* * * Amstelveenseweg 998

1081 JS Amsterdam
EFE European Federation Phone: + 31 20 520 7970
~ of Energy Traders Fax: + 31 346 283 258

Email: secretariat@efet.org
Website: www.efet.org

ACER consultation
The influence of existing bidding zones on electricity markets

EFET Response — 30 September 2013

Key recommendations on behalf of wholesale power market participants for the
conduct of any review of bidding zone boundaries

1. Overriding objective of completion of the single nket

In conducting any review of bidding zones, we ssgdgeat both ENTSO-E and ACER must, above
all, take account of the overriding objective ok tiihird IEM Package: the realisation of one
competitive and efficient market for electricityrass the European Union. Transmission system
operators (TSOs) have special responsibilitieshis tespect and they are obliged to cooperate, via
ENTSO-E, “to promote the completion and functionofghe internal market in electricity and cross-
border trade”.

In attempting to fulfil this objective, ENTSO-E am&ICER should take account of the historical
development of the electricity sector in the EU #mel starting position of the liberalised markeitas
has evolved to date. Since electricity systems hgpieally been developed at a national level, the
sector is characterised by the existence of radrge companies, especially when judged by the
degree of concentration at national or regional\vThis is the case for generation, system operation
and retail supply. From the European integratiom aompetition perspective, one essential
contribution of bidding zone configuration can he Help widen market areas and thereby help
approximate market prices across the entire gebgrapthe continent. This approach will yield the
benefit of creating, to the largest extent possidlue pan-European market where companies of any
size, type and footprint can compete on an equatba

2. The impediment of (potential) wholesale marketjiidity

There was, until recently, little or no traditioor ftooperation between system operators acrosgp&uro
in terms of common market design, similarity of teecstructure and norms of operational
managemerft.There has been only a very limited trend towahdsdstablishment of regional system
operators, as seen in the USA. Nonetheless consumage, since the end of the last century, reaped
the benefits of market opening as traders activéhatwholesale level learned rapidly to price
wholesale power across national borders. Supplyracts at the retail level have remained typically

! Concentration is much less taken at a pan-Euromasah but the wholesale market is still divided giephically across
the continent to a varying extent.

2 Exceptions have certainly occurred, but mosthadsilateral or trilateral basis between directligheouring TSOs or
TSOs within one country
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based on a fixed electricity price over a particgariod of time in spite of market opening, mainly
owing to infrequent meter reading and to consumeiepences.

These historical factors have led to wholesale Igengpand traders carrying price, basis and volume
risk since the onset of liberalisation. Such magaaticipants can only bear such risks within tthei
own portfolios if they are able to resort to hedgand offsetting transactions at any time. It fato
that effective competition for the benefit of commrs requires liquid wholesale markets (by product
and geography) in all timeframes. Especially imaiartin maximising liquidity are forward contracts
for the sale of electricity, accompanied by trarssmain rights for cross-border hedging purposes.
Forward adjustments are axiomatic to enable suppdynesses adequately to manage their production
and purchase related risks, and efficiently to eedpto an increase or decrease over time in their
portfolio of customers.

This also means that although day-ahead marketofammurse essential in providing a reliable
reference price for the efficient cross border disp of assets at the day-ahead stage, they aye onl
one element of overall wholesale market design.sAsh, well developed and liquid day-ahead
markets can be considered as the nucleus on whialafd and intraday markets can rely. But all of
them are essential for the maintenance of intrd-caoss-zonal competition.

Indeed, competition can be restricted by diffi@dtin accessing liquid forward markets across lerde
or by difficulties in accessing liquid intraday rkats. The latter have become essential to balancing
individual positions before real time and managimjume and price risks, especially since the
expansion of renewable sources of generation.

We thus insist that account of these componentsoofpetitive markets should be central to any
consideration of changing the configuration of lndrzoned

All existing geographic powemarkets rely on a reasonable level of liquidity, depth and
standardisation of transactions® to function efficiently. The risk of illiquid bidding zones should be
avoided as far as possible.

3. The benefits of larger zones and measures totieilihem

Relatively large bidding zones including a suffitieange of buyers and sellers allow liquidity,
market depth and standardised transactions to @jeypebperly. These buyers and sellers should all be
able to interact in liquid markets, in the samedbid zone for all timeframes: forward, day-ahead,
intraday and balancing markets.

In some circumstances, a relatively high leveleflispatch by system operators may be needed in
order to guarantee the existence of a well-funat@rbidding zone, with sufficient liquidity in all
timeframes. In that case, these costs should nobbsidered as a social welfare cost, since they ar
essential for the proper functioning of wholesalarkets in that bidding zone and for the existence
and development of competition. This is a morecatife and cheaper way to deal with incidences of
localised market power rather than having to oyenteeasures to combat market power on the entire
sector structure, which would be the case with Enabnes.

As such,the management of network constraints, within which re-dispatch is one component,
can be considered as an essential TSO function for the maintenance of the integrity of the overal
market framework.

3 It is worth noting that the existence of largaulifjprice zones is also needed for the nodal mimdedork and this needs to
be bought about by availability of firm transmissigghts between nodes.

