 MW seems pragmatic for software design purposes, although
currently the smallest entities it deals with are 3 MW, and so suggested that this might be a

suitable limit for initial implementation.

Ofgem/DTI Conclusions
Taking into account NGC’s views and those of respondents, an initial minimum lot size of 1
MW will be adopted.

3.4  The Need for Quiescent FPNs

The July Consultation Document

Quiescent FPNs were introduced at the request of customers, who raised the issue that they
may only be able to control part of their consumption (for example, one process out of
several that are taking place at a site). Moreover, the rate at which their overall demand can
change may be much greater than the rate at which their controllable consumption can
change. By allowing participants to submit two FPNs per BM Unit — one for total
generation or consumption and one for uncontrollable generation or consumption (a
‘Quiescent FPN’), this problem could be overcome since the dynamic data would only be

applied to the difference between the total FPN and the Quiescent FPN.

Respondents’ Views

Nearly a quarter of respondents commented on Quiescent FPNs, with a slight majority
stating that they are an unnecessary feature of the new trading arrangements. Negative
responses, mainly from generators, focused on the complexity of the proposals and argued
that incorporating Quiescent FPNs could compromise the delivery of working systems
within the proposed timeframe. It was suggested that it would be simpler and more

efficient for demand-side participants to install additional meters.

Other respondents supported the underlying reasoning behind the requirement for
Quiescent FPNs, but felt that other, less complex ideas, should be developed. One
respondent argued that it would be better and more flexible, in the longer term, if demand

beneath a Grid Supply Point (GSP) Group could be dis-aggregated into controllable and
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uncontrollable blocks and re-aggregated into an appropriate number of BM Units, each able

to submit separate FPNs and separate dynamics.

However several respondents, mostly customers, supported the need for Quiescent FPNs.
One customer asserted that Quiescent FPNs represent the simplest possible option to allow

demand to participate in the Balancing Mechanism.

NGC believes that Quiescent FPNs are potentially of value to the extent that they assist

demand-side participation.

Ofgem/DTI Conclusions

Ofgem/DTI accept that the proposed definitions of BM Units may be restrictive for demand-
side participants and support the idea of allowing suppliers and customers to have more
than one BM Unit per GSP Group or site. It is also recognised that it will be impracticable
to introduce this change initially due to the limitations of the Stage 27 systems and the
metering implications of such a change. In the absence of this development, Quiescent

FPNs will be retained to encourage demand-side participation.

3.5  Definition of Demand Capacities

The July Consultation Document

The July report recognised the difficulties in finding a suitable definition of demand capacity
for a BM Unit and suggested two possibilities. First, using the maximum metered demand
over a half-hour recorded for the BM Unit over the previous twelve months up to and
including the settlement period or, second, using the maximum metered demand for the

BM Unit during the previous winter.

Respondents’ Views

Of those who commented on this issue, few supported the first option although it was
recognised that this would allow for both weather effects and changes in the customer base
of a supplier. Most respondents felt that demand capacities should be set using the

maximum level of demand metered during the previous winter. However, several stated

" Stage 2 is a set of systems designed to allocate electricity consumption between suppliers.
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that it would be more sensible to use the highest recorded level of demand for the BM Unit
plus a percentage. One respondent proposed using a defined percentage (eg. 5 or 10%)
above peak demand data submitted to NGC’s Seven Year Statement. Another argued that it
was necessary to allow provision for changes to customer base and other appropriate

determinants of demand, on an agreed and auditable basis.

NGC argued for an equivalent approach to that for generation, basing the limit on the
physical capacity to supply available through each GSP. However, NGC also stated that
the allocation of this capacity between suppliers using each distribution network could only

be administered by the Distribution Network Operator.

Ofgem/DTI Conclusions

There is obviously no straightforward way to define demand capacity and some of the
options discussed introduce a degree of complexity into the arrangements that is unlikely to
be justified. Further consideration of this issue has led Ofgem/DTI to question whether it is,
in fact, necessary to define demand capacity. Originally concerns in this area arose over
the possibility of customers or suppliers posting FPNs substantially in excess of any likely
level of demand. Such behaviour, it was felt, might occur as suppliers or customers
attempted to create network constraints from which they might be in a position to benefit
through the acceptance by the SO of demand-side offers in the Balancing Mechanism. In
practice, such behaviour appears extremely unlikely. First, participants on the demand-side
could have no confidence that their offers would be accepted (rather than the offers from
other demand-side participants or generators). Second, even if a demand-side offer were
accepted, it would lead to an exposure to imbalance cash-out, unless a corresponding
reduction in demand were actually made. Third, any demand-side behaviour designed
specifically to distort the market arrangements would potentially be in breach of provisions

under the new Competition Act 1998.

Ofgem/DTI therefore consider that a definition of demand capacities is not required as part

of the new arrangements but, will keep this under review.
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3.6  Scope of Balancing Services Contracts

The July Consultation Document

The July report stated that in general, at least initially, the procurement of balancing services
contracts by the SO would be similar to the existing arrangements for procurement of
Ancillary Services. However, to the fullest extent possible, the procurement of balancing
service contracts should take place competitively via transparent processes eg. auctions. It
also outlined the debate as to whether NGC should contract for more or less reserve than

currently and whether it should be allowed to sign option contracts.

Respondents’ Views

Almost half the respondents commented on this issue. Many respondents felt that it was
difficult to comment on balancing services contracts in the absence of a clear description of
the SO’s incentive scheme. However, they generally agreed that providing NGC is
properly incentivised, it should be free to determine the scope and volume of balancing

services it requires.

However, a majority of those who responded on this issue were opposed to NGC
purchasing option contracts as they felt that this could foreclose short-term trading both in
the Balancing Mechanism and in any on-the-day power exchanges thus reducing liquidity
and undermining price signals. Some respondents also believed that it would undermine
the liquidity and efficiency of the electricity market more generally. A number of
respondents called for more detail on how options contracts for reserve would work. For
example, would they specify a price at which the BM Unit would be made available in the

Balancing Mechanism or would reserve be scheduled outside of the Balancing Mechanism?

The majority of respondents wanted to see the boundary between balancing services
contracts and the Balancing Mechanism precisely defined. In particular, they were anxious
that there should be rules governing the circumstances under which the SO can call on
reserve contracts especially when Balancing Mechanism offers or bids could be used for the
same purpose. In addition, many argued that the need for reserve contracts would diminish
over time as the SO and other parties become comfortable with the depth and flexibility of

the Balancing Mechanism. One respondent argued that there should be no reserve
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contracts so that all the energy required for balancing would be traded through the

Balancing Mechanism.

There was general agreement that the procurement and use of balancing services contracts
should be conducted in as competitive and transparent a manner as possible. One
respondent argued that the decision tool used by the SO to determine what contracts to sign
should be transparent to the market, and suggested that the arrangements should be similar
to those in gas. Several respondents expressed support for the use of auctions for the
procurement of balancing services (yearly and daily auctions were both mentioned) but one
respondent argued that auctions would not be an economically efficient way for NGC to

secure the services it requires.

