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Overview and Conclusions

1. Overview and Conclusions

This report sets out our comments on I-SEM CongaftdPaper SEM-16-059, Offers in the
I-SEM Balancing Market, dated 7 October 2016 (tBerisultation Paper”). The
Consultation Paper sets out the SEM Committee’pgmals for a new bidding code of
practice for the I-SEM.

1.1 Appraisal Criteria

In compiling our views on the Consultation Papeg,ivave tried to apply the same appraisal
criteria as the SEM Committee set out in earliagss of the workstream. For instance,
section 8 of the initial Consultation Paper (SEM&BB!) appraises possible measures by
assessing the extent which they are: effectivag¢hmeving their aims); targeted (on specific
hindrances to competition and efficiency); and dllsxible, practical, and transparent.

Like the SEM Committee, we are conscious of thedraffs between these criteria. e.qg.:
between flexibility and transparency (if flexibyliteads to the rules being unclear); between
flexibility and effectiveness (if rules must beldtato be effective); between effectiveness
and practicality (if the optimal rule cannot be kgxb with the information available); etc.
We take it for granted that the SEM Committee wastwesupport competition and efficiency,
both in the pursuit of its statutory duties anch@®mponent of ensuring that controls are
suitably targeted.

1.2. Economic Constraints

The proposed bid limits on generators in I-SEM fgant of wider market power controls on
generators, including proposed limits on offerthi@ Capacity Remuneration Mechanism
(CRM). The proposal to introduce auctions for Bf88illary services may also include
formal offer controls. To promote economic effiatg, the bid limits for each mechanism
must observe two economic constraints:

= Firstly, they must allow generators to signal amdeicoup the cost of providing the
relevant services. In particular, economic efficig will be reduced and competition
distorted if bid limits do not allow generatorsiia the full Short Run Marginal Cost
(SRMC) of their generation. If bid limits imposeges below the SRMC of any
generator required for system stability, that gatorwill have an incentive to withdraw
its capacity from the market and the demand sidlenwi receive the efficient economic
signal for deciding its consumption.

= Secondly, taking together all the bid limits placedeach of the revenue streams
available to generators, they must allow total gatoe revenues to rise above SRMC in
each mechanism at each moment in time, to the pdiate generators can at least
recover the Long Run Marginal Cost (LRMC) of getiera If prices cannot rise above
SRMC in each mechanism, generators will be unabtedover their fixed costs and
market participants will have no incentive to inviesbuilding new capacity or
maintaining existing capacity.

These economic constraints limit the ability of thgulatory authorities (RAS) to restrict any
individual offer price or to deny the recovery ofyandividual cost item.

NERA Economic Consulting 1
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The regulation of offer prices, as defined in tbherent Bidding Code of Practice (BCOP) and
in the current Consultation Paper, may take arth@following formats:

a) guiding principles that market participants mugtlgpn all their bidding;

b) lists of specific cost items which may be includedids and the approach to quantifying
those items;

c) formulaic prescriptions of maximum and minimum padhat may be offered.

The SEM Committee’s Option 1 lists cost items aad o calculate them (i.e. format (b))
and Option 2 describes the SEM Committee’s approadefining a formula (i.e. format (c)).
However, guiding principles (format (a)) are migsfrom the current set of proposals. This
omission is a major flaw in these proposals, bez#us I-SEM would in any case need a set
of principles to clarify definitions, and also basa setting principles offers advantages over
prescribing formulae. Indeed, relying on a sejuitling principles like those in the current
BCOP offers a better alternative to any set ofitketaules. Compared with detailed rules
referring to specific costs, guiding principles &h®n sound economics are: (1) are less
likely to become outdated; (2) likely to remain matable over the long run; and (3)
therefore more conducive to efficient decision-makand competitive behaviour by market
participants. Defining offer price limits as guidiprinciples has worked well under the
current BCOP (as acknowledged in the ConsultateyweB, as they provide flexibility in
changing situations. They also minimise the risio@d rules denying cost recovery, with
all the associated adverse consequences for imesrand efficiency.

We conclude that the SEM Committee would be begtsad to amend the BCOP so that it
fits the I-SEM, rather than trying to draft a nest ef prescriptive rules intended to define
precisely what costs may be included in offer mic8hould the SEM Committee decide
(unwisely in our view) to set prescriptive rulee wonclude they should also set down the
economic definitions of basic concepts and thegplas needed to guide future revisions to
the rules, which changing circumstances are boomaake necessary. Otherwise the system
will lack any long term stability, transparencyavedibility, and will hinder efficiency and
competition.

To enhance the credibility of these basic concaptsguiding principles, they need to be
placed in a more stable document than an industig that the RAs can change at will. We
conclude therefore that, like the economic defomisi of SRMC and OC at present, these
basic concepts and guiding principles belong ingirgeration licence, or in any other
document governed by an amendment procedure equoival that of a generation licence.

1.3. Main Conclusions by Chapter

We have structured this report to correspond vhighsubstantive chapters (Chs 2-5) of the
Consultation Paper. Our conclusions are as fotlows

= Chapter 2 of the Consultation Paper proposes thedinction of bidding controls, in the
first instance only on non-energy actions in thiaibeng market, with the possibility of
extending them in future to energy actions. Thappsals create regulatory risk for
market participants over both the distinction betwenergy and non-energy actions and
over the prospect of more intrusive regulatiorhia future.

NERA Economic Consulting 2
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Regulatory risk stems both from the regulationlitaed from the process governing
changes to regulation. In the short term, thegaesf the algorithm determining
energy and non-energy actions is subjective arlgllansparency. In the longer
term, there is no defined process for overseeiaggés to the algorithm by the TSO,
and no basis for market participants to know wiedtaviour might provoke an
extension of the controls. This regulatory risklwiscourage some competitive
behaviour by market participants and thereforeatteres to raise prices to consumers.

In order to diminish regulatory risk and to redeosts to consumers, the SEM
Committee will need to support any bidding contseith clear guiding principles that
are robust to changing circumstances and foundedanomics. Prescriptive rules
that become obsolete or that do not reflect ecoadunmdamentals will come under
pressure over time and expose market participardadditional regulatory risk.

Chapter 3 of the Consultation Paper lists objestiorthe current form of bidding
controls derived from the experience of applyingnth Our analysis of these objections
shows that they arise from a purely partial appilbceof appraisal criteria and a
misunderstanding of the cause and nature of disfouer the interpretation or design of
regulatory rules.

Such disputes are inevitable, due to the “inconepless” of any rules, and need not
be regarded as a failure, but rather as the prdoegsoviding greater clarity. As a
result, Chapter 3 of the Consultation Paper gikesSEM Committee no procedural
or intellectual basis for the proposals that followater chapters.

The opportunity to dispute the market rules proside important protection against
regulatory failure: if the SEM Committee were td stfer price limits below

marginal costs, market participants would exitrtrerket and security of supply
would be threatened. The prospect of contestifeg pfice limits lessens the chance
of such outcomes and mitigates regulatory riskpag market participants can refer
to a stable and clearly defined basis for suchtdimi

Setting out such guiding principles in licence dtinds (or another document with an
equivalent change management process) providestiessary clarity and stability,
and therefore protects consumers as well as mpgktipants from regulatory
failure.

Chapter 4 of the Consultation Paper sets out ti SBmmittee’s proposed high-level
options for imposing offer limits. It contains amber of flaws.

The SEM Committee describes Option 1 as a pringiplesed approach similar in
outline to the current BCOP. In practice, howetion 1 consists of a prescriptive
list of costs that may be included in offer pricai®ng with rules for defining those
costs. These rules are so narrowly defined tlest ¢iffer no guidance on how to
incorporate new costs when circumstances changdiowe Even in the short term,
the proposals exclude for no good reason sevetahpally important categories of
cost, such as costs which may be jointly incurregr anultiple settlement periods and
the opportunity costs of additional risks.

The SEM Committee contradicts the conclusions fitsr2008 inquiry into bidding
practices. At the time, the SEM Committee conatlittet it “does not consider that a
generator should be required under its Licencadarisignificant avoidable costs
without the prospect of being able to recover thetiat all the avoidable costs
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outlined above — the additional O&M expenditures #uditional equipment costs, the
increased risk of failure to plant and equipmena assult of the plant’s running
regime and the concomitant loss of revenue fronacippayments and infra-
marginal rents from SMP — are allowable costs”; eénad “to do otherwise could
threaten the development of efficient new entry effieictive competition, given that

it may dissuade generators from entering the méirkieey perceive that they may
incur irrecoverable forward-looking costs when dpém.™

— Option 2 consists of simplified rules which impasgger limits on generators
according to calculations carried out by the SEMnGuottee on behalf of market
participants. However, as the SEM Committee inmbfiacknowledges by providing
for exceptions, that it will need to ensure anyeofimits remain in line with
generators’ SRMC. That need will not only reqdirezgjuent and rapid changes to the
rules, but will also require the SEM Committee @b cut and apply clear guiding
principles for managing adjustments to the simgdifiules; only then will the regime
minimise regulatory risk and incentivise efficieobmpetitive behaviour. Option 1
and Option 2 therefore both require the developroétite same guiding principles to
allow their adaptation over time. In the case pti@n 2, the need to adapt rules over
time applies not only to the definition of new cisis but also to the calculation
itself. Option 2 does not in effect representfeedent approach from Option 1, only a
less complete one.

— The similarities between the Options, and the gagsch of them, are not brought to
light in the evaluation set out in the ConsultatiRaper, because it has not been
properly conducted. The evaluation of the Optidoss not apply the criteria used in
other I-SEM papers, or any similar set, but onbnitfies vaguely articulated
“advantages” and “disadvantages” relative to soefmiious (and possibly shifting)
alternative. The evaluation is therefore partrad ansound as a basis for making any
decision.

The remaining chapters of this report set out tis@yasis behind these conclusions, in the
order corresponding to the substantive chapters g=5) of the Consultation Paper.

1.4. Response to Consultation Questions and Summar  y of
Recommended Actions

The Consultation Paper poses two direct questmnsspondents. This document implicitly
gives our response to these questions. We séfriefit specific answers to the consultation
guestions below:

Consultation question 1: Do you agree with the proposed approaches to ofietrols in
the Balancing Market for I-SEM outlined above? Heapondent does not agree with any
part of a proposed approach, please specify why@nodide detailed alternative.

We do not agree with the proposed approaches ¢o odihtrols in the Balancing Market for
I-SEM. The SEM Committee argues that the BCOPblean effective over the course of the

! SEM Committee (2008f;omplaints on Bidding Practices in the Single Hieity Market: SEM Committee Inquiry,
Final Report, SEM-08-069, 12 June 2008, pages 31-32.
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SEM. The SEM Committee then proposes to replae®MOP with a more detailed and less
flexible set of rules, largely because it belietrest lack of clarity in the existing BCOP has
led to disputes. The SEM Committee has not expthitow steps to reduce disputes with
market participants would better meet its evalumtinteria, including competition and
efficiency. However, in any case, more detailedllnd controls will not improve clarity or
reduce the scope for disputes. Even if detailedgiptive rules are correctly formulated to
begin with (which we doubt), they will soon becomédated, preventing generators from
bidding efficiently and prompting numerous disputdsbetter alternative would be to amend
the current framework set out in the generatioange and BCOP, which is acknowledged to
have been effective, to fit the timescale of the Balancing Market (see below).

Consultation question 2: Which of the options identified within this Conatitin Paper
would be most appropriate for the introduction &to controls under I-SEM?11 If a
respondent does not agree with any of options ifletit please specify why and provide
detailed alternative. If a respondent has a preddroption, please indicate whether any
aspect of the preferred option should be amended?

Neither of the SEM Committee’s proposed Options 2 3 suitable for implementation
under I-SEM. Both Options 1 and 2 are incompletiéexible, likely distort competition and
economic efficiency, and bound to result in th@esiand disputes that the SEM Committee
is seeking to avoid. Instead, the SEM Committerikhreplace — or at the very least
augment — the proposed rules with a stable satidfrgy principles. In practice, the SEM
Committee could most easily achieve this with aonemendment to the existing BCOP and
generatizon licences by replacing references tdTheding Day” with “Balancing Market
Action”.

Our analysis has a number of implications for te1SCommittee’s approach to offer
controls. We provide a list of these implicatiomsthe form of detailed recommendations
inspired by Consultation Questions 1 and 2, in @dbl below.

2 A Balancing Market Action is the change in outprsulting from a single instruction from the TSCtfie Balancing

Market.
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Table 1.1
Recommendations for Revisions to SEM Committee Prajsals

# Recommendation Ref
General Recommendations

1 SEM Committee should amend the generation licence and the BCOP by clarifying that 12
SRMC should be estimated over a Balancing Market Action rather than Trading Day. '
SEM Committee should rely on high-level principles rather than prescriptive rules. Any
such guiding principles must be robust to changing circumstances and provide certainty to | 1.2,

2 | market participants that they will be able to bid their SRMC in the market. Adopting Option | 2.3,

1 or 2 would require separate drafting of guiding principles to ensure that the rules allowed | 2.4
generators to bid and to recoup their SRMC.
Any future extension of bidding controls to energy actions should either be limited to tightly-

3 | defined circumstances defined in advance, or explicitly follow the criteria of general 2.3
competition policy.

If SEM Committee imposes more tightly-defined rules than the existing BCOP, it should

4 only do so where the calculation of the individual cost items is clear. Any set of tightly- 3929
defined rules to calculate SRMC will necessarily be incomplete, and so should provide for -
“any other costs” that fall within SRMC.

If SEM Committee opts to rely on (overly-)prescriptive rules, it should set out economic

5 | definitions of basic concepts and clear guiding principles for updating the rules as 1.2
circumstances change
SEM Committee should place guiding principles and economic definitions in generators'
licences, or equivalent documents that provide the required degree of stability and
certainty. Any prescriptive rules or calculations, intended to provide clarity but which may 12

6 | become obsolete, may be placed within industry codes or similar documents, so that they 3'1'
can be amended quickly in the light of stable principles. (Such rules should not prevent '
rapid adjustment when conditions change.) SEM Committee should explain any decision
to adopt a different legal structure from the current one, by its usual appraisal criteria.