* An important component of standardization is treoriéng by market participants to the EFET Standdadter
Agreement. It allows multiple transactions to beaged quickly and flexibly under the umbrella ofqarranged terms.
Annexes specify the delivery hub, price and ottarable conditions.
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An integral part of this zonal approach must of reeube to ensure that TSOs further develop
coordinated network management tools and to inerteesr efficiency and reduce their costs.

We propose ACER should conduct a proper comparasgessment of forward and intraday liquidity
prevailing in various geographic wholesale powerkats globally. In this context we would note that
the German forward market is probably the mostidigicross the world (with a churn reported at of 8
to 9 times consumption volume). By contrast, foaraple among the US markets, the PIM-West
region only has a churn rate of 2 to 3 times aheémareas of PJM do not really have well-functignin
forward markets at all.

Lastly, when it comes to the overall process ofllrig zone revision, and especially envisaged sfage
of the early implementation process, it is our vignat TSOs are not capable of assessing the overall
market efficiency and would also be put in a positdf conflict of interest if they were to assesshb
their own needs and market needs. We would therefirommend to take into account this healthy
separation of roles and responsibilities and taenthat market efficiency is evaluated by regukato
and by market participants through a well organiaed non-discriminatory market consultation
process. Such consultation should not only invdlveal market participants but also all market
participants active in surrounding markets.

We would also request that the forthcoming CACMviiek Code reflect this separation of roles and
responsibilities, as well as a requirement to imedall concerned market participants.

4. Summary
In summary, EFET would like to highlight:
- The need not to underestimate the welfare gaitigwtl markets,
- The fact that small zones mean lower liquidity #mefefore welfare loss,
- The importance of forward market in the discussiorbidding zones,
- The fact that retail markets suffer if liquidity wholesale markets reduces,

- The reality that redispatch costs are not a welts®. Only if redispatch is inefficient,
some welfare loss occurs,

- The priority that must be given to improving (crdgsder) redispatch arrangements
and cross-capacity calculation processes.

- The fact that loop flows are not a welfare loss.

- The length of the process of changing bidding ztelaeation, which takes many
years for decision making and for implementationthie meantime, the grid and the
market changes and the assumptions that were Used neviewing the zones might
prove to be wrong. Therefore, one should be extigneéicent before making any
changes.
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1) How appropriate do you consider the measure of redefining zones compared to other measures,
such as, continued or possibly increased application of redispatching actions or increased
investment in transmission infrastructure to deal with congestion management and/or loop flows
related issues? What is the trade-off between these choices and how should the costs attached to
each (e.g. redispatching costs) be distributed and recovered?

Before talking about loop flows and on how to besinage them, it should be clarified that
physical loop flows and transit flows are an ingdgrart of any zonal model, i.e. depending on
the bidding configuration, the same physical lolowé and transit flows could either become
all “loop flows”, all “transit flows” or all “intenal flows”. As such, loop flows and transit
flows cannot be considered as “good” or “bad” lust jneed to be managed, and the question
is how TSOs coordinate in order to manage them.

Another clarification needs to be made on “unplahflews”, which is the consequence of
insufficient coordination between TSOs, and betwgd&Ds and DSOs (no common grid
model and no coordinated capacity calculation sufiicient exchange of information). These
flows should not be “unexpected” if there was sudfint cooperation. In the case “unexpected
flows” resulting from large renewable energy indegwe believe that TSOs and DSOs
already have accurate forecasts of in-feed fronewables and should be able to share this
information with all neighbouring TSOs so that #ect impacts and flows are known. Also
changing the definition of bidding zones is not esmarily the only solution and we would
rather recommend using solutions which would nopaot the market in such a radical
manner, but rather solutions improving TSOs’' operal cooperation and exchange of
information.

We also believe that loop flows should also be émblat from a wider market design
perspective since they are part of zonal modelssamce completing the harmonisation of
electricity markets in all timeframes towards th@mmenon target model should be the key
priority of ENTSO-E and ACER in that respect.

Infrastructure investment

Expanding transmission capacity is the most commay to solve/manage structural
congestions in terms of medium/long term solutiand an essential component of the
different tools to achieve an integrated Europelaaticity market. Increased transmission
capacity may admittedly constitute a means to reduoarket power.

However, network infrastructure development ismftevery costly and long process (7 to 10
years or more). In some cases, increasing trangmisapacity may prove impossible because
of geographical, social, or cost constraints.

Redispatch, including cross-border redispatch @heraetwork constraint management tools

When physical flows are expected to change, duevédutions in network infrastructures or

even in generation and load, all types of netwarkstraints management tools should be
considered as very useful congestion managemeriiocheh the meantime and redispatch
costs in those circumstances (and even more foormaiongestions) should not be considered
as a welfare loss per se, but should rather bessedan the overall network dynamic and
market context.

Also, redispatch is much too often considered asutlique congestion management method,
whereas efficient network constraints managemewlstshould also include topology
measures (at almost no costs when available), owdedi operations on phase shifters (at
almost no costs when available) and should be dgtemcross border by developing multi
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TSOs coordination operational centres such as Gprassociated with cross-border cost
sharing agreements.