NGC stated that its statutory and licence obligations with regard to operating an efficient
system and economic purchasing, together with the incentive scheme(s) covering its
activities in these areas, would ensure that the appropriate volume of balancing services is
purchased competitively. Regarding interactions between balancing services contracts and
the Balancing Mechanism, its preferred approach is that any balancing energy covered by
contracts is priced via a hedge around the Balancing Mechanism (in a similar way to current
contracts). It argued that such an approach would mean that the contract prices would not
affect the imbalance price, as they would, for example, if the contracts specified the price at
which the Balancing Mechanism bids and offers had to be made.? NGC believed that this
approach would result in the costs of balancing services contracts and accepted Balancing
Mechanism bids and offers being treated in a similar fashion (ie. as identified costs against
which NGC would expect to be incentivised), and consequently that there should not be

any undesirable interactions between the two balancing options.

NGC stated that it has promoted the continuing trend towards market-based arrangements
for procurement of Ancillary Services in an increasingly open, transparent and contestable
process. However, it has some concerns regarding implementing new procurement

arrangements at the same time as implementing the new electricity trading arrangements.

8 NGC also suggested that a further possible refinement is that the hedge only applies when the
service is delivered, and would not apply when the bid/offer is used for pure energy balancing. This
would give the participant an incentive to bid a genuine price into the energy market.
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Therefore, NGC suggested that it would be beneficial for the proposed Frequency Response

Market to be phased in after the implementation of the new trading arrangements.

Ofgem/DTI Conclusions

Ofgem/DTI believe that procurement of reserve contracts should be carried out
competitively in an open and transparent manner. In addition we believe that the prices of
reserve contracts should not impact on the Balancing Mechanism and hence on cash-out

prices.

It is important to recognise the key role that the SO has to play in balancing the system and
the most effective way of ensuring that this occurs at minimum cost is to define an
appropriate incentive scheme for the SO. Providing this occurs, Ofgem/DTI agree that the
SO should have freedom to contract for the services that it considers it requires, providing
the purchase and exercise of such contracts is carried out in an open and transparent

manner.®

However, recognising the concerns expressed by respondents, Ofgem/DTI believe that

further consideration should be given, at least for the first year, to preventing the SO from
signing contracts with options/capacity fees. As this does not affect the ITT there is scope
for further debate on issues surrounding the relationship between balancing services and

Balancing Mechanism.

3.7  The Role of NGC’s Ancillary Services Business

The July Consultation Document

The July report stated that it was necessary to consider the role NGC’s Ancillary Services
Business would have in the procurement of balancing services contracts, and if it were to be
involved whether the activity would be regulated (under the transmission licence) and

accounted for separately as at present.

° The role of the SO is discussed further in Chapter 5 and participants will have an opportunity to
raise more detailed points when a consultation document on NGC’s incentives under the new
trading arrangements and the issue of transmission capacity rights is published in November.
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Respondents’ Views

Several respondents commented on the role of the Ancillary Services Business, with
approximately half of those believing there should no change to existing arrangements,
while the other half suggested that there was no need for a separate business to be

continued.

NGC considers that the current separation of the Ancillary Services Business from the main
Transmission Business is largely for historical reasons and that now that it has incentives on
the Transmission Business which include the costs of Ancillary Services contracts, this
separation does not appear necessary. However, if it is felt that the separation is valuable,

then NGC would have no objection to the current arrangements continuing.

Ofgem/DTI Conclusions

Ofgem/DTI believe that the introduction of appropriate incentives on NGC to balance the
system efficiently makes it unnecessary for NGC to maintain the Ancillary Services Business
as a separate business. This will have implications for certain of the conditions in NGC’s
transmission licence, which will be addressed in the course of aligning licence conditions

with the new trading arrangements’ requirements more generally.

3.8  Timing of Gate Closure

The July Consultation Document

The July report suggested that the initial timing of Gate Closure should be four hours ahead
of the start of a half-hour trading period, based on NGC’s argument that this time was
required to enable them to have the ability to synchronise and run-up sufficient thermal
stations to meet their balancing requirements. However, the July report made it clear that

the expectation was that, over time, Gate Closure would shorten.

Respondents’ Views
A quarter of respondents expressed views on Gate Closure. All of them except NGC and
one other participant stated that Gate Closure should be closer to real time. In particular

the CHP and renewables community felt that the proposed timing of Gate Closure would
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unfairly penalise intermittent and unpredictable sources of generation whose output may

fluctuate within four hours. Their views are discussed further in Chapter 7.

Respondents variously noted that shortening Gate Closure would provide the SO with more
accurate FPNs, make the market more responsive to system stresses, reduce the level of
concern about ex-ante contract nominations and ensure that prices for imbalances reflected
actual market conditions rather than being affected by trades conducted several hours in

advance.

In addition, several respondents commented that allowing the Balancing Mechanism to run
for up to four and a half-hours for each trading period® would present difficulties with
regard to gas interruptions for transportation reasons. Although Transco, the gas
transmission SO, notifies shippers of interruptions at least five hours in advance, shippers do
not have to notify their customers until four hours before the interruption starts. Thus,
interruptions could occur after Gate Closure for a particular period, leaving participants
without the ability to trade out their contract exposure and potentially frustrating the

delivery of any Balancing Mechanism bids or offers that had already been accepted.

NGC continues to assert that Gate Closure at around four 4 hours ahead is necessary given
the technical characteristics of thermal plant on the system. However, NGC also stated that
a shorter Gate Closure may prove to be feasible if genset notice periods and ramping times

are seen to have consistently reduced.

Ofgem/DTI Conclusions

Having considered the views of all respondents, Ofgem/DTI conclude that Gate Closure
should be set initially at 3%2 hours before the start of a trading period. Reducing Gate
Closure by only half an hour compared with the July report will overcome the concerns
about interruptible gas contracts whilst recognising NGC’s concerns about carrying out its
balancing functions. NGC has told us that it is considering the reduction of Gate Closure to

3% hours with a view to accommodating Ofgem/DTI’s concerns regarding gas

19 The four hours originally proposed for Gate Closure prior to the trading period plus the duration of
the trading period itself.
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interruptions. Ofgem will also reconsider the issue of transportation interruption timescales

in gas.

Experience with the new trading arrangements (and the introduction of new transmission
access rights, which would enable capacity constraints to be managed via the capacity
regime rather than through the Balancing Mechanism), should enable Gate Closure to be
shortened considerably. Accordingly, subject to re-evaluation in the light of experience in
operating the new regime, it is intended that Gate Closure should be reduced again after six
months and that additional reductions should be implemented thereafter as this becomes

practicable.

3.9 Payment Mechanism
The July Consultation Document
The July report supported Balancing Mechanism actions being remunerated on a pay-as-bid

basis.