If the SEM Committee chooses Option 1:

7 The rules should permit generators to bid costs incurred over multiple settlement periods 2.2.5,
("joint costs") to reflect the incremental costs of balancing market actions. 4.2.3
The rules should allow generators to bid their full SRMC valued at opportunity cost. These jgg

8 | costs include variable maintenance costs, costs of risk and foregone revenues (as stated 4'2' 4’
by SEM Committee under the current regime and in other I-SEM documents). 4'2'5'
If the SEM Committee chooses Option 2:

9 Offer limits for each generator must be no lower than the SRMC of that generator, valued 4.3.1,
at opportunity cost. 4.3.6
If new conditions arise, offer limits must be amended, guided by clearly-defined (economic) | 4.3.1,

10 principles. Offer limits for each generator must be no lower than the SRMC of that 4.3.3,
generator valued at opportunity cost (including variable maintenance costs, costs of risk 4.3.5,
and foregone revenues — see Recommendation 8). 4.3.6
Principles for revising offer limits should be stated in generators' licences (or equivalent

_ ) 4.3.1,

11 | documents), rather than in an industry code governed by weak change management 4136

procedures. T
NERA Economic Consulting 6
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2. Introduction

2.1. The Proposals Significantly Change the Form of Controls

The basis for the current proposals is set oueatiegn 2.1 of the Consultation Paper. The
workstream on Market Power Mitigation (MPM) in eggmarkets has previously produced
a Discussion Paper (SEM-15-031), a ConsultatiorePEEM-15-094) and a Decision Paper
(SEM-16-024). The Decision Paper stated that MP&&suares for energy markets would be
limited to the Balancing Market, and summarisespitogosals as follows:

= “energy actions[fn] in the Balancing Market will\veno explicit ex-ante offer controls,
but the SEM Committee will, by developing a framekyamplement ex-ante offer
controls either on individual participants or acrtise wider market if observed behaviour
is deemed to warrant this; and

= non-energy[fn] actions of units operating in thda®aing Market will be settled based on
3-part offers, which will have an explicit ex-amtifer control applied to thent”

The footnotes (“fn”) in these bullets refer to aktions of energy and non-energy actions in
the I-SEM Energy Trading Arrangements Detailed BesConsultation Paper (SEM-15-026).

The proposals themselves come in two variants:

= Option 1 is named “Offer Principles”, but is actyal definitive list of the costs that
generators may include in their offer prices (anmmtahibition on including any other
Costs);

= Option 2 would allow the RAs to set “Offer Limitg’g. maximum offer prices, based on
principles that are not defined in the Consultafaper (and would have to be “fully
consulted upon to ensure transparency”).

In both cases, all text defining the controls wolbddset out in a code. Whereas the current
Bidding Code of Practice is supported by guidingg@ples and economic definitions
(SRMC, OC) set out in the generation liceficmder the current proposals generation
licences would only contain a short-form obligattorcomply with the new code.

2.2. The Reasons for Abandoning the Current Control s Are
Unconvincing

On page 6 of the Consultation Paper, the RAs getheir reasons for wanting to abandon the
current BCOP in favour of a different approach. S¢heeasons are unconvincing, and in some
cases appear to conflict with the RAs’ statutorfietu

3 SEM Committee (2016Qffers in the I-SEM Balancing Market — ConsultatReper, SEM-16-059, 7 October 2016,
page 3.

In the Generic Generation Licence published leyGommission for Energy Regulation, the relevant igions are
found in Section C, Condition 15, subsections 2.t e same wording is used in generation liceremsed by the
Utility Regulator for Northern Ireland.
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2.2.1. Reasons given in the Consultation Paper

The SEM Committee has repeatedly acknowledgedftbetiweness of the current BCOP in
managing market power in the SEM. The DecisiorePagcorded that “A majority of
respondents agreed with the SEM Committee’s viewtthe SEM market power mitigation
measures were largely effective’lt also recorded the SEM Committee’s response to
comments on the scope of the current BCOP, nofiing ‘'SEM Committee is of the view that
the introduction of I-SEM provides an opportunibynhake any bidding controls more
targeted”, but did not note any requirement to geahe format of the controls. Indeed, in
relation to the Balancing Market, the Decision Reagates explicitly that “The form of the
bidding control will be considered in the comingmtits by the SEM Committee and will be
ultimately be [sic] proposed in a licence conditién

The Consultation Paper continues to acknowledgeffieetiveness of the current BCOP;
section 3.3 opens with “Notwithstanding the effeetiess of the existing BCOP,...”

However, although nothing within the Decision Pdippeeshadows it, the SEM Committee
takes issue in the Consultation Paper with thege®of implementing the current BCOP,

and now proposes to locate the whole of the biddoue in a separate document, outside the
generation licences. The principal reason givethenConsultation Paper for changing the
form of the control is:

“existing issues around the current bidding corirchngements, such as
transparency of what costs are appropriate and areatot, would continue (e.g. the
current arrangements do not explicitly state homeagost items should be applied).
Experience with legal, and other challenges, tcettisting arrangements would also
persist.”

As we discuss further below, the Consultation Pdpes not provide any evidence that the
proposed Options 1 and 2 would handle these “exgjssisues” any better than the current
bidding control arrangements. Nevertheless, thesGlitattion Paper suggests two remedies to
these “existing issues” under the BCOP:

= First, the proposals would remove from generaticenices the guiding principles and
economic definitions that currently underpin offeice controls, and would place all the
rules within a revised code, allegedly to providegater clarity, flexibility and detail to
market participants”.

= Second, the RAs identify a problem because “theB@aly provides minimal detail on
Start-up and No Load costs; VOM costs; and handimgygy, emission, or time-limited
units”, and therefore propose to give more detadkegrestrictive rules within the code.

5 SEM Committee (2016al,SEM Market Power Mitigation: Decision Pape3EM-16-024, page 46, para 7.2.1.
5 SEM Committee (2016a), I-SEM Market Power Mitigati Decision Paper, SEM-16-024, page 46, para3.17.
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2.2.2. Legal challenges provide no grounds for incr  easing RAs’ “flexibility”

The proposals do not in fact give more flexibilitymarket participantsas claimed in the
extract above, but only to tlmegulatory authorities The Consultation Paper suggests this
additional flexibility would reduce or avoid theroien of legal challenges. This argument is
unconvincing.

In support of its argument, the SEM Committee dises the Carbon Revenue Levy (CRL)
and Gas Transmission Capacity Costs (GTC) as iskaeprovoked substantial legal
challengeg. In these cases, the proposals of the RAs wergdftube incompatible with the
basic principles of regulation, the generationdme and the BCOP, primarily because the
RAs were proposing to hold offer prices below SRMK3. a matter of economic principle,
there are no circumstances in which holding magtetes below SRMC will lead to efficient
outcomes, because such a rule would remove angtimedor production.Thus, the errors
of interpretation were committed in these casethbyRAs, not by the generators. These
errors were only prevented from taking effect by ¢ienerators’ ability to mount a legal
challenge, to the benefit of all customers.

The CRL and GTC examples do not therefore providemgs for giving more flexibility to
the regulatory authorities. Relying on those exaspiould imply that the regulatory
authorities want to increase their scope to conemdrs of interpretation, which cannot be
the intention.

2.2.3. Lack of demonstrated advantages from greater  “flexibility” for the RAs

In practice, the proposal to increase the regudatéiexibility” (i.e. discretion) conflicts with
the proposal to give “greater clarity...and detail’nbarket participants. By removing the
economic definitions of SRMC and OC from the geherdicence, the RAs would grant
themselves the “flexibility” to impose offer priceglow SRMC and without reference to
opportunity costs. (Nothing in the Consultatiop®&asuggests that the RAs want flexibility
to set offer prices above SRMC.) Any attempt toodter prices below SRMC would harm
both efficiency and competition, which would coafliith the RAS’ statutory duties to
promote these features of the electricity marleventing cost recovery would also conflict
with the statutory duty to allow licensees to finartheir licensed activities, unless the
regulatory authorities can show how generatorsreeover any costs they are not allowed to
include in offer prices.

2.2.4. Clarifying details does not require a differ  ent form of control

With regard to any lack of “detail” over appropgatosts, that “existing issue” could, in
principle, be managed by clarifying definitions enthe current BCOP — as indeed the SEM
Committee has done from time to time, when necgssHhnis “existing issue” does not
therefore require a new form of control, or the o@al of the existing definitions and
principles from the generation licence. Moreoseitting detailed rules would not avoid the

”  SEM Committee (2016), Offers in the I-SEM Balandwarket — Consultation Paper, SEM-16-059, 7 Oct@o46,
pages 11-12.
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need to debate the “appropriate costs”. In thst firstance, this problem will arise when the
initial rules are defined. It will emerge agairhem drafting errors come to light (e.g. the
omission of important costs) and when cost conaitichange (e.g. when new costs arise,
such as new taxes or levies on emissions). IRe do not set out any guiding principles in
a stable format like the generation licence, thregpéations required by these continual
problems will be unpredictable and will not be sparent. Such a regime will increase
regulatory risk and discourage efficient investment

2.2.5. Changing market structure does not significa  ntly affect a principles-
based BCOP

Finally, the SEM Committee argues that is doesegard the implementation of a minimal
approach (meaning the current BCOP) as viable,usecdhe I-SEM is a more liberal market
with numerous timeframes” and “very different irtur@ to the current market”. These
arguments about market structure do not stand ojo$se scrutiny.

The BCOP is not a “minimal approach”, but rathevide-ranging set of guiding principles
and economic definitions. As explained below iis tleport, there are advantages to setting
out principles when faced with complex and changioigditions, because detailed rules
would too often obstruct efficient behaviour. TBEOP is therefore well placed to
accommodate a new market structure.

The increase in the number of organised marketsrdrSEM is irrelevant, since the RAs
have already established that controls on the BaigriMarket would be sufficient to control
prices in other markets (through the effect oftaglgie, by which forward market prices
depend on expected prices in real-time marketd)that is required is to adapt the definition
of SRMC set out in the generation licence (anddfierence to it in paragraph 6 of the
BCOP) from a “Trading Day” to the period of a “Batang Market Action”. (Paragraph 11
of the BCOP, on time constraints, offers a usefatgdent for defining a relevant time
period.)

In this context, a Balancing Market Action meare ¢hange in output resulting from a single
instruction from the TSO in the Balancing Mark&enerators will not always know what
total change in output the TSO will instruct, ertiadien submitting their offer or when
responding to an open-ended instruction to chamge output level. Generators will
therefore have to estimate the likely change ipatutHowever, some such estimate will
always be required for the construction of Balagduarket offer prices, under any option.

The Consultation Paper proposes a form of conitngbdragraph 7A of Annex A) under
which generators would calculate the incrementall éost of changing output by 1 MWh
during an Imbalance Settlement Period (18Phis proposal is not practical. Balancing
Market instructions often require generators tongestheir output by more than 1 MWh,
over several ISPs, and to incur joint costs thatadiributable to theotal change in output

8  SEM Committee (2016), Offers in the I-SEM Balandwarket — Consultation Paper, SEM-16-059, 7 Oct@o4i6,
Annex A, paragraph 7A on page 30, and also paragré@nd 20 on pages 29 and 32 respectively.
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rather than to individual units of energin such cases, the generators would in any case
have to allocate joint costs to some or all ofdtditional output — based on an estimate of
the additional output that they will be instructedprovide.

Hence, the proposed definition of SRMC is poorlg@ted to generator operating
characteristics and impractical as a rilldt will immediately prompt discussions — and
potentially disputes — over the additional caldolas needed to allocate joint costs, based on
the estimated likely change in output required IBatancing Market instruction. To avoid
such disputes, the new code would have to recogimdeenerators need some flexibility (1)
to estimate the change in output required by ari@ahg Market instruction and (2) to decide
a suitable allocation of the resulting incremestadts to individual units of energy (MWh).

We comment on the proposed new definition of SRM®d propose an alternative based on
amending the BCOP in Appendix B. Our amended vengiould make the current BCOP
suitable for use within the I-SEM.

2.3. The Proposals Would Potentially Create Regulat  ory Risk and
Hamper Competition

In the subsequent discussion of these proposa$SEM Committee tries to specify how
each “Option” would be defined and implemented. amment on those Options below.
However, even at the high level of the introductittve proposals create two important
sources of risk that will tend to hamper compaetitio the I1-SEM.

1. The SEM Committee intends to extend controls taggnactions in the Balancing
Market “if observed behaviour is deemed to warthig’. However, the Consultation
Paper does not discuss what kind of behaviour wwigder such an extension of
controls.

2. The footnotes to these bullets refer to documem-3B-026 for a definition of energy
and non-energy actions, and reproduced the text frage 13 of that document.
However, these definitions are not precise: “Enexgiyonscan be broadly consideress
actions taken by the TSOs to address an overallembe between supply and demand”
(emphasis added).

Each of these proposals raises concerns over tegulésk and its dampening effect on
competition.

Examples of joint costs include: (1) the costsegbnfiguring plant for a change in output; (2y éwss of efficiency
during ramping; (3) the cost of any minimum chaimgeutput; and (4) the cost of buying the minimuaded volume
of gas.

10 One possible reading of the proposed definitiomila require the generator to allocate all joirgtsdo the first unit of

any change in output, since the increment to desteurred, in principle, as soon as output charmyeeven 1 MWh.
That reading would produce very high offer priagbich would dramatically overstate the cost of sgppent output.

1 The proposed definition of SRMC is set out on pa@ef the Consultation Paper in Annex A, as clalsef the

proposed “Balancing Market Offer Principles Code @fdece” for Option 1.
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First, if market participants are unsure what kafdbehaviour would cause the RAs to
extend controls to energy actions, they may acernsautiously and wrongly avoid
competitive forms of behaviour.

= Different market participants may form differenewis as to what is acceptable, which
by itself would distort competition and diministetbfficiency of operation. Some
market participants may decide to avoid actionswauld in fact be consistent with
competition. The RAS’ threat to extend controlauldatherefore hinder competition.

= To meet their statutory duty to promote competitive RAs would need to remove as
much uncertainty as possible over the kinds of Wielia that would prompt them to
extend controls to energy actions. We can envisageossible solutions:

- either the RAs set out the specific conditions thatild lead them to expand
controls;

- or else the RAs state that any decision to expanttals would apply the criteria
and procedures of general competition policy (agrounds that the precedents in
competition policy provide a well understood bdsisdeciding on such
interventions).

Second, even within the confines of non-energyoastithere are areas of regulatory risk that
require attention to avoid hindering competitidie understand that the TSO will “tag”
accepted offers as “energy” or “non-energfter trades have taken place. The process for
identifying energy actions and non-enegyypostis unpredictable, and somewhat subjective.
The proposal also creates a perverse incentiviaéof SO to tag energy actions as non-
energy, in a discriminatory manner. These probleraate regulatory risk and discourage
some competitive behaviour, as explained below.

= There is some regulatory risk in the fact thatadiwill only be tagged as energy or non-
energy after trades have taken place. Marketqyaants will have wider discretion to set
their offer prices for energy actions than for rearergy actions (or else it is meaningless
to say that controls are limited to the latter)wdoer, market participants will not know
if their offer prices are subject to the contralsiot. They may restrict their offer prices
to meet the requirements of non-energy actionsayswhat prevent them from
competing effectively in energy actions. As a reghk uncertainty would hinder and
reduce competition within the I-SEM energy market.

= The discretion accorded to the TSO to tag actigi®man-energy” raises another
possibility, that the TSO uses this power to “dimonate down the supply curve”, i.e. to
keep the earnings of some generators below theanprice, by tying the price they
receive to their costs. Such discriminatory betiavhinders competition in the marKét.