We believe that a lot of progress and economies lm@rachieved in terms of efficient
management of congestions and efficient use ofiegisetwork infrastructures by further the
developing such initiatives.

We also believe that these initiatives will alséngrsome additional benefits in terms of
security of supply and TSOs capacity to anticippteyent and manage network issues.

In this contextthe costs of redispatch and of alternative cootdohaneasures should remain
quite low compared to less efficient markets whiatuld be based on smaller bidding zones
(with less competition, increased market spreadsaaslecrease of the quality of order books).

Also, as already pointed out, the need for re-didpaan also be lowered by improving the
harmonisation of market design between bidding gpirethe wider context of a transition
towards common target models.

The Inter-TSO Compensation Mechanism is meant i@ tmto account the financial
compensation related to the transit element of iIMi8O management of network
infrastructure across Europe, including associatedork losses.

When it comes to specific regional difficulties prdrising from loop flows, we think they
should be managed by regional bilateral or muétit cost sharing agreements, associated
with regional cross-border operational agreements.

Counter-productive effect of ill-considered biddimmne re-delineation

Redefining bidding zones will generate significdrdansition costs for TSOs and market
participants, and will affect market efficiency general. It would also send very negative
signals in terms of regulatory risks, which arelkto freeze many investment decisions, with
direct impacts on existing assets and portfolioshbuld therefore be considered with extreme
caution.

Also, in case of smaller bidding zones, the costelfare losses caused by the reduction of
market liquidity in all timeframes and the assamihidecrease in competition in both the
wholesale and retail markets should not be underatgd or neglected. In our view, Section

2.3 of the Consultation Document seems to ignoee nibgative impacts on the forward

markets and on retail markets.

We reiterate the central need for deep and ligoid/drd markets over a range of base load
and peak load products, with a forward tenor updhyears, accompanied by hourly cross-
border transmission rights between all bidding somgsued months and years ahead. These
measures are essential for the maintenance of ditimpend for the reduction of transaction
costs for market participants and ultimately fongaomers.

Further, we would like to highlight the uncertairizked to a review and re-delineation of
bidding zones under the current market design &eois. Currently, TSOs are preparing
improved methods for calculation of cross-bordegracities (using a common grid model) for
the allocation of cross-border capacities, inclgdihrough flow-based market coupling and
are also developing coordinated cross-border rattibp This general market design evolution
was supported by EFET over the past years at AHAG AESAG meetings. However, the
actual benefits of such improvements are yet unknde results of this fundamental market
design change will likely show a new picture of thieuation of the European electricity
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transport network. Therefore it is extremely diflicto measure and assess the efficiency of
any bidding zone re-delineation in this context.

At any rate, any bidding zone review should be dweitk extreme care, on rare occasions, and
taking into account all structural underlying elertseand consequences (costs and benefits) as
well as expected infrastructure and market desayeldpments.

2) Do you perceive the existing bidding zone configuration to be efficient with respect to overall
market efficiency (efficient dispatch of generation and load, liquidity, market power, redispatching
costs, etc.) or do you consider that the bidding zone configuration can be improved? Which
advantages or disadvantages do you seein having bidding zones of similar size or different size?

In general, it can be noted that the costs of spaith or of other network constraint
management methods are comparatively small compaitbdthe possible welfare gains by
creating larger zones, due to increased liquiditg @ompetition We also believe that
network expansion will remain one of the most dffeclong term solutions for decreasing or
removing structural network congestions.

Also, it is not obvious, nor reasonable to assunag &ll bidding zones should be of similar

size. The existence of structural bottlenecks,differences in generation mixes and market
structure may result in very different bidding zaiees and creating artificial or unnecessary
bidding zones can only damage competition and néidedity.

Overall, our experience is that some of the exgsbidding zones are probably too small to
support liquid wholesale market in all timeframesl @ competitive retail markets. The same
goes for market power which can only be decreagezhlarging bidding zones.

Likewise, reducing the size of existing bidding esrcan be only economically justified in
case of absolute necessity or if there is permanengestion with no network expansion
possible or justified under the socio economic dmstefit analysis, which could relieve this
congestion in the foreseeable future.

It can also be noted that the current borders oftrbadding zones do not go beyond the
borders of the Member States. The complexity oftimg bidding zones covering different
jurisdictions or with very different market desigespecially with different balancing
mechanisms) should not be underestimated and vwwalthbly counter the potential benefits
of this change. We would therefore advocate forasecby case analysis and also for a
comparison of alternative proposals. In this cointle& perimeter of any bidding zones review
should not be limited to the perimeter of positingacts, but should also take into account
potential side effects or impacts on surroundingkeis.

5 It should also be noted that these methods areusgd when the reality of the physical constraagipears and are not
based on a theoretical modelling applied in dayadhghich would systematically limit transactionfieTsocial welfare loss
associated with these systematically forbiddenstations is rarely taken into account in socialfavel modelling studies,
which consider that the outcome of the model in-alagad perfectly reflects the reality of physidahs. This is not true and
will increasingly become inaccurate with the depehent of RES injections and the development of dt@tyaand balancing
coupling mechanisms.