Respondents’ Views
Fourteen respondents commented on this aspect of the proposals, with the majority

supporting this decision.

Ofgem/DTI Conclusions
Ofgem/DTI continue to believe that a pay-as-bid process will provide the appropriate
economic signals and be consistent with the operation of the forwards and futures markets

that are expected to emerge.

3.10 Re-bidding of Bid/Offers in the Balancing Mechanism

The July Consultation Document

In the July report, it was proposed that initially, there would be no rebidding ie. Bid-Offer
Pairs could not be changed after Gate Closure. This restriction was proposed, at NGC'’s
behest, to simplify NGC’s transition from balancing the system under the present

arrangements to doing so under the new arrangements. For example, not allowing re-
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bidding minimises the changes that NGC has to make to its systems and databases in order

for the new trading arrangements to be implemented.

Respondents’ Views

Fourteen participants expressed views on this issue, and most who commented said that re-
bidding should be allowed after Gate Closure. It was felt that while the prices of accepted
Bid-Offer Pairs should, of course, be firm, there was no reason why unaccepted Bid-Offer
Pairs could not be simply withdrawn or revised and new ones submitted. One respondent
asserted that allowing continuous re-bidding in the Balancing Mechanism would eliminate
the requirements for submitting matched Bid-Offer Pairs and dynamic data and another felt
that not allowing re-bidding would be a frustration of normal market activities. One
generator argued that allowing re-bidding would enhance security of supply, while another
stated that the restriction on re-bidding and the absence of option fees for bids and offers in
the Balancing Mechanism will tend to result in the under-pricing of power at times of
system stress. Several participants commented that allowing participants to adjust their
Maximum Import and Export Limits effectively amounted to allowing re-bidding. These
respondents felt that this form of re-bidding would benefit large portfolio generators, and
that it not only created inherent inequalities in the new arrangements, but also increased the

cash-out risks for other participants.

Apart from NGC, only one respondent was against allowing re-bidding in the Balancing
Mechanism. Others stated that they believed that the restriction was necessary initially, but

should be reviewed as the market evolves.

NGC stated that due to the tight timetable for implementation, given the systems
requirements, allowing re-bidding would not be possible without jeopardising the

implementation date.

Ofgem/DTI Conclusions

Ofgem/DTI agree that, in principle, allowing re-bidding would be desirable. Nonetheless,
given NGC'’s belief that systems requirements cannot be met in time, we believe that the
initial restriction on re-bidding is justified to ensure a timely introduction of the new trading

arrangements. However we agree with the majority of respondents who consider that the
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issue should be reviewed in the light of experience. We anticipate that re-bidding will

become less of an issue as Gate Closure shortens.

3.11 Deemed Offers and Bids

The July Consultation Document

The July report proposed that, in the unlikely event that all the relevant available offers and
bids in the Balancing Mechanism have been exhausted and further actions to balance the
system are still required, the SO will be able to make use of Deemed Offers (to curtail
demand) and Deemed Bids (to reduce, and if necessary desynchronise, generation).
Actions instructed by the SO via the acceptance of a Deemed Offer or Bid would be treated
in the same manner as the acceptance of normal offers and bids. Hence, provided the
participant reduces its output or demand in line with the instructed action, its overall
imbalance position will be unchanged. The intention was that Deemed Offers and Bids
would be settled at a price of zero to encourage participants to submit bids and offers

covering the full range of their output or demand.

Respondents’ Views

The majority of respondents did not feel that Deemed Offers and Bids were necessary. In
addition, participants felt that they were arbitrary and the SO should use more market-
related solutions. Some respondents expressed concern that setting the price at zero will
encourage participants to submit very high-priced standing offers and bids which would
create upward pressure on prices and might result in extreme prices being paid to

generators or suppliers who are disconnected.

Other respondents accepted the concept of Deemed Offer and Bids for security of supply
reasons but considered that there would be severe implementation issues — for example,
determining the volume of Deemed Offers and Bids accepted. One respondent asked if
NGC will have to issue the relevant warning instruction pursuant to the Grid Code in order

to justify the use of Deemed Offers and Bids.
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NGC raised a number of issues related to Deemed Offers and Bids proposal:

¢ The use of a zero price for both Deemed Offers and Bids would provide different
incentives on the two sides of the market. A zero price is attractive for generation
disconnections (as they effectively pay zero to buy back their lost generation) but
unattractive for demand disconnections (since they receive no payment for their lost
consumption);

¢ Instructed rota demand disconnections typically affect several suppliers. This raises the
guestions of whether multi-supplier bids are allowed and whether there can be different
bids covering the same amount of demand. If not, NGC argued that the proposals
would seem to lead to one bidding entity per GSP Group; and

¢ If only a proportion of demand in a GSP Group is affected, then determination of the
volume of disconnection may not be straightforward. Lost supply cannot be ascribed to
individual suppliers and so it will not be clear who should be assigned the volume of

the Deemed Offer.

NGC was also concerned that only allowing Deemed Offers and Bids to be used once all
the relevant bids/offers in the Balancing Mechanism are exhausted is overly restrictive and

potentially unworkable.

NGC'’s preferred approach, at least initially, would be to reproduce the current treatment as
far as practicable. Thus, suppliers affected by demand disconnections would receive the
imbalance price (which will be a better price for them than a deemed price of zero'!) whilst
a Deemed Bid-Offer Acceptance would be assumed for generator output reductions or
desynchronisations. The price of this would be set to the maximum of the Balancing
Mechanism bid price applicable for the output reduction implemented and 0 £/ MWh.*? If
there was no Balancing Mechanism bid, then a deemed bid of 0 £MWh would apply.

1 Except in the rare event where the system sell imbalance price is negative.
2 However, if there were an applicable bid price there would be no necessity for a deemed bid.
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Ofgem/DTI Conclusions

Deemed Offers and Bids would only be called upon in the unlikely event that all the
relevant available offers and bids in the Balancing Mechanism had been exhausted and
further actions to balance the system were still required. Therefore the acceptance of
Deemed Offers and Bids would be an exceptional measure open to the SO to ensure that
network security was maintained. However, if such a circumstance were to occur, it is
necessary to determine a price at which participants would be remunerated. It would not
send the correct signals for these bids/offers to receive as high a price as those posted in the
Balancing Mechanism, else participants have no incentive to post bids and offers.
Ofgem/DTI believe that one method to ensure all the above criteria is met is the
introduction of Deemed Offers and Bids. Work is continuing on this issue with the Expert

Groups and DISG on this issue.*®

3.12 Deemed Acceptances

The July Consultation Document

The July report stated that disconnections can occur without a Bid-Offer Acceptance being
issued. Transmission failures and automatic responses to short-term operational constraints
(such as relay tripping for low frequency events) are examples of such events. For
settlement purposes, these could be treated as ‘Deemed Acceptances’. They would differ
from the case of Deemed Offers and Bids in that they could occur when the participants
affected might have submitted offers and bids, it is merely their acceptance that has to be

deemed rather than instructed.