12 We understand that the TSO will select energyrmmdenergy actions based on an algorithm, ratteer having full

discretion to tag individual bids after their subsidon. However, the design of the algorithm islftsubjective and we
understand that the TSO can adapt the algorithmtowe with limited consultation.
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These problems require attention before any newralgrtake effect, to preserve the
potential for competition within the I-SEM. Givéime need to retain some discretion and
flexibility for dealing with new situations, the lyrnworkable solution is to set out a
framework of principles that defines how the regua authorities will react in the future, as
we discuss in section 4.4 below.

2.4. Discretionary Regulation Requires a Framework  of Principles

Given the large forecast market shares of ESBigahd&SEM-15-094, we are not surprised
that the SEM Committee wishes to retain the righ#xtend controls to cover energy actions.
However, the power to exercise discretion createsponsibility to do so in a predictable
and objective fashion. Otherwise, the resultingautainty will, by and of itself, harm
competition.

The undesirability of poorly defined and discrefioninterventions in competition policy
was tested and demonstrated by the discussioredfieinket Abuse Licence Condition
(MALC) in Great Britain in 2000-2001. That processled with the Competition
Commission rejecting the MALC, in part becausehef incertainty it would have causgd.
In terms of the SEM Committee’s list of appraisatiecia, the Competition Commission
concluded that this kind of discretionary interventlackstransparencyharmscompetition
and therefore reducesficiency

Unfortunately, the Consultation Paper adopts amagmt similar to that rejected by the
Competition Commission. In section 2.2 on pagin& Consultation Paper states that “in the
event that behaviour deemed by the SEM Committee to be unaccepthiel SEM

Committee will be prepared to develop and implen@swnénte offer controls either on
individual participants or across the wider maikebserved behavious deemed to warrant
this” (emphasis added). However, the Consultation Raperdes no practical or objective
definition of the behaviour that would be “deemedviarrant” intervention or that current

and future SEM Committee members would “deem tadeeptable”. This lack of definition
opens the way to decisions with adverse conseqaence

In the past, the regulatory authorities “deemedinidcceptable for generators to include the
Carbon Revenue Levy (CRL) in their offer pricest the courts were able to correct that
error, by reviewing the guiding principles in thengration licence and the Bidding Code of
Practice. If the regulatory authorities could nhefdeem” it unacceptable to include the
CRL with no reference to guiding principles, margatticipants would have found it

difficult to submit the decision to external scnyti The error would not have been corrected
until the adverse consequences were apparent @atiglharming consumers’ interests.

13 Competition CommissiomES and British Energy: A report on references mautder section 12 of the Electricity Act

1989 CC No. 453, 31 January 2001. The document idadblaivia UK government archives at
http://webarchive.nationalarchives.gov.uk/20140402560/http://www.competition-
commission.org.uk/rep_pub/reports/2001/453elec.htm

Paragraph 1.12 contains the following statemente ave not therefore identified adverse effectcivhieed to be
addressed by the inclusion in the licences of ARG Rritish Energy of a condition prohibiting abuderarket power.
Moreover, we think that such a prohibition wouldisa uncertainty, because of the difficulty of digtiishing between
abusive and acceptable conduct, and would riskrilegenormal competitive behaviour.” The Competitio
Commission expands upon the undesirable and anfpetitiwe nature of this uncertainty in the remaindfthe report.

NERA Economic Consulting 13



Introduction

Therefore, whilst the desire to preserve flexipilg understandable, sound decision-making
must rely on something more stable and objectiaa the subjective views of the regulatory
authorities of the day to justify interventionscompetition. The only practical means of
overcoming this problem is to set out (and applgady defined principles that allow market
participants to anticipate when and how the reguaaiuthorities would intervene. Only then
can market participants safely adopt efficient, petitive behaviour without fear of
triggering sanctions. Only then can the qualityegfulatory decisions be tested, before they
take effect.

The need to set clearly defined principles (whighhave described in comments on previous
papers in this workstredf applies both to the desire to extend controlsaisd to tightly
defined rules that do not anticipate all possibtere situations. It has important

implications for the evaluation of both Option Dffer Principles”) and Option 2 (“Offer
Limits”), as we explain below.

2.5. Conclusion

The Consultation Paper proposes the introductidsidafing controls, in the first instance
only on non-energy actions in the balancing maiket with the possibility of extending
them in future to energy actions. The stated meaéar introducing new controls, and for
putting them all into a new code, do not standaugctutiny.

The proposals would create regulatory risk for reaigarticipants, stemming both from the
regulation itself and from the process governingnges to that regulation. In the short term,
the design of the algorithm determining energy amilenergy actions is subjective and
lacks transparency. In the longer term, thereidefined process for overseeing changes to
the algorithm by the TSO, and no basis for marketigipants to know what behaviour might
provoke an extension of the controls. This reguiatsk will discourage some competitive
behaviour by market participants and thereforedii@res to raise prices to consumers.

In order to diminish regulatory risk and to redweosts to consumers, the SEM Committee
will need to establish clear guiding principles &my bidding controls that are robust to
changing circumstances and founded in economiosscRptive rules which become
obsolete or do not reflect economic fundamentalsnecessarily come under pressure over
time and expose market participants to additioeglifatory risk.

No attempt to define prescriptive bidding rules eagar reflect the economic fundamentals
underlying market participants’ bidding behaviowall circumstances. The SEM
Committee would need to substitute its judgemenifarket participants’, without objective
support. Market participants would be less ablediol regulatory decisions to account, even
in cases where the SEM Committee directs biddegdttess than their SRMC. Indeed, such
direction is not a remote possibility and has omiunder the existing BCOP. A lack of
legal recourse to ensure that efficient competiémesable to recover their costs and to
operate efficiently would inject regulatory riskcanltimately raise prices for consumers.

14 NERA (2016)Review of the Capacity Remuneration Mechanism Laesalkls Pape22 September 2016, page 15.
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3. Review of Bidding Arrangements in the SEM & I-SE M
3.1. The Legal Form of Controls has Real Economic E  ffects

Section 3.1 of the Consultation Paper notes thilSks defined by a Generator Licence
Condition, whilst the use of Opportunity Cost tdueaeach relevant cost item in SRMC is
stipulated and explained in the BCOP. The ConsaoitdPaper presents this separation of the
drafting as if it were an accident, or even a na@hinistrative inconvenience. Later, the
Consultation Paper proposes to address this incoevee by putting all the rules in one
subsidiary document, and to use the licence méoedpnforce these rules. However, this
discussion of legal instruments fails to considherrielative merits of entrenching different
parts of the policy in different documents.

One reason for putting important statements ofggule in the licence (such as the obligation
to use SRMC and its definition) is the additionadqess of consultation and appeal that
makes it difficult for future regulators to adopb#rary or ill-considered amendments. The
consequent incentive to follow due process contebsignificantly to the stability and
predictability of the scheme, and to the minimsatf regulatory risk. It also protects future
regulators from the consequences of ill-consideeision-making: by following due
process and referring to established economic itiefis in their decisions, regulators can be
assured of making decisions that are less likelyetoverturned, that provide greater
certainty to market participants, and that betbstdr competition.

By contrast, putting rules in a separate documentidvtake them outside the scope of some
regulatory procedures and make them subject togehanthe will of the regulatory
authorities. Doing so would only be justified whehere is a consensus that, from time to
time, some matters need to be updated quickly¢oramodate a new situation. This
approach works at present for some aspects of @@M but was not deemed suitable for
guiding principles such as the economic definitiand uses of SRMC and OC. To give the
required degree of long term stability, these cptebave to be set out in generation licences
(or documents with equivalent change managemegepses), as guidance for any future
changes in the BCOP. The Consultation Paper offeigrounds for departing from this
approach, especially since it acknowledges the®ifness of the BCOP over many years.

The identification of individual cost items and th&sis of their valuation may be technical
guestions that need updating from time to time&cehnological conditions change or new
information comes to light. However, it would bem desirable to set out rules that
accommodate changing cost conditions, or bettégsiding principles that allow for all

new situations, than to list a set of costs thabisnd to become unduly restrictive in the
future. The small number of amendments to the BG@Ek its inception is testimony to the
far-sighted nature of its drafting, which suggetstgould be unwise to change the approach
adopted in that document, unless a change in thieetalles makes it strictly necessary.
(Far from reducing the regulatory burden, an ovprgscriptive set of rules would be subject
to continual amendment and accompanying uncertamwity for the regulators and for market
participants.)

The Consultation Paper states that “[ijn particulae SEM Committee is minded that such
clarity (along with additional flexibility) can, ipart, be achieved by transferring details (e.g.
calculation of SRMC) from the Generation Licencen@ition ‘Cost Reflective Bidding in the
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Single Electricity Market’ to a revised offer canis document*® However, merely
transferring details from one document to anothé#émwt enhance “clarity”. In practice, the
“additional flexibility” offered by such a move wiwireduce the clarity of the rules, by
opening up fundamental principles to the threatroéndment without due process. That
threat would run counter to the SEM Committee’tecia of transparency, because the basis
for future rules would be unclear to market papieits. It would harm competition and
efficiency by increasing regulatory risks and cdstsconsumers.

In deciding whether to set out controls in therioe or in industry codes, the SEM
Committee makes a trade-off between (1) the stglaihd predictability offered by the

licence and (2) the additional flexibility offer&ég codes. However, the reasoning set out in
this section of the Consultation Paper is weakwrstructured. In order to give market
participants comfort that it has applied its owitecia when deciding how to introduce
controls, the SEM Committee should explain whigmetnts of the controls would benefit
from additional flexibility and why those benefdse more important than the benefits
offered by the stability of conditions in particiga’ licences. Guiding principles for bidding
should reflect the underlying economics of generaéind should be stable over time.
Accordingly, guiding principles belong in generatdicences, to provide the required degree
of stability and certainty. Any prescriptive rul@scalculations, which are intended to
provide clarity but which may become obsolete, wiadkally be placed within industry
codes or similar documents, so that they can bexdeakquickly in the light of stable
principles (but they should still be augmented yla allowing the inclusion of “any other
components of SRMC”, to prevent problems arisinthmtime before rules can be amended).

As we see it, important principles that should ggplall future controls would be more
credible, if they were set out in the generatagriice, as it provides more stability and
predictability. The interpretation of such prineip might still benefit from some codification,
i.e. rules providing further guidance and summagsliecisions on the interpretation of the
principles in the licence. These rules would nieelde capable of revision (always in
accordance with the principles in the licencehéyt proved to be incompatible with efficient
behaviour, or if unforeseen situations led therbgéocome unnecessary or inconsistent with
new conditions.

3.2. Adopting Fixed Rules Cannot Dispel Disputes

3.2.1. Disputes over contractual or regulatory term s will arise in any
complex environment

Section 3.2 of the Consultation Paper lists sorapudes that have arisen over the current
BCOP, including the ad hoc monitoring activitiestoed MMU and formal appeals over the
treatment of the “Carbon Levy” (i.e. the Carbon Baye Levy) and gas transmission charges.
The Consultation Paper notes the greater or lesseof resources by the MMU and/or the
SEM Committee in dealing with these disputes. Hawethe Consultation Paper appears to
imply that these disputes can be avoided, anddkedf disputes reduced, by replacing

15 SEM Committee (2016Dffers in the I-SEM Balancing Market — ConsultatReper SEM-16-059, ¥ October 2016,
page 13.
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statements of principle with more tightly definedies. For instance, later, in the evaluation
of Option 2, the SEM Committee writes:

“Historically, as discussed in Section 3.2, theais [sic] been many challenges in the
SEM as to whether to include, and how to valueyralrer of cost items. The high
level nature of the principles arrangements hastededebate as to whether some
costs should be included in generator offers, arttbtv some cost items should be
valued. This has been extremely resource interisivilie RAs and affected
participants, and at times has led to resourcewlmiverted from other areas. It has
also led to issues around transparency and hoeréift units value similar cost items.
There have also been problems with differing judsdnal arrangements and their
impact upon generator bids. For example, unitsdlahd have the ability to include
Gas Capacity Exit Costs in their bids, whereas geoes in Northern Ireland do not.
This is because no market for the purchasing oftdkan capacity of this product
exists in Northern Ireland-®

Concluding that more tightly defined rules would@lvdisputes is naive — and an incorrect
basis for any general prescription to act — forftie®wing reasons:

1. The two formal appeals over the BCOP arose beaausésguided attempts by the
regulators of the day to deny generators the oppitytto recover (i.e. to include in
their offer prices) cost items that legitimatelyrfeed part of SRMC — the Carbon
Levy and the short-term (opportunity) cost of gassmission. These disputes could
have been avoided if the regulators of the daythlkeih more time and resources to
consider the issues at stake. In the end, the aotions corrected a regulatory error.

2. In any case, the resources used to resolve thggetds were trivial administrative
costs, compared with the potential costs to efficyeand competition in the
generation sector that would have been imposedidyiag these misguided rules to
stand. Focusing solely on the administrative coktgppeals gives a distorted view of
their costs and benefits. It was beneficial tostoners overall that these appeals
were allowed to run their course.

3. Replacing statements of principle with narrowlyidedl rules will not eliminate the
potential for disputes, but will merely replaceplites over the interpretation of the
principles with disputes over the design or appilicaof new rules. Any fall in the
number of disputes that occurred in practice migetely reflect the increased
difficulty of holding regulatory decisions to acedwnder the new arrangements,
rather than any improvement in the quality of regly decision-making. In other
words, if the process for disputing regulatory dems were made so onerous as to
discourage challenges, the number of disputes rfagjhbut only because market
participants would toleratgreater inefficiencyn the bidding rules before triggering
appeal procedures.

16 SEM Committee (2016Dffers in the I-SEM Balancing Market — ConsultatReper SEM-16-059, ¥ October 2016,
page 24.
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The last of these points arises from an importaahemic principle, namely the inevitable
“incompleteness” of any contract (civil or socisl) According to this principle, it is
impossible (or prohibitively expensive) to draft@ntract (or, in this context, a set of rules)
that foresees every possible eventuality and define appropriate response in each case.
Either contracts must offer some flexibility to asseméblesponse to new circumstances
when they arise (guided by some statement of les),or the contracting parties must
adopt a different form of organisation (i.e. joagéther in a firm, instead of a contract).
Since regulatory authorities cannot adopt thergitdicy, they must accept the former,
however reluctantly. Drafting more prescriptiveaslis therefore no substitute for a set of
guiding principles, but helps only where rules helgodify the current understanding of
those principles.

