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Overview:  

 

Ofgem‟s liquidity project seeks to ensure that the wholesale power market supports 

effective competition, delivering benefits for consumers in terms of lower bills, greater 

choice and better service. Ofgem has been concerned that poor electricity wholesale market 

liquidity is posing a barrier to effective competition and entry in the generation and supply 

markets, thereby preventing consumers from benefitting fully from competition. This 

document provides our latest update on the progress of the market. Overall, our objectives 

remain unmet. However, we note continued progress in relation to the near-term market. 

We also note early signs of progress in ensuring that independent suppliers can access the 

products they need in order to hedge.  

 

Based on these developments, this document sets out for consultation the option of a 

„Secure and Promote‟ licence condition. This would aim to lock in the positive industry-led 

initiatives we have seen and potentially push for further progress in some areas. In parallel, 

we will continue to develop the Mandatory Auction mechanism on which we consulted in 

February 2012 and which remains an option for intervention. We will continue to monitor 

developments in the market and will ensure that our further policy work fully considers 

these developments as we work towards a final decision on intervention.  

 

The deadline for responses to this consultation is 15 February 2013.  
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Context 

Ofgem‟s principal objective is to protect the interests of present and future 

consumers.1 In accordance with this objective, we are concerned with making sure 

that liquidity in the GB power market is sufficient to underpin competitive generation 

and supply markets.  

 

Under the Third Package2, Ofgem also has a duty to promote the integrated 

European energy market. Ofgem considers that improvements to power market 

liquidity are consistent with this objective, and is mindful of the need to promote 

integration when considering any interventions.  

 

This consultation represents the latest step in Ofgem‟s liquidity project, through 

which we have been monitoring GB power market liquidity and considering 

interventions that could ensure liquidity is improved. We have always maintained 

that we would prefer to see industry initiatives deliver the required improvements. 

However, we have a firm preference for intervention in the event that insufficient or 

slow progress could be imposing costs on consumers. 

 

 

Associated documents 

 Retail Market Review: GB Wholesale market liquidity update, 16 July 2012 

www.ofgem.gov.uk/Markets/RetMkts/rmr/Documents1/July%202012%20liquidity

%20open%20letter.pdf  

 

 Retail Market Review: Intervention to enhance liquidity in the GB power market, 

22 February 2012, Reference: 21/12 

www.ofgem.gov.uk/Markets/RetMkts/rmr/Documents1/Liquidity%20Feb%20Cond

oc.pdf  

 

 The Retail Market Review: Findings and initial proposals, 21 March 2011, 

Reference: 34/11 

www.ofgem.gov.uk/Markets/RetMkts/rmr/Documents1/RMR_FINAL.pdf  

  

                                           

 

 
1 This includes the interests of consumers in the fulfilment by Ofgem, when carrying out its 
functions as designated regulatory authority for Great Britain, of the objectives set out in 
Article 40(a) to (h) of the Gas Directive and Article 36(a) to (h) of the Electricity Directive.   
2 The term “Third Package” refers to Directive 2009/73/EC of the European Parliament and of 
the Council of 13 July 2009 (Gas Directive) and Directive 2009/72/EC of the European 
Parliament and of the Council of 13 July 2009 (Gas Directive) and Directive 2009/72/EC of the 

European Parliament and of the Council of 13 July 2009 (Electricity Directive), concerning 
common rules for the internal market in natural gas and electricity respectively.  

http://www.ofgem.gov.uk/Markets/RetMkts/rmr/Documents1/July%202012%20liquidity%20open%20letter.pdf
http://www.ofgem.gov.uk/Markets/RetMkts/rmr/Documents1/July%202012%20liquidity%20open%20letter.pdf
http://www.ofgem.gov.uk/Markets/RetMkts/rmr/Documents1/Liquidity%20Feb%20Condoc.pdf
http://www.ofgem.gov.uk/Markets/RetMkts/rmr/Documents1/Liquidity%20Feb%20Condoc.pdf
http://www.ofgem.gov.uk/Markets/RetMkts/rmr/Documents1/RMR_FINAL.pdf
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Executive Summary 

Effective wholesale markets can deliver benefits for consumers 

Competitive energy markets can deliver real benefits for consumers through lower 

bills, better service and greater choice. To underpin competition, energy wholesale 

markets must be fair, transparent and effective. In recent years, poor liquidity in the 

electricity wholesale market has been identified as a barrier to competition, 

preventing the entry and growth of new players and imposing costs on consumers.  

 

Alongside our Retail Market Review, Ofgem‟s liquidity project is central to our efforts 

to ensure that consumers get the best possible deal from competitive energy 

markets. To this end, we have been monitoring the market, refining our 

understanding of the barriers and identifying potential options for intervening to 

improve liquidity. Given the importance of meeting our objectives, we now have a 

firm preference for intervention to improve liquidity. To this end, this document sets 

out a „Secure and Promote‟ licence condition for consultation. However, further 

progress towards our objectives could still influence the final shape of any 

intervention. We therefore encourage market participants to continue to take action.  

Current status of the market 

We have seen some signs of progress towards our objectives 

Our three liquidity objectives are characteristics of the wholesale market that need to 

be present to support effective competition. They form the basis of our ongoing 

assessment of the market. 

 
 

Our focus on liquidity has already started to drive improvements, in particular the 

trading commitments made by some large suppliers and the growth of trading on 

day-ahead auction platforms. However, overall our objectives remain unmet: in 

particular, we have seen little market-led progress to date in relation to our second 

objective of robust reference prices along the curve.  

A changing policy landscape  

On 29 November 2012, the Government published the Energy Bill 2012-2013, which 

provides the legislative underpinning for Electricity Market Reform (EMR). EMR could 

have a number of impacts on liquidity which will need to be considered in the 

development of any Ofgem intervention (for example the design of the CfD and the 
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Carbon Price Floor). As part of the Energy Bill, the Government has sought „backstop‟ 

powers on liquidity. The Government has stated that Ofgem‟s liquidity project 

remains the primary vehicle for achieving improvements to liquidity.  

 

European-level policy developments are also likely to be important, in particular 

MiFID II and the European Target Model. We will pay close attention to the evolving 

policy context when making our final decision. 

Options for intervention  

The Mandatory Auction 

Our February 2012 consultation yielded helpful feedback from stakeholders on our 

Mandatory Auction (MA) proposals. We have considered this feedback and refined 

our MA proposals in some key areas. While this consultation does not focus on the 

MA, we believe that it remains a viable option for ensuring our objectives are met.  

 

An alternative approach: the Secure and Promote licence condition 

 

However, the early signs of progress in the market mean we can consider an 

approach that builds on market developments. This alternative approach, which we 

have labelled „Secure and Promote‟ (S&P), would seek through a licence condition to 

secure market developments to date and push for further improvements. The S&P 

licence condition would require obligated firms to take actions in support of our 

liquidity objectives. This document sets out two high-level options for S&P.  

 

 Objective Option A Option B 

1 
Availability of 

products that 

support hedging 

“The licensee must offer fair and reasonable terms when 

negotiating trading agreements” 

2 
Robust reference 

prices generated 

along the curve 

No specific intervention: can 

be met by liquidity evolving  

along the curve based on a 

robust near-term market  

Range of intervention 

options to promote 

objective two (eg a market 

maker obligation) 

3 
Effective near-

term market 

“The licensee must buy and sell at least 30% of its 

generation on a day-ahead auction platform” 
 

Under any intervention option, we remain committed to meeting all three objectives. 

Next steps 

We are keen to hear stakeholders‟ views on all aspects of our S&P proposals. We 

invite views on whether S&P could provide a proportionate and effective alternative 

to the MA - in particular whether both options can achieve our second objective. We 

recognise the need to move as quickly as possible to secure benefits for consumers 

and provide certainty to market participants. Following this consultation, our further 

policy development and continued assessment of the market, we aim to make a 

decision on intervention ahead of Summer 2013. If we decide to proceed with 

intervention, we would aim to modify licence conditions by the end of 2013. 
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1. Context and market developments 

Chapter Summary  

 

We provide an assessment of progress towards our liquidity objectives. This draws 

on our updated evaluation of key market metrics, as well as feedback from market 

participants since our July 2012 open letter. Our assessment shows that two of our 

three liquidity objectives remain unmet, although there has been continued growth in 

trading on day-ahead auction platforms and some progress in improving access to 

hedging products for some market participants. Because of these early signs of 

progress and the evolving policy context, we conclude that now is not an appropriate 

time to launch a major regulatory intervention in the market.   

 

 

 

Question 1: Do you agree with our assessment of market developments? 

Question 2: Do you agree with our description of the policy and regulatory 

context affecting liquidity?  

Question 3: Are there other factors that we have not identified that may be 

posing a barrier to improvements in liquidity? 

 

 

Background: progress against Ofgem‟s liquidity objectives 

1.1. Ofgem‟s three liquidity objectives represent characteristics of the wholesale 

electricity market that are necessary to support effective competition: 

1. Availability of products that support hedging 

2. Robust reference prices along the curve 

3. An effective near-term market. 

1.2. In February 2012, we assessed the market against these objectives. We 

suggested that the growth in volumes on the day-ahead market meant that objective 

three was being met. However, progress towards our first two objectives was limited, 

providing a rationale for intervention targeted at these objectives. Our July 2012 

open letter updated this assessment. We found that while objective two remained 

unmet, there had been some positive market-led developments in relation to 

objective one. Since the open letter, we have continued to monitor the market and 

have held further discussions with stakeholders in order to assess progress towards 

our objectives.  

1.3. This chapter sets out our most recent assessment of the wholesale market. It 

notes continued progress in the near-term markets, reinforcing our assessment that 

objective three is being met. We also note continued signs of progress towards 

objective one, in the form of the trading commitments made by some vertically 

integrated suppliers. However, trading along the curve remains thin, meaning that 

objective two – robust reference prices – is not being met at present.  
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1.4. The wider policy landscape has also continued to evolve. The latter part of this 

chapter provides an overview of this policy context. It notes a complex and evolving 

picture, with both positive and negative potential impacts on liquidity.  

Assessment of the market against our objectives 

Overall: churn 

 Aggregate churn has continued to deteriorate  

1.5. The churn rate is a high-level indicator of wholesale market liquidity. Churn 

measures the number of times a unit of generation is traded before being delivered 

to the final customer. Liquid markets are commonly characterised by a high churn 

rate, with each unit of output being traded many times. We have previously found 

that churn in the GB wholesale electricity market is low in comparison to the GB 

wholesale gas market and to other European wholesale electricity markets. 

1.6. Churn is a broad indicator, which does not necessarily measure whether our 

specific objectives are met: for example, it does not provide any indication of the 

availability of specific products. However churn provides a high-level view of levels of 

trading in the market and the progress of the market over time. It is therefore useful 

to monitor alongside our other metrics. 

 Figure 1 – GB Annual Churn 
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1.7. Figure 1 updates our assessment of churn in the GB wholesale electricity 

market. Churn continued to fall in the first three quarters of 2012. This continues the 

downward trend since 2009, reversing the increase observed between 2005 and 

2009.  

1.8. We note the downward trend in churn in some other markets (such as 

Nordpool3) in this period, highlighting that wider factors may be affecting trading in 

energy markets and contributing to the decline in liquidity in recent years. For 

example, risk capital available to financial firms has fallen due to the financial crisis. 

Some stakeholders have also suggested that widening capacity margins due to the 

fall in economic activity may be dampening incentives to trade forward. This effect 

may be reversed if margins become tighter in the coming years. 