Respondents’ Views

NGC believes that a sensible approach would be that only instructed actions result in the
acceptance of Balancing Mechanism bids/offers (whether deemed or submitted) so that
there would be no Deemed Acceptances. If there were to be Deemed Acceptances for
automatic action, NGC suggests that the following points would require further

consideration:

13 See the DISG papers 19/06 — ‘MEG Default Prices’ and 19/07 — ‘comments on MEG Paper on
Default Prices’.
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+ Allowing participants to set their own price for these events may not be appropriate.
This is an area that needs considerable thought, but it is worth noting that compensation
rates for transmission disconnections will either need to be regulated, or relate to
payments made for transmission access;

+ Measurement of the volume affected is not always straightforward, for similar reasons to
those discussed above;

+ Transmission failures cannot always be simply defined or separated from other effects;
for example, there are interactions between transmission and distribution failures (eg. a
distribution fault can cause faults on the transmission system, and vice versa).

¢ ltis not clear why it is proposed that the treatment of transmission and distribution

failures should be different. It would seem appropriate to have a consistent approach.

Ofgem/DTI Conclusions

Ofgem/DTI acknowledge NGC'’s concerns regarding Deemed Acceptances. Therefore, it is
proposed that further consideration be given to these issues with the industry in the coming

months in conjunction with the transmission access review currently being undertaken.

3.13 Balancing Arrangements — Conclusions
As discussed in this chapter, a number of initial decisions on the balancing arrangements
have been reached as a result of the consultation process. These can be summarised as

follows:

¢ The de minimis level for the provision of IPN and FPN data to the SO will be 50 MW
for both the generation and demand-sides of the market. However, NGC will review
this level in the light of experience in order to consider whether the level might be
raised or to make a case to Ofgem to request information from smaller sites where
necessary;

¢ The proposals on the dynamic data to be provided by participants will be re-examined
in order to further simplify them. Information requirements on some technical
parameters could be covered in the Grid Code;

¢ The minimum lot size for Balancing Mechanism offers and bids will be 1 MW;

¢ Quiescent FPNs will be retained;

Office of Gas and Electricity Markets 40 October 1999



¢+ Ofgem/DTI therefore consider that a definition of demand capacities is not required as
part of the new arrangements but, will keep this under review;

¢+ NGC will be able to sign balancing services contracts, providing that these are procured
and used in an open and transparent manner. However, NGC will be subject to an
appropriate incentive scheme. Issues surrounding the relationship between balancing
service contracts and the Balancing Mechanism requires further discussion;

¢+ NGC’s licence requirement to operate a separate Ancillary Services Business will be
removed;

+ Initially, Gate Closure will be set at 3%z hours before the start of a trading period.
Subject to re-evaluation in the light of experience in operating the new regime, this will
be shortened further from 6 months after implementation, with the expectation of
further reduction thereafter;

+ Balancing Mechanism actions will be remunerated on a pay-as-bid basis;

¢ The initial implementation of the Balancing Mechanism will not allow re-bidding after
Gate Closure, but this will be reviewed in the light of experience;

¢ The concept of Deemed Offers and Bids will be reviewed subject to further industry
discussion; and

¢ Further consideration will be given to Deemed Acceptances in conjunction with the

transmission access review and also needs further industry discussion.
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4. Cash-out and Settlement Arrangements

Chapter 5 of the July report contained an overview of the cash-out and settlement
arrangements and discussed three options for determining imbalance cash-out prices.
Chapter 7 presented the imbalance cash-out and settlement arrangements in more detail,
including the proposals for participation and credit cover. Several respondents commented
on the general issues raised in these chapters, together with the detailed proposals on which

views were invited. The following issues are addressed in this chapter:

¢ Cash-out prices;

¢ Contract notification;

¢ Separation of production and consumption imbalances;

¢ Aggregation and BM unit splitting;

¢ Recovery of net costs/revenues from imbalance charges;

¢ Credit arrangements and financial default;

¢ Information imbalance;

+ Treatment of distribution and transmission network failures; and

¢ The need for Distribution Network operators to become parties to the BSC.

4.1  Cash-out Prices

The July Consultation Document

The July report proposed a two price cash-out regime for imbalances. Of the three options
presented, the preferred method for determining the cash-out prices involved ‘buyers’ of
imbalance electricity through the settlement system paying the volume weighted average
price of the offers accepted in the Balancing Mechanism (the ‘System Buy Price’) and
‘sellers’ of imbalance electricity receiving the volume weighted average price of accepted
Balancing Mechanism bids (the ‘System Sell Price’). The July report also presented some
options for setting default cash-out prices in the event that no offers or bids for balancing

actions were accepted in a particular direction in a given half-hour.
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Respondents’ Views

Around half the respondents commented on the proposed cash-out regime for settling
imbalances. Several supported the principle of dual cash-out prices, believing that this
would incentivise participants to trade in the forward markets. It was accepted by them that
imbalance cash-out prices should reflect the full costs of imbalances which have to be
resolved by the SO over relatively short timescales. It was also accepted that participants
who spill electricity onto the system should receive a lower price than if they had been fully
contracted, while participants on whose behalf the SO has to procure the flexible delivery

of electricity should pay the full costs.

Others argued for a single cash-out price, stating that the volatility and uncertainty of this
price would be sufficient to incentivise forward contracting. One respondent believed that
the cash-out rules, in combination with the inability of parties to trade after Gate Closure,
would perpetuate a mismatch between gross and net imbalances, and create trading
inefficiencies, by incentivising parties to do what they said they were going to do, rather

than to match production and demand.

Some respondents thought a wide spread between the two cash-out prices might be
desirable and proposed marginal rather than average pricing. One large customer wished
to see the sharpest possible incentives for participants to contract with each other ahead of
Gate Closure rather than be cashed-out in the settlement process, and preferred a two-part
marginal cash-out regime on the basis that this could provide sharper signals to contract.
One generator recommended that, during times of system stress, the System Buy Price
should be based on the marginal accepted offer rather than the average. Another suggested
that, once the treatment of transmission constraints had been removed from the Balancing
Mechanism, it would be appropriate to replace weighted-average pricing with marginal

pricing.

Other respondents believed that the spread between the two cash-out prices was potentially
too wide, leading to greater risks for participants and the possibility of higher contract
prices. Some suggested alternative methods for deriving imbalance prices. One generator
was concerned that it would be possible for parties to incur penalties by exposure to an

unfavourable cash-out price even though at the time their imbalances actually contributed
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to achieving energy balance. This respondent suggested that ‘benign’ imbalances (ie.
imbalances in the opposite direction to the net system imbalance) should attract the market
price for energy (akin to the ‘commodity price’ discussed in Chapter 5 of the July report)
and that only ‘unhelpful’ imbalances should pay or receive a price reflecting the costs of the

flexibility required to balance the system over short timescales.