3.2.2. Lack of detail, guided by principle, isan e fficient response to
uncertainty

The Consultation Paper notes two areas where ti@FBi€ not very detailed. According to
the SEM Committee, the BCOP only provides (1) “mal detail on: Start-up and No Load
costs; VOM costs; and Handling energy, emissiotinee-limited units” and (2) “a
definition of Opportunity Cost that can be appliecany cost item, but does not define or
explain any other cost item&>In the view of the SEM Committee, “any revisedeoff
control may need to address these issues undeMI?’SE We agree that the SEM
Committee should address any material cases okg® or incomplete definitions in the
BCOP (and indeed any other “issue”) which prevhatdurrent BCOP from operating
effectively. However, the SEM Committee has efretherely assuming that there are
problems with the current drafting of the BCOP #mat the correct way to address them is
by prescribing detailed rules. Moreover, the SEMnittee’s proposed revisions are at
odds with its view that the enforcement of the entBCOP has been effectitfe.

At the very least, we would have expected the SEivh@ittee to have considered the
reasons why these elements of the BCOP were drastéiey were. One possible reason for
the current wording is that no further detail iquiged, since there is near-universal
consensus on the nature of these cost items. Anptssible reason is the opposite one —
that there is no consensus as to the precise natthiese cost items, so flexibility of
interpretation is required to avoid imposing rulest deny cost recovery and harm
competition or efficiency. The SEM Committee slibnbve considered both these possible

1 The principle of incomplete contracts is so intpot for real-world economics that the 2016 NobéetéPfor Economics

was awarded to two economists who have devotedahatemic careers to investigating its effectseia Oliver
Hart and Bengt Holmstrom.

18 SEM Committee (2016)ffers in the I-SEM Balancing Market — ConsultatiReper, SEM-16-059, 7 October 2016,
page 14.

19 SEM Committee (2016Rffers in the I-SEM Balancing Market — ConsultatRaper SEM-16-059, 7 October 2016,
page 14.

20 n particular, the SEM Committee states that: ‘8#M Committee’s view is that the current BCOP hambe

effectively enforced through monitoring and invgations, and it has likely prevented market povirersas.” SEM
Committee (2016)Offers in the I-SEM Balancing Market — Consultatfaper, SEM-16-059, 7 October 2016, page
10.
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reasons (and others) for adopting a high-level@ggr to individual cost items, rather than
selecting a highly detailed — and potentially damgg- rule.

The SEM Committee’s conclusion that detailed ravdsnecessarily be more efficient than
adapted versions of the existing principles is wrand appears to have been driven by a
false assumption. The SEM Committee has wronglyraed that disputes arose only
because of inadequate drafting in the BCOP, whichbe resolved by adopting tightly
defined rules. It has not considered why — anat@evhen — it is advantageous to set out
high-level rules or guiding principles for definiegsts and offer prices. After all, tightly
defined rules may contain errors and will inevitatalil to anticipate all future circumstances.
Either problem can lead to severe operational probland disputes. The most efficient
approach would combine (1) tightly defined rulesevehmatters are clear (or indeed no rules
at all where the interpretation of principles iscéear that breaches can be dealt with by ex
post competition law), with (2) robust and stahi@gples for addressing new situations and
for resolving disputes.

3.3. Summary Comment

The SEM Committee has never questioned “the effecéss of the existing BCOP” and
acknowledges it once again in the opening sentehsection 3.3 of the Consultation Paper.
The performance of the BCOP therefore providesronargls for changing the current
approach, except to the extent that is requirecttmmmodate new market institutions under
the I-SEM (i.e. switching the focus from day-aheaatkets to balancing markets). However,
the SEM Committee has used this Consultation Pap@ise questions unrelated to the
creation of the I-SEM.

In particular, chapter 3 of the Consultation Papéses objections to the form of the current
controls derived from the RAS’ experience of appdythem. Our analysis of these
objections shows that they arise from:

(1) a purely partial application of appraisal critgiuaduly favouring administrative
convenience to the regulatory authorities and twference for “flexibility”, to the
exclusion of other criteria such as transparencyedficiency); and

(2) a misunderstanding of the cause and nature of @ismver the interpretation or
design of regulatory rules. Such disputes areitalele, due to the “incompleteness”
of any rules.

In any case, disputes need not be regarded aw anfkhe system, but rather as the process
for providing greater clarity. The opportunitydspute the market rules provides an
important protection against regulatory failurethé SEM Committee were to set offer price
limits below actual marginal costs, market partéeifs would exit the market and security of
supply would be threatened. The prospect of ctintgsffer price limits lessens the chance
of such outcomes and mitigates regulatory riskpag market participants can refer to a
stable and clearly defined basis for such lim#etting out such principles in licence
conditions provides clarity and stability, and #fere protects consumers as well as market
participants from regulatory failure. Any delayamending offer limits to comply with these
principles would distort competition and reduceoéhcy. Rather, Option 2 would only lead
to efficient outcomes if these underlying princgpkdfectively determined bidding behaviour,
and offer limits merely tracked these bidding c@dteach point in time.
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The Consultation Paper therefore follows a trurdtaecision-making process which fails to
consider key questions in the design of the rulastead, it rushes headlong towards
conclusions that are premature, and possibly pigpld As a result, Chapter 3 of the
Consultation Paper gives the SEM Committee no phaee or intellectual basis for the
proposals that follow later.
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4. Offer Control Options for the I-SEM

4.1. The SEM Committee Has Not Used Consistent Appr  aisal Criteria

Below, we discuss the two Options set out in chapia the Consultation Paper. Some of
our comments apply equally to both Options, butwaee followed the structure of the
Consultation Paper for ease of reference.

It is notable that the discussion of the two Omianconducted almost entirely without
reference to the SEM Committee’s usual appraistdr@a. As we note below, the proposals
in chapter 4 are set out for the most part asraryitviews” of the SEM Committee, without
any justification in logic or fact. The ConsultaiiPaper does not set out the consequences of
these proposals for real operations or considethvené¢hey are effective, targeted, flexible,
practical, or transparent, let alone how they afilect competition and efficiency. The SEM
Committee’s alternative approach, of identifyinglVantages” and “disadvantages” for each
Option, begs the question as to what each Optibeirsg compared with. If the basis of
comparison varies arbitrarily between either theemt BCOP or the other Option or no
controls at all, the evaluation will be incomplated inconsistent, leading to unreliable
conclusions. There is no indication that the SENIn@uttee has appraised the Options
against stable and consistent criteria.

This failure to carry out a proper evaluation festhe SEM Committee to make a number of
errors, as explained below.

4.2. Option 1: Offer Principles

Option 1 is described in the Consultation Papex set of offer principles, similar in

approach to the current BCOP. However, in practlee option is set out as a set of
prescriptive rules defining the limited range o$tsothat generators may include in their offer
prices, and how to calculate them. The SEM Conesistcurrent proposals for those rules
exclude (for no good reason) important categorieost, which may threaten cost recovery,
undermine competitive behaviour and put securityupply in danger.

4.2.1. Redefinition of SRMC

The SEM Committee offers two criticisms of the emtrdefinition of SRMC. Those
criticisms, as set out on page 16 of the Consahid®aper, can only be based on a
misunderstanding and are incorrect or invalid.

The SEM Committee frames the first criticism wigarence to the statement that “SRMC is
an incremental, not total, cost”, a statement wikiich we agree. The SEM Committee
appears to believe that the existing definitioSB®MC in the generation licence is
inconsistent with “standard economic definitionsesumably in the belief that it measures a
“total, not incremental, cost”. However, that kéls incorrect.

The generation licence currently defines SRMC aslitfierencebetween two estimates of
total cost — one if the generator produces ougmd,one if it does not. (See table 3.1 of the
Consultation Paper.) This difference between tatoreates of total cost is precisely the
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incremental cost of the output concerned. Thiscgsin of the current BCOP is therefore
incorrect.

The second criticism is stated as “Not all dailgtscshould be included in SRMC because
some of those cost items are fixed for the daydamndot vary with the level of generation”.
Again, we agree with the statement that fixed cestsild not be included in SRMC.
However, the current BCOP already excludes anyitarsis that are “fixed for the day” from
the definition of SRMC. By definition, such fix@dsts would appear in both estimates of
total cost, i.e. both with output and without outp&ixed costs would be eliminated from the
estimate of SRMC by taking the difference betwdentwvo estimates of total daily coéts.
The current definition of SRMC therefore fulfilseticondition set out in the Consultation
Paper. The second criticism of the current BCORasefore invalid.

Thus, the criticisms of the current definition ®MC articulated in the Consultation Paper
can only be based on a misunderstanding of theaelaext.

The SEM Committee attaches a further, but distiolaservation to these criticisms: namely
that “there is an issue with the ‘Trading Day’ Isasf the SEM definition.” This observation
is relevant, given the switch in focus from SEM @dnead markets to I-SEM real-time
Balancing Markets. The Consultation Paper condygdage 16) that “the definition should
be defined for half-hourly Imbalance Settlementidt (ISP)”. That conclusion is unduly
restrictive.

Some Balancing Market actions require an increaseliput and incur additional costs that
are spread over several half-hourly ISPs. Thestsenay be called “joint costs”. (They arise
jointly from linked outputs produced over severatipds, and reflect a general property of
the generator cost function known as “non-convéxty These joint costs are undoubtedly
incremental costs of selling output in the Balagditarket, and should be included within
any definition of SRMC. Such costs can sometimeeglbntified explicitlya priori, but must
sometimes be found by comparing the total costgefation with and without the change in
output required by the Balancing Market. This aaing down of the time period, from one
day to several half-hour ISPs, would require ohbtthe current definition of SRMC is
amended to refer to the period of each BalancingkBtaAction, rather than to the Trading
Day in all cases (although the Trading Day maydbeviant to some Balancing Market
Actions).

2L In mathematical terms, the daily costs of a gaeerconsist of F, the fixed costs of running thenp and V, the

variable costs of producing output. The current BE&Riires generators to estimate the daily comtrmfing (F+V)
and to subtract the daily cost of not running (R long as total costs are correctly estimateth bates, the resulting
difference always equals V, the variable costsuppot.

22 The model of “perfect competition” requires atigex cost function”, meaning that the cost of imsiag output by
one unit is always higher than the costs saveetiyaing output by one unit. Unfortunately, thetsa@$ generation
(indeed, costs in many industries) do not follovg fattern precisely. The cost of increasing outpay sometimes be
less than the cost saved by reducing output, $ctisas are “non-convex” overall. For instance, o load cost of
generation represents a non-convex cost, sinsériturred to produce 1 MWh of output, but doesinotease if
production increases to 2 MWh of output or mone paragraph 24 of Annex 1, the SEM Committee hasgrésed
this problem by requiring generators to adjustrtheiload price “to ensure that the incrementat¢oéurve submitted
by the generation set or unit is monotonically @aging” (another way of expressing the requirerfariiconvexity”).
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Moreover, the joint cost of output produced ovesesal half-hours cannot be attributed to
any single MWh of output, or even to Balancing Mar&ales in any single half-hour, except
by applying some accounting rule, such @sarataallocation, or an allocation to peak
periods. (Under the current BCOP, generators equsly similar allocation rules to the joint
costs of output across a Trading Day.) It wouldibdesirable to oblige market participants
to consider each half-hour ISP separately. Sucieavould either lead to joint costs being
attributed to output in the moment when they warceiired (e.g. always in the first half-hour
of the BM action) or to generators being denieddpgortunity to include such costs in their
offer prices or to recover them at all (and it@ clear how else generators can recover such
costs). Neither of these outcomes would produdar8ang Market prices that were truly
cost reflective or likely to encourage efficientocames.

4.2.2. Eligible Cost Items

The SEM Committee makes the sweeping generalistairmaintenance costs are not
variable costs:

“Within Option 1, the SEM Committee clarifies whatriable operational costs that can
be included as eligible costs items. However, u@gion 1 maintenance costs are not
considered variable in nature and are thereforemasidered by SEM Committee as
eligible cost items for inclusion in offer$®

However, the SEM Committee offers no evidence taihtenance costs are never variable
in nature, i.e. that they are never related towutf his statement is simply an assertion
unsupported by fact. Moreover, this statementgsiirect, since generation plant (like many
other machines) incurs some maintenance cost®pogion to its output or hours of
operatior’* The SEM Committee is therefore wrong to conclug# &ll maintenance costs
should be excluded from SRMC.

The SEM Committee’s cavalier dismissal of maintemacosts in the Consultation Paper is
all the more incomprehensible, given that the SEWh@ittee hapreviouslyconsidered
such costs and explicitly decided they should b&igted in generators’ SRMC. Box 4.1 on
page 24 below contains an extract from the SEM Cibree’s Final Report on a 2008
Inquiry into complaints about bidding behavioun this extrac® (emphasis add@dthe

SEM Committee states that:

2 SEM Committee (2016pffers in the I-SEM Balancing Market — ConsultatRaper SEM-16-059, 7 October 2016,
page 16.

24 The Consultation Paper discusses “periodic” maariee (akin to a car’s six-monthly service) asrtielated fixed

cost, but overlooks the kind of maintenance outhgemust be taken after a certain number of hobiogperation (akin
to a car’s need to be serviced after 6,000 mil&sjch hour of operation uses up the remaininglfifine plant and
brings such outages closer. It would be pervesséontreat the associated costs as variable (bustated) or as part
of SRMC, particular if the generator concerned isimg primarily for Balancing Market purposes.

% SEM Committee (2008 omplaints on Bidding Practices in the Single Hieity Market: SEM Committee Inquiry,
Final Report, SEM-08-069, 12 June 2008, pages 31-32.
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= it “does not consider that a generator should Qaired under its Licence tacur
significant avoidable costs without the prospedba@hg able to recover theralways
excepting the sunk costs of past investment dewsjo

= “thatall the avoidable costs outlined aboveheadditional O&M expenditurethe
additional equipment costs, the increased rislaitdife to plant and equipment as a
result of the plant’s running regime and the conitamh loss of revenue from capacity
payments and infra-marginal rents from SM&re- allowable costs and

= “To do otherwise coulthreaten the development of efficient new entryedfettive
competition given that it may dissuade generators from emgethe market if they
perceive that they may incur irrecoverable forwkaking costs when doing so.”

The view set out in the Consultation Paper is géverse of these statements, but is offered

without any justification for the change of the SEMmmittee’s opinion.

Box 4.1
The SEM Committee’s Statements on Maintenance Costd Foregone Revenues in
2008 (Extract)

“0.7. The SEM Committee considers that the BCOPlaoeihce conditions require that bid
are cost-reflective. Bids should therefore takenaot of all avoidable costs incurred by a
participant, taking account both of the costs oining and the costs of not running. The
SEM Committee does not consider that a generatarigioe required under its Licence to

incur significant avoidable costs without the prsof being able to recover them, always

excepting the sunk costs of past investment dewsiall avoidable costs should be capab
of being recovered through some element of theqgaaiht generator’'s commercial offer
data, including the prospective loss of capacitynpents and inframarginal rent from SMP
a result of an increased number and duration @fgas that can be explicitly linked to the
running regime of the plant.