6
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3) Do you deem that the current bidding zones configuration allows for an optimal use of existing
transmission infrastructure or do you think that existing transmission infrastructure could be used
more efficiently and how? Additionally, do you think that the configuration of bidding zones
influences the effectiveness of flow-based capacity calculation and allocation?

Our view is that the question of zone size is Igrgeelevant to the question of whether
transmission infrastructure is being used optimalynot. The main reason for non-optimal
use of infrastructure is largely linked to insuiifict development of operational cooperation
and cost sharing agreements between TSOs.

In this context, Section 2.2 which suggests thatgt bidding zones induce higher uncertainty
in capacity calculation, which may result in higheliability margins and reduction of cross-
zonal capacity given to the market” is stronglysei@ This is in our view a simplistic
statement since TSOs already have a lot of “nomfdiirmation irrespective of the size and
structure of the market model and hence of markigtimg zones. TSOs should already know
today with a good level of precision the expectedeagation pattern from renewables based on
weather forecasts and from conventional generdsnthey know the availability and have
estimate of the variable costs of each plant).ly @ase, the variability of RES injection
would also cause uncertainty on small bidding zoheeeality, TSOs also have quite accurate
load forecasts on a nodal basis. In conclusion TS©sild be in a good position to forecast
actual flows in the network, irrespective of theesof the bidding zones.

Therefore, the optimal use of the transmissionastfucture will also be guaranteed by a
transparent common grid model for capacity caloutaand allocation that reflects all borders
and intra-zone constraints.

Once the CACM code is in place TSOs will be ableatiect further indicative information
from generators in order to improve their estimadi@and there is already a large amount of
data being published and easily available with REMhd Transparency Regulation. These
positive evolutions should be assessed before @emsg making significant changes to
bidding zone delineation.

4) How are you impacted by the current structure of bidding zones, especially in terms of potential
discrimination (e.g. between internal and cross-zonal exchanges, among different categories of
market participants, among market participants in different member states, etc.)? In particular,
does the bidding zones configuration limit cross-border capacity to be offered for allocation? Does
this have an impact on you?

The main reason for discrimination is the differevels of firmness with respect to access to
the transmission network on a cross-border basimpared with the national regime, which is
infinite.

In this context, it is obvious that a copper plgiteiation whereby a market participant could
access all potential customers throughout the Ethersame basis is only a purely theoretical
model and would not be the most cost effective modéerms of network investments. The
existence of different bidding zones is thereforeeaessity. However this can only be a non-
discriminatory arrangement where sufficient firnpaeity is made available by TSOs between
all bidding zones for all timeframes and the nawfréransmission rights between zones is as
close as possible to the “infinite firmness” ofenmtal transmission capacity within each of the
bidding zones.

This should be organised through an incentive o@s %0 make available the maximum
amount of firm capacity between bidding zones abrdilie costs associated to this firmness
guarantee to be covered by congestion incomehjsais talready the case.
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The Swedish case could be considered as a goodeceerample which led to a non-optimal
solution. Indeed, SvK was accused of “shifting ling bottlenecks to the border”, thus
discriminating between cross-zonal and internalharges. In effect the rights offered
between Sweden and Denmark available cross-bomjgacity was reduced before it was
offered, as an instrument to solve internal congestwithin Sweden. So there was too much
difference of firmness between cross-border rigihtd national rights within Sweden.

However in response to these allegations, Swededetkto split its internal market into four
bidding zones in November 2011. An alternative, &etter, solution would have been a
requirement on TSOs to guarantee the firmnessngf term rights with congestion incomes
and to maintain the obligation on TSOs to guaramtéernal congestions by solving the
internal constraints though redispatch measureshé same way or by other network
management measures such as topology measures onglementation of phase shifters.
Creating smaller bidding zones has directly impaetarket liquidity in all timeframes and
created other discriminatory effects by isolating various bidding zones from each other and
from the international market.

5) Would a reconfiguration of bidding zones in the presence of EU-wide market coupling
significantly influence the liquidity within the day-ahead and intraday market and in which way?
What would be the impact on forward market liquidity and what are the available options to ensure
or achieve liquidity in the forward market?

Liquidity is defined as a level of trading allowidmgiying and selling with minimum price
disturbance at any time. It is a market abilityettssure market participants the “fair” price” in
any situation (not only in the presence of congestbut also inside a bidding zone).

To that extent, we do not agree that the use ofigihallocation mechanisms would in any
measure compensate the loss of liquidity associatidthe re-delineation of smaller bidding
zones.

First of all cross zonal capacity will always remé&ss firm and more limited than the internal
“infinitely firm” and “infinitely available” transnission capacity. This is inherent to any zonal
market model.