Many respondents were concerned that balancing actions taken to relieve transmission
constraints would feed through to cash-out prices in the absence of a more enduring
transmission access solution. One generator, for example, commented that the costs of
actions to relieve transmission constraints and to match output and demand within the half-
hour trading period (such as those related to the provision of frequency response) are not
part of the energy market and should therefore be charged initially to NGC. Of those who
expressed a preference for one of the three cash-out price options set out in the July report,
many supported the position of Ofgem/DTI on the volume-weighted average of the
accepted Balancing Mechanism actions but wished to see steps taken to exclude from the

calculation bids and offers taken for constraint purposes.

NGC was concerned that the inclusion of transport effects in the calculation would result in
energy imbalance prices not being reflective of the costs of energy balancing, and that this
would be inconsistent with the principle of targeting costs on those who give rise to them.
It also believed that imbalance prices derived in this way may not be very transparent and
that there is likely to be a large spread between the two prices. NGC pointed out that these
problems would not be entirely resolved by a reformed transmission access regime, as
transmission constraints are only one of the transport effects. It stated that the bulk of
current Transport Uplift costs relate to effects other than transmission constraints (e.g.
instructing plant to part-load for frequency response), and so would remain in the

imbalance price even if transmission constraints were removed.

NGC'’s preferred approach was based on an ex-post unconstrained schedule (EPUS) or
simple stack, in which the cheapest bids or offers required to meet the net imbalance
volume of imbalances are identified. It suggested one option would be to use only
accepted bids in the simple stack to address the concern raised in the July report that price

signals would be dampened by the assumption of perfect foresight. NGC’s response also
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described a number of ways of defining two imbalance prices from a simple stack,
including the second option presented in the July report (namely adding +/- 10% to the
average price of bids or offers). However, NGC believed that a method using a marginal
price for ‘unhelpful’ imbalances, and an average or Power Exchange price for ‘benign’

imbalances would be less arbitrary and give sharper signals at times of large imbalances.

Others respondents recognised that constraints would only be an issue in the short term and
accepted the July report’s proposal on this basis. One generator stressed that it was
important that no interim fix (eg. an ‘EPUS’ schedule) is adopted to remove the costs of
transmission constraints which has the effect of removing energy costs as well, since this
would significantly dampen the true costs of energy balancing. This generator supported
Ofgem/DTVI’s preferred cash-out option on the grounds that a price reflecting actual
Balancing Mechanism trades provides the most accurate approximation to the true costs of
system balance, thereby incentivising market participants to enter into contracts. The
respondent also believed that a simple tagging of constraint trades to exclude them from the

calculation of energy imbalance prices remained a simple and viable interim option.

This view was supported by another generator, who stated that tagging certain transactions
as transmission and response related and excluding them from the cash-out price would
provide the best approximation of cash-out prices to the real costs of energy balancing.
This respondent believed that the preferred solution in the July report was an acceptable
stopgap as transmission costs will only carry limited weight under the averaging proposal
and that revised transmission access arrangements are, in any case, going to alleviate the
problem within a few months of implementation. One supplier suggested that if, pending
capacity reform, the distortive effect of including constraint costs in cash-out prices is likely
to be significant, some further thought should be given as to whether, applying an element

of judgement and pragmatism, a rough separation is achievable.

As to setting default cash-out prices in the event that no offers or bids for balancing actions
were accepted in a particular direction in a given half-hour, there was some support for the
option of using the average of the relevant prices over the previous 7 days (on the basis that

this referred to the equivalent half-hours in the last 7 days rather than all half-hours).
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Ofgem/DTI Conclusions

The cash-out option proposed in the July report will be retained on the grounds that it is
simple and transparent in comparison to the alternatives suggested. The spread between
the two prices may be lower than some respondents suggested as participants compete to
offer flexible power in the Balancing Mechanism, particularly if the demand-side plays an
increasingly active role. The business simulation modelling commissioned by Ofgem/DTI
indicated with a dual imbalance price individual participants’ reduced their imbalances
more than with a single imbalance price. It was also observed that SMP approaches to

cash-out produced statistically significant higher prices (see Appendix 6).

Ofgem/DTI agree that it would be desirable to remove transmission constraints and other
transmission related costs from energy imbalance prices in the short-term, pending the
implementation of a new approach to transmission issues. Ofgem/DTI will continue to
work closely with NGC to explore ways of flagging constraint-related trades as a simple and

effective interim measure.

4.2  Contract Notification

The July Consultation Document

The July report proposed that contract volumes should be notified to settlement on an ex-
ante basis, that is, before the half-hour trading period in question, rather than ex-post. It
was envisaged that contracts would be reported by Gate Closure, although it was
recognised that, in practice, it may be necessary to allow sufficient time (say, half an hour)

for the preparation and transfer of contract data.

Respondents’ Views
Over half the respondents expressed views on the timing of contract notification. Among
those who stated a preference, a majority supported Ofgem/DTI’s proposal for ex-ante

rather than ex-post notification.
One supplier described ex-post contract notification as “anathema to market fundamentals”.

However, this respondent also pointed out the potential difficulties for suppliers of ex-ante

notification given the uncertainty in their customers’ consumption. It noted that the
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proposal to set the information imbalance charge to zero would help mitigate this exposure.
One respondent favoured an ex-ante regime because it would promote prompt trading
which in turn would lead to better price discovery in the short-term markets. This
respondent believed that an ex-post regime allows generators to manage the volume risk
and pass the price risk to suppliers whereas an ex-ante regime distributes the volumes and
price risk equally on both sides. It supported the final deadline for submission of contract
data being at Gate Closure, with a participant having to take on the risk of trading close to

this time.

Among those supporting ex-post notification, one argued that this would give participants
more freedom in managing their imbalances and hence reduce the cost of managing their
risks. This respondent believed that ex post notification would be simpler to implement and
that its flexibility would make the realignment of present contracts much more
straightforward. It urged Ofgem/DT]I to consider, at the very least, real-time notification of
contractual volumes rather than notification at Gate Closure. Another respondent claimed
that a dual price cash-out regime which prevented parties from trading their final
imbalances with each other would be inefficient, since the gross imbalances of market
participants will always exceed the net imbalance on the system. It believed that there was
no reason why parties who are out of balance in opposite directions after real time should
not be able to trade out their positions. If, in anticipation of trading ex-post, players change
their physical position after Gate Closure but before real time, the respondent suggested
that an appropriate information imbalance charge should be applied, reflecting the costs to

the system of deviating from the FPN.

Although more respondents favoured ex-ante notification than ex-post, many of those
favouring the ex-ante approach wanted the contract notification time to be closer to the
trading period itself rather than at Gate Closure (ie. less than four hours before the trading

period).

Some respondents pointed out that a Gate Closure and contract notification time of 4 hours
before the trading period could create difficulties for gas-fired generators and industrial
customers on interruptible gas contracts. Such contracts typically have 4 hours notice of

interruption, potentially leading to an imbalance exposure after Gate Closure. Notification

Office of Gas and Electricity Markets 47 October 1999



closer to real time also found favour with some renewable generators - for example, it was
noted that wind farms will benefit greatly from real-time contract disclosure as they will be

able to estimate production far more accurately than at 4 hours out.