9.8. Accordingly, the SEM Committee considers #ibthe avoidable costs outlined above
the additional O&M expenditure, the additional guuent costs, the increased risk of failu

to plant and equipment as a result of the plant'ging regime and the concomitant loss of

revenue from capacity payments and infra-margieais from SMP — are allowable costs.

9.9. To do otherwise could threaten the developragetficient new entry and effective
competition, given that it may dissuade generdtora entering the market if they perceive
that they may incur irrecoverable forward-lookiragts when doing so. Operation within th
market must be economically viable for competitiorilourish. The SEM Committee
considers that this can only be achieved by enguhat all avoidable costs are recoverabl

Source: SEM Committee (2008), Complaints on Bid&iragtices in the Single Electricity Market: SEM
Committee Inquiry, Final Report, SEM-08-069, 126J@008, pages 31-32.
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The position in the Consultation Paper, that op@neand maintenance costs are not variable,
also directly contradicts the SEM Committeetsrentposition in documents published as
part of the CRM work stream. In setting the pcep for the CRM, the SEM Committee
states that it assumes that market participantdbwibble to recover VOM costs from the
energy and ancillary services markets:

“The above numbers [used for setting the price cap]NFOC [Non-Fuel Operation
Cost] as a proxy for Fixed Operating & Maintena(fé®M) costs, which a generator
may not be able to recover in a competitive enengyket. However, it is likely that
the NFOC contains a proportion of Variable OpemnMaintenance (VOM) costs
which ggn be recovered via the energy or ancik@ryice markets, as well as FOM
costs.”

The SEM Committee goes further still and proposeéwiagion of Operational and
Maintenance costs into variable and fixed compaetitargues PJM provides “the best
explanation” of which costs are variable and whaoh fixed and states that variable
operating costs “covers major maintenance (whichtag-based), and consumables and
waste disposal which is assumed related to rurinfhgThis view is not definitive or
universal. Indeed, one’s view of maintenance cogtg depend on running regimes. If
generator plant runs baseload, its output is ptahlie and maintenance outages may appear
as fixed (i.e. periodic) costs. If generator plardvides mid-merit or peaking generation, its
output and running hours will vary from year to yeMaintenance outages would then most
likely be due after accumulating a certain levelatél output or a total running hours, in
which case they would be a variable cost of “wewl @@ar”.

Despite the SEM Committee’s previous acknowledgérttert some Operational and
Maintenance costs are variable, the ConsultatigeiPakes a quite different view, without
offering any explanation. Option 1 explicitly exdes “long-term maintenance costs” from
both incremental bids and offers (clause 18) aad-sip costs (clause 22c).

Nothing in the Consultation Paper rules out thetexice of variable maintenance costs.
Failing to allow recovery of these variable cost®ids will run the risk of forcing market
participants to price below their SRMC, introducedntives to withdraw capacity and distort
competition and dispatch.

4.2.3. Revision to the Definition of Opportunity Co st

The SEM Committee is proposing to remove the BC@Risting provision for including
“reasonable provision for increased risks”. ThdvSEommittee argues that another part of
the BCOP defines opportunity costs in terms ofentit foregone in employing the cost
item for the purposes of electricity generatiomid&increased risks” do not represent a

% SEM Committee (2016), Parameters Consultation P&-16-073, 8 November 2016, para 6.3.23.
27 SEM Committee (2016), Parameters Consultation P&-16-073, 8 November 2016, para 6.3.28.
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benefit foregone, but an addition “on top of thenstard definition of opportunity cost®
This conclusion is perverse.

The provision for increased risks in the BCOP dussdepart from the concepts of cost
items and benefits foregone. The precise referentte“reasonable provision for increased
risk to plant and equipment as a result of the aijia of a generation set or unft”. It

merely allows for the inclusion of costs that anatingent on uncertain events, but which the
rational operator of a competitive generator waiilll take into account when making
efficient business decisions.

For example, if generation plant develops a faalhtinuing to operate it may run the risk
that the fault is exacerbated and the costs oiniagat rise (possibly by a large amount).
This risk forms part of the opportunity cost of tpnerator: the “benefit foregone” from
continuing to operate is the difference betweerctist of repairing the fault now and the
higher — possibly much higher — cost of repairingter (adjusted also for any difference in
revenues between the two scenarios — see beldwje generation plant continues to run to
fulfil a Balancing Market trade, the additionalkisf a more expensive repair is part of the
SRMC of the associate output. The level of that dem may be probabilistic — varying
from zero, if the plant survives without incidetd,very large, if running with the fault ends
in a catastrophic failure. The provision for iresed risks does not contradict or depart from
the principle of opportunity cost, but usefullyrifies the right of generators to allow for cost
items that are uncertain.

Removing the provision for increased risks wouldrdase clarity, increase regulatory risk,
and potentially deny generators the opportunitsetmver costs, or at least to include them in
their offer prices, when those costs form a legatepart of SRMC. The SEM Committee’s
proposal to exclude risks from the definition of & may therefore harm competition and
efficiency. For instance, a market participant rhaye an incentive to declare a maintenance
outage, rather than to generate in a particuldriwair, to avoid incurring the risk of

additional costs, if it cannot include the costshait risk in its offer price. Where the plant
would have contributed to system security, tha¢mive would work to the detriment of
consumers.

In the next section of the Consultation Paper3B& Committee announces its “view” that
“costs included in SRMC should be actual costsrirelias a direct result of increased
generation rather than an estimated cost basecbbalgilities and theoretical costs.”
However, it provides no basis for this view, whishnconsistent with any standard definition
of economic costs, opportunity costs or SRMC, ahatvis unworkable for at least two
reasons.

2 SEM Committee (2016Qffers in the I-SEM Balancing Market — ConsultatiReper, SEM-16-059, 7 October 2016,
page 16.

2 BCOP, paragraph 8.(iii).

30 SEM Committee (2016), Offers in the I-SEM Balandwarket — Consultation Paper, SEM-16-059, 7 Oct@o46,
Section 4.2.4 on page 17.

NERA Economic Consulting 26



Offer Control Options for the I-SEM

First, given that generators must prepare theergdffices before they actually produce the
output, all offer prices must be based on an estimbthe costs they will incur. Accordingly
this “view” might be taken to exclude any cost itdmt is part of SRMC. Therefore, the
SEM Committee’s view that estimated costs shoutdoedncluded in offers as a matter of
principle is unjustified and unworkable.

Second, the SEM Committee’s “view” that “theorefic@sts should be excluded provides
no insight into whether or not risks form part ®MC, but merely hints at the evidential
standard that should apply. The SEM Committee reagonably take the view that it should
excludepurelytheoretical costs whose existence market partitgpeannot support with
evidence. However, the SEM Committee should balégwilling to accept “potential” or
“risky” costs for which there is good evidence.mérket participants can provide evidence
that generating causes certain risks, then angnpttby the SEM Committee to disallow
them would jeopardise efficient, competitive beloavito the detriment of consumers.

4.2.4. Foregone Revenues

Similar misunderstandings lie behind the propasaétnove the provision for “foregone
revenues”, which is therefore unjustified by logrcfacts.

The SEM Committee’first error is to suggest that “foregone revenuesaagriablynot
opportunity costs associated with any single in#d in electricity generation” (emphasis
added). The Consultation Paper makes this assavitbout any supporting argument, and
recognises the point as only “arguable”, rathen thelf-evident, presumably because the
regulatory authorities are aware that the genesdtave been allowed to include some
foregone revenues as an opportunity cost undesutrent BCOP. In fact, foregone revenues
are a well-established kind of opportunity cosisiag in this case from the loss of a
generator unit (the “input used in electricity gexi®n”).

Therefore, even if the SEM Committee wished toesslarification that forecasts of future
revenues foregone cannot be included in the difimaf opportunity cost, it would have to
address two arguments: (1) whether the disallowamedd have any impact on the
willingness to participate in the Balancing Markatd hence the efficiency of Balancing
Market performance; and (2) whether other foregenenues are legitimate components of
Opportunity Cost and hence SRMC.

With regard to point (1), the SEM Committee hasprovided any analysis of the
consequence of its proposal. As for point (2),vieev stated in the Consultation Paper is the
reverse of the SEM Committee’s statement abougtore revenues in the 2008 Final Report
guoted in Box 4.1 on page 24 above. In that docuntee SEM Committee stated that
foregone revenues were allowable costs:

= “all the avoidable costs outlined above — the aold#l O&M expenditure, the additional
equipment costs, the increased risk of failurelémtpand equipment as a result of the
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plant’s running regime anthe concomitant loss of revenue from capacity paysnand
infra-marginal rents from SMP are allowable cost$* (emphasis addéd

The Consultation Paper provides no explanatiomeeersing its view now. If the explanation
lies in some difficulty interpreting the wording thfe current BCOP (such as “input used in
electricity generation”), the current ConsultatPaper would have provided an opportunity
to clarify or amend that wording. The SEM Comnatteas not considered any alternative
wording. Indeed, section 4.2.5 of the ConsultaBRaper specifically adopts, as one of the
concepts for valuing Gas Transmission Capacity ({3 Tie amount which [generators]

would realise by disposing of the unused GFGn other words their foregone revenue,
suggesting that there is no problem with the curi@mulation of terms. The SEM
Committee’s reversal of its position on foregoneeraies is therefore arbitrary and selective,
as well as unjustified.

The SEM Committee is therefore adopting arbitragfective and inconsistent views in its
proposed treatment of foregone revenues, for nd geason. Foregone revenues represent
Opportunity Costs and SRMC in some circumstaneesead of merely asserting that SRMC
“should be actual costs”, the SEM Committee shbwalze set out the consequences of
departing from the principle of Opportunity Costlahe potential under-pricing of Balancing
Market actions.

The SEM Committee’second erroiis to focus on “speculative” costs and to confuse
“speculative” forecasts with the use of future ps¢o calculate Opportunity Costs. The
Consultation Paper states that the SEM Committeddvaot allow generators to use “a
potential future fuel price in the opportunity co$tusing fuel to generate electricity” and
argues instead for the use of “actual costs” otuaduel prices™* In practice, of course, it
is sometimes the potential future fuel priceeglacementuel (not the “actual” price paid
for the fuel currently being consumed) that defittesscurrent Opportunity Cost of
generation.

With regard to GTC, the SEM Committee has alsoloe&ed an important case where
“foregone revenues” define Opportunity Cost withaference to forecasts. However, using
forecast prices to value the foregone revenue d @duld be no different from using
forecast fuel prices to calculate the replacemest € i.e. the opportunity cost - of fuel used
in generation. The SEM Committee may wish to ggit Btandards for the evidence used to
justify offer prices based on forecast informatibat cannot reasonably rule out the use of
such forecasts entirely.

Indeed, the whole concept of Opportunity Cost isnded to draw attention away from
accounting costs and to provide a measure of theoggic costs of production which guide
efficient choices. Prices actually paid rarelyyide a useful measure of opportunity costs,

31 SEM Committee (2008§;omplaints on Bidding Practices in the Single Hieity Market: SEM Committee Inquiry,

Final Report, SEM-08-069, 12 June 2008, page 32.

82 SEM Committee (2016), Offers in the I-SEM Balandwarket — Consultation Paper, SEM-16-059, 7 Oct@o46,
page 17 and page 31 (condition 15 of the draft afgeactice in annex A), respectively.
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which must be taken from other souréé$he SEM Committee might wish to rule out purely
“speculative” estimates, but this concern addreisesbjectivity of regulation and affects

the rules of evidence used to justify certain offeces. This concern cannot ever rule out
the use of “potential future prices”, since theg sutrinsic to the concept of Opportunity Cost.
The SEM Committee’s proposal is therefore incoesistvith the concept of Opportunity
Cost.

4.25. Conclusion

SRMC is an incremental cost concept. The SRMCeakgation is the difference between
the total costs incurred with, and total costs wuih generating output over a given period. It
will be important for competition and efficiencyathany incremental costs incurred in order
to generate over multiple ISPs are allowed in gbféces, but the SEM Committee’s current
proposals appear to have disallowed a number ¢f costs.

Some maintenance costs are related to hours oingion levels of output, and so form part
of SRMC. The proposal to disallow maintenance<stherefore unduly restrictive — and
contradicts other statements by the SEM Commitides proposal to remove the provision
for costs resulting from increased risks has nashiaseconomics, logic or fact, and also
contradicts previous decisions reached by the SBmM@ittee. It would reduce transparency
by making the rules less clear and consistentoitld undermine generators’ ability to
recover costs, thereby hindering competition anldiceng efficiency. In some cases, forecast
revenues form part of opportunity cost, so themoisationale for the SEM Committee’s
proposal to exclude them in their entirety, either.

4.3. Option 2: Introduction of Offer Limits

The SEM Committee’s second proposed Option is fwse limits on market participants’
offer prices (“offer limits”). The regulatory auhties would take the initiative in calculating
these offer limits, but in many other respects gingposal is similar to Option 1.

4.3.1. Methodology behind the calculation of the Of  fer Limits

The offer limits imposed by the SEM Committee witly be credible if they closely track
the SRMC of generation. Generators would be foneseduneconomic decision-making and
would be likely to contest offer limits that frequiy fell below their SRMC. On the other
hand, if offer limits were set significantly abotree SRMC of generation, the SEM
Committee would come under pressure to reviseittés|downwards, to prevent market
participants from bidding anti-competitively.

The SEM Committee intends to set offer limits ajquarterly basis, and claims that this
decision would “strike a good balance between tward to track movement in input costs

33 The only reference to “actual” costs in the BCORcenns start-up and no load costs, but arisesiomyprovision

allowing generators to bid something else — itédh be demonstrated to the satisfaction of the &itthor the
Commission” that bidding “actual” costs (howeventlaee defined) would “distort the true economicshaf
generation set or unit.” (BCOP, paragraph 10.)
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without encumbering itself or industry with an omes process™* It is not clear how such
an inflexible rule could ever possibly reflect tBBMC of generators in the market, since
generators’ opportunity costs change much moreuéetly than quarterly, often by large
amounts, especially in the case of fuel pritesleither is it clear what “onerous” process
would be necessary to index the offer limits to entoequent measures of the SRMC of
generation, such as spot prices for gas and/os,ftekensure that the offer limits more
closely reflect the opportunity costs of markettjggrants.

In addition to imposing fixed offer limits, the SE@bmmittee proposes to retain discretion
and control over adjustments to the method of ¢afitig them. In particular, the SEM
Committee will “retain an ability to carry out ad hoc review at any stage should there be
any extreme movements in any of the generatorgdegts, such as in the event of a spike in
fuel price” and review the method “as required gdiorward”® These provisions
demonstrate how the SEM Committee realises thatllapplication of offer limits will not

be efficient because simplified calculations widk mecessarily track generators’ costs.
However, the open-ended nature of these provigloas nothing to restrict the SEM
Committee’s ability to interfere in market partiais’ pricing decisions and therefore
exposes market participants to regulatory riskr ikstance, the SEM Committee would have
sole authority to judge whether or not movementsoists were sufficiently “extreme” to
merit adjustment and whether or not the methodotwpded to be revised.