Objective one: Availability of products that support hedging 

While the depth of trading along the curve remains limited, some independent 

suppliers report improvements 

1.9. In order to compete effectively, firms need to hedge by trading in products 

months or years ahead of delivery. This enables them to manage the risk posed by 

movements in the wholesale power price. In order for objective one to be met, these 

products must be present in the wholesale market and accessible to a wide range of 

market participants. 

1.10. One indicator of the availability of products in the forward market is the 

proportion of the OTC market that is traded months and years ahead of delivery. 

Figure 2 shows a mixed picture for OTC trading beyond a year ahead of delivery. 

There has been a slight decline in baseload trading over a year ahead, primarily due 

to a fall in the trading of products over 24 months out. However, there was a slight 

increase in trading of peak products more than a year ahead. 

1.11. While the high-level data suggests little progress, feedback from market 

participants gives a more nuanced picture. We noted in our July 2012 open letter 

that some large vertically-integrated suppliers have made commitments aimed at 

facilitating access to the market for independent market participants. In particular, 

some have tried to take into account the unique needs of smaller suppliers. Since the 

open letter, we have heard support for these commitments from some independent 

suppliers. However, concerns remain that these approaches have not been adopted 

by all large suppliers and that further work is needed in some specific areas, such as 

credit and collateral. Some independent suppliers also remain sceptical about the 

                                           

 

 
3 Based on information from Nordreg (2012), „Nordic Market report 2012‟, Report 3/2012: 

https://www.nordicenergyregulators.org/upload/Reports/NMR%202012%20-
%20publication.pdf 

https://www.nordicenergyregulators.org/upload/Reports/NMR%202012%20-%20publication.pdf
https://www.nordicenergyregulators.org/upload/Reports/NMR%202012%20-%20publication.pdf
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durability of voluntary commitments, noting the risk of them being removed at any 

time.  

Figure 2 – OTC Trading in Longer-dated Products  

 

Objective two: Robust reference prices along the curve 

Bid-offer spreads remain wide compared to gas 

1.12. In order to be able to participate effectively in the wholesale market, market 

participants need confidence that prices in the market reflect underlying supply and 

demand conditions. This also provides a basis for investment in generation. One 

practical application of reference prices is for the Feed-in Tariff with Contracts for 

Difference (FiT-CfD) under the Government‟s EMR programme. 

1.13. The bid-offer spread gives an indication of price robustness. A tight bid-offer 

spread shows that arbitrage opportunities are being exhausted by the presence of a 

number of active players in the market. A tight bid-offer spread gives market 

participants confidence that they can buy and sell at a price which reflects underlying 

demand and supply conditions. 

1.14. In our July 2012 assessment we noted a widening of bid-offer spreads for 

most of the longer-dated products analysed. Since then spreads have continued to 

widen for most longer-dated products (for example, the Season+4 products shown in 
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figure 3). This reverses the trend observed in 2011 where spreads were falling along 

the curve. Bid-offer spreads for electricity products have widened and remain higher 

than spreads seen in the gas market. 

Figure 3: Bid-offer Spreads for Season+4 Products 

 

Trading in financial products has increased – but volumes remain low and volatile 

1.15. A number of stakeholders have suggested that increased trading in financial 

products could help to meet our objectives. Financial products do not require firms to 

take a physical market position, which could ease access for participants such as 

financial players. Participation by financial players could increase overall depth and 

levels of trading as well as providing innovative solutions that enable smaller market 

participants to access the market.4 Some parties point to Nordpool as an example of 

a more liquid market that features high traded volumes in financial products.  

1.16. Figure 4 updates our assessment of trading in financial products. Traded 

volumes have increased since late 2011. However, other than a sharp spike in March 

2012, there is no clear upward trend. Financial products make up less than 3 percent 

of volumes traded in the wholesale market so far in 2012. 

                                           

 

 
4 Participation by financial players can therefore help in achieving both objectives one and two. 
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Figure 4 – Trading in Financial Products 

 

1.17. The majority of financial products traded are for delivery within 12 months, 

and nearly all are baseload.5 For financial products to meet objective two fully, we 

would need to see both greater volumes traded in these products and for that 

trading to spread along the forward curve. We note that a number of factors may be 

inhibiting financial trading and discuss these further in chapter four.  

1.18. We also recognise that progress towards objective two may be being inhibited 

by policy uncertainty (see below). We hope that further progress towards objective 

two may be possible as this uncertainty is removed. 

Objective three: Effective near-term market 

There has been continued growth in trading on day-ahead auction platforms 

1.19. An effective near-term market enables market participants to shape their 

contracted volumes to their expected physical positions. Failure to match supply and 

demand exposes market participants to imbalance risk and the associated imbalance 

charges. 

1.20.  Our July 2012 open letter noted a sustained increase in volumes on day-

ahead auctions after a number of players signed gross-bidding agreements (see 

                                           

 

 
5 A small volume of peak was traded in July 2011. 
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chapter three for more detail). Figure 5 shows that this growth has continued. We 

may see further increases in volumes on these platforms following the 

implementation of day-ahead market coupling. Trading in day-ahead auctions could 

also be bolstered by the Government‟s proposal that the „GB zone price‟ produced by 

the GB hub could be the source of the reference price for the intermittent CfD.6  

1.21. Many market participants have expressed their confidence that the day-ahead 

power market is functioning effectively. However we note that some remain sceptical 

about the growth of day-ahead auction platforms and the extent to which these 

volumes are actually available to a range of market participants – or whether they 

are bought and sold by the same players without meaningfully adding to liquidity. 

Figure 5 – Day-ahead Auction Trading (N2EX and APX)  

 

Intraday trading 

1.22. The other key aspect of the near-term market is trading on the day of 

delivery, or intraday trading. In February we noted that, while it has been raised by 

some intermittent generators, intraday liquidity is not currently a widely-held area of 

concern. We have not heard significant feedback to contradict this view in recent 

months. As mentioned below, Ofgem‟s Electricity Balancing Significant Code Review 

                                           

 

 
6 DECC (2012) „Feed-in Tariff with Contracts for Difference: Operational Framework‟, p53: 

http://www.decc.gov.uk/assets/decc/11/policy-legislation/Energy%20Bill%202012/7077-
electricity-market-reform-annex-a.pdf 

http://www.decc.gov.uk/assets/decc/11/policy-legislation/Energy%20Bill%202012/7077-electricity-market-reform-annex-a.pdf
http://www.decc.gov.uk/assets/decc/11/policy-legislation/Energy%20Bill%202012/7077-electricity-market-reform-annex-a.pdf
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is considering options that may affect intraday liquidity. It is also worth noting that 

the Government is planning to take powers in the Energy Bill to improve routes to 

market for independent renewable generators.7 We will stay in contact with the 

Government‟s work to consider policy options that would support routes to market 

for intermittents and will pay attention to the interactions with the liquidity project. 

The policy context 

1.23. The assessment of the market set out above must be considered in the 

context of the policy landscape currently facing the electricity wholesale market. A 

number of projects are ongoing which have the potential to have both positive and 

negative impacts on liquidity.  

Electricity Market Reform  

1.24. Central to the wholesale electricity market policy context is the Government‟s 

Electricity Market Reform (EMR) programme. On 29 November 2012, the 

Government published the Energy Bill 2012-13, which will provide the legislative 

underpinning for EMR. It also provided further detail on the shape of the EMR 

package, including the Operational Framework, which set out further detail on the 

design of the FiT-CfD, which will support investment in low-carbon generation.  

1.25. EMR has the potential to affect market liquidity in a number of ways. One 

prominent interaction is the relationship between liquidity and the CfD. The CfD will 

require a liquid market on which to base the reference price. Once in place, the CfD 

could itself affect market liquidity by encouraging generators to trade in the markets 

from which the reference price is drawn, to minimise their basis risk. The 

Government‟s Operational Framework indicates that the CfD reference price for 

baseload generators could be based on a basket of forward market products.8 The 

Government intend to confirm the source of the baseload CfD reference price in July 

2013. We will continue to consider the implications of the CfD design for electricity 

market liquidity as it emerges and will be keen to hear views from stakeholders. 

1.26. The Energy Bill also contains “backstop” powers to enable the Government to 

act on liquidity, in the event that industry action or Ofgem intervention does not 

meet their objectives. We recognise the potential for regulatory uncertainty to inhibit 

trading. We therefore welcome any suggestions from stakeholders about how Ofgem 

and the Government can minimise uncertainty and any consequent negative impacts 

on liquidity.   

                                           

 

 
7 DECC (2012) „Electricity Market Reform: policy overview‟, 29 November 2012, pp 31-32 
http://www.decc.gov.uk/assets/decc/11/meeting-energy-demand/energy-markets/7090-
electricity-market-reform-policy-overview-.pdf 
8 DECC (2012) „Feed-in Tariff with Contracts for Difference: Operational Framework‟, 29 

November 2012, p55: http://www.decc.gov.uk/assets/decc/11/policy-
legislation/Energy%20Bill%202012/7077-electricity-market-reform-annex-a.pdf 

http://www.decc.gov.uk/assets/decc/11/meeting-energy-demand/energy-markets/7090-electricity-market-reform-policy-overview-.pdf
http://www.decc.gov.uk/assets/decc/11/meeting-energy-demand/energy-markets/7090-electricity-market-reform-policy-overview-.pdf
http://www.decc.gov.uk/assets/decc/11/policy-legislation/Energy%20Bill%202012/7077-electricity-market-reform-annex-a.pdf
http://www.decc.gov.uk/assets/decc/11/policy-legislation/Energy%20Bill%202012/7077-electricity-market-reform-annex-a.pdf
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European legislation 

1.27. Various changes are also being made to European legislation which could have 

an impact on energy trading. The Regulation on Energy Market Integrity and 

Transparency (REMIT)9 is a European Union regulation which prohibits insider trading 

and market manipulation in the energy sector. It will require wholesale energy 

market participants to report energy market transactions to the Agency for the 

Cooperation of Energy Regulators (ACER) and to publish inside information. Ofgem is 

expected to receive investigative and enforcement powers under REMIT in the first 

half of 2013.  

1.28. Another significant change is the revision to the Markets in Financial 

Instruments Directive (MiFID II), which defines which products and firms fall within 

European financial regulation. MiFID II sets the scope of other pieces of financial 

legislation, including the European Market Infrastructure Regulation (EMIR), which 

sets out rules on the requirements for compulsory clearing of eligible OTC 

derivatives. MiFID II is currently going through European Union policy making 

processes. We expect further clarity on the eventual shape of MiFID II early in 2013, 

once the text of the directive becomes finalised. 

1.29. The integrity of markets is vital to ensure that they deliver benefits for 

consumers. However, some stakeholders have suggested that the changes brought 

forward through legislation such as REMIT and MiFID II could increase costs for firms 

trading in the wholesale energy markets and have an adverse impact on liquidity. 

Evaluating the impact of legislation that is still under development is obviously 

challenging, but we would be keen to hear further feedback from stakeholders about 

the potential impact of this European legislation on liquidity. We will continue to 

consider the potential consequences of this legislation when developing options for 

interventions to support liquidity. 

European Target Model  

1.30. The European Target Model sets out a vision for cross-border trade in 

electricity, which is to be achieved through legally-binding network codes. The 

objective of the Target Model is to remove policy barriers to trading electricity 

between markets. As a National Regulatory Agency, Ofgem has a role in 

implementing the Target Model. 

1.31. A core feature of the European Target Model is market coupling at the day-

ahead stage, where interconnector capacity will be allocated in response to price 

signals. GB will participate in market coupling through a “GB hub”, which will pool 

the liquidity on the GB day-ahead auctions and provide a single reference price.  

