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	securing competitive energy for industry



Joint response by IFIE Europe and CEFIC to the Public Consultation by the Directorate General for Energy on measures to ensure transparency and integrity of wholesale markets in electricity and gas
Introduction

1. EU energy policy aims at granting EU energy users access to competitive, secure and sustainable energy supplies. Against the background of ongoing liberalization of energy markets, with an increasing number of international market participants, as well incumbent firms, it is essential to create a true internal market.

2. Today, wholesale energy prices generally serve as a benchmark for final consumer prices for the short and medium term, for households as well as industrial users. But high energy prices regularly raise doubts about whether they are a real reflection of the interplay of supply and demand fundamentals. Market misconduct and abuse of dominant market positions, especially in highly concentrated markets such as that for electricity generation, leads to price signals that are not representative of the real cost structure. These benefit the generators and create concerns about the ability of the market to deliver competitive energy to consumers. Even the mere suspicion of market abuse creates a lack of confidence in the functioning of the market. This in turn leads to lower liquidity, which exacerbates the market problems. For this reason, IFIEC and CEFIC support the Commission’s thinking to create a market surveillance agency, although the proposals are not clear whether this would be linked with ACER and if not, how the divisions of responsibility would be clarified. IFIEC and CEFIC are also concerned about  additional administrative costs imposed on firms only operating on these markets on a small scale, such as industrial consumers.

3. The existing legal framework, consisting of the 3rd energy liberalization package, the Market Abuse Directive (MAD), the Markets in Financial Instruments Directive (MiFID) and the Emissions Trading Directive, constitutes the legal basis for market surveillance. But not all measures aiming at regulating financial markets are appropriate also for energy markets.

4. Therefore the development of a tailor-made framework for regulating the electricity and gas markets is recommended by the Commission. In addition, the Commission sees the need for defining clear and consistent market abuse regulations throughout Europe. As a result of several Commission workshops in 2009 the following points are proposed by the Commission to secure the integrity of the European energy markets:

4.1. Wholesale energy transactions are subject to regulation on EU level. Such regulation would clearly define the “accepted market practices” with respect to trading strategies. 
4.2. All data and information with potential influence on the energy market fundamentals need to be transparent

General position

5. Against the background of the Commission’s efforts to create a European market surveillance agency, IFIEC and CEFIC, as representative organizations of industrial, energy intensive electricity consumers, stress the following points.
Improve regulatory oversight over energy markets
6. As explained above, some malfunctioning exists and consequently there is mistrust in the functioning of the energy markets. This leads to high prices and lower liquidity in the wholesale markets, which in turn helps to maintain high market concentration and dominant positions of some actors. Improved regulatory oversight can help to correct this malfunctioning and dampen the feeling of mistrust. And of course it can help detect and fight abusive behavior in specific cases. As rightly addressed under section 3 in the public consultation paper, it is crucial that any attempts to manipulate the derivatives markets through actions on the spot market are closely monitored and properly sanctioned. Therefore, effective monitoring, fully independent and tight regulatory oversight over gas and electricity wholesale markets (exchanges as well as OTC) are essential. Such market surveillance should focus on pricing and bidding behavior, so whether all available capacity was offered to the market can be checked as well as whether the resulting market prices equal marginal costs, or whether there is market abuse or market distortion (as shown by a difference between the power market prices and the marginal prices). 

7. Moreover, such monitoring of marginal power pricing would show the CO2 pass through in electricity prices, which is based on marginal pricing. This is key to determining  the CO2 factor for the financial compensation to electro-intensive industries to stop accelerating carbon leakage. Member State energy regulators are competent to collect this data and should be encouraged to do so, as soon as possible.  

Consideration of the specific characteristics of energy markets
8. Industrial energy consumers participate in the electricity and gas markets purely to meet and secure their physical demand. Therefore, electricity and gas markets have a different role than purely financial markets. For this reason, not every approach that is suitable for the regulation of financial markets is equally suitable for energy markets, and thus these specific characteristics need to be taken into account. Such specificities include:

8.1. the non-storability of electricity (contrary to a lot of other commodities);
8.2. the possibility of (financial or physical) capacity withholding in the generation market and its severe consequences on price and price formation (with the need for special observation to be paid to the physical spot market, which is the underlying asset for the future financial and physical OTC electricity markets);
8.3. the grid-based nature of these markets, and the possibility of grid congestions, especially on cross-border-interconnections; 

8.4. the influence of increasing production from renewable sources which need to be integrated into the market and have a huge influence on spot market prices, including quality issues; especially as far as gas is concerned;
8.5. extensive and unexpected movements of the price that cannot be clarified by market fundamentals; or

8.6. detachment of gas prices from market fundamentals, such as supply and demand balance, caused by different pricing mechanisms (oil versus spot), which is detrimental to industry.