An independent generator claimed that contract disclosure at Gate Closure would increase
the market power of portfolio generators relative to single site operators, since portfolio
players may attempt to self-balance any errors after Gate Closure within their station
portfolio. Moving contract disclosure to real time would, it believed, allow single site

generators to trade out their errors and so compete more effectively.

Ofgem/DTI Conclusions

In the light of the strong representation of respondents Ofgem/DTI propose that, initially,
contract notification will be three and a half hours before the trading period. As discussed
in Chapter 3, it is intended (subject to further discussions with NGC), that Gate Closure will
also be at this time. This should ease the concerns of many respondents, including
customers and generators on interruptible gas contracts (see Chapter 9 for further discussion

of the interactions with gas).

Following the implementation of the new trading arrangements, the timing of contract
notification will be kept under review in the light of market developments. It is envisaged
that the contract notification time will track the anticipated shortening of the Gate Closure
period. If the timing of Gate Closure is not shortened as anticipated, then the
synchronisation of contract notification and gate closure should be reviewed. Notification
after Gate Closure would allow participants to continue trading to match more closely their
expected physical positions. However, there is a risk that the SO’s task would become
more difficult if such trading led participants to change their physical positions after Gate
Closure. It may therefore be necessary to reconsider the introduction of an information

imbalance charge if such circumstances apply.
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4.3  Separation of Production and Consumption Imbalances

The July Consultation Document

The July report proposed that imbalances relating to production (export) and consumption
(import) meters would be calculated separately. Participants with both production and
consumption meters would need to specify whether each notified contract was to be set off

against either the aggregated production or consumption position.

Respondents’ Views

Around a third of respondents commented on whether imbalances for production and
consumption should be settled separately. Most of those who commented on this issue
claimed it would be more efficient if production and consumption imbalances could be
netted off against one another. Some large customers believed that such a facility might
encourage generators to offer more innovative contract structures. One customer group
strongly supported aggregation to improve efficiency and minimise costs and was
concerned that without it there would be no incentive for generators to work closely with
customers and suppliers to balance across the portfolio. Another respondent regarded
aggregation across production and consumption as being essential to ensure efficient risk

management for smaller participants on one side of the market.

Some respondents (including suppliers, generators and a consumer representative)
supported the separation of production and consumption imbalances, stating that it should
help to mitigate the adverse impacts of vertical integration within the industry. One
generator said the proposed separation, taken together with dual cash-out prices and ex-
ante contract notification, would stimulate competition in all market sectors and make it
more difficult for vertically integrated parties to exclude competitors from particular sectors
of the market. A supplier said that the separation was a crucial design feature and a vital

tool to ensure compliance with licence restrictions.

Others expressed a preference for the market power of vertically integrated players to be
tackled by regulatory measures rather than in the design of the trading arrangements. One
respondent suggested that Ofgem should require only those companies deemed dominant

to balance production and consumption accounts separately. Without the ability to
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combine production and consumption accounts, it feared third-party aggregators would not
emerge to provide much needed competition to larger vertically integrated portfolio

players.

Ofgem/DTI Conclusions

Ofgem/DTI recognise the concerns that some respondents have in this area. However, we
continue to believe that there are several reasons for retaining the proposed separation of
production and consumption imbalances when the new trading arrangements are initially

implemented.

First, information provided to the System Operator at Gate Closure will be inaccurate if
generators and customers continually adjust their positions in an attempt to self-balance
with one another, without instruction by or the knowledge of the SO. This will make the
SQO’s task of balancing the system more difficult and potentially more expensive. Second, as
respondents have pointed out, the measure should ease concerns over providing vertically
integrated players with undue advantages. Third, allowing production and consumption to
be netted off could encourage vertical integration. The encouragement to vertical
integration (including by contracts) would be general and might lead to consolidation of the
market at its lower end, with control passing to a small number of ‘lead parties’. Whilst the
effects of this on competition overall are unclear, it would represent a structural distortion of
the market and would create difficulties for smaller generators and suppliers who wanted to

operate independently.

The proposal to calculate imbalances separately should not unduly restrict innovation in
contract form since players with flexible loads will be able to mitigate their contractual
exposure by placing appropriate offers and bids in the Balancing Mechanism. In addition,
as Gate Closure is anticipated to shorten over time, more opportunities will become
available for generators, suppliers and customers to balance with each other without relying
upon the energy balancing role of the SO. Nevertheless, we are mindful that participants’
commercial freedom should not be unduly restricted without good justification. We

therefore expect to review the position in the light of experience.
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4.4  Aggregation and BM Unit Splitting

The July Consultation Document

The July report discussed the concept of participants acting as energy aggregators on a
national scale, mitigating the imbalance risks of single site operators by assigning the output
of a number of generators to one imbalance account. The proposed arrangements also
allowed for the splitting of metered volumes by proportions notified in advance of the
trading period. BM Unit splitting would enable BSC parties to pass on their imbalance risks
to other parties, such as aggregators, who would provide such a service on commercial
terms. It should be noted that embedded generators, for example, whose meters fall within
the Stage 2 system (and who will not in themselves comprise BM Units) will still be able to
take advantage of existing functionality to allocate their output between two suppliers. The
July report also proposed that facilities would be provided to allow consumption through a

consumer’s meter to be allocated to more than one supplier.

Respondents’ Views

Nearly half of the respondents commented on the role of aggregators in the new
arrangements. The majority felt that aggregators could play a useful role by helping to
mitigate the imbalance risks of smaller players and those with unpredictable loads (such as
some CHP and renewable generators). One generator expressed the view that an
aggregator would need to be licensed in order to participate in the Balancing Mechanism

and imbalance settlement process on behalf of parties with physical assets.

Many believed that the benefits of aggregation should not be restricted to certain classes of
participants. For example, one respondent stated that it would be unacceptable if
aggregation was allowed only for licence exempt companies. Another respondent
proposed a cap on aggregation set at the level of the largest incumbent’s output, to allay
fears that aggregation could occur to an extreme level, eg. between two large portfolio

generators.
The allocation of consumption through a meter to more than one supplier is a different form

of splitting and would be provided to meet a customer requirement to be supplied by more

than one supplier. A number of respondents supported the provision of this facility.
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Many welcomed the idea of BM Unit splitting as a means of encouraging greater freedom in
contracting and of facilitating the transfer of imbalance risk to parties better able to manage
it. Several respondents requested more flexibility in the way BM Units could be split, the
July report having proposed simple rules based upon fixed percentages. One respondent
stated that the proposals for splitting BM Units on an ex-ante percentage-only basis were
unnecessarily restrictive and at odds with the objective of creating more flexible trading
arrangements. Another advocated complete freedom for participants to allocate settlement

meter reads at individual locations.