                                           

 

 
9 Regulation (EU) No 1227/2011 of the European Parliament and of the Council of 25 October 
2011 on wholesale energy market integrity and transparency. 
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1.32. We anticipate that interconnectors (IFA and BritNed) will implement 

coordinated market coupling as part of the North-West European market coupling 

project in June 2013.  Bearing in mind the potential benefits for GB consumers from 

integrated European wholesale markets, Ofgem is keen to see the implementation of 

market coupling and will be monitoring progress to ensure it remains on track. 

Electricity Balancing Significant Code Review  

1.33.  Ofgem launched its Electricity Balancing Significant Code Review (SCR) on 1 

August 2012.10 The objective of the SCR is to ensure that the balancing 

arrangements provide incentives for sufficient investment in capacity to maintain an 

efficient level of security of supply. It will consider how to improve price signals to 

make them more reflective of the costs of balancing, incentivise participants to 

balance and improve overall efficiency of the balancing arrangements.  

1.34. Changes to the balancing arrangements could have an impact on liquidity by 

altering the incentives for market participants to trade to ensure they are in balance. 

As the SCR is still at an early stage, the potential impacts on liquidity are still 

uncertain. We will continue to consider the interactions between the liquidity project 

and the SCR proposals as they develop.   

Conclusion: a mixed and evolving picture 

It would not be appropriate to identify an intervention to support liquidity at this 

stage  

1.35. Two of our three liquidity objectives are unmet. We still have significant 

concerns that the market is not providing the longer-term products and price signals 

that market participants need. As a result, we have a strong preference for 

intervention to improve liquidity. However, we note some signs of improvement in 

relation to objective one. We also note the potential for other developments – such 

as the prospect of a market in financial products – to lead to further progress 

towards our objectives in the future. Further to this we have highlighted the evolving 

policy context and the positive and negative effects that this could have on liquidity. 

Bearing in mind the signs of progress towards our objectives and the evolving policy 

landscape, we do not believe now is the best time to make a final assessment of the 

need to intervene to support liquidity – and what that intervention should be. 

1.36. The early signs of progress in the market provide us with an opportunity to 

consider an approach that builds on the positive market developments we have seen 

to date. With this in mind, the next three chapters set out our proposals for a „Secure 

and Promote‟ licence condition. 

                                           

 

 
10 Ofgem (2012), „Electricity Balancing Significant Code Review (SCR) – Initial Consultation‟, 1 
August 2012, Reference 108/12: 

http://www.ofgem.gov.uk/Markets/WhlMkts/CompandEff/electricity-balancing-
scr/Documents1/Electricity%20Balancing%20SCR%20initial%20consultation.pdf 

http://www.ofgem.gov.uk/Markets/WhlMkts/CompandEff/electricity-balancing-scr/Documents1/Electricity%20Balancing%20SCR%20initial%20consultation.pdf
http://www.ofgem.gov.uk/Markets/WhlMkts/CompandEff/electricity-balancing-scr/Documents1/Electricity%20Balancing%20SCR%20initial%20consultation.pdf
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Figure 6 – Summary of Progress Towards our Objectives 

 

 GB wholesale 

power market 

objectives 

Market Developments 
Impact on 

Objective 

 
Overall market  

liquidity 

 

 Churn has continued to decline in 2012 

 

 

 

 

1 
Availability of 

products which 

support hedging 

 The proportion of baseload products traded 

beyond a year ahead remains limited for 

all products 

 

 Commitments to trade with small suppliers 

made by some of the large vertically-

integrated players, although  feedback 

from independent suppliers is mixed 

 

 Since the initial increase in trading in 

financial products in late 2011, growth in 

volume traded has been limited. Financial 

products make up less than 3% of overall 

traded volumes so far in 2012 

 

2 
Robust 

reference prices 

generated along 

the curve 

 

 The narrowing of spreads seen in 2011 has 

reversed throughout 2012 to date, 

suggesting a deterioration of liquidity and 

reduced consensus over the market price  

 

 

3 
Effective near-

term market 

 

 Volumes traded on near-term exchanges 

continuing to grow 
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2. The Secure and Promote Licence 

Condition 

Chapter Summary  

 

As noted in the previous chapter, we have seen positive market-led developments 

that represent progress towards objectives one and three. Based on these 

developments, we are considering an intervention which would lock in progress 

against our objectives to date. It could also push for further action where the market 

has not made progress. In this chapter we explain the rationale for a „Secure and 

Promote‟ licence condition and set out its high-level design. These are initial 

proposals: we welcome feedback from stakeholders on all design elements set out in 

this chapter and the following two chapters. 

 

 

Question 4: Do you agree that the Secure and Promote model presented in 

this document could help to meet our objectives? 

Question 5:  Does our proposed structure for Secure and Promote seem 

appropriate?  

Question 6: Do you think the proposed Secure and Promote model would be 

a more effective intervention than the Mandatory Auction? 

 

 

An approach which builds on industry developments 

2.1. Our liquidity objectives remain unmet. It is therefore necessary for us to 

continue to develop options for intervention to improve liquidity. In February, we 

consulted on proposals for a Mandatory Auction (MA): a monthly auction in a range 

of key forward market products. During the consultation, industry stakeholders 

expressed a number of concerns about our proposals. While the MA remains a viable 

intervention option (see chapter five), we have been exploring whether there are 

alternative approaches to meeting our objectives. In particular, we are keen to 

ensure that any intervention takes account of the positive developments noted in the 

previous chapter. 

2.2. In this light, we are considering the case for an intervention that builds on 

existing market developments. We have developed an approach that we have named 

„Secure and Promote‟ (S&P). Through a licence condition, S&P would aim to 

secure existing positive developments and potentially push for further developments 

in areas where we have not seen progress to date. S&P could: 

 ensure existing developments are durable – locking in positive 

developments through a licence condition would provide confidence to 

market participants that they will continue and can be relied on.  

 embed best practice – ensures the roll out of emerging best practice 

across the market.  
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 drive further improvements – where our objectives are unmet by 

market developments, S&P could spur further progress. This is 

particularly important in relation to our second objective (robust 

reference prices along the curve).  

2.3. Our S&P model also builds on proposals that have been made by some 

stakeholders for a licence condition-based approach to improving liquidity. These 

proposals have been extremely helpful in developing our thinking on the S&P. We will 

be keen to continue discussions with these stakeholders during the consultation. 

Structure of the S&P licence condition 

Nature of the obligation 

2.4. Our three liquidity objectives provide the starting point for S&P. The licence 

condition would require the licensees to perform specified actions to support the 

achievement of our objectives.  

2.5. There are two high-level approaches to the S&P on which we are consulting: 

 Option A – securing developments (and spreading best practice) in 

relation to objectives one and three; not directly intervening in relation 

to objective two, on the basis that liquidity would spread along the curve 

from the increasingly liquid near-term markets. 

 Option B – securing developments in relation to objectives one and 

three; and proceeding with intervention of some form to ensure 

objective two is met as quickly as possible. 

2.6. Figure 7 provides a high-level indication of the actions that licensees could be 

required to perform under each option. 

Figure 7 – Illustrative actions under each Secure and Promote option 

 Objective Option A Option B 

1 
Availability of 

products that 

support hedging 

“The licensee must offer fair and reasonable terms when 

negotiating trading agreements” 

2 
Robust reference 

prices generated 

along the curve 

No specific intervention: can 

be met by liquidity evolving  

along the curve based on a 

robust near-term market 

(see chapter four for detail) 

Intervention to promote 

objective two (eg through 

a market maker 

obligation) 

3 
Effective near-

term market 

“The licensee must buy and sell at least 30% of its 

generation on a day-ahead auction platform” 
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Obligated parties 

2.7. Our initial proposal is that the licence condition would apply to the six large, 

vertically integrated suppliers.11 The reasons for this are: 

 The purpose of the intervention would be to remove barriers to more 

effective competition in the generation and supply – particularly 

domestic supply – markets. It would therefore seem appropriate for the 

obligation to rest with parties that hold a strong position in those related 

markets. The six large vertically integrated suppliers control around 99% 

of the domestic supply market and 70% of the generation market.12 We 

would be concerned that imposing the obligation and associated costs on 

other players could restrict the growth of these players, further inhibiting 

competition and posing a barrier to entry. 

 By their nature, the large vertically integrated companies may be able to 

meet the obligation more cheaply and easily than other parties. For 

example, they have more sophisticated trading capabilities, enabling 

them to minimise the cost of performing actions such as market making 

or trading through the day-ahead auction. Limiting the obligation to 

these parties would ensure that the overall cost of the obligation is not 

disproportionate. The large vertically integrated companies also have an 

inherent need to both buy and sell volumes on a regular basis, 

something that would be required by this licence condition.13  

2.8. However, we recognise that there are other large players that may be able to 

meet the obligation at reasonable cost and risk. We will therefore give further 

thought to the question of who faces the obligation. We welcome evidence on the 

rationale for, and the costs of, including other firms in the obligation. 

Legal structure 

2.9. Our initial proposal for the high-level structure of the S&P is set out in Figure 

8 below. An illustrative licence condition can be found in appendix two. Under our  

initial proposal, the legal basis of the S&P would be a special licence condition in the 

generation licence, inserted only for the obligated parties.14 The detailed 

requirements that the licensees would face would be set out in a separate Trading 

Requirements Document (those detailed requirements set out in chapters three and 

four). For all aspects of S&P, the licensee would have to report regularly to Ofgem on 

its progress in performing the actions (see appendix four). 

                                           

 

 
11 Centrica, EDF Energy, E.ON, RWE Npower, Scottish Power and SSE. 
12 Ofgem (2011) „Retail Market Review: Findings and Initial Proposals‟, p5: 
http://www.ofgem.gov.uk/Pages/MoreInformation.aspx?docid=1&refer=Markets/RetMkts/rmr  
13 While this is true to some extent with most market participants, the large vertically-
integrated companies may have a greater ability to integrate both buying and selling power 
into their standard wholesale market trading operations. 
14 We are open to views as to whether it would be preferable to have a standard licence 
condition in the generation licence, switched on only for the obligated parties. 

http://www.ofgem.gov.uk/Pages/MoreInformation.aspx?docid=1&refer=Markets/RetMkts/rmr
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Figure 8 – Outline of the Secure and Promote Licence Condition  

 

 

 

Enduring governance 

2.10. S&P is intended to be flexible, with the Requirements Document adapting over 

time to reflect the needs of the market. As set out in Figure 8, we envisage a 

continuous process for Ofgem of monitoring progress towards our objectives. This 

would be complemented by regular discussions with stakeholders to gather views on 

the market and to consider the case for revisions to the Requirements Document. We 

would publish an annual assessment of the market and consult on any changes to 

the Requirements with market participants before they were introduced. 

2.11. After a defined period (for example 3-5 years), we would intend to conduct a 

more fundamental review of the need for intervention in the market to support 

liquidity and whether the S&P remains the appropriate form for that intervention.  

Enforcing the licence condition 

2.12. We recognise the risk that, if it is overly prescriptive, S&P could distort the 

market or reduce the scope for innovation. However, we are also mindful that S&P 

Key  

Ofgem  

Obligated firms  

Possible Ofgem 

refinements 

to the 

Requirements 
as needed 

Obligated firms 

report to Ofgem 

to demonstrate 

that they have 

carried out the 
actions 

Secure and Promote 

Requirements 

Document sets out 

actions that 

obligated firms must 
carry out 

Ofgem liquidity 

objectives in 
Licence Condition 

Obligated firms carry out the 

actions specified in the 

Requirements Document 

If a breach, 

consider 

enforcement 
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must provide clarity for licensees about the actions they must perform. We also need 

to allow for successful enforcement action to be taken if a licensee is not supporting 

our objectives. The S&P model we propose in this document attempts to balance 

these factors. Any decision related to the opening of an investigation into a breach of 

this condition would be made in accordance with the Enforcement Guidelines on 

Complaints and Investigations15 and would take the specific facts of the matter into 

account, including whether or not we believe a particular action taken by the 

company was a genuine attempt to support our objectives. 