As a consequence, even if interconnectors are &y efficiently utilised through implicit
mechanisms (not for the forward timeframe in angegaa market split will occur when the
interconnection capacity is congested. In theagadns, generation and demand can only
participate in their local bidding zone market. kgrparticipants’ ability to rely on the market
is directly impaired because of this, since theyehto expect a limited liquidity at certain
times. Market participants with assets in theseaddibg zone (generation and consumption
units) will then face a market restriction, witheluced number of counterparties and of bids
and offers, and with a direct increase of locabexttmarket power.

Liquidity of forward markets would also be direciigpacted by this likelihood of congestions
and the same goes of course for intraday markets.

We already mentioned that the liquidity of forwamthrkets, and/or the access to liquid
forward cross-bidding zones hedging instrumentsatd® more liquid bidding zones or easy
access to local flexible products are a necessanditton for competition both in the
wholesale and the retail market. Without liquid Yesale markets there can be no independent
market entry and the prospect of real competitsoseverely constrained.
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Most consumers and generators are unable or ungvitt have total exposure to day-ahead
prices, so competition requires a high degree auidity of forward markets as a price
discovery and hedging tool. This also allows conggmno gain and lose market share and
trade out of these positions. This is also why markonitoring by individual regulators tends
to focus on this poirft.An effective market requires a sufficient numbéraotive market
participants on both buying and selling side asl sl some financial players providing
additional liquidity or liquid hedging products tavds other liquid bidding zones.

Prices in forward markets are important for mansaiticipants to make efficient operation
planning decisions (like maintenance planning, w@tract decisions, etc). llliquid forward
markets would result in inefficient prices and tere inefficient operational planning
decisions and as a consequence would result iraredbsses.

Price zones therefore need to be large enoughpiosiuthe necessary critical mass of market
participants and allow them to develop their atithgi

The liquidity of forward markets will be particulamegatively affected by the introduction of
smaller zones since the liquidity of the initiahk@rd market would be split into the various
new bidding zones. If one zone is split in two zribe number of forward products would
simply double while the number of market particiggamvould likely decrease since all
participants may not have an interest in all of tiesv bidding zones. This means that the
liquidity of the forward market would be split ovevice as many products and fewer market
participants. Also the liquidity of cross-zonal gedy instruments is likely to be insufficient,
especially for the most isolated bidding zones,stliurther decreasing competition and
efficiency of hedging. This would obviously havenegative impact on market liquidity and.
retail markets would equally be negatively affected

6) Are there sufficient possibilities to hedge electricity prices in the long term in the bidding
zones you are active in? If not, what changes would be needed to ensure sufficient hedging
opportunities? Arethe transaction costs related to hedging significant or too high and how could
they be reduced?

Even with the current zone configuration, thereanrly limited areas in the EU market where
there are sufficient possibilities for market paigants to hedge electricity prices.

- The German-Austrian market is the most liquid vetbhurn rate of roughly 8-9 x volume
and a forward curve that goes out to around thesgsy Both base load and peak load
products are available. This is generally suffitiien most hedging market needs.

- Other well-developed markets such as the Netheslandsreat Britain have a reasonable
degree of liquidity with a churn of 3-4 x volumedaa forward curve of two years.
However there is not always sufficient opportunityhedge forward peak load demand
and there have been some regulatory efforts dexotpcomoting this, culminating in the
proposal for some mandatory market-making in GBti€pants in the Dutch market are
nevertheless able to use the German market agial padge.

- The Nordic market is only liquid for the overallstgm price and there are often no
hedging products towards or from individual biddzanes in which generation assets and
final costumers are located. Contracts for diffeee(CfDs) have a limited availability and
induce additional transaction costs since theynateoffered by TSOs. Also the available
volume is not offered simultaneously through audisuch as PTRs or FTRs. They also

% See for example Ofgem’s liquidity initiative.
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very lack the reference to hourly granularity adndt allow to hedge peak and off-peak
risks separately. This means that entering thostatseamay not be easy for all bidding
zones and would mean carrying a basis risk whiaftdicompetition.

- On the Spanish market the churn rate is slightlgvablx, which provides some (but
limited) hedging opportunities. The forward markgtste only products indexed to the
Spanish priceThere are no similar hedging opportunities in Rgatpywhere suppliers
partially hedge using the products linked to tharsgh price and accepting the basis risk.
REE auctions FTRs twice a year, but the amouniss 400 MW and the product is not
traded in secondary markéts

- Other markets struggle to get a forward market g@uat more than a year or so and the
hedging possibilities are limited. There are a eamg reasons why this is the case
depending on market structure, regulatory barmersther interventions, end-user price
regulation, etc.

7) Do you think that the current bidding zones configuration provides adequate price signals for
investment in transmission and generation/consumption? Can you provide any concrete example or
experience where price signals were/are inappropriate/appropriate for investment?

It is a very disputable topic to consider that @sigpn income provides an incentive to

remove congestions. On the contrary, it could besiclered that congestion income provides a
revenue stream that will not incentivise TSOs leve the cross-border congestion, whereas
TSOs are incentivised to remove internal congestiorihe most efficient way since the costs
of managing these congestions is clearly identifisa cost.

