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Pricing benchmarks in gas and electricity markets - a call for evidence

Which? is the largest consumer organisation in Europe. It is an independent, not-
for-profit consumer organisation with almost 800,000 members. Which? is
independent of Government and industry, and is funded through the sale of
Which? consumer magazines, services and books. Which?’s mission is to make
individuals as powerful as the organisations they have to deal with in their daily
lives by empowering them to make informed decisions and by campaigning to
make people’s lives fairer, simpler and safer.

Which? welcomes Ofgem’s consideration of whether the price benchmarks in the wholesale
energy markets are fit for purpose.’ As the Which? report The Imbalance of Power - Wholesale
Costs and Retail Prices’ sets out, Which? considers the quality and quantity of wholesale price
information currently available insufficient.

Energy is an essential purchase and all consumers should have access to fair and transparent
prices. Rising energy costs are a top financial concern for consumers, with many people
dipping into savings or even going into debt to pay these bills.

The average energy bill is now £1452° and of this, 60% - around £852 - is attributed to
wholesale energy costs.* The level of wholesale costs is influenced by a number of factors
such as the underlying commodity cost and the effectiveness of competition in the different
wholesale markets. Playing an important role in this is the wholesale price information and,
in the current arrangements, price benchmarks developed by Price Reporting Agencies (PRAs)
are a primary source of this.

Wholesale price information can be used for setting contract terms, to inform bids and offers
for volumes of energy and to set or inform transfer prices. Wholesale price information can be
used by prospective investors. And with the introduction of Contracts for Difference, as part
of the Electricity Market Reform, wholesale electricity price information will be central to
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ensuring that consumers get a fair deal. Wholesale price information will form the basis of
reference prices that will be used to determine the level of subsidy that consumers will pay,
as well as being used to inform the initial strike prices.

It is therefore crucial that all stakeholders have confidence in wholesale price data and as the
majority of trading is over the counter (OTC), this confidence must extend to the PRAs and
the benchmarks they produce.
The quality of information currently available needs to be improved
There are three factors impacting on the quality of wholesale price data:
e First, there is a lack of formal and robust data gathering. As a result the process for
gathering information is vulnerable to manipulation.
e Second, the level of competition in either the gas or electricity wholesale markets isn’t
sufficient to give confidence that the data reflects efficient and competitive prices.
e Finally, the volumes of gas and electricity actually traded openly appear to be small,
representing a small proportion of the volumes being consumed.®

A process vulnerable to manipulation

Which? believes the process for data collection by the PRAs is vulnerable to manipulation. As
Ofgem describes in this request for evidence,® PRAs get their data by surveying market
participants rather than directly from data. Traders are a key source of information and may
provide information from a range of sources. For example, it may include trades that they
have undertaken, trades they know of, as well as the range of bids and offers available in the
market.

There are strong parallels with the Libor scandal. As the Wheatley review of Libor said,
‘submissions were reliant on judgement, rather than transaction data’. As in the Libor
assessment of bank lending rates, the administrative mechanism in energy price reporting
provides opportunity for contributors to attempt to manipulate submissions, as submissions
are not always based on transactions and the process is self-policing.

The dubious effectiveness and representativeness of trading in the wholesale energy markets
To be confident that the underlying prices are efficient, competition must be working
effectively. As Ofgem’s own analysis has shown, the level of liquidity in the wholesale
electricity market is limited and over recent years it has continued to decline.” While the
British gas markets are considered to be very liquid, there are on-going investigations into
allegations of manipulation.® This raises questions of the robustness and quality of the data
gleamed from these markets.

Furthermore, the volumes of energy that are actually traded raise a further challenge to the
reliability of wholesale energy price data or at least how representative the data from OTC
and exchanges are. The majority of energy trading is uncleared OTC. But as a result of the
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nature of uncleared OTC trading it is impossible to know how much gas and electricity is
traded in the wholesale energy markets. It is estimated that in 2010 the equivalent of just
10% of gas consumption and 6% of electricity consumption was traded OTC.’ This was
considered low by some, but due to the nature of uncleared OTC tradong it is impossible to
know.

A final consideration is which markets should be used to benchmark prices, trades and
contracts. The day-ahead and month-ahead gas markets are used to index structured gas
contracts. However there is significant volatility in these markets - particularly in the month-
ahead market.' This volatility is being driven by supply side shocks, such as the Japanese
tsunami, rather than demand side pressures. The volatility often doesn’t translate into real
changes in price, yet contracts are linked to these volatile markets and will influence
consumers’ prices. This does not seem appropriate. Further, the volatility increases the
premium on derivatives bought to hedge against such fluctuation, and these increased costs
are likely to be passed through to consumers.

Steps to reform

In order to improve the quality of price benchmarks steps need to be taken to limit or remove
the vulnerabilities with the system, as well as to improve effectiveness of underlying markets.
This should begin with formalising the data from uncleared over the counter (OTC) trading,
which is the primary form of trading in the British energy markets, and the introduction of
minimum quality standards for benchmarks as set out in The Imbalance of Power - Wholesale
Costs and Retail Prices.™

Formalise the uncleared OTC and introduce minimum quality standards

Steps should be made to formalise and surface publicly the data from uncleared OTC trading.
Through this, all the volumes and prices across the various OTC trading platforms would be
made publicly available and could be used for market monitoring and to compile robust price
indices. This could be achieved by requiring all participants in uncleared OTC gas and
electricity trading to allow the OTC brokerages and platforms to publish anonymised details
of all the transactions. This would limit the vulnerability in the system for gathering the price
data.

To provide confidence that the wholesale price information that is being compiled into robust
benchmarks, the underlying level of competition must be effective and the volumes being
traded representative. Ofgem and government should develop a set of minimum standards for
wholesale price benchmarks based on robust and accurate data to provide confidence in the
price information. These standards should reflect, for example, the level of competition in
the markets. Should the activity in a market not meet these minimum standards, clear health
warnings must be provided alongside the data.

Improve the effectiveness of competition in the wholesale energy markets
Together with recommendation set out above, the Which? report The Imbalance of Power-
Wholesale Costs and Retail Prices presents a package of reforms to improving the

° 6% is based on an average of 1TTWh generated every day in UK, a total annual UK generation of 370TWH in 2010 from DECC
Digest of UK Energy Statistics, July 2011; 3% is based on an average of 1TWh generated every day in UK, a total annual UK
generation of 370TWH in 2010 from DECC Digest of UK Energy Statistics, July 2011
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effectiveness of competition in the wholesale energy markets, particularly the electricity
markets. These include the introduction of a governance and management ring fence
between the supply and generation businesses within vertically integrated firms and
consideration of the introduction of an exchange based market maker."

A ring-fence of the governance and management of supply businesses will put an end to self-
supplying. This will ensure that there are volumes available for trading, either OTC or on
exchanges, rather than these volumes being traded in the internal self-supply market. It will
also ensure that each business within the vertically-integrated firms is able, in terms of its
governance, to seek out the best prices and is subject to greater competitive pressure.

Finally, an exchange based market marker could support more effective competition in
certain markets where the levels of liquidity are particularly low, thereby improving
confidence in the prices derived from the markets.

Together, Which? consider these to be important steps to improving competition and
transparency in the wholesale energy markets.

Which?
August 2013
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