Advantages of the Secure and Promote approach 

2.13. We have previously set out the key principles for the design of any liquidity 

intervention.16 Figure 9 considers S&P against these design principles: 

Figure 9: How Secure and Promote meets our design principles  

Design Principles Evaluation 

Aligns with what currently works well 

in the market  
Based on existing market developments  

Allows GB to evolve towards 

becoming an integrated part of a 

wider European market 
 

Locking in increase in day-ahead 

volumes may aid progress towards the 

European Target Model; S&P is flexible 

to adjust as Target Model develops 

Takes account of the Government‟s 

Electricity Market Reform (EMR)... 

 
Locking in increase in day-ahead 

auction volumes could support robust 

reference price for intermittent CfD 

We will consider the Government‟s 

detailed proposals for the baseload CfD 

reference price as they emerge 

...and developments in EU legislation ? 

Uncertainty remains over final shape of 

MiFID II  

Does not impose unreasonable costs 
 

In line with better regulation principles: 

based on existing market developments 

which should limit costs17 

                                           

 

 
15 „Enforcement Guidelines on Complaints and Investigations‟: 
http://www.ofgem.gov.uk/About%20us/enforcement/Documents1/Enforcement%20guidelines
%202012.pdf  
16  Ofgem (2011), „Ofgem‟s Retail Market Review – update and next steps (liquidity 
proposals)‟, 22 June 2011: 
http://www.ofgem.gov.uk/Markets/RetMkts/rmr/Documents1/Liquidity_Annex%20One_Open
%20letter.pdf 
17 As with previous rounds of consultation, we would anticipate making a formal request for 
information during the consultation period on the costs of meeting the obligation. 

http://www.ofgem.gov.uk/About%20us/enforcement/Documents1/Enforcement%20guidelines%202012.pdf
http://www.ofgem.gov.uk/About%20us/enforcement/Documents1/Enforcement%20guidelines%202012.pdf
http://www.ofgem.gov.uk/Markets/RetMkts/rmr/Documents1/Liquidity_Annex%20One_Open%20letter.pdf
http://www.ofgem.gov.uk/Markets/RetMkts/rmr/Documents1/Liquidity_Annex%20One_Open%20letter.pdf
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3. Securing existing developments 

Chapter Summary  

 

Where we have seen market-led progress towards our objectives, S&P would aim to 

lock in this progress. This will ensure that (i) these developments are enduring and 

(ii) that best practice is rolled out across the market. This chapter sets out our 

approach for securing the developments in relation to those objectives where we 

have seen market-led progress to date: objectives one and three.  

 

 

Question 7: Do you have any views on the requirements we have set out for 

trading commitments – in particular those points listed under “outstanding 

design challenges” on page 25? 

Question 8: Do you have any views on our proposed approach to securing 

existing developments in relation to day-ahead auctions – in particular 

those points listed under “outstanding design challenges” on page 28? 

 

3.1. Under either S&P option set out in chapter two, we would seek to lock in the 

positive developments we have seen in the market to date and ensure that best 

practice is rolled out across the market. This chapter sets out our approach to 

securing progress made in the trading terms offered to independent suppliers and on 

day-ahead auction platforms. 

Securing objective one: ensuring fair and reasonable terms in 

trading agreements  

3.2. Ofgem‟s first liquidity objective relates to the availability of products which 

support hedging. As noted in chapter one, market participants suggest that there has 

been some progress towards meeting this objective. Since the February 2012 

consultation, we have seen some large vertically integrated suppliers make 

commitments to trade with independent suppliers on more reasonable terms, 

including through smaller clip sizes, more transparent pricing and an improved 

approach to credit and collateral. We think that commitments such as these could 

play an important role in ensuring that existing independent suppliers and new 

entrants have access to products that support hedging – thereby meeting objective 

one. This view is supported by the positive response from some stakeholders to the 

commitments that have already been made.  

3.3. However, this progress is not yet sufficient to fully meet objective one. We 

have repeatedly received feedback that, in some instances, some large vertically 

integrated players are not responding effectively to requests to trade from other 

market participants – particularly independent suppliers. This manifests itself in a 

failure to offer the products and volumes these firms need; by offering contract 

terms that they find difficult to accept; or by failing to respond in a timely manner to 

requests for trading. The result is to limit the access of some independent suppliers 
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to the wholesale market, preventing them from competing effectively in the retail 

market.  

3.4. We recognise that this is a complex area: terms that are considered fair and 

reasonable by one party may not be by another. However, our initial view is that 

there could be benefit to an approach which clarifies what is expected in these 

trading agreements and ensures that best practice is spread across the market. 

The aim of S&P in relation to objective one  

3.5. The existing high-level, voluntary commitments may be insufficient to provide 

independent suppliers with certainty that they will be able to access the wholesale 

market in the future. For trading commitments to achieve objective one, they need 

to be enduring, transparent and consistently applied across all licensees. To ensure 

this occurs, we propose to secure existing developments by setting out requirements 

that S&P licensees must adhere to when negotiating trading agreements with 

independent suppliers. If successful, this could facilitate access to the wholesale 

market for these parties and enable them to compete effectively. 

Trading commitments: the detailed requirements  

3.6. This element of the S&P licence condition would require that:  

“The licensee must offer fair and reasonable terms when negotiating 

trading agreements” 

3.7. The licence condition would be accompanied by a set of requirements 

outlining in detail what licensees would have to offer as a part of „fair and reasonable‟ 

terms. Figure 10 sets out our indicative proposals for these requirements and 

summarises our rationale in each case: 
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Figure 10: Illustrative requirements for ensuring fair and reasonable terms in trading agreements 

Element Requirements Rationale 

Clip Size If requested, licensee must trade clip sizes as small as 0.1MW. To reflect volume needs of small players.  

Product 

Range 

Licensee must offer a range of standard products in baseload from 

week-ahead to Season+4 and peak from week-ahead to 

Season+3. 

Includes a range of standard products that 

enable market participants to hedge and 

compete effectively. 

It may be possible to include shaped products – 

eg standard domestic profiles – in this list. 

Fair Pricing Licensee must provide quotes for products based on a recognised 

market index. The pricing methodology must be shared with the 

counterparty. Any administrative costs should be itemised.    

Ensures prices are calculated fairly and 

transparently. 

Credit and 

Collateral 

Licensee must offer reasonable credit and collateral arrangements, 

based on a bespoke calculation in relation to each counterparty – 

eg through an independent assessment18 of creditworthiness.  

Ensures risk of trading with individual 

counterparty is reflected in collateral required. 

Response to 

trading 

requests 

Licensee must respond to requests in a timely manner: responding 

to initial requests for trading agreements within 20 working days 

and subsequent requests to trade within 5 working days. 

Ensures that trading agreements can be 

negotiated within a reasonable timeframe and 

that subsequent requests to trade are executed 

in a timely manner. 

Transparency Licensee must publicise its approach in each of the areas above, eg 

on its public website.  

Will increase transparency and confidence; sets 

clear expectations for trading negotiations. 

Scope Licensee must be prepared to reflect these characteristics in all 

trading agreements with independent suppliers (eg those who 

supplied less than 1TWh in the previous year). 

Targets S&P at parties facing the highest 

barriers to wholesale market participation. 

                                           

 

 
18 Independent assessments of the creditworthiness of participants without a credit rating are used elsewhere in the electricity market. For example, 
Schedule 1 of the Distribution Connection and Use of System Agreement (DCUSA) includes reference to credit scores provided by recognised credit 
assessment agencies. We are interested whether such assessments could play a role in determining creditworthiness for the sale of wholesale power. 
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3.8. As with other aspects of S&P, each year, the licensee would be required to 

report on their approach to these requirements and provide evidence that the 

obligation had been met. See appendix four for more detail on the sorts of evidence 

we would expect to receive from licensees. 

Trading commitments: key outstanding design questions 

3.9. We particularly welcome feedback on the following issues: 

 Credit and Collateral – we recognise that credit and collateral 

arrangements are a key issue for independent suppliers seeking to trade. 

However, we are also aware that this is a complex area where market 

participants pursue different approaches. We welcome feedback on 

whether our proposal could deliver benefits for independent suppliers at 

a reasonable cost, or whether stakeholders have other proposals that 

could address the challenge posed by credit and collateral requirements. 

 Products – some independent suppliers say that they need access to 

shaped products, as they enable them to obtain shape without multiple 

trades. We can see the clear potential benefits of including shaped 

products within S&P. However, because shaped products are bespoke, 

they do not sit easily in a high-level regulatory framework. For example, 

it seems difficult to impose a particular approach to the pricing of shaped 

products. We welcome views on whether the obligation should 

incorporate particular shaped products (for example a standard domestic 

profile).  

 Scope – the trading commitments could either be targeted at supporting 

access to the wholesale market for independent suppliers or could apply 

to all of a licensee‟s dealings in the wholesale market. Our initial view is 

that these trading commitments should be targeted specifically at 

independent suppliers, as these parties face particular problems (for 

example in relation to clip sizes) that other parties in the market do not. 

This would also minimise the costs of the obligation and enable licensees 

to take a more targeted approach. We welcome feedback on whether 

this proposal is appropriate, and if so, what the threshold used to target 

the trading commitments should be.  

Securing objective three: ensuring continued liquidity on day-

ahead auction platforms  

3.10. Ofgem‟s third liquidity objective is the development of  an effective near-term 

market. As noted in chapter one, we have seen good progress in relation to this 

objective. A key reason for this is the growth in volumes traded on day-ahead 

auction platforms. This increase has been driven to a large extent by the “gross-

bidding” agreements that have become a feature of the GB market over the last 

year. 
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3.11. Gross bidding involves participating on both the buy and sell sides of an 

auction. A firm may enter into a gross bidding agreement with a platform in return 

for reduced trading fees. Over the last year or so, all of the large vertically-

integrated suppliers in the GB market have signed gross bidding agreements on day-

ahead auctions. These involve agreements to trade a volume equivalent to at least 

30% of their generation on both sides of the auction. Gross bidding agreements are 

present in Nordpool, which is often highlighted as a liquid and effective market. 

There is also an increased focus on trading at the day-ahead stage in other European 

countries as part of the European Target Model for electricity. 

3.12. The increased volumes at the day-ahead stage could provide: 

 an effective near-term market where firms can shape their positions 

and minimise their exposure to charges under the balancing 

mechanism19 

 a robust settlement price for financial products, helping liquidity to 

develop along the curve (see chapter four) 

 a liquid reference price for the intermittent CfD under the 

Government‟s EMR proposals 

 price signals for the efficient allocation of interconnector capacity under 

market coupling as part of the European Target Model. 

3.13. We want to ensure that the progress that has already been made on near-

term markets is durable, and that day-ahead auctions will continue to be liquid. 

Under our S&P proposals, the large vertically integrated suppliers would be required 

to maintain the volumes of trading implied by gross bidding agreements through a 

licence condition. As this would not involve new actions by those parties we have 

currently proposed as the licensees, we believe this aspect of the licence condition 

may carry minimal additional cost. 

