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1    Introduction

This Report has been prepared by ELEXON Ltd. on behalf of the Balancing and Settlement Code Panel (‘the Panel’), in accordance with the terms of the Balancing and Settlement Code (‘BSC’). The BSC is the legal document containing the rules of the balancing mechanism and imbalance settlement process and related governance provisions. ELEXON is the company that performs the role and functions of the BSCCo, as defined in the BSC.

An electronic copy of this document can be found on the BSC website, at www.elexon.co.uk
2    Executive Summary

Modification Proposal P12 was submitted on 9th May 2001 by Damhead Creek. The proposal seeks to move Gate Closure from 3.5 hours to 1 hour ahead of real time.

Damhead Creek believe the difficulty in forecasting output and demand 3.5 hours ahead of real time results in unnecessary exposure to imbalance charges that undermines competition in both generation and supply. Moving gate closure to 1 hour prior to real time would reduce exposure by making forecasting easier. Given the System Operator’s (SO) demonstrated preference and ability to balance the system “just-in-time”, they believe the original rationale for a gate closure period of 3.5 hours is redundant.

An initial assessment of Modification Proposal P12 has identified the following potential areas of impact and key issues to be considered:

· Impact on the BSC should be minimal, limited to revising the Gate Closure related entries in the glossaries. Central NETA systems, aside NGC’s balancing mechanism, should be largely unaffected – they perform minimal processing between Gate Closure and real time.

· Impact on NGC’s balancing activities, imbalance exposure and the operation of the market are potentially significant.

· The mechanisms used by NGC to balance the system under NETA economically, efficiently and safely need to be researched further. Concerns over the prices at which imbalances are charged, and exposure to them, are driving the proposal – shortening the balancing window is one option that could ease these concerns. 

· Operation of the market is still in its early stages, therefore it is proposed that further monitoring is required to validate this issue. It should be noted that during the NETA consultation process the DTI and Ofgem envisioned a potential reduction in Gate Closure time six months after Go-Live.

In light of the above issues, it is recommended that the Modification Proposal be progressed as follows:

· Submitted to Definition Procedure; which will define the issues raised in sufficient detail to enable the Panel to determine the route by which the modification proposal should then be progressed
· The Definition Report be completed and presented to the Panel meeting on 26th July 2001

3    Purpose and Scope of the Report

Section F of the BSC sets out the procedures for progressing proposals to amend the BSC (known as ‘Modification Proposals’). These include procedures for proposing, consulting on, developing, evaluating and reporting to the Authority on potential modifications.

The BSC Panel is charged with supervising and implementing the modification procedures. ELEXON provides the secretariat and other advice, support and resources required by the Panel for this purpose. In addition, if a modification to the Code is approved or directed by the Authority, ELEXON is responsible for overseeing the implementation of that amendment (including any consequential changes to systems, procedures and documentation).

When a new proposal to modify the BSC is made, it is the responsibility of the Panel to determine how it should be progressed. Options include submitting the proposal to a Definition Procedure
, submitting it to an Assessment Procedure
, amalgamating the proposal with another proposal
, or proceeding directly to the Report Phase
. With a view to assisting the Panel in taking this decision, ELEXON prepares this initial written assessment of the implications of the Modification Proposal as soon as reasonably practicable after the proposal is made
. ELEXON endeavours to complete this initial assessment such that it can be reviewed by the Panel at the Panel meeting at which the relevant Modification Proposal is first to be considered.

This initial assessment provides a preliminary view on the following:

· the potential impact of the proposed modification on BSC systems and processes; 

· the potential impact of the proposed modification on other systems and processes used by Parties; 

· the potential impact of the proposed modification on the BSC, Code Subsidiary Documents and Core Industry Documents;

· the potential impact of the proposed modification on ELEXON;

· the potential impact of the proposed modification on BSC financial arrangements & budget;

· the potential impact of the proposed modification on BSC Agent contractual arrangements;

· The process and timetable that should be adopted for the progression of the Modification Proposal, in light of its complexity, importance and urgency; and

· Issues that will need to be considered and addressed in progressing the Modification Proposal (including the potential need for impact assessments, consultation and analyses).

It should be noted that, as this document only represents a preliminary assessment of the Modification Proposal, the information contained herein will, in most cases, be superseded by the subsequent analysis and reports produced by the Modification Group to which the Panel assigns the proposal for consideration. 