A few respondents believed that BM Unit splitting was an unnecessary complication,
particularly when the new trading arrangements are first implemented. A generator
suggested that suppliers could facilitate multiple supply through a single meter through
contractual means or that customers could modify their metering arrangements to

accommodate multiple suppliers at the same site.

One supplier feared that allowing meter sharing for the premises of all customers would
create significant complexities which could delay the implementation of the new trading
arrangements. Another supplier suggested that meter splitting functionality could be
initially restricted to those sites with half-hourly metering systems, with similar

arrangements being adopted to those in the gas industry in relation to Shared Supply Points.

Ofgem/DTI Conclusions
Ofgem/DTI remain committed to putting in place flexible arrangements to facilitate
aggregation and BM Unit splitting so that participants are able to manage their imbalance

exposure in an efficient manner.

The consultation exercise and on-going discussions with participants have suggested that,
particularly for smaller players, their commercial flexibility and negotiating position would
be enhanced by building in the ability to split BM Units into fixed blocks as well as
percentages. It is therefore proposed that BM Units can be shared by volume as well as by

percentage.
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Ofgem/DTI recognise the advantages that might arise from an active role being played by
aggregators under the new trading arrangements. There should be a natural limit on the
extent of aggregation since portfolio players and those with stable loads are unlikely to find
it worthwhile to utilise the services of a third party aggregator. The provision of a facility to
aggregate within the trading arrangements does not, of course, relieve participants of their
obligations under the Electricity Act and general competition legislation. Participants will,
for example, be subject to prohibitions on the abuse of dominant position and anti-

competitive behaviour under the Competition Act 1998.

The BSC will allow for aggregation in various ways. As far as generators are concerned:

(1) A licence exempt generator will be able to appoint a BSC party to take responsibility
in the BSC for his generation plant. In other words, the licence exempt generator
will not be required to be a party to the BSC (or rather, the framework agreement),
but can still have its generating plant counted as a BM Unit, for the account of a
person who is a BSC party. It will not be necessary for the BSC party to be licensed
for this purpose. The terms of such an arrangement will be a matter for the parties
concerned, and will not be prescribed by the BSC. The BSC will require the BSC
party to evidence that he has been authorised (by the licence exempt generator) to
register the BM Unit.

A single BSC party may make such arrangements with any number of licence-

exempt generators, allowing aggregation of ‘exempt’ generation without limit.

It will also be open to a licence exempt generator who is not a party to the BSC (or a
party to the BSC in respect of 'exempt’ generation) to assign his output to one or two
suppliers in the same GSP group, in effect as negative demand (ie. what is currently

'non-pooled generation").

A licence exempt generator will alternatively have the option of becoming a
BSC party.
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Although licensed generators must be parties to the BSC, aggregation for imbalance
settlement purposes will be possible using the BM Unit splitting mechanism
described in the July report. In other words, the output of a particular BM Unit can
be allocated to the account of any BSC party (whether or not licensed as a
generator) by appropriate notification of splitting. However the licensee must
remain the lead party in relation to the BM Unit (and will retain the obligation to
submit FPNs); and only the licensee may participate in the Balancing Mechanism in

relation to that unit.

As far as suppliers are concerned:

All licensed suppliers will be required to be parties to the BSC. On current
principles, there would be no demand met by a licence exempt supplier which had
not first been allocated (for BSC imbalance purposes) to the account of a licensed
supplier party to the BSC. The exact treatment of licence exempt suppliers may
require further consideration in the context of any exemption regime for distribution

following the supply/distribution split.

It will not therefore be possible for a supplier to appoint someone else to ‘become a
party to the BSC on his behalf'. However a supplier who has become a party to the
BSC will be able to delegate the administration of his BSC responsibilities to an
agent. This would be under normal principles of agency, rather than involving
some special category of 'Agent’ or agency provisions explicitly recognised by the
BSC. The terms of the agency and functions of the agent would be entirely a matter
for the parties involved. In principle the agent would not need to be a BSC party,
although the BSC might impose some requirements in respect of appointment of
agents, for example in terms of use of BSC communication networks/systems. The
supplier would remain liable as principal for its BSC obligations (but, depending on
the terms of the agency, the supplier might only be concerned with this liability in a

case where the agent had failed to perform its duties).
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(3) As with generation, the BSC will facilitate aggregation on the demand side for
imbalance purposes via the BM Unit splitting mechanism. A supplier will be able to
allocate demand at a particular BM Unit to another BSC party (whether or not
licensed as a supplier) for imbalance calculation purposes, by submitting
appropriate notifications. Again, however the supplier will remain the lead party,
with the responsibility for submitting FPNs, and only the supplier will have the

ability to submit Balancing Mechanism bids/offers for the BM Unit.

(4) Allocating customers’ meters between different suppliers should be provided for.
This is likely to require significant change within the Stage 2 systems. Its
implementation will therefore require an impact assessment to determine exactly

how and in what timescale this could be delivered.

4.5 Recovery of Net Costs/Revenues from Imbalance Charges

The July Consultation Document

As a consequence of having two cash-out prices, each applied to different volumes, a net
surplus will generally be associated with the revenues and payments from imbalance
charges. The July report proposed that they could either be passed through to the SO to
modify the costs that it incurs (or revenues that it earns) or that they could be returned to (or

recovered from) all BSC parties via some form of shared charge.

Respondents’ Views

A large majority of respondents argued that imbalance surplus/deficits arising should be
shared pro-rata between the market participants, with some suggesting that they should be
shared according to participants metered generation/demand or market share. A further
suggestion was that any surplus amounts are distributed to those who have helped secure

the system, with deficits allocated to those who have not.

With regard to the revenues (or costs) being passed through to the SO it was generally felt
that this did not recognise either the SO's ability to influence directly cash-out prices or the
perverse incentives this would place on the SO as a result of benefiting from large gross

imbalances. However it was also recognised that it may be appropriate to include some of
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the net costs/revenues within the SO incentive scheme. One respondent argued that to the
extent that those who incur imbalances generally increased the costs of operating the total
system it would seem appropriate to set off the costs and income of Balancing Mechanism
trades against the imbalance cash-out charges. Any surplus or under-recovery over an
extended period could then be used either to offset or increase the cost of transmission
losses or the administration costs for the next period. One respondent suggested
constructing an arrangement that left the Balancing Mechanism financially neutral, leaving
the SO with simple incentives to minimise the operational cost of the Balancing

Mechanism.

Ofgem/DTI Conclusions

Ofgem/DTI share the view of many respondents that any surplus (or deficit) arising from
imbalance cash-out should be returned to BSC parties on the basis of their metered
volumes. There is also the question of how the costs or revenues that the SO incurs in
accepting Balancing Mechanism actions should be recovered. Since the prices of the bids
and offers accepted by the SO will set the imbalance prices paid by participants, Ofgem/DTI
consider that charging methodology for these costs (or revenues) should also be on the basis
of the metered volumes of BSC parties. However, it is intended that the costs/revenues of
Balancing Mechanism actions will fall within the SO’s incentive scheme. The impact of the
incentive scheme on the SO’s recoverable costs and revenues will need to be taken into

account before the costs (revenues) are recovered from (paid to) BSC parties.