Day-ahead auctions: detailed requirements 

3.14.  Our proposals for this element of Secure and Promote are set out in Figure 11 

below: 

                                           

 

 
19 We have received feedback that, since the increase in volumes traded on the day-ahead 
auction, some firms are finding it easier to meet their shaping needs. 
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Figure 11: Illustrative requirements for securing traded volumes on day-ahead auction platforms  

Element Requirements Rationale 

Required 

actions 

Licensee must buy20 and sell... Ensures activity on both sides of the auction, with benefits 

to both the generation and supply markets. 

Volume ...at least 30% of its annual generation... Secures the volume in existing gross bidding agreements. 

Calculating volume on an annual basis should minimise 

reporting costs. No clear benefits from basing the obligation 

on a shorter time period.  

Platform ...through a day-ahead auction (or auctions). Allows firms to meet the obligation on either an existing 

day-ahead auction platform, or on a new entrant platform. 

(All platforms will be connected to a single pool of liquidity 

via the GB hub).  

Information 

provision 

Licensee must provide Ofgem with a statement 

of its annual generation volume, as well as a list 

of the generating units whose output is 

included.  

Licensee must provide Ofgem with a report from 

its day-ahead auction provider(s), setting out 

the volumes bought and sold over the course of 

the year. 

Provides evidence that a firm is meeting its obligation. 

                                           

 

 
20 We would expect the licence condition to allow an obligated firm to fulfil part of the obligation through its affiliates (eg its supply business). 
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Securing traded volumes on day-ahead auction platforms: outstanding 

design questions  

3.15. We particularly welcome feedback on the following issues: 

 Impact – most stakeholders have pointed to gross bidding as a positive step 

forward for liquidity in the GB power market. However, others have 

questioned the value of increased trading driven by gross bidding. We are not 

aware of any potential strategies that would mean gross bidding is harmful or 

reduces market liquidity. However, we remain interested in hearing views on 

this point, particularly where evidence is provided in support of these views. 

 Platforms – we recognise the value of choice and competition in the platform 

market. While we believe there is a rationale for securing the increase of 

volumes traded on day-ahead auctions, we believe this could be accomplished 

through any day-ahead auction connected to the GB hub. Maintaining 

competition between auction providers would help to ensure that fees remain 

at competitive levels and that a high level of service continues to be offered 

to market participants. However, we welcome views on whether this 

obligation would have unintended consequences for the platform market.  

 Volume – we currently consider that securing the existing volume (30% of 

generation) stated in gross bidding agreements would be sufficient. However, 

we would be interested in views about whether it would be appropriate to 

specify a different volume in the licence condition. As with other elements of 

S&P, the percentage contained in this obligation would be subject to ongoing 

review once the obligation is in place. 

3.16. Under any model of S&P introduced to improve liquidity, we would aim to 

secure the developments in relation to objective one and three – for example 

through the mechanisms set out in this chapter. However, in relation to objective 

two, the next chapter first asks whether we should seek to intervene, before going 

on to consider which intervention model we should pursue.  
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4. Promoting further developments 

Chapter Summary  

 

While the market has made progress in relation to objectives one and three, there 

has been little progress in relation to objective two: robust reference prices along the 

curve. The market may develop naturally to meet this objective, with liquidity 

spreading along the curve from near-term markets. However, we must also consider 

the case for intervention to ensure this objective is met. This chapter considers the 

case for intervention in support of this objective and sets out one possible 

intervention mechanism: a market maker obligation. 

 

Question 9: Will trading along the curve naturally develop from the near-

term market?  

Question 10: Should Ofgem intervene to ensure that robust reference prices 

along the curve develop? 

Question 11: Is market-making the most appropriate intervention option to 

promote robust reference prices along the curve? What is your view on the 

trading obligation option that is outlined on page 34? 

Question 12: Do you have any views on the design of the market making 

intervention outlined in this document – in particular those points listed 

under “outstanding design challenges” on page 33? 

 

 

Market-led progress towards objective two 

4.1. Ofgem‟s second liquidity objective – robust reference prices along the curve – 

remains unmet. Unlike objectives one and three, the market has shown limited 

progress towards meeting this objective to date. Consequently there are no clear 

market developments that could be secured through the S&P approach at this stage. 

We must therefore consider whether an intervention is needed to promote the 

achievement of this objective – and if so, what shape that intervention should take. 

Will liquidity in forward markets evolve naturally from near-term liquidity? 

4.2. One view is that liquidity in forward markets – and robust reference prices in 

these markets – will develop naturally from improvements we have seen in near-

term liquidity. One reason for this is that near-term liquidity provides participants 

with greater confidence that, if they trade along the curve, they will be able to adjust 

their positions close to delivery.  

4.3. One avenue through which this could occur is a growth in financial futures 

products. During the February 2012 consultation, it was suggested by several parties 

that liquidity along the curve could develop through longer-dated financial products 

which take the day-ahead auction as a reference price. One prerequisite for financial 

futures products is a robust near-term reference price, against which these products 

can be settled. The recent increase in volumes traded on day-ahead auctions may 
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now be providing this. With S&P underpinning the volumes in the day-ahead auction, 

market participants may have the confidence to increase trading of financial products 

in the knowledge that the reference market will be sufficiently liquid. The GB hub 

should further improve the reference price, as it will remove any price divergence 

between the different day-ahead auctions. As noted in chapter one, the combination 

of a liquid physical market in the near-term and a longer-term market in financial 

products is the model seen in Nordpool, which is often highlighted as a good example 

of a liquid market. Some market participants suggest that the GB market is evolving 

towards that model.  

4.4. When considering whether financial products could in time meet Ofgem‟s 

liquidity objectives, there are reasons to be cautious. As noted in chapter one, the 

volumes traded in financial products remain low and are not yet on a clear upward 

trend. Trading in financial products has made up less than 3% of overall wholesale 

market trading so far in 2012. The trading that does exist is sporadic and 

concentrated in products traded less than 6 months ahead of delivery. We have 

heard from some stakeholders that the slow progress to date may have been caused 

by difficulties with the signup process for trading in financial products. We hear that 

these issues are gradually being resolved and there has been growth in the number 

of firms registered to trade these products. Over time this may result in an increase 

in the volumes traded. Views have also been expressed that the planned move of 

financial products to the OTC brokered screen could improve the visibility of these 

products to traders and hence encourage trading.   

4.5. In our July 2012 open letter, we expressed an interest in exploring whether 

financially-settled products are capable of meeting the needs of independent market 

participants. Following the letter, we have had some initial discussions on this 

question with stakeholders.  The view from most independent players is that they are 

largely indifferent between hedging through physical or financial products and that 

financial products could meet their needs (although some noted the potential sign up 

costs for trading these products as a barrier). We would be interested in any further 

views from stakeholders on this point. 

Evolution of existing exchange platforms 

4.6. One stakeholder has suggested that the existing exchange platforms could 

gradually extend their product offering along the curve, encompassing first weeks, 

then months, then seasons ahead of delivery.  Over time, this could create a one 

stop shop for wholesale market products, enabling market participants to make 

efficient use of their collateral and reducing the need to sign Grid Trade Master 

Agreements (GTMAs) with a wide range of players. We would be interested in 

hearing stakeholders‟ views on this proposal. In particular, we would be interested in 

understanding how quickly this extension could occur and in what products. 

We welcome views on the need for intervention to ensure objective two is met 

4.7. The lack of existing industry-led progress means that addressing objective 

two through the S&P approach is challenging. With any regulatory intervention, there 
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is always the possibility for unintended consequences. In this context, some 

stakeholders may suggest that an approach which allows the market to organically 

build on developments in near-term markets may be preferable. We welcome 

stakeholders‟ views on the likelihood of liquidity and robust reference prices 

developing along the forward curve in the absence of regulatory 

intervention.  

Promoting objective two: options for intervention 

4.8. There is a risk that waiting for market developments to deliver objective two 

could lead to further delay in the achievement of our objectives, imposing costs on 

consumers. We have therefore considered a number of intervention approaches that 

would enable us to promote robust reference prices within the S&P framework.  

A market maker obligation 

4.9. At this stage, our lead option for intervention in relation to objective two is to 

require the licensees to market make in key forward market products, subject to 

requirements defined by Ofgem. The regular posting of bid and offer prices for a 

range of key products by licensees would reveal their view of the market price for 

these products. The presence of several market makers would support this process, 

by providing arbitrage opportunities and enabling a consensus view of the market 

price to develop.21  

4.10. The liquidity project has previously considered market making as a standalone 

intervention. In our February 2012 consultation, we highlighted that, while we see its 

merits, a market making obligation was not our preferred intervention when trying to 

target both objectives one and two through a single intervention. However, the S&P 

approach enables us to consider our objectives individually. With objective one 

potentially secured through a separate mechanism, the case for a market maker 

aimed at objective two is stronger. In addition, since the February consultation, 

stakeholders have continued to express the view that the market maker has the 

potential to be an effective intervention to support liquidity, and that the design 

challenges we have identified with the mechanism can be addressed. As noted 

below, we continue to have concerns in some of these areas (for example in relation 

to the regulation of bid-offer spreads), but welcome proposals from market 

participants on how these challenges can be overcome. 

Market making: detailed requirements 

4.11. As with the obligations set out in chapter three, the market making obligation 

would be based on a set of detailed requirements. Our initial view of these 

requirements is set out in figure 12 below:  

                                           

 

 
21 The presence of multiple market makers could allow the market bid-offer spread to be 
narrower than the bid-offer spread posted by an individual market maker. 
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Figure 12: Illustrative requirements for a market maker 

Element Requirements Rationale 

Platform The licensee is required to market make on any 

standard, commonly used GB power trading platform. 

Ensures prices posted are accessible to other market 

participants. Not prescriptive, to avoid distortions.  

Products The licensee must post bids and offer prices in the 

following products (either financial or physical): 

Baseload: Month+1, Month+2, Quarter+1, 

Season+1, Season+2, Season+3, Season+4 

Peak: Month+1, Month+2, Quarter+1, Season+1, 

Season+2, Season+3. 

Ensures that prices are available along the curve in a 

range of baseload and peak products. 

Takes into account of difficulty of pricing products 

beyond the Carbon Price Floor horizon. 

Availability The licensee must post prices for more than 50% of 

the market opening time in any given calendar month. 

Ensures reference prices available for majority of 

market opening while limiting costs for licensees. 

Obligation 

to trade 

If requested, the licensee must be willing to trade at 

quoted prices.  

Ensures that prices quoted are a genuine reflection of 

licensee‟s view of the market price and provides product 

availability for other market participants. 

Maximum 

trade size 

At any particular quoted bid or offer price, licensee 

must be willing to trade up to 10MW. 

Most common trade size for forward products. Limits the 

costs imposed on an licensee eg due to short-term 

divergence from the market price.  

Bid-offer 

spreads 

The licensee must maintain a spread between the bid 

and offer price for each product which: 

- Allows significant volumes to be traded over the 

course of a year 

- Is not significantly larger than spreads posted in 

existing market making arrangements in GB and 

in other European energy markets 

- Is not significantly wider than spreads posted by 

other licensees. 

Ensures that the licensee is not able to frustrate aims of 

intervention by maintaining a wide spread between the 

bid and offer price.  

However, does not specify maximum bid-offer spreads, 

as this could risk distorting the market price. 