Also when looking at the constraints to investmentsietwork infrastructures, it strikes us
that the financing component is never the mosttcaiméng factor (TSOs having usually very
good credit ratings due to their regulated and Vewy risk activity). On the contrary local
oppositions and potential technical and administeatconstraints seem to be the
overwhelming factor explaining delays and diffigestin network investments.

The consequence of this is that the traditionalnenoc and market theory around price
signals is not at all well adapted to describirgydignamics around network investments.

It is also worth noting that similar factors alsend to apply for significant generation
investments (over 100 MW), for which connectionthe network and many other factors
often play a major role in investment decisions.

In any case TSOs have the statutory obligationitouge the existing the transmission
infrastructure to the maximum extent, and (i) exgh#ghe transmission grid in order to reach at
least a threshold of 10% interconnection capadibe choice of size of market bidding zones
should not be of any importance for stimulatingnmentivising TSOs to act properly. Instead,
bidding zones should not be defined in a badlyedated manner compared to structural
network congestions and more transparency woulddegled on how TSOs calculate ATC
values, on redispatch costs, etc. This increasatsparency would arguably help regulators
incentivise TSOs in the most efficient way concegninvestment studies and investment
decisions.

7 For additional details on Iberia, please refah®mannex.
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As already pointed out, neither congestion rentsradispatch costs can be considered alone
as a good economic signal for investments in tréssaon infrastructure. At the best they are a
rough indication that one should consider an inmestt. Firstly, the welfare gain of trading
over an interconnector is not just the congestamts but also the increased consumer and
producer surpluses which will not be captured bYp$SSecondly, the benefits of increasing
interconnection capacity is defined by the increafséhis total welfare gain and not by the
welfare gain obtained by the current interconneatone, which would in fact decrease.

As far as investment signals for generation/consiom@re concerned, the supposed benefits
of smaller zones (and therefore “more correct” gg)con such investment signals are largely
overestimated. On the contrary, the risk of chanigedidding zone delineation would
potentially be a strong negative signal. For mosestments, forward prices are an essential
indicator, and the loss of liquidity that comesnfr@maller zones will erode the individual
price signal. In addition, generation investmentisgiens are taken on the basis of a
combination of factors including forward prices,pply-demand projections, strategic
considerations, negotiations with equipment suppliand possible regulatory incentives
(locational or otherwise).

8) Is market power an important issue in the bidding zones you are active in? If so, how is it
reflected and what are the consequences? What would need to be done to mitigate the market power
in these zones? Which indicator would you suggest to measure market power taking into account
that markets are interconnected?

It is obvious to us that market power would tenéhttrease with smaller bidding zones and to
decrease with larger bidding zones. Regulatorsised to calculating market power indicators
and we do not consider that any new indicator néztg invented in that respect (such as the
definition of market power used in the consultatifmtument).

It is very disputable to think that smaller biddingnes will have beneficial effects in terms of
volumes of transmission capacity being offeredl.thé argument which is used by TSOs to
explain decreasing cross-zonal capacity relatebdogrowing uncertainty of RES injection,
the reduction of the size of bidding zones are weikely to remove that uncertainty.

Also it should be noticed that the integration of@ean markets will have beneficial effects
in terms of decreasing market power for all timefes. These beneficial effects could easily
be impaired by inadequate changes in bidding zooefgurations, which is why we remain
cautious on the objectivity of TSOs and regulatagalysis in this field and which. A
thorough market consultation is essential on thesters.

9) As the reporting process (Activity 1 and Activity 2) will be followed by a review of bidding zones
(Activity 4), stakeholders are also invited to provide some expectations about this process.
Specifically, which parameters and assumptions should ENTSO-E consider in the review of bidding
zones when defining scenarios (e.g. generation pattern, electricity prices) or alternative bidding
zone configurations? Are there other aspects not explicitly considered in the draft CACM network
code that should be taken into account and if so how to quantify their influence in terms of costs
and benefits?

As previously stated, we do not consider that ENES®groups of TSOs have the necessary
knowledge and objectivity to conduct a complete rkeaefficiency” analysis.

This is also due to the inevitable conflict of mast between TSOs' duties (mainly around
security of supply, limiting network or system ctragts, and with a natural incentive to
decrease their own risks) and the interest of &fuettioning market (sufficient firmness and
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volumes of cross bidding zones hedging instrumbeisg offered at all timeframes, opening
markets as close as possible to real time withcsefit flexibility, allowing transactions across
several borders).

We would therefore request a two level process @ 3@gulators) to be kept also during
activity 4 and for market participants to be clgselvolved to these studies, especially
concerning the market efficiency analysis.

Also EFET deeply regrets that ENTSO-E did not tide= opportunity to define the details of
the cost-benefit analysis (including the methodei@mluate the technical and economic
consequences for different bidding zones) in theC®Anetwork in more detail. Running a

study on the potential re-delineation of biddingne® without defining the methodology can
be considered as a serious weakness affectingvralbstudy but the early implementation
exercise will probably provide some useful feedbiadkat respect.

It is also important that the various possible rearffects as well as the costs for network
measure (re-dispatching, counter-trading, phastieshietc.) are concretely assessed and
priced for the existing zone delimitation and altdive scenarios. Mere qualitative
assumptions are insufficient.