To have any chance of encouraging efficient, comipetehaviour by market participants,
the SEM Committee’s ability to adjust simple offienits would need to be bound by clear
economic and regulatory principles. Without sudhgples to guide regulatory decisions,
the necessary adjustments to the rules would beegoarbitrary choices, instability and a
reliance on trial-and-error to find a sustainaleipon. Unguided by principles, such a
process might be never-ending. Given a set ofiggigrinciples, Option 2 might offer some
hope of providing the stable guidance that marketiggpants need. Therefore, a desire to
avoid setting out the kind of principles that cathg underpin the definition of SRMC and
OC provides no basis for selecting Option 2.

Once augmented by a set of principles, Option 2ldveliare many of the features of Option
1. Responsibility for calculating offer pricestewith the generators in Option 1, and with
the regulatory authorities in Option 2, but in bo#ises the SEM Committee would have to
consider from time to time which types of cost rbayincluded in generators’ offer prices.
Although better than the options as defined inGbeasultation Paper, these variants would
still hamper competition, if detailed but outdatetes were not changed quickly enough.

3 [TBD]

% It would wrong to argue that generators can hedgénst quarterly offer limits by buying fuel onagterly contracts.

As mentioned above, such fuel prices are irrelewdr@n defining the opportunity cost of generatimghie BM. Tying
offer prices to the fuel prices in quarterly contsawould discourage efficient generation or corystion, and would
hinder competition.

% SEM Committee (2016pffers in the I-SEM Balancing Market — ConsultatRaper SEM-16-059, 7 October 2016,
page 21.
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4.3.2. Grouping of generator units

The Consultation Paper is unclear over the extemtich the SEM Committee will impose
offer limits on individual generators or on grouggggenerators. Whilst in principle the SEM
Committee intends to define offer limits by refagito the costs of groups of generators, its
proposals do identify some exceptions. For exantp&eConsultation Paper states that:

“The SEM Committee also envisages instances wherglacing of certain
generators into groups may not be appropriateekample, if a plant is ‘must run’ in
the market for system reasons, then it will havéngentive to compete against any
other unit and will likely submit an offer equalttze offer limit in all instances. In
this case, the SEM Committee will consider whethesould be appropriate to
impose a separate offer limit on that particulat.tri’

The SEM Committee’s sole example applies tightégrdimits to more valuable,
constrained-on generators, than to other, simgaegators. It is not clear why such valuable
generators should be subject to a lower offer Ithain generators that are competing in the
general market. The SEM Committee certainly daggustify its proposal for grouping

plant using its normal criteria of transparencgxibility, efficiency and competition.

In this example, the SEM Committee seems unsute e basis of the offer limits for this
group of generators. If, as discussed earlieerdiiinits reflect the SRMC of generator
output, there is never any reason to set them laagethat would discourage the generator
from running (a serious outcome, when applied $jpadly to plant required to support the
system). The SEM Committee’s argument seems t@rethe assumption that the offer
limit for this type of generator is above their tsosf operation, and also possibly above the
market price of electricity. However, that seemanply an error in setting the offer limits,
rather than a need to revise the regulatory framle¥os some, but not all, generators in a

group.

In practice, a stable rule would only group gerasatvhere the costs of those generators
were similar. Any other rule would risk treatingnse generators discriminatorily and
denying some generators the opportunity to recthasr costs (if their offer limit were too
low).

We have already noted that the regulatory autlesritill find it administratively burdensome
to specify allowable costs for individual generatarnder both Option 1 and Option 2. Any
errors, by which short run marginal costs are rkestéy excluded from offer prices, will

deny cost recovery, distort incentives, and threatampetition, efficiency and security of
supply. The regulatory authorities would therefoage to take care to ensure that offer
limits (or the equivalent rules under Option 1) eever lower than each generator’s costs.
Under the proposal to group generators, the regwylaiuthorities would have also to ensure
that offer limits were never lower than the codtamy generator in the group, and ideally
thatall generators in the group had similar costs. Adhgethis outcome would require the

87 SEM Committee (2016pffers in the I-SEM Balancing Market — ConsultatRaper SEM-16-059, 7 October 2016,
page 21.
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SEM Committee to scrutinise the costs of each geéaem detail, to check that they were
similar. Itis impossible to see how setting grdeyel offer limits would reduce the
regulatory burden of Option 2.

4.3.3. Exceptions management

The SEM Committee’s proposals for exceptions mamage show further recognition that
simple offer limits will not capture the underlyicganges in costs faced by generators.
However, the SEM Committee’s proposed method oéptans management is limited to
physical factors. For instance, the Consultatiapd? considers plant “required to run in
OCGT mode” because of “a physical outage of thamstirbine within a CCGT train”, “to
run in a secondary fuel mode, or other circumstarteatered for within the limits
calculation.®® Freedom to breach the limit in “exceptional phgsicircumstances” would be
subject to evidence-based review by the MMU.

The SEM Committee does not provide any criteria jungtify restricting exceptions to

physical factors. It will often be possible to ogite a generator, but prohibitively expensive

to do so because of an unforeseen rise in costeatsooffer limit. In every such case, the
regulatory authorities will have to consider makargexception, as it would not be efficient

to force compliance with offer limits that lay belGRMC. However, it would be
administratively burdensome to consider such exaeptcase-by-case, since unforeseen rises
in costs are inevitable and numerous. The progosaly on “exceptions management” to
deal with unforeseen changes in conditions is thezenot practical.

It is also unclear how this procedure (or any egjant) can be limited to “exceptional
physical circumstances”. Any large change in furedes (and other “commercial” or
“economic” circumstances) would provide a reasaraffjusting offer limits that was just as
urgent and important for efficiency and competitidrhe Consultation Paper offers no
grounds for excluding such reasons and no altematieans of accommodating such
changes (other than the discretionary changesstisdun section 4.3.1 above). Section
4.3.4 of the Consultation Paper, on exceptions grmant, ends with a commitment to
“further consultation”, but that only serves toicate how incomplete these proposals are.

In practice, the frequent changes in costs facergerators are not “exceptions”, but a regular
and expected feature of energy markets. To dehlthvem as exceptions (or discretionary
changes) would be administratively burdensome lfaromcerned and highly inefficient. It
would be administratively more efficient to alloletautomatic adjustment of offer prices
(and offer limits) whenever conditions change,east of relying on the provision for
exceptions. Given the likelihood and wide-rangiadure of unforeseen changes, it would be
administratively even more efficient to avoid pm@stive rules altogether and instead to set
out guiding principles that allow generators togdheir offer prices to new conditions as
they arise.

% SEM Committee (2016pffers in the I-SEM Balancing Market — ConsultatRaper SEM-16-059, 7 October 2016,
page 22.
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4.3.4. Precedent for Framework
The SEM Committee cites the Italian electricity kedras a precedent for Option 2:

“Such a framework would not be the first time limitave been used in a European
energy market. Offer Limits has been implementedHe calculation of start-up
costs in the Italian Balancing Market. Generatéersfare subject to limits calculated
based on a unit price derived from the averageevaiuhe minimum offer prices over
the previous year that were submitted by generatiors with similar technology.
The start-up offers cap calculation process isaiort in chapter 4 of the
Dispatching Regulations of the Italian Grid Cod.”

The provisions to impose offer limits in the Iltalibid code differ from the SEM
Committee’s proposals for Ireland in at least twportant respects:

= Firstly, the Italian Dispatch Regulations only ingps a limit on offers for “Operational
Set-Up and Start-Up” based on previously submitiféer prices’® Terna does not
attempt to tie offers to start-up to any prescviplist of costs, let alone the costs of fuel.
The offer limits therefore cap prices only at levéilat have previously been sufficient to
cover costs. The SEM Committee’s proposal, byreshtseeks to calculate start-up, no-
load and incremental/decremental costs from thetroup and therefore replaces market
participants’ estimated costs with its own estirmgp®tentially omitting important cost
items.

= Secondly, market participants do not face pricesdapbids or offers on the DAM or on
the balancing market as a whole: although marasgtgipants face a cap on offers for
“Operational Set-Up and Start-Up”, their energyeadfare unrestricted. Accordingly,
market participants may recover differences betvadenved costs for Operational Set-
Up and Start-Up and their underlying costs throligfmer energy prices.

As a result, the provisions in the Italian Grid @quatovide no reliable precedent for the SEM
Committee’s proposal to set strict offer limits édon bottom-up estimates of costs for all
the components of generators’ three-part offers.

In other EU jurisdictions where regulators have tgdrio control bidding behaviour by
constrained generators, the relevant grid codedieante conditions have deliberately stated
high-level principles instead of imposing fixedexffimits. For instance, in Great Britain, the
Department of Energy and Climate Change (DECCpthiced the Transmission Constraint
Licence Condition (TCLC), which aimed to constraiarket participants’ bids in the
balancing market. The TCLC proscribes two gerferahs of behaviouf?

3% SEM Committee (2016), Offers in the I-SEM BalancdWgrket — Consultation Paper, SEM-16-059, 7 Oct@046,
page 22.
40 TERNA, Italian Dispatching Regulations, Paragragh42.

41 DECC (2012)Government Response to the consultation on thesmimsion Constraint Licence Condition (TCLC)

page 4.
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= Making uneconomic dispatch decisions that creatxacerbate a transmission constraint
(circumstance 1); and

= obtaining an excessive benefit from bids to redugput during periods of export
constraint (circumstance 2).

Ofgem’s Guidance on how it intends to police thd.TGet out the high-level economic
principles that it would apply in circumstance 2Xtessive benefit”):

“The following is a hon-exhaustive list of indicasovhich Ofgem may consider when
determining whether an excessive benefit has bbtined [...]:

Avoidable costs- Ofgem could compare bids accepted to manageretkposmission
constraints to estimates of avoidable costs. Avm&aosts can be defined as SRMC
plus additional maintenance and ramping down cestgosts of going below the
“Stable Export Limit”. We would also expect to takecount of opportunity costs and
allow for reasonable profits to be earned. In thgecof renewable generators,
opportunity costs will include the price of ROCgldrECs.

Comparable generator benchmarks Accepted bids behind an export constraint
could be compared with those charged by any corbfeggenerators, on the other
side of a constraint. Comparability could also talke account the differences
between bids to, for example, turn down generatiorementally rather than
reducing generation below the “Stable Export Linaitid having to shut down the
plant completely.

Other indicators from general market monitoringstsas historical bids during non-
constrained periods and average GB-wide bids.

If any of the above indicators suggest a potebtieahch, as set out in Chapter 3,
Ofgem may write to the licensee concerned, givivemnt an opportunity to respond. If
the licensee believes their pricing can be objetfiyustified, an explanation and
supporting evidence should be submitted to Ofgeragsessment? [emphasis
added]

In setting out its high-level principles for enforg the TCLC, Ofgem explicitly recognises
the importance of the list of costs being “non-aiae”, as well as the need for “reasonable
profits”.

Moreover, there are nex anterestrictions on offer prices in balancing marlagsrating in
other major European electricity markets (see @rrttescription in Box 4.2). Either bidding
is unconstrained (except by competition) or elsgehs provision for detaileglx post
investigations, as under the current arrangemarttsei SEM.

42 Ofgem (2012)Transmission Constraint Licence Condition Guidanaras 2.36-2.37.
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Therefore, although the SEM Committee refers teceakhy related precedent in Italy, that
supposed precedent is unlike its proposals fol-8M, which bear little resemblance to the
price control systems operating in other major \&i@sEuropean balancing markets.
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Box 4.2
Bidding Restrictions in Other Major European Markets

France’s balancing market is governed by documesteed by the Réseau de Transport
d’Electricité (RTE)* Generators have wide-ranging freedom to bid ineoltalancing
market™ Balancing entities may submit a “start-up” offiem balancing market instruction

would require a generating unit to start up. RpEeads this cost across the volume of each

offer, when ordering and deciding how to call dfey their “effective price per MWH®
The French balancing market rules contain procediarée applied in the event of market
power abuse. RTE publishes summary statisticsatanbing offers, which show half-hourl
average offer prices and maximum (and minimum)gsrigaid for upwards (and downward
balancing offers. The Commission d’Accés au MargwM), “regularly analyses price

n <<

Journals and defines thresholds”. When RTE obseatareshold being exceeded, it carries

out a joint analysis of the case with a special mattee of network users (the CURTE). “At
the end of this phase, the thresholds will be @wated™® Thus, any suspected abuse of
market power in the balancing market is investigate a case-by-case basispostas
under the current arrangements in the SEM.

Germany also operates a liberalised balancing ma&aancing energy is procured

“through competitive bidding on a tender basishiea German control power market where|a

large number of suppliers (generators as well aswmers) participate”. The relevant TSQ
selects offers based on a merit order of capacicgp and settles on a pay-as-bid b&is.
There are no rules limiting the prices the balag@ntities can bid into the market.

[

In Spain, there are no defined limits or presovgtiidding rules on balancing market offer

either in “tertiary control” (i.e. balancing markeades) or in the management of constrained

plants. Generators may be fined if there is angustified difference” between their offer
prices for tertiary control and their offer pridasother markets (day-ahead, intra-day, &tc)|
However, applying this rule requires a detailedechy-case investigatiax postand has
not been invoked, as far as we are aware).

Bidding is also unconstrained (except by generaipatition policy) in the Netherlands.

43 RTE (1 April 2016), Section 1 — Rules relativelie Programming, the Balancing Mechanism and Recafery

Balancing Charges. N.B. English translation is noinitefe.

4 The French balancing market applies the pay-@stieé: “...the Offer Price will be used to establthle remuneration
RTE pays to the Balancing Actor as compensationrfddfier Activation”. RTE (1 April 2016), para 4.3111

4% RTE (1 April 2016), paras 4.3.1.1.2 & 4.4.1.1

4 RTE (1 April 2016), para 4.8.1.6

47 http://www.amprion.net/en/control-energy

48 Consentec (27 February 2014), Description of lisaguency control concept and market for contrekrees, page 21-

22

4 Law 24/2013, Article 65.33 (available only in Bf=h): “La manipulacién del precio de los servicitssajuste por parte
de un agente del mercado mediante la realizacid@festtas a precios excesivos, que resulten displarésrma no
justificada de los precios ofertados por el mismo&os segmentos del mercado de produccion.”
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4.3.5. Implementation

We understand that the TSO and I-SEM systems willlile to accommodate Option 2, so
the main issue for implementation concerns theivelaoles of licence conditions versus
industry codes.