4    Details of the Modification Proposal

A copy of the Modification Proposal form, as submitted by the proposer, can be found in Annex 1 of this report. The form contains the following information provided by the proposer in relation to the proposal
:

· the name of the Proposer;

· the name of the representative of the Proposer (and his alternate) who shall represent the Proposer in person;

· a description (in reasonable but not excessive detail) of the issue or defect which the proposed modification seeks to address;

· a description (in reasonable but not excessive detail) of the proposed modification and of its nature and purpose;

· where possible, an indication of those parts of the Code which would require amendment in order to give effect to (and/or would otherwise be affected by) the proposed modification and an indication of the nature of those amendments or effects;

· the reasons why the Proposer believes that the proposed modification would better facilitate achievement of the Applicable BSC Objective(s) as compared with the then current version of the Code; 

· where possible, an indication of the impact of the proposed modification on Core Industry Documents; and

· where possible, an indication of the impact of the proposed modification on BSC Systems and on other relevant computer systems and processes used by Parties.

The proposal highlights imbalance exposure, resulting from the forecasting difficulties under the current gate closure time, as a significant flaw in NETA. The 3.5 hour gate closure period reduces the ability of trading parties to balance their positions. Consequently, suppliers over-contract and generators under-contract to hedge the risk of exposure to System Buy Price (SBP), which ultimately passes the cost onto consumers in the form of higher electricity prices.

The impact of the proposal on the BSC and other relevant documentation is believed to be minimal. However, the impact on the balancing activities of the SO and the overall operation of the market could be substantial. The issues raised by the proposal which require further consideration and definition are listed in section 13 of this report.

Whilst considering these issues, the reason behind setting gate closure 3.5 hours ahead of real time should be noted. The timing of Gate Closure reflects a balance between the desire for bilateral trading to continue until as close to real time as possible and the need for the System Operator to have sufficient time to carry out its balancing functions. As a result of the NETA consultation process, Gate Closure was reduced from 4 hours to 3.5 hours ahead of real time to achieve that balance
.

Over time, the System Operator and market participants gain experience of operating under NETA, it was anticipated that the duration of the balancing mechanism could be shortened. An understanding of the level of balancing actions required and the depth of offers and bids available was expected to evolve quickly after implementation.  Ofgem and the DTI intended that Gate Closure be reduced after six months and that additional reductions be implemented thereafter as practicable
. The Panel may wish to consider whether it is appropriate to reduce this period in light of the present volatility of imbalance prices.   

5    Impact on BSC Systems and Processes

BSC System / Process
Potential Impact of Proposed Modification

Registration
No impact identified

Contract Notification
No impact identified

Credit Checking
No impact identified

Balancing Mechanism Activities
Significant impact: would have to be carried out in 11/2 hours rather than 4 hours by NGC  

Collection and Aggregation of Metered Data
No impact identified

Supplier Volume Allocation
No impact identified

Settlement
No impact identified

Clearing, Invoicing and Payment
No impact identified

Reporting
No impact identified

Dispute Resolution
No impact identified

6    Impact on Other Systems and Processes Used By Parties

System / Process
Potential Impact of Proposed Modification


Impact on Parties’ business processes needs to be assessed




























7    Impact on Documentation

7.1    Impact on Balancing and Settlement Code

BSC Section
Potential Impact of Proposed Modification

A: Parties and Participation 
No impact identified 

B: The Panel
No Impact identified 

C: BSCCo and its Subsidiaries
No impact identified 

D: BSC Cost Recovery and Participation Charges
No impact identified 

E: BSC Agents
No impact identified 

F: Modification Procedures
No impact identified 

G: Not Used
No impact identified 

H: General
No impact identified 

I: Not Used
No impact identified 

J: Party Agents
No impact identified

K: Classification and Registration of Metering Systems and BM Units
No impact identified

L: Metering
No impact identified

M: Credit Cover and Credit Default
No impact identified

N: Clearing, Invoicing and Payment
No impact identified

O: Communications
No impact identified

P: Energy Contract Volumes and Metered Volume Reallocations
No impact identified

Q: Balancing Mechanism Activities
No impact identified

R: Collection and Aggregation of Metered Data from CVA Metering Systems
No impact identified

S: Supplier Volume Allocation
No impact identified

S: ANNEX S-1 Performance Levels and Supplier Charges
No impact identified

S: ANNEX S-2 Supplier Volume Allocation Rules
No impact identified

T: Settlement and Trading Charges
No impact identified

U: Provisions Relating to Settlement
No impact identified

V: Reporting
No impact identified

W: Trading Queries and Trading Disputes
No impact identified

X: Definitions and Interpretation
No impact identified

X: ANNEX X-1 General Glossary
In “Gate Closure” entry, change “31/2” to “1”

X: ANNEX X-2 Technical Glossary
In “Balancing Mechanism Window Period” entry, change “31/2” and “4” to “1” and “11/2” respectively