The spreads may differ across different products, 

reflecting the varying risks in pricing those products. 
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Market making: outstanding design challenges 

4.12. There are certain design issues in relation to the market making requirement 

on which we would particularly welcome views from stakeholders: 

 Bid-offer spreads – as noted in previous rounds of consultation, we 

would be concerned that regulation of bid-offer spreads could risk 

distorting the price. In the model above, we have aimed to limit bid-offer 

spreads to ensure the mechanism would be effective, while stopping 

short of placing explicit regulatory limits on them, which could distort 

prices. We welcome comments from stakeholders on whether the 

approach we have proposed strikes the best possible balance between 

ensuring effectiveness and limiting distortions – or whether it would be 

better for Ofgem to place explicit limits on the allowable bid-offer spread. 

In the latter case, we would appreciate specific views on how such limits 

should be set. 

 Cost – we recognise that market making imposes certain costs and risks 

on the market maker. The requirements we set out in figure 12 above 

aim to limit this cost: for example, by limiting the maximum trade size 

that the licensee must execute. However, we also note that, in most 

cases, the market maker will profit from trading.22 Over time, we would 

expect this profit to outweigh any losses resulting from occasional “mis-

pricing” (accidental deviation from the market price). In general, 

responses to the request for information issued in June 2011 on the 

costs of market making suggest that the costs are proportionate. 

However, we welcome further feedback on this point: during this 

consultation phase we intend to make a further request for information 

based on the S&P model we have set out in this document.  

 MiFID II – MiFID II is still going through EU policy making processes. 

However, under some current proposals, there is the possibility that 

carrying out market making could limit access to certain exemptions 

from the regulations.23 Falling within MiFID II and related European 

financial regulations24 could have cost implications for obligated firms. 

We hope that more clarity will become available over the next few 

months about the final shape of MiFID II. In the meantime we welcome 

views from market participants about the relationship between market 

making under S&P and MiFID II, especially the extent of any costs and 

risks imposed by the obligation.   

                                           

 

 
22 Due to the difference between the price at which the trade is executed and the mid-price. 
23 For example, the draft European Parliament legislative resolution on MiFID II, dated 5 
October 2012, limited the applicability of the ancillary business exemption (Article 2(1)(i)) to 

firms that are not “acting as a market maker in relation to commodity derivatives”.  
24 Particularly the European Market Infrastructure Regulation (EMIR) and the Capital 
Requirements Directive (CRD IV). 
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An alternative approach to promoting objective two: an obligation to trade  

4.13. Some stakeholders have proposed an alternative approach that could promote 

progress towards objective two, based around an obligation to trade. The key 

elements of this obligation are: 

 The licensee would be required to trade (any combination of buying or 

selling) a specified volume on any standard trading platform. This 

volume would be calculated as a function of its total generation and 

supply volumes.  

 The obligated volume would be split across a range of forward market 

products (for example, Front Month to Season+4) in baseload and peak 

variants, with the proportion allocated on a descending profile from near 

to longer-term. The volume in each product would be specified by 

Ofgem.  

 The licensee would be required to trade a minimum percentage (eg 5%) 

of the annual requirement in each month. This would guarantee a 

minimum level of trading throughout the year.  

 The licensee would have to report to Ofgem on the volumes traded at 

the end of each month. 

4.14. This alternative approach would be simpler than the market maker obligation. 

It could avoid some of the design problems of the market maker, such as the need to 

regulate bid-offer spreads: the need to buy or sell the obligated volume should 

ensure that licensees price at a competitive level. If successfully designed, it could 

also facilitate continuous trading, something that some stakeholders suggested the 

MA would not deliver.  

4.15. However, our chief concern with this model is that a requirement to trade a 

particular volume could create distressed buyers or sellers as licensees try to meet 

their obligation. If this causes the obligation to be met by trading at an artificially low 

or high price it would prevent the intervention meeting our second objective: robust 

reference prices. It could also potentially expose licensees to disproportionate costs. 

To counter this, it may be that any deviation from the market price will quickly be 

eradicated through arbitrage by other players (for example financial participants). 

However, bearing in mind the limited participation of financial players in the market 

at present it may not be safe to assume that this arbitrage will occur. 

4.16. One important element of this model that we have not specified above is the 

potential size of the trading obligation and how the volumes would be distributed 

along the curve. It may be that, to have a significant impact on liquidity and provide 

continuous trading, the obligation would need to be relatively large (for example, 

larger than the 25 percent obligation suggested for the MA). We recognise that these 

aspects of the design are important and we will be doing further work on these 



   

  Wholesale power market liquidity: consultation on a „Secure and Promote‟ 

licence condition 

   

 

 
35 

 

points during the consultation period. In the meantime, we welcome thoughts from 

stakeholders on how large the obligation would need to be under a trading obligation 

and what the distribution across products should be. More generally, we would like to 

hear views from all stakeholders on the merits of a trading obligation.   

Incorporating the MA within the S&P model 

4.17. One potential alternative approach to intervening to meet objective two would 

be through introducing the MA, alongside the obligations we have suggested in 

chapter three. This is in line with our view that MA can deliver robust prices (see 

chapter five and appendix three for more details). However, we recognise that, 

bearing in mind the costs and risks associated with an intervention as substantial as 

the MA, introducing it purely as a mechanism to achieve objective two may not be 

proportionate. However, we would welcome thoughts from stakeholders on this 

approach.  

We welcome views on which S&P model we should pursue 

4.18. We recognise that any regulatory intervention has drawbacks, many of which 

are identified above and have been discussed in previous rounds of consultation. It is 

for this reason that we have always favoured market-led solutions to poor liquidity. 

This document has proposed two broad alternative approaches to the S&P licence 

condition: one which focuses on securing existing market developments as a 

platform for further market-led progress in relation to objective two; and one which 

pushes for further progress on objective two through some sort of regulatory 

intervention. We welcome views from market participants on which of these two 

alternative approaches we should pursue.  

4.19.  Market-led developments in relation to objective two could potentially reduce 

the need for regulator-led intervention, through providing opportunities for Ofgem to 

secure market-led improvements. We therefore encourage market participants to 

continue to identify measures that could help to meet objective two.  
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5. Update on the Mandatory Auction 

Chapter Summary  

 

Following the February 2012 consultation, we have continued to refine the design of 

the Mandatory Auction (MA). We believe that the MA offers a viable intervention 

mechanism to meet our liquidity objectives. While this consultation focuses on our 

Secure and Promote proposals, this chapter provides an update on our thinking in 

relation to certain key aspects of the design of the MA.   

 

 

Question 13: Do you have any views on the MA design issues discussed in 

this chapter? 

Question 14: Do you believe that a hub approach to pool liquidity across 

multiple MA platforms is a viable option?  

 

 

Progress since February 2012 

Consultation feedback 

5.1. Our February 2012 consultation document set out our proposals for a 

Mandatory Auction (MA), which would require obligated parties to auction 25% of 

their generation in key longer-dated products each month.25 The consultation road-

tested these proposals with stakeholders. We received many useful responses to the 

consultation which formed an important part of our ongoing policy development 

process.26  

5.2. This new consultation is primarily designed to obtain feedback on our Secure 

and Promote proposals. However, this chapter provides a brief update to 

stakeholders on some of the key MA design issues that we have focused on since the 

consultation. 

Selecting the MA Platform 

5.3. In the February 2012 consultation document, we set out two potential 

approaches for identifying the platform to host the MA: one in which Ofgem procured 

                                           

 

 
25 Chapter 4 of our February 2012 consultation document discussed the detailed MA design:  
http://www.ofgem.gov.uk/Markets/RetMkts/rmr/Documents1/Liquidity%20Feb%20Condoc.pdf 
26 Appendix three of the July 2012 open letter provided a brief summary of responses to the 

February consultation document: 
http://www.ofgem.gov.uk/Markets/RetMkts/rmr/Documents1/July%202012%20liquidity%20o
pen%20letter.pdf 

http://www.ofgem.gov.uk/Markets/RetMkts/rmr/Documents1/Liquidity%20Feb%20Condoc.pdf
http://www.ofgem.gov.uk/Markets/RetMkts/rmr/Documents1/July%202012%20liquidity%20open%20letter.pdf
http://www.ofgem.gov.uk/Markets/RetMkts/rmr/Documents1/July%202012%20liquidity%20open%20letter.pdf
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the MA platform, and one in which platforms were individually procured by each of 

the obligated parties.  

5.4. A key result of our further design work has been to highlight the importance of 

a single auction process. Responses to our February consultation document strongly 

emphasised the importance of a single pool of liquidity and raised concerns about the 

prospect of multiple MA platforms individually procured by the obligated parties. A 

single pool of liquidity would help the auction clearing price to provide a robust 

reference price (objective two), reducing opportunities for manipulation in the 

auction and ensuring that the buy-side rules worked effectively. In addition, it would 

contribute to ensuring that firms were able to fully meet their hedging needs through 

the MA (objective one).  

5.5. However, the above arguments imply that a single auction process is needed, 

rather than necessarily a single platform. Trading on multiple MA platforms could be 

brought together in a unified auction process by a „hub‟. This would be a similar 

concept to the GB hub, which will unite GB day-ahead auction trading to facilitate 

market coupling.27 This would enable a single, liquid MA, while at the same time 

maintaining competition between platform providers to provide trading services. This 

competition could drive lower fees and improved service for market participants.  

5.6. However, a hub would bring significant challenges. It would require legal and 

financial infrastructure to knit together trading on the different platforms, which 

could make its development costly, complex and liable to delays. Alongside the direct 

costs of procuring and operating the hub, there might also need to be collateral 

arrangements to underpin trading between platforms across the hub. This could 

impose additional costs which may limit participation by independent firms in the MA.  

5.7. As part of our further design work, we will continue to consider the feasibility 

of a hub approach. We invite views from stakeholders on the cost and complexity of 

a hub process, and whether these would be outweighed by the benefits. 

Buy-side rules 

5.8. Following comments made by stakeholders in response to the February 

consultation, we have carried out further work on the buy-side rules with auction 

design experts. This work has given us confidence that the buy-side rules would help 

the MA to produce robust prices and would ensure that all market participants could 

benefit from trading in the MA. The buy-side rules remain broadly as presented in 

the February consultation document, with some minor refinements.  

                                           

 

 
27  However, the GB hub is different to a hub under the MA, as it is only a mechanism for 
aggregating bids and offers, with the actual coupling algorithm sitting at the European level. 
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5.9. Our work with auction experts has also suggested a lead option for the 

auction mechanism: a „simultaneous ascending clock‟ mechanism. More detail on the 

conclusions of our work on the buy-side rules can be found in appendix three.  

Products 

5.10. Our February 2012 consultation set out an indicative list of products that 

would be sold through the MA. A variety of views on products were expressed in 

responses to the February consultation. One frequent comment noted the difficulty of 

trading products beyond the point at which the Carbon Price Floor has been set 

(products from Season+5 onwards). We also received feedback that there may be 

limited demand for peak at the far end of the curve and that it is difficult to price 

these products accurately. Separately, our further policy work has suggested that the 

balance of front month products could create uncertainty for market participants in 

relation to their physical position close to delivery.  

5.11. We are therefore considering a number of amendments to the indicative 

product list we published in February. Figure 13 below shows the February product 

list, with our proposed changes. However, it is important to note that, should a 

decision be made to proceed with the MA, the actual product list offered by the MA 

would be developed further in consultation with an industry working group.  