4.3.6. Conclusion

As we explained in section 2.4, discretionary ragah requires a framework of principles,
to avoid creating unnecessary regulatory risk aogardising efficient competition. The UK
Competition Commission set out these argumentslation to the Market Abuse Licence
Condition in 200F° Defining a set of guiding principles in the licerwould also enable
better scrutiny of regulatory proposals before ttade effect; the alternative is to wait until
adverse effects become apparent before reversdegision, a process that would be highly
damaging to the interests of consumers and tordaiwlity of regulation. Therefore, we
repeat here the conclusions we reached in rel&di@ption 1.

Whilst the desire to preserve flexibility is undersdable, sound decision-making must rely
on something more stable and objective than thgestite views of the regulatory
authorities of the day to justify interventionscompetition. The only practical means of
overcoming this problem is to set out (and applgady defined principles that allow market
participants to anticipate when and how the regua@uthorities would intervene. Only then
can market participants safely adopt efficient, petitive behaviour without fear of
triggering sanctions. Only then can the qualityegfulatory decisions be tested, before they
take effect.

The need to set clearly defined principles (whighhave described in comments on previous
papers in this workstrea) applies both to the desire to extend controlsaisd to tightly
defined rules that do not anticipate all possihtere situations. It has important

implications for the evaluation of both Option Offer Principles”) and Option 2 (“Offer
Limits”), as we explain in section 4.4 below.

The SEM Committee’s proposals for Option 2 woulghase cost-based offer limits on
groups of generators, for one quarter at a timee SEM Committee does not explain how it
will ensure that these offer limits will cover teeort run marginal costs incurred by
generators, raising the prospect that offer lirséistoo low will systematically deny cost
recovery and discourage generation — with potdwpttatastrophic results for security of
supply. The SEM Committee proposes some exceptiotie overarching approach, such as
defining tighter limits for must-run generatorsjustiing for certain physical conditions, and
allowing for unforeseen rises in costs, but thgudiency and importance of these exceptions
merely illustrate the inadequacy of relying on dienqules in the first instance.

In practice, if the SEM Committee decides to impofer limits, it will be necessary to
ensure that every offer limit at least covers tRME of the generator concerned, and that

50 Competition Commissio®\ES and British Energy: A report on references mantger section 12 of the Electricity Act

1989 CC No. 453, 31 January 2001.

51 NERA (2016)Review of the Capacity Remuneration Mechanism Lesakls Pape22 September 2016, page 15.
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the system adjusts or relaxes these rules whegeweitions change, according to pre-
defined principles. These principles need to lhieeeched in a licence condition, to provide
the required degree of stability, and to allow @mogcrutiny of proposals.

4.4, Appraisal of the Options

The appraisal of Options 1 and 2 is set out inrenfthat provides no basis for an objective
choice.

First, the Consultation Paper quotes the “advastaged “disadvantages” of each Option,
but does not say what baseline or alternativees ts define them. The baseline may be no
regulation, the current BCOP, or the other Opta@rsome combination of these alternatives.
If each Option is appraised by reference to themtihen the advantages of one Option
should be the same as the disadvantages of the@jtien, and vice versa. However, the
drafting suggests this is not so, in which caseattyraisal is not even-handed.

Second, the Consultation Paper does not explaiaritegia by which these advantages and
disadvantages have been identified and appraibed SEM Committee has set out a
common set of appraisal criteria in previous doauisieand their omission from the
Consultation Paper is anomalous, especially simeeetis no alternative list of appraisal
criteria. Given the lack of any such list, itmspossible to check whether the appraisal is
complete for both Options. Indeed, it appearsetotly partial.

Third, the difference between Option 1 and Optias 2ot as marked as the SEM Committee
appears to believe.

The SEM Committee describes Option 1 as a pringiplsed approach similar in outline to
the current BCOP. In practice, however, Optiomdststs of a prescriptive list of costs that
may be included in offer prices, along with rulesdefining those costs. These rules are so
narrowly defined that they offer no guidance on howncorporate new costs when
circumstances change over time. Even in the sbort, the proposals exclude potentially
important categories of costs, such as costs whephbe jointly incurred over multiple
settlement periods and the opportunity costs oitiaél risks, for no good reason.

Option 2 consists of simplified rules which impadter limits on generators according to
calculations conducted by the SEM Committee on lbefianarket participants. However,
the SEM Committee implicitly acknowledges by promgifor exceptions that it will need to
ensure any offer limits remain in line with generat SRMC. That requirement will in any
case require the SEM Committee to set out and adeat principles for managing
adjustments to the simplified rules, to minimisguiatory risk and to incentivise efficient,
competitive behaviour.

Option 1 and Option 2 therefore both require theetijpment of the same guiding principles
to allow their adaptation over time. In the caE®ption 2, the need to adapt rules over time
applies not only to the definition of new cost iebut also to the calculation itself. Option 2
does not in effect represent a different approadatetining eligible costs to be recovered in
balancing market offers from Option 1, only a lesmplete one.
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The only remaining difference between the Optioes inh the method of implementation —
whether the generators apply the rules to calctiie maximum offer prices, or the
regulatory authorities carry out those calculatiand publish the offer limits. No part of the
appraisal focuses on that distinction between tbegsses under each Option. The appraisal
does not therefore consider the real differencésdsn the Options.

Fourth, there are severe problems with the indai@élements of the appraisal set out in the
Consultation Paper. We identify these problem&ppendix A.

The similarities between the Options, and the gagsch of them, are not brought to light in
the evaluation set out in the Consultation Paperabse it has not been properly conducted.
The evaluation of the Options does not apply titerta used in other ISEM papers, or any
similar set, but only identifies vaguely articulkht@advantages” and “disadvantages” relative
to some nebulous (and possibly shifting) altermatiVherefore, the appraisal of Options 1
and 2 is not even-handed or complete. It providebasis for favouring one Option over the
other. It also provides no basis for deciding &itter of these Options is better than a
suitably adapted version of the current BCOP.
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Appendix A. Review of Section 4.4: Appraisal of Opt  ions

In this appendix, we review the arguments setmogection 4.4 of the Consultation Paper,
which purports to provide an assessment of Optloaisd 2, as set out in sections 4.2 and 4.3
respectively.

The assessment is structured as “a high-level exwref the advantages and disadvantages
of each of the options”. However, it does not defor apply a set of well-defined appraisal
criteria and it does not define any alternativegginst which these supposed advantages and
disadvantages can be measured. It is therefarealhy impossible to check the completeness
or consistency of the appraisal. In addition,rdesoning behind many of the supposed
advantages and disadvantages contains major fésnge show in the sections that follow.

Our comments follow the order of points made in@oasultation Paper.
A.1. Option 1: Advantages

i. “Option 1 is based upon current arrangementdjch have been in place for nearly a decade,
and are well understood by all participant®ption 1 maintains a framework in which
generators are familiar and understahdlhese statements present a false picture of Ofition
which differs from the current framework in sevamaportant respects. The current
framework is set out in the generation licence Blugling Code of Practice (BCOP) and
subsequent decisions on their interpretation. Tdemte requires cost-reflective bidding, sets
out the relevant concept of cost (SRMC over a Trgday), explains how to measure
SRMC (the difference between total costs with, emal costs without, generating) and
specifies the use of Opportunity Cost to value @ests>® The BCOP sets out guiding
principles for the valuation of costs using theaapt of Opportunity Cost. In comparison,
Option 1 is considerably more prescriptive. Thepmsed text sets restrictive limits on some
types of cost and specifically excludes other tygfesost from offer prices (paragraph 8).
The concepts and rules behind Option 1 would bewetntirely within a code, whereas the
current framework is more stable because it spEctfie basic cost concepts (SRMC, daily
timeframe, OC) within each generation licence.

ii. “Delivery of Option 1 should be relatively sightforward and implementable..This
statement overlooks the major difficulties thatl\wé caused by trying to set fixed rules that
incorrectly define SRMC or Opportunity Cost, sa@slisallow legitimate costs. In the first
instance, the proposed rules will be disputednesrisistent with cost recovery and with
incentives for efficient generation. If they sutpsently enter into force, these rules will
create operational problems that will eventuallyuiee the attention of the regulatory
authorities (and lead to the restrictions beingtawaed in due course). Therefore, neither
the delivery nor the application of Option 1 wi# btraightforward.

iii. “The principles regime will result in the famnd equal treatment of all offers.There is
no reason to suspect that “fair and equal treatmieall offers” is a specific advantage of
Option 1 over any realistic alternative. Under glo@erning legislation, the regulatory

52 Commission for Energy Regulation (200@gneric Generation Liceng&ection C, Condition 15, subsections 2-4.
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authorities may not “discriminate unfairly betwesrthorised persons” (i.e. between
licensees) in any case. The Consultation Papes dot say that Option 2 is intrinsically
discriminatory; if it did, that would be enoughitwalidate Option 2. Also, as noted above,
the regime defined by Option 1 is not a principlagime, since there are no stable principles
set out in the Generation Licence, and severatppwe rules disallowing specific types of
cost (without good reason).

iv. “All generators will be given equal access to cofitm® specific information and will be
able to see if their peers are complying with thies set out. These characteristics contribute
to the integrity of this segment of the marketsa ho unfair advantage (actual or

perceived) is conferred to one generator over aanth This statement applies to the market
as a whole, and not to the rules set out in Otioithe Consultation Paper does not explain
how this feature would be an advantage of Optioner Option 2 (or the current

framework).

v. “From a theoretical perspective, requiring unitggged as non-energy in the Balancing
Market to offer SRMC should lead to competitivecontes’ There are several problems with
this statement. First, as discussed above, gemgnragy not know which of their offers will
be tagged as non-energy until after the fact, whely hinder competition in the energy
market. Second, the competitive outcome sometreepsires prices — and offer prices — to
depart from the costs of the producer in ordenthcate shortage. Limiting prices to a
generator's own SRMC does not always produce aciesit, and hence competitive,
outcome. For instance, suppose the output ofiegigenerator A has a variable cost
(SRMC) that is higher than the sum of variable anoidable fixed costs at generator B.
(SRMG > SRMG + Fg, whereFg is the avoidable fixed cost of generator B.)h tules
prevent generator B from recovering its avoidabded costs, it will not enter the market and
consumers will have no choice but to rely on thearexpensive option of generator A. This
possibility indicates why some flexibility in th@plication of any rules limiting offer prices
is required to permit efficient and competitive @arnes.

“Finally, it should be noted that offer arrangemeribr generating units that receive a
Reliability Option (RO) due to local issues wilsalrequire to be settled based on the
methodology outlined under Option 1, even if OpRd®ffer Limit” is the preferred option
(i.e. an Option 2 only approach would potentiallioer these units to make excess profits,
where this potential issue would not occur undeti@pl).” The Consultation Paper does
not explain why Option 2 would allow any generdtomake “excess profits”, or what role is
played by Reliability Options. “Excess profits” wld seem to be impossible under any rule
that limits offer prices to SRMC or less — andrig/to use offer limits to claw back revenues
from Reliability Options would destroy incentives efficient operations and output. This
comment therefore requires further explanation debetion.

A.2. Option 1: Disadvantages

i. “Under Option 1 there exists the risk that tin@mework will result in high prices at the
perceived boundary at what might attract enforcenaetion from the RAs. Units could
attempt to use the principles to effectively maker® as high as possible. For example, if a
unit is must run in the market, under Option 1 #ghexists no incentive for the unit to
innovate. However there does exist an incentivaibonit offers as high as is possible under
the framework. In this sense the framework maycrezte an environment in which
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generators compete away profitsThis set of supposed disadvantages does noticartg
coherent economic reasoning.

= The apparent lynch pin of the argument is that ggne units would try to “make offers
as high as possible”. However, this statement saysore than that generators are
profit-maximising. That is a condition of efficieoompetition and does not apply
specifically to Option 1.

= As for the supposed lack of incentive to innovétere is no reason why it should be
more of a problem under Option 1 than under a systieoffer limits that ties offer
prices to the generator’s actual costs (Optionl@leed, if the former were to allow
prices to uncouple from costs, it would give get@saan incentive to reduce their costs
(as under price cap regulation). In contract,|aker would explicitly take away a
generator’s incentive to invest in lowering its SBMsince the reduction in SRMC
would be passed on to the market via a lower d¢iffat and the generator would be left
to bear the fixed costs of the investment.

= |f this comment is intended to argue that some lprabies in the flexibility offered by a
(truly) principles-based regime, it should be nateat Option 1 applies fixed rules, not
principles. Flexibility is only required to deahweh genuine uncertainty of the future
nature of costs and fixed rules do not deal withugyige uncertainty any more efficiently.

il. “Historically, as discussed in Section 3.2¢tk has been many challenges in the SEM as
to whether to include, and how to value, a numbieost items.... This has been extremely
resource intensive for the RAs and affected padicis, and at times has led to resources
being diverted from other areasThe resolution of disputes merely helps to clarify
interpretations of the rules and should not benasghintrinsically as a sign of failure for the
regime. Indeed, major disputes only arose whemedgelatory authorities tried to disallow
costs that were part of SRMC, and these disputes xentually resolved in the generators’
favour. One might conclude that the source ofpitedlem was the poorly judged use of
regulatory discretion, not the flexibility offeréd generators by a principles-based regime.

In any case, setting fixed rules (offer limits aekcific cost disallowances) will not reduce
the number of resource intensive problems for thAs Bnd affected participants. If the RAs
try to disallow legitimate components of SRMC, aged not matter whether they do so by
setting rules or interpreting principles. The n@alblems caused by such decisions will be
the same and they will require resolution — eithefore or after the real costs of such
decisions become apparent. The RAs’ diagnosiseoptoblem underlying disputes is
therefore faulty, the RAs have wrongly identifiée tsolutions to these problems, and the
appraisal of the options is therefore misguided.

A.3. Option 2: Advantages

i. “Option 2 would incentivise generators to incesatheir units[’] efficiencyBy reducing the
cost of dispatching their unit they will be ableateril of greater profits if they are must-run, and
if they are in competition with other units thigiop should facilitate competition between units.
This is because the unit will be able to offer aphie offer limit. The more the efficient the unit,
the greater the amount of infra-marginal rent thia unit will be able to earn as its actual costs
could be below this limit. The problem with this text should be apparentiyp @conomist
familiar with incentive regulation. If each gentends offer limit under Option 2 is tied to its
own costs, and updated quarterly, then any reduatithe cost of generator will be passed
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on to the market via a lower offer limit and loweices at the next quarter. That removes the
incentive to increase efficiency. (The comment egspspecifically to generators that are
“must-run” and therefore “able to offer up to théeo limit.” It may be that the comment is
meant to apply only when offer limits are set fooups of similar generators, but that is not a
necessary feature of Option 2 and no such assumigtgtated here.) Thus, not only is this
argument incorrect, as stated; it indicates thagelcarrying out the appraisal do fully not
understand the options they are appraising, ordelset understand the economics of
competition, regulation and incentives.

ii. “Compliance with price limits (Option 2) is meitransparent and objective than
compliance with principles open to interpretatiomdareview by the MMU (Option 1) This
statement presumes that applying restrictive nglesore transparent than the interpretation
of principles, but that is not necessarily the cablee current proposals disallow certain costs
that have been included within SRMC up until nowv,rleasons that are non-transparent
(arbitrary, selective, inconsistent). If the ragive rules are not sustainable, because they set
offer limits below SRMC, generators will have tadinon-transparent ways to work around
them or else the regulatory authorities will hawamend the code in a non-transparent
manner (i.e. without recourse to stable guiding@ples). The operation of such a regime
may therefore be less transparent over the longhama steady and consistent application of
guiding principles. Given the arbitrary naturesofne of the proposed rules, the basis for any
decision to extend controls into the energy maaksa lacks transparency. (We note that this
point compares Option 2 with Option 1, unlike adeage iv.)

iii. “Generator participants could also benefitdim a ‘level playing field’ as there is less
potential for ambiguity in the rules that govere ttalculation of offers.'Given the arbitrary
and selective nature of the current proposalsdalldw some elements of SRMC, they will
affect different generators to differing degreétence, there can be no talk of a “level
playing field” among generators under Option 2.

iv. “From a regulatory perspective, the monitorinf§Offer Limits compliance would be
substantially less resource-intensive than the toonig of compliance with a BCoP....”