7.2     Impact on Code Subsidiary Documents

Code Subsidiary Document
Potential Impact of Proposed Modification

BSC Procedures
No impact identified at his stage

Codes of Practice
No impact identified at his stage

BSC Service Descriptions
No impact identified at his stage

Party Service Lines
No impact identified at his stage

Data Catalogues
No impact identified at his stage

Communication Requirements Documents
No impact identified at his stage

Reporting Catalogue
No impact identified at his stage

7.3     Impact on Core Industry Documents

Core Industry Document
Potential Impact of Proposed Modification

Grid Code
No impact identified (there are no explicit references to gate closure time or any processes based on its timing, even in “The Post Gate Closure Process”)

MCUSA
No impact identified

Supplemental Agreements
No impact identified

Ancillary Services Agreements
No impact identified

Master Registration Agreement
No impact identified

Data Transfer Services Agreement
No impact identified

British Grid Systems Agreement
No impact identified

Use of Interconnector Agreement
No impact identified

Pooling and Settlement Agreement
No impact identified

Settlement Agreement for Scotland
No impact identified

Distribution Codes
No impact identified

Distribution Use of System Agreements
No impact identified

Distribution Connection Agreements
No impact identified

8    Impact on Other Configurable Items

Item
Potential Impact of Proposed Modification


No Impact identified










9    Impact on ELEXON

Area of Business
Potential Impact of Proposed Modification

ELEXON Systems
No impact identified

ELEXON Procedures 
No impact identified

ELEXON Contracts (Excluding BSC Agent Contracts)
No impact identified at this stage

Other (e.g. costs, staffing, etc.)
Minimal (eg: printing revised BSC)

10    Impact on Financial Arrangements and Budget

Impact to be clarified in Definition Procedure (recommended that assessment of effect on BSC Agents required).

11   Impact on BSC Agent Contractual Arrangements

BSC Agent Contract
Potential Impact of Proposed Modification

Logica (BMRA, CRA, CDCA, SAA, ECVAA, TAA(CVA))
None identified at this stage (recommend assessment during Definition Procedure)

EPFAL (FAA)
None identified

ESIS (TAA(SVA))
None identified

Cap Gemini (SVAA)
None identified

PwC (BSC Auditor, Certification Agent)
None identified

EASL (Teleswitch Agent, Profile Administrator)
None identified

12    Process and Timetable for Progressing the Proposal

Initial assessment suggests that moving Gate Closure to 1 hour prior to real time could have a significant impact on the way in which the SO operates the balancing mechanism and the overall operation of the wholesale electricity market. The potential impacts need to be defined and their consequences need careful consideration. Therefore, Elexon recommends that this modification proposal be progressed to the Definition procedure in order to define all the issues involved and that a Definition Report be submitted to the Panel meeting on 26th July 2001.  

13    Issues

To assess the impact of the proposal, the following issues require further definition and consideration:

· The mechanisms used by NGC to balance the system, under NETA, economically, efficiently and safely need to be researched further. For example, NGC needs to be able to balance the system all year round – hence,  operating “just-in-time” might not be appropriate or possible during periods when plant margin is lower (eg: winter). Elexon recommends that NGC be asked to perform an impact assessment of the proposal on their systems. 

· The impact on the Balancing Reserve Level (BRL) needs to be researched further. Reducing the balancing window available to NGC could undermine the use of BRL in computing system prices and could increase the cost of balancing activities. The number of contracts struck by NGC outside the balancing mechanism and the proportion of fast response plant used within it could both increase.

· Consideration needs to be given to how much makert experience of NETA is required before a review of Gate Closure is appropriate. The DTI and Ofgem envisioned a reduction in Gate Closure six months after Go-Live during the NETA consultation process
.

· The “uncontrollable changes” referred to in the proposal that expose parties to imbalance charges under the current Gate Closure time need to be specified. For example, should they include just plant/network failure or any factor resulting in exposure to imbalance charges?   

· Long-term options also need to be considered. For example, could the notication of FPNs be decoupled from that of contracts? Leaving “Gate Closure” for FPNs at 3.5 hours and reducing the deadline for contract notifications might reduce imbalance exposure and still give NGC the flexibility required to balance the system.

· The impact on the various categories of market participants and the overall operation of the market needs to be identified. For example, would suppliers be able to substantially improve their demand forecast? Elexon recommends this be considered during the Definition Procedure.

· Other options available to reduce imbalance exposure (eg: addressing price spikes and the protection that can be provided by consolidators) need to be considered in light of the issues raised by this proposal.