4.6  Credit Arrangements & Financial Default

The July Consultation Document

The July report invited views on the most appropriate approach to credit and security cover,
and the way in which the potential problem of default should be dealt with under the new
arrangements. The draft BMIS specification set out some initial proposals for determining

the level of credit required from each party based upon their potential imbalance exposure.

Respondents’ Views
Nearly half the respondents commented on the issue of credit cover. The proposed credit
requirements set out in the draft BMIS Specification were almost universally regarded by

respondents as being too onerous. It was emphasised that the requirements for credit cover
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should not be made so onerous that they raised barriers to entry or added significantly to

the cost of the entire value chain for electricity.

One respondent agreed that credit requirements are needed to cover potential imbalance
risks, but stated that this was essentially a participant risk and that participants do not wish
to see an unduly onerous level of safety margin that will only lead to substantial additional
cost. It believed that credit cover should be at a prudent level based on a rolling position

net of contract since all contractual credit exposure will already be covered bilaterally.

One independent generator suggested that requiring all parties to provide individual credit
cover was a less than efficient solution and that some form of bond administered by the
BSC Company (BSCCo) would offer a more cost effective arrangement. Another respondent
proposed that the volume for which security cover is required should be reduced to an

arbitrary value of 10%, to be adjusted in the light of experience of the size of imbalances.

There were calls for as much flexibility as possible, in terms of the instruments by which

credit cover is provided.

It was acknowledged that arrangements must be put in place to cover continuity of supply
for customers of a defaulting supplier. One respondent suggested that the costs of
providing a supplier of last resort could be funded through a form of surcharge or levy on
suppliers. Another believed that default should be covered by external insurance and
included in the NGC incentives scheme. In the unlikely event of default occurring, it was
felt to be unavoidable that these costs would need to be recovered from market

participants.

Ofgem/DTI Conclusions

Ofgem/DTI recognise that the credit cover proposals set out in the draft BMIS specification
were unduly onerous. We consider that, in the first instance, credit requirements should
primarily be an issue for participants to resolve among themselves, with subsequent
oversight by Ofgem/DTI. It would thus appear sensible for an industry working group to be
charged with the task of developing acceptable proposals for credit cover. The DISG is

probably best placed to oversee this process. Ofgem/DTI’s interest will be limited to
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ensuring that the outcome protects customers and facilitates competition, for example by

ensuring they will not lead to discrimination or barriers to entry.

4.7  Information Imbalance

The July Consultation Document

It was indicated in the July report that the settlement systems would be capable of
supporting an information imbalance charge levied on the difference between participants’
FPNs, modified by accepted bids or offers, and their metered volumes. Such a charge
would be a penalty for providing inaccurate information or for changing physical position
after Gate Closure, other than in response to instructions from the SO. The charge would
apply at the BM Unit level. It was proposed that initially the charge will be set at zero as the

SO believes that licence obligations to provide accurate information will be sufficient.

Respondents’ Views

Over a quarter of participants commented on this issue. Several respondents were
concerned that uncertainty over the future use of the information imbalance charge will
result in a higher perception of risk and increased financing charges. The CHP and
renewables community was particularly concerned about this uncertainty. It was suggested
that it would be useful to specify how the price for charging information imbalances would

be derived were such a charge to be implemented.

A number of respondents argued that the information imbalance charge would be one of
the main drivers incentivising participants not to deviate from their FPNs for commercial
reasons and thus enabling NGC (as SO) to balance the system effectively. The fact that it
will initially be set to zero was of concern as some respondents believed that portfolio
participants would be better able to take advantage of these commercial opportunities than
single participants. One respondent argued that if the information imbalance charge is set
to zero there is little benefit in having Gate Closure four hours ahead since the SO will not
have full confidence in the accuracy of FPNs. Another felt that the information imbalance
charge proposals were not appropriate as they do not distinguish between failure to balance

a portfolio and an intention to mislead the SO through the provision of inaccurate
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information. One respondent suggested that the SO should pay for the information it needs

on a contractual basis, perhaps imposing charges if the information proves inaccurate.

One respondent requested that the procured settlement systems should be capable of
applying different rates of charge to different participants, since some would provide more
useful information at a higher level of resolution than others. It was stated that the
proposed method of calculating the information imbalance volume at the BM Unit level
was discriminatory on the generation side and against coal-fired power stations in

particular, which tend to have more individual units than gas-fired plant of the same size.

A few respondents commented on the interaction of the information imbalance charge with
energy imbalance charges, and asked that these be treated consistently. In particular they
suggested that if an information imbalance charge is introduced then some consideration

should be given as to whether there is a consequential need to adjust cash-out prices.

Ofgem/DTI Conclusions

Ofgem/DTI continue to believe that, whilst it is appropriate to have the functionality
available to levy an information imbalance charge, initially its value should be zero. There
are a number of reasons for this. First, NGC, who as SO will be most directly affected by
inaccurate information, does not believe that an information imbalance charge is necessary.
Second, participants who submit bids and offers into the Balancing Mechanism will have an
incentive from the non-delivery rule to ensure that their output or consumption matches
their FPN adjusted for any Bid-Offer Acceptances. Third, it is not obvious what the pricing
mechanism for such a charge should be since it would be important to avoid any double

charging of costs between information imbalance charges and energy imbalance charges.

4.8  Treatment of Distribution and Transmission Network Failures

The July Consultation Document

The July report indicated that the risk of exposure to imbalance charges arising from
distribution failures will fall on participants. It also suggested that, until firm transmission
access rights are sold, interim arrangements need to be established to determine the

treatment of transmission failures. It was suggested that they should be treated in an
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equivalent manner to transmission constraints, requiring a deemed volume to be associated

with the parties affected by the failure and its impact.

Respondents’ Views

A third of respondents commented on this issue. Many felt it would be unacceptable if
there was no compensation available to parties whose energy imbalance was caused by
network failures outside their control. Several held the view that imbalance costs arising
from failures of transmission and distribution systems should fall to transmission and

distribution operators.

A few respondents emphasised that distribution and transmission network failures should
not be treated in isolation from transmission access and distribution access issues. One
generator observed that the issue of transmission network failures would be addressed by
the long term solution to transmission access. In the interim it felt that treating a network
failure in the same way as any transmission constraint would be sensible. Others also

accepted the proposed interim treatment of transmission failures.

Some respondents were particularly concerned about the treatment of constraints and
failures on the transmission system being different from that on distribution systems, stating
that this would disadvantage embedded generation and demand. One respondent called
upon Ofgem urgently to review distribution connection contracts and exercise its regulatory
powers to modify these to enable generators to recover imbalance costs arising from

network faults.

One generator