The sensitivity to modelling assumptions shoula dis taken into account. It is not enough to
consider that day-ahead simulations represent gegberepresentation of reality (nor the
complete welfare or welfare loss). For exampledéwgacity volumes offered to the market in
case of different bidding zone configuration migktdifferent in reality. This means that the
“demonstrated” benefits based on ex-post simulatimay be excessive while a change of
bidding zone delineation would be concrete and vmimediate effects on liquidity and
competition.

It is also crucial that ENTSO-E stipulates the rodtbhefore the pilot project proceeds with its
work and discusses its approach with all stakems]decluding market participants.

10) In the process for redefining bidding zones configuration, what do you think are the most
important factors that NRAs should consider? Do you have any other comments related to the
guestionsraised or considerations provided in this consultation document?

As previously mentioned, a number of factors angdrtant when considering such important
changes as a potential redefinition of bidding zone

That being said, we would of course recommend dicpdar focus on market efficiency,
sufficient stability of price zones and market gregion, since congestion management and
limiting the impact on TSOs’ organisations and\atés are not European objectives per se
and can be managed through other means.

Also two important factors seem to be ignored aunderstood in the consultation document:

< Insufficient understanding of the economic benefftiarger zones and of the negative
impacts of smaller zones and probably overestimaifdhe estimated benefits,

* Overestimation of to the costs of redispatch arwlifficient consideration of other
TSO tools for congestion management, such as tasker redispatch and counter-
trading, topology measures, coordinated use ofghlasters, etc.
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A. Insufficient consideration of the economic benefits of larger zones and of the negative
impacts of smaller zones

The consultation paper shows an insufficient camsition of the benefits of larger zones on
liquidity and well functioning of both wholesale dnretail markets, and similarly
underestimates the negative impacts of smallerszaned the difficulty to maintain a liquid
forward wholesale market in smaller zones or lidoidvard cross-zonal hedging products for
these smaller zones. This is already a realityoimes market areas today and an evolution
towards smaller zones under these conditions woatldbe in line with the CACM Framework
Guidelines and the draft Network Code, which isliekty based on the understanding that
the delineation of bidding zones has a relevantarhn liquidity, competition and social
welfare.

EFET is therefore concerned that the review proegisgocus on technical aspects and will
not take the economic effects sufficiently into @aat.

Firstly, EFET has concerns with the competitioneasment sketched by ACER in the
consultation paper. The paper states that locdtimasket power is inherently present in the
electricity market. It is clearly wrong to implyahlarger price zones do not allow for more
competition than smaller zones (and also very quesble whether smaller bidding zones
would result in more volumes of cross zonal hedgiastruments being issued by TSOs).

In smaller bidding zones, fewer generators haveemmarket power whenever interconnectors
between the bidding zones are congested (and tHeetznes are therefore split).

One of the benefits of larger zones is that evehdafe was some increased locational market
power (which is not sure), this would have no dfean market results. This allows the
wholesale market to function undistorted, with e effects on competition. Obviously
there are limits to this, especially in case ofictnral congestions, but the benefits associated
with a large liquid market should easily overcorhe tosts of using network constraints
management tools, which will be used only for tleeiis for which real physical constraints
will appear whereas “market constraints” would hetasmatic when applied in market
simulations being made well ahead of real time lagidre taking into account variations due
to the intraday market and to balancing and tldatgof generation and load forecast.

Indeed EFET would see this role of maintaining thiegrity of bidding zones as a core
competence of the TSO in facilitating the market.

By contrast a separation of the market into theegoaon the basis that internal links are
sometimes congested seems a disproportionate wagabwith the issue of congestions.
Splitting bidding zones into smaller zones will vitably form a significant barrier to cross
border competition, particularly if limited transssion capacity is made available and there
are no forward transmission rights to hedge theslyesks between zones.

Secondly, it must be stressed that a re-delinedtitm smaller price zones will generally
negatively affect liquidity.

To that extent we do not understand ACER'’s claiat tnly the overall liquidity of all zones
covering a given territory is relevant if tradingttveen zones is organised through implicit
auctions or market coupling. This approach seessodnected from reality according to our
members’ experience.

However as pointed out above, liquidity is defirsmda level of trading allowing buying and
selling with minimum price disturbance at any tinfdhne market must have the ability to
discover a “fair” price” in any situation and natlg when there is no congestion. We do not

13



* X

European Federation

of Energy Traders

agree that the use of mechanisms for implicit alion of capacity between bidding zones
will make for the liquidity and quality of ordersds since there may be frequent times when
transmission capacity volumes are insufficientltovasignificant amounts of liquidity in one
zone to be “exported” to others.

Even if interconnectors are efficiently used thiougplicit mechanisms at the day-ahead and
intraday timeframe, a market split will occur ifetlinterconnection capacity is congested. In
these situations, generation and demand can onfigipate in their local market and not the

territorial market and anyone who is participatingm outside that zone will be exposed to
basis risks. The forward market will also reflelststcongestion risk and the likelihood of

splitting. As a consequence, market participarigita to rely on the market will be impaired.