This argument is the converse of disadvantage @paifon 1, so it is not a separate point and
the same comments apply. In summary, setting teliahits would be hugely resource
intensive, as the process would have to deal wittreand the effects of under-recovery.
(We note that this point compares Option 2 withdheent BCOP, unlike advantage ii.)

A.4. Option 2: Disadvantages

i. “There will be a requirement to engage in alda up consultation on the detail behind the
calculation, form and publication of the first sdtoffer limits before go-live.This point is

an admission that implementation of Option 2 wél“pesource intensive” and that Option 2
cannot be described as transparent, due to thefaiitail at this stage. In the absence of any
stable guiding principles, the decisions emergmgifthese consultations may be arbitrary
and deny cost recovery in ways that create probfentte regulatory authorities in the

future.

ii. [A] “There is also the potential that the intdoiction of offer limits will lead to a loss of
efficiency and higher costs because units may gioffgr at the outer limit of what is
deemed acceptable, leading to a potentially submgdtsolution.” This would be a serious
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drawback, if it were likely. However, since thar@nt proposal would tightly restrict the
costs allowed to be included in offer prices, anduwde some costs that are and always have
been counted as a component of SRMC, it seemsalylikat offer limits would be deemed

to be too high by any meaningful standard. Howetes, point is really a potential flaw in

any form of regulation and so it is not clear whghould be a disadvantage attributed to
Option 2. A more likely outcome of Option 2 is thigppression of offer prices below SRMC,
leading to suboptimal solutions because some gemsraxit the market to avoid making
losses.

[B] “Offer limits must be set at the level of themakt efficient unit, hence generators have an
incentive to innovate and increase their efficietdgwever, customers may not benefit from
the reduction in costs as generators could simphtiaue to offer up to the offer limitThis
potential problem is limited to the case where nfifeits are set for groups of (ideally,
similar) generators. Given that assumption, itateg the effect set out in “advantage i” of
Option 2, so either or both should be omitted.

[C] “There are also a number of questions as to hipuickly the change in limits could also
be calculated in response to sudden market chah@édss point directly contradicts the
supposed ease of implementation assumed by adeantag actually confirms our
comment above, that trying to set fixed rules iargjing circumstances is no less resource
intensive — and potential more obstructive — thaiinéhg principles that allow automatic
adaptation to new situations.

iii. “The framework that underpins Option 2 woultsa be based on the principles set out in
Option 1. So there exists the potential for disagnent in circumstances where these
principles are interpreted by the SEM Committe@asto set limits that generating units
deem unacceptableThis point confirms that argument that we have endwoughout our
report, namely that setting fixed rules will notdrey less of a regulatory burden than
interpreting a principles-based regime, becauseules will have to be continually adapted

to changing circumstances. Ignoring the changdsowity cause under-recovery of costs and
disincentivisation of efficient output, leadingdwer more serious problems for the regulatory
authorities to resolve. This point confirms tha tvhole Consultation Paper is based on a
myth, i.e. that fixed rules are easier to implentban a principles-based regime.
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Appendix B. Option 1 — Balancing Market Offer Princ  iples Code
of Practice

Certain sections of the proposed “offer princigtest of practice” set out in Annex A of the
Consultation Paper merit comment. The followinghatents identify the paragraphs
containing the most serious flaws in the curreaftdr

6. For the purposes of the previous paragraph, SRM equals the incremental change in
the costs of operating the generation set or unituting an Imbalance Settlement Period
incurred as a result of either increasing generatio output by one additional unit

(MWh) of energy or reducing generation output by trat amount (the resulting output
level being referred to as the Relevant Output Levg [assuming the generation set or
unit is already online and generating at a given dput level at or above its [Minimum
Stable Capacity]]

7A. For a given level of output, the SRMC is to bealculated as:

a. the [total of those eligible costs listed in pagraphs [14] to [21] below]
attributable to the generation set or unit during an Imbalance Settlement Period at
the Relevant Output Level;

minus

b. the [total of those eligible costs] attributablgo that generation set or unit during
that Imbalance Settlement Period at an output levelvhich is 1MWh lower than the
Relevant Output Level.

It is impractical to limit the measurement of shont marginal costs to increments of one
MWh of energy, since some balancing market actresslt in the production of more than
one MWh, linked together technically by physicaéoing constraints and/or economically
by joint costs. In such cases, it does not makeesto attribute all the costs of production to
the first additional MWh and none to subsequent MWFhat feature of costs would lead to
excessive offer prices under the rules propose¢ldarConsultation Paper.)

Instead, some costs of increasing output must beted as SRMC and spread over all the
units of energy produced by a single “Balancing kéaction”, i.e. over the output likely to
be produced in response to a single instructiarhémge the level of generation. The
definition of SRMC must therefore be redraftedeter to the change in output and costs
caused by a single Balancing Market Action. It thesleft to the generator concerned to
specify the size of a typical Balancing Market Agctifor its plant.

In general, it will be difficult to attribute costirectly to individual MWh of output, if the
change in output affects costs over a wide timepde.g. by shifting start-up costs from one
period to another). The only practical way to nuneaghe marginal costs of a change in
output is to compare total costs with and withtwet thange in output. SRMC should
therefore be defined by adapting the definitiondusethe Generator Licence Condition on
Cost-Reflective Bidding in the Single Electricityakket so that it identifies the change in
costs over periods other than a Trading Day areVaglt to the Balancing Market Action:
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For the purposes of [setting cost-reflective prices], the Short Run Marginal Cost related to a
generation unit in respect of a Frading Day [Balancing Market Action] is to be calculated [for
each half-hour ISP] as:

(a) the total costs that would be attributable to the ownership, operation and maintenance of
that generation unit during a Trading Day if the generation unit were operating to generate
electricity during that day [including the Balancing Market Action starting in that ISP];

minus

(b) the total costs that would be attributable to the ownership, operation and maintenance
of that generation unit during that Trading Day if the generation unit was-netwere operating
to generate electricity during that day [excluding the Balancing Market Action starting in
that ISP, but in an otherwise identical pattern],

the result of which calculation may be either a negative or a positive number[, and may be
calculated either for each ISP separately or for representative ISPs over the course of a
Trading Day].

8. Each of the items that are listed as eligible sts in paragraphs [14] to [21] below shall be
included in the calculation of SRMC.Any items not listed in those paragraphs, including but
not limited to, potential, future forgone revenues or potential future penalties shall be excluded
from that calculation. Costs associated with starting up the generatioset or unit and no
load costs shall also be excluded from that calculan.

10. Each of the items that are listed as eligibleost items in paragraphs [22] to [23] below
shall be included in the calculation of the start-p cost component of Commercial Offer
Data. Any items not listed in those paragraphs shall be excluded from the calculation of that
component.

and

12. Each of the items that are listed as eligibleost items in paragraph [24] below shall be
included in the calculation of the no load cost coponent of Commercial Offer Data.Any
items not listed in those paragraphs shall be excluded from the calculation of that component.

The provisions that exclude any costs not mentionekle (extremely restrictive) list set out

in later paragraphs are unduly inflexible. Thegab unnecessary regulatory risk by
removing any assurance that new types of cospsisthat the regulatory authorities fail to
anticipate, can be included in future offer pricdiese provisions will render the controls
difficult to apply, or simply unworkable. In eachse, the italicised sentences should be
deleted or replaced with a provision for includingforeseen costs in offer prices, before they
become a problem for incentives and efficient ojpena.

15. Incremental fuel costs shall be calculated inceaordance with paragraph 16, using
actual fuel prices.

The proposal provides no definition of “actual fpelces” and there is unlikely to be any
practical definition of this term that is relevaatthe calculation of SRMC. Efficient

decisions depend on opportunity costs. The fuekgractually paid by a generator in the past
are not relevant to the calculation of today’s apynaty costs. The opportunity cost of
replacement fuel may be based on current spotgaiceurrently quoted forward market
prices, but neither concept is best described daanal fuel price”, not least since the
generator would not actually pay it if it did noin; and because the current forward price
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may not be the actual spot price or opportunity costhe day. In any case, paragraph 16
implies the use of an index, i.e. not the actuaegppaid, so this whole paragraph seems to be
redundant, as well as contradictory or meaningless.

18. Non-fuel variable operating costs that vary wh the level of output, including
consumables and materials, shall be included in thgrice component of Commercial
Offer Data. Long-term maintenance expenses shall hbe included.

This paragraph simply overlooks the concept of teamance expenses that vary with the
level of output. Such expenses may be short-tergi the wear-and-tear caused by running
machinery) or long-term (e.g. the cost of majormtenance outages that are required after
accumulating a certain output or number of hourspafration (like a car service required
every 6,000 miles), rather than merely after aatettime period. The final sentence therefore
contradicts the first sentence and should be dklefehere is any need for clarification, the
exclusion should relate to maintenance expensesitédrelated to time rather than
operation of the plant”.

20. Incremental emission costs consist of the valoé CO2 credits, issued under the
Emissions Trading Scheme established by the Europe&€ommission, that are required
to cover the CO2 emissions resulting from generatman incremental unit of energy (1
MWh).

If referring specifically to the EU Emissions TradiScheme, the term “CO2 credits” is out
of date. The correct term is EU Emissions AllowesicHowever, given the principle that
the cost of emitting CO2 is an incremental cogtraftting energy, it would be short-sighted
(and risky, given the history of the Carbon Revebhery) to omit reference to any charges,
taxes or other incremental costs of output arifiog the emission of CO2 or other
pollutants, under future environmental legislation.

21.b.: Value of CO2 credits (€ per tonne of CO2).His will be the same across the
[Single Electricity Market], equal to the EmissionsTrading Scheme value.

This statement has already been invalidated byé¢kesion of the UK government to apply a
minimum price to generators within Great Britaihwould be short-sighted (and risky,
given the history of the Carbon Revenue Levy) totoaference to possible alternative
charges applying within the area of the I-SEM.

22.c. Variable operating costs. Non-fuel variableperating costs should cover those
directly incurred as a result of a set or unit stat-up, including consumables and
materials. Licensees shall justify any such costsid obtain the Regulatory Authority’s
approval before such costs are included in start-uposts. Long-term maintenance
expenses shall not be included in start-up costs

There is no reason to limit variable operating €ostthose incurred as a result of a start-up
(and to be included in start-up costs), as opptséubse arising from continued operation
(and to be included in no-load costs) or actugbouto be included in incremental and
decremental offer prices). As discussed abovepithposed treatment of maintenance
expenses is inconsistent with the technical natfigenerator operatiorivariable operating
costs of maintenance are, by definition, an elernéSRMC.
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24. The no load cost shall include, as the startingpint, the total fuel cost required to
maintain zero net output at synchronous generatorpeed.

The meaning of “as a starting point” is uncleasuggests that non-fuel costs may be
included, but paragraph 12 rules out the inclusibany cost items not explicitly mentioned.
There is no reason to exclude non-fuel costs mlatéours of running, so they should be
mentioned here (or else paragraph 12 must be amgnde

29.b. [Definition of Opportunity Cost:] where no recognised and generally accessible
trading market exists in the relevant cost item theDC of that item should reflect the
costs which would be incurred by the Licensee in pacing that cost item, providing
evidence of a minimum of three bilateral offers forthe cost item.

The requirement to provide three bilateral offeraot included in the current BCOP, for the
simple reason that it would not be practical. iEmns where fio recognised and generally
accessible trading market existgenerators will not be able to find such offgtsckly and
easily, since such offers would constituteectgnised and generally accessible trading
market”. Generators may have offers for some asteng from their own operations. However,
they will not have relevant offers for some coats] any offers for costs they incur infrequently
will be out-of-date as a measure of today’s oppotyucosts. The requirement for such evidence
in all cases is therefore unduly restrictive; tbde should at least make provision for the use of
evidence that is equally reliable.

32. OCs may be calculated using monthly futures pees of fuel and electricity, as
forecasts of fuel and electricity costs, which, tagher with unit characteristics and
SRMC-based offers, can be used to calculate the eqied margins for a set or unit
during a defined future period.

The requirement to provide three bilateral offeradt included in the current BCOP, for the
simple reason that it is unlikely to be relevaBtsewhere, the regulatory authorities have
defined the SRMC of balancing market actions ovecmrshorter periods (down to an
individual half-hour), so monthly fuel prices wiibt represent the SRMC or opportunity cost
of burning fuel to generate in the Balancing Mark€his provision is therefore inconsistent
with other parts of the code and should be deleted.
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Report qualifications/assumptions and limiting conditions

This report is for the exclusive use of the NERABE@MIic Consulting client named herein.
This report is not intended for general circulatarpublication, nor is it to be reproduced,
quoted or distributed for any purpose without therpwritten permission of NERA
Economic Consulting. There are no third party biereies with respect to this report, and
NERA Economic Consulting does not accept any lighib any third party.

Information furnished by others, upon which allpartions of this report are based, is
believed to be reliable but has not been indepéhdeerified, unless otherwise expressly
indicated. Public information and industry andistatal data are from sources we deem to be
reliable; however, we make no representation dse@ccuracy or completeness of such
information. The findings contained in this repordy contain predictions based on current
data and historical trends. Any such predictiomssaibject to inherent risks and uncertainties.
NERA Economic Consulting accepts no responsibidtyactual results or future events.

The opinions expressed in this report are valig éml the purpose stated herein and as of the
date of this report. No obligation is assumed tasesthis report to reflect changes, events or
conditions, which occur subsequent to the datedfiere

All decisions in connection with the implementatimmuse of advice or recommendations
contained in this report are the sole responsytulitthe client. This report does not represent
investment advice nor does it provide an opiniggarding the fairness of any transaction to
any and all parties.
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