Figure 13: Updated indicative product list 

Baseload Peak 

Balance of Front Month Balance of Front Month 

Month+1 Month+1 

Month+2 Month+2 

Quarter+1 Quarter+1 

Season+1 Season+1 

Season+2 Season+2 

Season+3 Season+3 

Season+4 Season+4 

Season+5  

Next steps on the MA 

5.12. As noted in this chapter and the two preceding it, we would like to consider 

whether ongoing market developments could provide the basis for an alternative 

intervention, such as the S&P model outlined above. However, we will continue to 

develop the design of the MA to ensure it is a robust option for intervention. While 

the consultation at this stage focuses on the S&P, we welcome thoughts from 

stakeholders on the design issues identified in this chapter.   
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6. Next steps 

 

Consultation on our Secure and Promote proposals 

6.1. This consultation opens a detailed discussion on our Secure and Promote 

proposals. We are keen to hear views from stakeholders on all aspects of these 

proposals. We would strongly encourage written responses to this consultation, 

particularly on the questions set out in this document. However, we are also keen to 

meet face to face (or remotely): please contact us if you would like to arrange a 

meeting. As with previous rounds of consultation, we intend to hold roundtable 

meetings to discuss our proposals collectively with a range of stakeholders. These 

roundtables will be scheduled for the New Year: please contact us if you would like to 

be added to the invitation list. 

6.2. We will also do further analysis on the costs of our Secure and Promote 

proposals, including costs to the potential obligated parties. As with the Mandatory 

Auction, we intend to issue a request for information to potential obligated firms 

during the consultation period, in order to gather information on the possible costs of 

complying with the Secure and Promote licence condition. 

Market developments can still meet our objectives  

6.3. Given the importance of ensuring that the wholesale market functions 

effectively, we now have a strong preference for intervention to improve liquidity. 

However, further progress towards our objectives can still be taken into account in 

the design of any intervention.  We therefore hope that market participants will 

continue to identify and support ways to improve liquidity and meet our objectives. 

In particular, we hope to see further market-led progress in relation to our second 

objective: robust reference prices along the curve. It should be noted that the S&P 

model we have proposed is intended to build on market developments, rather than 

preclude them. The MA also remains a potential intervention option: the decision on 

whether to introduce the MA – and its design if it is introduced – would also be 

heavily influenced by any further market developments. 

Milestones 

6.4. We recognise that the improvements to the market that we want to see take 

time.  However, we cannot wait indefinitely: if the wholesale market is inhibiting 

competition and imposing costs on consumers this must be addressed as soon as 

possible. We therefore intend to make a decision on whether to proceed with an 

intervention – and the shape of any intervention – ahead of Summer 2013. If we 

decide to proceed with intervention, we would aim to modify licence conditions by 

the end of 2013. 
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Appendix 1 – Consultation responses and 

questions 

 

1.1. Ofgem would like to hear the views of interested parties in relation to any of the 

issues set out in this document.   

1.2. We would especially welcome responses to the specific questions which we have 

set out at the beginning of each chapter heading and which are replicated below. 

1.3. Responses should be received by 15 February 2013 and should be sent to: 

Phil Slarks 

Wholesale Markets 

Ofgem 

9 Millbank 

London 

SW1P 3GE 

0207 901 7000 

gb.markets@ofgem.gov.uk  

 

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

Ofgem‟s library and on its website www.ofgem.gov.uk.  Respondents may request 

that their response is kept confidential. Ofgem shall respect this request, subject to 

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

Information Act 2000 or the Environmental Information Regulations 2004.  

1.5. Respondents who wish to have their responses remain confidential should clearly 

mark the document/s to that effect and include the reasons for confidentiality. It 

would be helpful if responses could be submitted both electronically and in writing. 

Respondents are asked to put any confidential material in the appendices to their 

responses.  

1.6. Next steps: Having considered the responses to this consultation, Ofgem intends 

to make a decision on whether to intervene and the shape of that intervention in 

ahead of Summer 2013. Any questions on this document should, in the first instance, 

be directed to Phil Slarks, Martin Bell or Leigh Rafferty, at the contact details above. 

 

 

 

mailto:gb.markets@ofgem.gov.uk
http://www.ofgem.gov.uk/
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CHAPTER: One 

 

Question 1: Do you agree with our assessment of market developments? 

Question 2: Do you agree with our description of the policy and regulatory context 

affecting liquidity?  

Question 3: Are there other factors that we have not identified that may be posing a 

barrier to improvements in liquidity? 

 

 

CHAPTER: Two 

 

Question 4: Do you agree that the Secure and Promote model presented in this 

document could help to meet our objectives? 

Question 5:  Does our proposed structure for Secure and Promote seem 

appropriate?  

Question 6: Do you think the proposed Secure and Promote model would be a more 

effective intervention than the Mandatory Auction? 

 

 

CHAPTER: Three 

 

Question 7: Do you have any views on the requirements we have set out for trading 

commitments – in particular those points listed under “outstanding design 

challenges” on page 25? 

Question 8: Do you have any views on our proposed approach to securing existing 

developments in relation to day-ahead auctions – in particular those points listed 

under “outstanding design challenges” on page 28? 

 

 

CHAPTER: Four 

 

Question 9: Will trading along the curve naturally develop from the near-term 

market?  

Question 10: Should Ofgem intervene to ensure that robust reference prices along 

the curve develop? 

Question 11: Is market-making the most appropriate intervention option to 

promote robust reference prices along the curve? What is your view on the trading 

obligation option that is outlined on page 34? 

Question 12: Do you have any views on the design of the market making 

intervention outlined in this document – in particular those points listed under 

“outstanding design challenges” on page 33? 

 

 

CHAPTER: Five 

 

Question 13: Do you have any views on the MA design issues discussed in this 

chapter? 

Question 14: Do you believe that a hub approach to pool liquidity across multiple 

MA platforms is a viable option? 
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Appendix 2 – Illustrative draft Secure and 

Promote Licence Condition 

In order to help stakeholders evaluate our proposals for a Secure and Promote 

licence condition, we have included an illustrative version of the licence condition 

below. Please note that, if a decision was taken by the Authority to proceed with 

Secure and Promote, there would be a statutory consultation on the licence condition 

according to the standard licence modification process.  

 

Electricity Generation Licence 

Special Condition X: Trading Requirements 

 

X.1 Paragraphs X.2 to X.7 shall cease to have effect in this licence on such date as 

the Authority may specify in a direction given to the Licensee or to all Relevant 

Licensees. 

X.2 The Licensee shall, with effect from such date as the Authority may specify in a 

direction given to the Licensee: 

(a) comply, and procure that its Affiliates comply, with the Trading 

Requirements in the Trading Requirements Document; 

(b) report (in accordance with the reporting requirements in the Trading 

Requirements Document) to the Authority in respect of its and its 

Affiiliates‟ compliance with the Trading Requirements in the Trading 

Requirements Document. 

X.3 Paragraph X.2(a) does not prevent the Licensee or its Affiliates from trading in 

Products or on platforms in addition to those the subject of Trading 

Requirements within sub-paragraphs(i) and (ii) of paragraph X.4(c). 

X.4 For the purposes of this condition “Trading Requirements Document” means 

the document so entitled and issued by the Authority on or before the date on 

which this licence was modified to include this condition, as from time to time 

modified by the Authority in accordance with paragraph X.5, setting out: 

(a) certain characteristics of the wholesale electricity market the existence 

of which would, in the Authority‟s opinion, evidence the achievement 

of the relevant objective; 

(b) the basis on which compliance by Relevant Licensees with the Trading 

Requirements is intended to contribute to achieving the relevant 

objective by promoting the characteristics referred to in sub-paragraph 

(a); 
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(c) requirements in relation to the trading of Products by a Relevant 

Licensee and its Affiliates (such requirements being “Trading 

Requirements”), including: 

(i) Products which they will trade; 

(ii) platforms on which they will trade those Products; 

(iii) minimum volumes of different Products which they will trade in 

particular periods; 

(iv) the basis on which they will price their offers to trade such 

Products; 

(v) the terms (including terms as to counterparty credit and 

collateral) on which they will agree to trade Products which are 

the subject of requirements within sub-paragraphs (i) to (iv)); 

and 

(vi) practices to be followed by them in offering and entering into 

agreements to trade Products which are the subject of 

requirements within sub-paragraphs (i) to (iv);  

(d) requirements as to reporting to the Authority by Relevant Licensees in 

respect of their compliance with the Trading Requirements. 

X.5 If the Authority, after consultation with Relevant Licensees and such other 

persons as the Authority shall decide, considers that a modification of the 

Trading Requirements Document would better facilitate achieving the relevant 

objective, and gives a direction to Relevant Licensees specifying the 

modification and the date with effect from which it shall take effect, the Trading 

Requirements Document shall be modified in accordance with such direction. 

X.6 For the purposes of this condition the "relevant objective" is facilitating 

competition in the generation and supply of electricity, by promoting the 

development of liquidity in the wholesale electricity market, including: 

(a) the availability in the wholesale electricity market of Products which 

enable persons that generate, supply or consume electricity to hedge 

their positions into the longer term; 

(b) the availability of robust reference prices (published by price reporting 

agencies, trading platforms or elsewhere) for Products for delivery in 

the longer term; 

(c) the effectiveness of the market for Products in the shorter term. 
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X.7 For the purposes of this condition: 

“Product” means a traded electricity product (for 

delivery in Great Britain), including a 

product settled financially. 

"Relevant Licensee"  means the holder of a generation licence 

which includes this condition. 

“trading” includes buying and selling, and entering 

and offering to enter into agreements to 

buy or sell, Products; and “trade” shall be 

construed accordingly. 
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Appendix 3 – MA further design work: 

buy-side rules and auction mechanism 

Auction mechanism 

3.1. Our work with auction design experts suggested a lead option for the MA  

mechanism: a simultaneous ascending clock auction. This format has been used in 

other European energy markets.28 In each monthly auction, all products would be 

auctioned simultaneously, through multiple rounds of increasing prices. Bidders 

would receive information about the excess demand for each product after each 

round. As prices rise, bidding would continue until demand fell to equal the volume 

available for sale. All units of a product would be sold at the single clearing price.  

3.2. The ascending clock mechanism helps the price discovery process, as the 

multiple rounds allow for greater information provision to participants.29 Auctioning 

products simultaneously allows firms to consider all the products together when 

bidding and to adjust their demand in response to information from across the range 

of auctions. With a proxy bidding function, a firm could participate by simply 

submitting its demand curve at the start of the auction. This could help smaller 

market participants with fewer trading resources to participate in the auction. 

3.3. This auction format should also help obligated firms to protect themselves 

against below market prices. This is because a firm can bid as a net buyer at low 

prices, and a net seller at high prices. At an individual level, this protects the 

obligated firm against low prices, as it can buy back all its obligated volume when 

prices are below its perception of the market price. Overall, this should also help the 

robustness of the auction, as if all obligated firms follow this strategy, there will be 

excess demand up to the market price. 

Buy-side rules 

Our design allows obligated firms on the buy-side... 

3.4. As set out in our February consultation document, our initial MA design would 

allow obligated firms to participate on the buy-side of the auction. We believe that 

this is necessary to ensure there is sufficient demand to provide a robust clearing 

price in the MA. For obligated firms, buy-side participation would allow them to 

prevent the sale of their power at below-market prices. This would remove the need 

for reserve prices, which would otherwise require Ofgem regulation. 

                                           

 

 
28 For example, it has been used in Virtual Power Plant auctions in France and Spain. 
29 The only information provided would be the excess demand at the end of each round – this 
prevents information about an individual firm‟s bidding behaviour becoming identifiable. 
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...subject to buy-side rules 

3.5. With the obligated parties participating on both sides of the auction, buy-side 

rules would act as an important safeguard in the MA.30 They would prevent an 

obligated party from perfectly matching its demand and supply volumes, leaving 

itself indifferent to the clearing price of the auction. This strategy might be pursued if 

an obligated firm wanted to minimise its participation in the MA. This behaviour 

would reduce the effectiveness of the MA, as the firm would be contributing neither 

to price formation (objective two), nor to product availability (objective one). Buy-

side rules are therefore necessary to prevent this strategy, and to incentivise 

obligated firms to bid in line with their view of market prices.   