Annex 1 – Modification Proposal

Modification Proposal


MP No: 12
(mandatory by BSCCo)



Title of Modification Proposal (mandatory by proposer):

Reduction Of Gate Closure From 3.5 Hours To 1 Hour

Submission Date (mandatory by proposer): 09 May 2001

Description of Proposed Modification (mandatory by proposer):

Early experience of imbalance prices in the Balancing Mechanism (BM) has highlighted the close to real time nature of the System Operator's (SO) trades for balancing purposes.  In the light of this experience the rationale for a 3.5 hour Gate Closure period is not valid and this modification seeks to reduce the Gate Closure period to 1 hour.

Description of Issue or Defect that Modification Proposal Seeks to Address (mandatory by proposer):

The Gate Closure period was set as a trade off between the wish to see bilateral contracting continue to as close to real time as possible whilst still allowing the SO sufficient time to carry out its balancing functions.  Originally a 4 hour Gate Closure period was set on the basis that a typical coal-fired generation set would require around 90 minutes to synchronise with the grid (providing it was warm), and a further 90 minutes to increase its output to a reasonable level.  This Gate Closure period was subsequently reduced to 3.5 hours, with the intention that it would be shortened after six months with possible further reductions as deemed practicable.

The SO's demonstrated preference for 'just-in-time' balancing action runs counter to the rationale originally used to justify the Gate Closure period, and further it is stifling competition in the generation and supply of electricity.  It is, therefore, proposed that the Gate Closure period be reduced from 3.5 hours to 1 hour as this is believed to be in the best interests of market participants.


Impact on Code (optional by proposer):

None envisaged. 

Impact on Core Industry Documents (optional by proposer):

None envisaged.

Impact on BSC Systems and Other Relevant Systems and Processes Used by Parties (optional by proposer):

The impact on market participants' systems should be minimal given that it has always been anticipated that the duration of the BM would shorten over time.

Impact on other Configurable Items (optional by proposer):

See above.

Justification for Proposed Modification with Reference to Applicable BSC Objectives (mandatory by proposer):

The SO is incentivised to take balancing actions close to real time in order to minimise its exposure to the buy-sell spread in the BM.  Further, it has been stated that "demand cannot be forecast to within 500MW beyond half an hour ahead" [NGC, Operational Forum, 27 April 2001].  For these reasons, the SO is not utilising the full 3.5 hour BM period to balance the system, and as a result is overlooking significantly cheaper BM bids and offers made by alternative flexible plant.  The unnecessarily long BM period is taking a toll upon industry participants and ultimately will raise the price of electricity to end consumers.

The extreme volatility in BM buy and sell prices has meant that market participants finding themselves out of balance, for whatever reason, risk facing potentially significant imbalance charges, which in some cases may be sufficient to drive them out of business.  While the extreme BM prices may provide a significant incentive for participants to balance their positions, the length of the BM period significantly limits a participant's ability to take balancing actions for uncontrollable changes in demand or generating capability.  This creates a significant risk for participants with a resultant increase in costs.  These costs will be reflected in price levels and may well explain recent price rises.  An example of an added cost is the tendency for suppliers to over contract and generators to under contract in order to avoid exposure to imbalance.  This tendency affects the supply/demand balance in a manner that puts upward pressure on prices.  If parties were able to adjust their contract positions closer to real time, it would reduce participants' imbalance risk and therefore reduce the need to mitigate the risk by over/under contracting.

The imbalance risk is also having a negative impact on liquidity in the short term markets.  Trading companies who speculate in the market and companies who actively trade around physical positions have been reluctant to trade in the short term markets.  The length of the BM period is a contributing element to the magnitude of the imbalance risk, and to the extent that the period is reduced liquidity should improve.  Market liquidity is a very important element in the promotion of effective competition within the electricity market.

In summary, the SO's 'just-in-time' balancing action runs counter to the rationale originally used to justify the gate closure period, and further it is stifling competition in the generation and supply of electricity.  In accordance with BSC objectives, reducing the gate closure period from 3.5 hours to 1 hour will act to further promote effective competition in the generation and supply, and sale and purchase of electricity.  


Details of Proposer:


Name:
Andrew Murray

Organisation:
Damhead Creek Limited

Telephone Number:
020 7337 8328



Email Address:
amurr90@entergy.com

Details of Proposer’s Representative:


Name:
Andrew Murray

Organisation:
Damhead Creek Limited

Telephone Number:
020 7337 8328



Email Address:
amurr90@entergy.com

Details of Representative’s Alternate:


Name:
Chris Leeds

Organisation:
Axia Energy Europe

Telephone Number:
020 7337 8416



Email Address:
cleed90@entergy.com
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