B. Overestimation of costs of redispatch

It is important to note that redispatch is not timy network constraint management method
and is not always needed either. When this is rkdde to physical congestions, economic
costs occur even if the congested lines are managplicitly or implicitly between two
bidding zones.

Indeed, because there will be a lack of cross-zoayaédcity, the (more efficient) power plant in
zone A cannot supply customers in zone B. Thereforeone B another (less efficient) power
plant must be dispatched instead. If there areragpaones, costs are borne by end-consumers
in zone B through higher energy prices. If therenty one zone, these costs are socialized
through the network tariffs. But the costs to thereomy are the same.

We also view the argument that redispatching ctxalde a negative welfare effect because
network operators do not pick the optimal powenfdan the merit order in the various zones
as invalid, because:

- other low-cost congestion tools also exist, suctopslogy measure and phase shifters,

- TSOs can also potentially use counter-trading,oalgih counter-trading would be less
efficient than cross-zonal redispatch due to tleetfzat with cross-border redispatch TSOs
can select the generation or load assets which trevemost impacts in relieving the
congestion, in addition to ranking their costs,

- simulation at the day-ahead stage of physical flowsall network elements remains a
forecast, which will be updated in intraday. Snrab&lding zones would arguably limit
market transactions that should not be limitedhviietter insight and without security
margins,

- TSOs should rather be incentivised to further dgveéheir congestion management tools
and to develop coordinated cross-border toolsydieroto better guarantee the integrity of
bidding zones, to lower congestion costs, to deeregeliability margins, to better
guarantee firmness and to ensure the most effioeamket-based selection of resources,
based on their ranking taking into account thdicieincy and costs.

In this context we struggle to see how efficientisiens and overall analysis can be made if
the basic initial assumptions and orientationsdestrted, flowed or inadequately formulated.

C. Need for stakeholder involvement and sufficient lead time before any change is
considered

This is also why EFET would like emphasise that ketparticipants must be much more
involved in the analysis and should have accetisetwarious methodologies and assumptions.
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Also, any possible change of zones should be armmaolwvell in advance with a lead time of at
least four to five years.

It may also be noticed that reviewing bidding zodeBneation on a very frequent basis will
probably be of no interest for many regions. Wheevéew is performed, it should be handled
with care and should take into account all strdtunderlying elements and consequences
(costs and benefits). A revised bidding zone dalioe should only be proposed when the
benefits very clearly outweigh the costs.

For all the above reasons and for transparencymsase would highly recommend multiple

interactions with market participants who will e ffirst impacted by potential redefinition of
bidding zones.
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Annex: Bidding zonesin the lberian Peninsula

Focusing on the Iberian Peninsula, the EFET atiiiaapply for a review of the current arrangements,
where two bidding zones (Spain and Portugal) ctgreexist, but the interconnection is seldom
saturated, in order to explore the possibilityaning both zones together.

The lberian Peninsula is currently divided into twimlding zones, corresponding to Spain and
Portugal, under the operation of REE and REN rdadg. The annual demand in Spain is 248 TWh,
while in Portugal is 49 TWh and the mixes are rotdgferent, except for the nuclear production,
which in Spain averages 22% of the total energylsup

Since the beginning of the Iberian Market (MIBEhR)2006, increased price convergence has lead to a
situation in which currently (2013) less than 11%th® hours show a price spread. The amount of
energy that would have to be redispatched in thesgs to achieve a single price averages just 259
MW. The bigger differentials arise in periods witdry high hydro and wind production (as it was the
case in March 2010, January 2012 and April 201&cabse of the high penetration of these
technologies in the Portuguese generation mix Aerdcombined effect of interconnection capacity
reductions.

The forward markets quote only products indexethéoSpanish price. In 2010 and for the first time,

forward trading volumes outweighed the physical ded) reaching as much as 272 TWh in 2012.
There are no similar hedging opportunities in Ryatuwhere suppliers partially hedge using the

products linked to the Spanish price and accepltiadbasis risk. REE auctions FTRs twice a year, but
the amount is just 400 MW and the product is reddd in secondary markets.

Introducing a single price zone in Iberia with abnated redispatch procedure right after the day-
ahead market has to be based on a cost-benefiisamalhe following benefits should be considered:
» It eliminates the basis risk when trying to hedget®yal in the forward markets, fostering
competition in the supply business in Portugal.
o It will further improve competition in the Iberiamarket, with the main utilities having a
smaller share of the production in the integrateg.a
« It will not introduce any of the distortions mentid in the article referred in the consultation
, as the costs of redispatch will not be socialisegbng the countries, bearing each TSO
the cost of the redispatching needed in its owa.are
» The coordination of the redispatch actions wilimeliate some distortions, as it is the case for
the preventive capacity reductions introduced leyTtBOs in the day-ahead market during
the periods of high hydro production.

8 Scott M. Harvey and William W. Hogan, Nodal andn@bCongestion Management and the Exercise of Markever,
January 10, 2000
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