Following feedback, we have considered the design of the rules further 

3.6. The February consultation document included an outline of the buy-side rules, 

but concerns were expressed by some respondents that buy-side rules might distort 

the outcome of the auction. In particular, some were worried that the rules would 

lead to volatility in the auction clearing price. Concerns were also raised that the 

buy-side rules could increase the risk of distressed trading. To address these 

concerns, we worked with auction design experts to evaluate and refine the buy-side 

rules. In general, this work has given us confidence that the buy-side rules would 

prevent gaming, without leading to distortions in the outcome of the MA. This work 

has also suggested two clarifications to the rules: 

 Buy-side rules apply to bidding behaviour, rather than the actual 

volumes bought and sold. The buy-side rules would apply to an 

obligated firm‟s bids for volumes within 20% of its obligated volume 

for a particular product. Within this range, the obligated firm would 

be compelled to bid at a single price (“crossover price”). Creating the 

possibility of being left with a net position provides the firm with an 

incentive to reveal its true valuation and therefore to contribute to 

the price discovery process. However, it is important to note that, 

because the buy-side rules constrain bidding rather than the outcome 

of the auction, the actual net position that the obligated party is left 

with could be less than 20% of its obligated volume. 

 No individual auction participant can buy more than half the obligated 

volume for a particular product in an auction. This would limit the 

possibility of one or two firms artificially bidding prices up above fair 

value. 

                                           

 

 
30 The rationale for buy-side rules was first discussed in the February consultation document, 
pp 31-33. 
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Updated formulation of the buy-side rules 

3.7. The buy-side rules remain similar to the illustrative rules laid out in the 

February consultation document.31 Based on the refinements noted above, the 

updated statement of the buy-side rules would be: 

 All market participants are permitted to participate on the buy-

side, as well as the sell-side, of the Mandatory Auction.  

 Rule one: Each obligated party is subject to an additional 

restriction - for each product, it must bid a single price 

throughout the interval where its net position is within 20% of 

its mandatory sale quantity for that product.   

 Rule two: No firm may bid for more than half the total obligated 

volume for a product in the auction. 

3.8.  Figure 14 below shows the constraint on an obligated firm‟s bidding.  

Figure 14 – Updated buy-side rules 

Price       

Rule two – no 

firm can bid for 

more than half 

of the total 

obligated 

volume 

 No additional 

restriction on the 

bidding of an 

obligated firm in 

this green zone 

Rule one – 

obligated firm 

must bid a single 

crossover price 

within grey zone 

No additional 

restriction on 

the bidding of 

an obligated 

firm in this 

green zone 

 

   

 

  

 

 

 

 

  

 

 

  

  

 

  

 

 

 

 

   

            

    80% Firm‟s 

obligated 

volume 

120%   Quantity  

  

                                           

 

 
31 See page 33 of the February consultation document. 
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Appendix 4 – Reporting requirements 

Under S&P, the licensee would be required to report on their efforts to meet the 

obligations set out in the Trading Requirements Document. This would include 

providing Ofgem with evidence which demonstrates how they have met the 

requirements of each mechanism in the S&P model. At this stage we are proposing 

that the licensee provides quarterly, high-level progress updates, and a detailed 

annual report. The table below outlines our initial thoughts on the level of detail and 

type of evidence that would be expected in these reports:  

Mechanism Quarterly progress reports Annual report 

Trading 

commitments 

High-level indicators of trading 

activities with independent 

suppliers, eg: 

 number of independent 

suppliers with whom the 

licensee has traded 

 number of trading 

agreements signed 

 market index on which 

prices are based 

Detailed information on trading 

activities with independent 

suppliers, eg: 

 names of independent suppliers 

with whom a new agreement 

has been signed 

 names of independent suppliers 

with whom the licensee has 

traded over the year 

 total volumes/number of trades 

in each product 

 outline of approach taken to 

credit and collateral 

 outline of pricing methodology  

Market 

making 

 Name of platform(s) used to 

meet the obligation 

 Percentage of market 

opening hours for which 

prices were posted in each 

calendar month 

 Volumes traded in each 

product  

Same items as quarterly reports, 

plus: 

 Details of time periods that are 

to be considered as meeting the 

obligation, including the 

spreads posted in these periods 

Day-ahead 

auctions 

 Volumes bought and sold 

through day-ahead auctions 

each month 

 Annual generation volume (and 

list of the generation units 

whose output is included) 

 A report from licensee‟s day-

ahead auction provider(s), 

confirming volumes bought and 

sold over the course of the year 
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Appendix 5 – Glossary 

 

A 

 

Agency for the Cooperation of Energy Regulators (ACER) 

 

ACER is a European Union body which cooperates with EU institutions and 

stakeholders, notably National Regulatory Authorities (NRAs) and European Networks 

of Transmission System Operators (ENTSOs), to deliver a series of instruments for 

the completion of a single energy market. 

 

 

APX 

 

APX Group is a holding company owning and operating energy exchange markets in 

the Netherlands, UK and Belgium. APX-ENDEX, a subsidiary of APX Group, provides 

exchange trading, central clearing & settlement and data distribution services. 

 

 

B 

 

Barrier to entry 

 

A factor that may restrict a firm‟s entry into a market. 

 

Baseload product 

 

A product which provides for the delivery of a flat rate of electricity in each hourly 

period over the period of the contract. 

 

Bid-offer spread 

 

The bid-offer spread shows the difference between the price quoted for an immediate 

sale (offer) and an immediate purchase (bid) of the same product; it is often used as 

a measure of liquidity. 

 

Britned 

 

The electricity interconnector between GB and the Netherlands. 

 

Broker 

 

A broker handles and intermediates between orders to buy and sell. For this service, 

a commission is charged which, depending upon the broker and the size of the 

transaction, may or may not be negotiated. 
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C 

 

Carbon Price Floor 

 

A minimum price for carbon released during electricity generation in the UK. The 

Carbon Price Floor will come into effect from 2013.  

 

Churn rate 

 

Churn is typically measured as the volume traded as a multiple of the underlying 

consumption or production level of a commodity. 

 

Clearing 

 

The process by which a central organisation acts as an intermediary and assumes the 

role of a buyer and seller for transactions in order to reconcile orders between 

transacting parties. 

 

Clip size 

  

The size (usually in MW) of the contract to be traded. 

 

Collateral 

 

A borrower will pledge collateral (securities, cash etc) in order to demonstrate their 

ability to meet their obligations to repay monies loaned. The collateral serves as 

protection for a lender against a borrower's risk of default. 

 

Contract for Difference (CfD) 

 

A contract where the payoff is defined as the difference between a pre-agreed  

„strike‟ price and a reference price (determined in relation to an underlying 

commodity). The Government has proposed the use of CfDs as part of Electricity 

Market Reform. CfDs under EMR are intended to encourage investment in low-carbon 

generation by providing greater long-term revenue certainty to investors.  

 

Curve 

 

A time-series of prices for near to longer-term products. 

 

 

D 

 

Day-ahead market 

 

A form of spot market where products are traded for delivery in the following day. 

 

Department of Energy and Climate Change (DECC) 

 

The British Government department responsible for energy and climate change 

policy. 
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E 

 

Electricity Market Reform (EMR) 

 

EMR is the Government‟s approach to reforming the electricity system to ensure the 

UK‟s future electricity supply is secure, low-carbon and affordable. 

 

Exchange  

 

A type of platform on which power products are sold. Typically an exchange would 

allow qualifying members to trade anonymously with other parties and the risks 

between parties would be managed by a clearing service.  

 

 

F 

 

Financial contracts 

 

Whenever a contract‟s value at maturity is settled with a monetary transaction. 

 

Forward trading 

 

The trading of commodities to be delivered at a future date. Forward products may 

be physically settled – by delivery – or financially settled.  

 

 

G 

 

Grid Trade Master Agreement 

 

A Grid Trade Master Agreement (GTMA) is a legal agreement between the two 

parties in a trade that sets out terms in relation to financially settling the contract 

and physically delivering the power. 

H 

 

Hedging 

 

Transactions which fix the future price of a good or service, and thereby remove 

exposure to the daily (or spot) price of a good or service. This enables those 

purchasing a good or service to reduce the risk of short term price movements. 

 

 

I 

 

ICE 

 

Intercontinental Exchange, an American financial company that operates Internet-

based marketplaces which trade futures and over-the-counter (OTC) energy and 

commodity contracts as well as derivative financial products. 
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IFA 

 

The electricity interconnector between GB and France. 

 

Imbalance 

 

The difference between a party‟s contracted position and metered position measured 

on a half-hourly basis. 

 

 

M 

 

Market Coupling 

 

Market coupling is a method for integrating electricity markets in different areas, 

applied across a number of European countries. 

 

 

N 

 

N2EX 

 

The N2 Exchange, a GB electricity market platform, which is operated by Nasdaq 

OMX and Nord Pool Spot AS. 

 

Nord Pool 

 

Nord Pool, the Nordic Power Exchange, a single power market for Norway, Denmark, 

Sweden and Finland. 

 

 

O 

 

Off-peak product 

 

A product which provides for the delivery of a flat rate of electricity for the period of 

the day when demand is typically lowest for the duration of the contract. 

 

Over the Counter (OTC) 

 

Trading of financial instruments, including commodities, that takes place directly 

between counterparties. This is in contrast to exchange-based trading where the 

exchange acts as a counterparty to all trades. 

 

 

P 

 

Peak product 

 

A product which provides for the delivery of a flat rate of electricity for the period of 

the day when demand is typically highest for the duration of the contract. 
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Physical settlement 

 

Whenever a contract at maturity results in an exchange of the contracted good for its 

contracted value. 

 

Product 

 

The type of contract available.  Examples include day-ahead, weekly, weekend, block 

seasonal, year, etc. Standard products are those that are widely traded on well-

established terms, so exchanges generally deal in standard products. By contrast, 

structured products are those where the terms are precisely tailored to match the 

contract buyer‟s requirements, and they usually involve variable contract volumes 

and/or non-standard volumes and durations.   

 

 

R 

 

Reference price  

 

A price for a product which has been revealed through enough trading for it to be 

considered reflective of the product‟s real market value. 

 

Retail Market Review (RMR)  

 

Ofgem‟s Retail Market Review aims to encourage and equip consumers to engage 

effectively so that they can get the best deal from the energy market. The latest 

consultation on RMR was published in October 2012. 

 

 

S 

 

Shaped product 

 

A shaped product is a contract which specifies different amounts of electricity to be 

delivered at different times. A bespoke shaped product with half-hour granularity 

could specify a different volume for every half-hour period of the contract‟s duration. 
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Appendix 6 – Feedback questionnaire 

 

6.1. Ofgem considers that consultation is at the heart of good policy development. 

We are keen to consider any comments or complaints about the manner in which this 

consultation has been conducted.   In any case we would be keen to get your 

answers to the following questions: 

1. Do you have any comments about the overall process, which was adopted for this 

consultation? 

2. Do you have any comments about the overall tone and content of the report? 

3. Was the report easy to read and understand, could it have been better written? 

4. To what extent did the report‟s conclusions provide a balanced view? 

5. To what extent did the report make reasoned recommendations for 

improvement?  

6. Please add any further comments?  

 

6.2. Please send your comments to: 

Andrew MacFaul 

Consultation Co-ordinator 

Ofgem 

9 Millbank 

London 

SW1P 3GE 

andrew.macfaul@ofgem.gov.uk 
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