European Market Surveillance based on uniform national standards

9. The level of liberalization and regulation of energy markets is very different in member states across Europe. Physical energy exchanges across national borders are neither functioning well nor using fully the existing capacities. Furthermore, special national rules may hinder competition. Uniform European standards and rules regarding the definition of market abuse and regarding market surveillance should be defined. In parallel, national market conditions need to be harmonized and cross-border bottlenecks need to be removed, as far as this is economically sensible and where this makes a real contribution to increasing security of supply and competition.

10. While the definition of common standards (most notably a clear definition of insider trading and capacity hoarding) should be established at European level, the process of overseeing the markets could be delegated to the national authorities, who in turn should report their observations to a European authority. This is especially important with regard to transactions and market behaviour which has an impact on cross-border issues, because with purely national oversight it is not always clear which member state’s authority is responsible for observing behaviour and taking action. 

11. Moreover independent oversight at  European level may be required to ensure that the national regulators use the same methodology and have the same interpretation of the uniform European standards. Where the European authority believes that a national authority is not taking the necessary actions, that European authority should also have the power and capabilities to perform a proper analysis.

12. Special care must be taken to verify the full independence of the regulators in cases where large incumbents and TSOs are largely or in majority under Government control, so that potential clashes of interest are removed.   

Improve transparency of essential data
13. While the creation of a surveillance authority is one essential step, providing necessary information to market participants is another. This can reduce unfair informational advantages, which today generally benefit dominant and incumbent market players. However, it must be clear that while the surveillance authorities should be able to access all data, this is not the case regarding transparency of data: When selecting which kind of information should be made public, there needs to be regard for some information being competitively sensitive. This may be where potential competitors can learn (or infer) confidential information about their competitors by interpreting the data on electricity consumption of an industrial consumer, or that transparency of information between a small number of dominant generators may facilitate collusive behaviour. 

14. Nevertheless full transparency on volumes and/or capacities must be ensured on the major transmission and storage entry and exit points for any form of transparency to be useful to the markets. Data must be electronically formatted such that it is easily available to all market players.

No additional burden for energy consumers
15. It has to be assured that the creation of a European market surveillance agency will not result in additional costs for energy users. Regulations concerning data storage and data provision need to include threshold values and de minimis rules for smaller firms for which such burdens are disproportionate. 

Confidentiality of sensitive information
16. Collection of data always implies the risk that sensitive data may be leaked or otherwise published. For industrial energy consumers, this is very important. As energy consumers, European industrial companies have competitors both in Europe and the rest of the world. By publishing details of their energy consumption patterns, competitors can learn about production processes, costs and strategies, so business confidentiality is essential, to avoid competitive disadvantages for European industry.

No mandatory clearing of derivatives for industrial consumers
17. Non-financial companies are well established as end-users of OTC derivatives to mitigate risks arising routinely in their business. Long term contracts and (embedded) derivatives, such as forwards and futures are very common in industry to cover energy needs based on their individual risk profiles.  Clearing is a proven instrument to manage their counterpart risk. Industry must keep its own responsibility to cover this risk. Therefore, non-financial enterprises that use derivative instruments solely in the course of hedging their risk when conducting their principal business should benefit from an exemption from central clearing. Otherwise, obligatory clearing will lead to huge cash requirements and thus compromise bilateral contractual energy purchase agreements, especially long-term contracts.  Furthermore, in the elaboration of the EU rules, close attention should be paid to rules developed worldwide with the aim of preventing regulatory arbitrage.

18. In summary, the upcoming regulation of derivative markets should regulate those derivatives used solely for speculation, but not those derivatives used as a risk management tool to hedge a real underlying risk to which the user is exposed. 

Stepwise inclusion of different markets
19. For practical reasons, market surveillance should start with electricity and gas. This is due to the fact that these markets are based on grids which constitute natural monopolies and the respective upstream markets are highly concentrated. While other commodities such as oil, coal and CO2 have an important influence on gas and electricity markets, they need not be subject to the same market surveillance regulations in the first place. More importantly, the process to install market surveillance for gas and electricity must not be delayed by political discussions about the inclusion of other markets. Depending on the experiences gathered, market surveillance could be extended to other products like coal, oil or CO2.

Answers to questions asked in the consultation document

Q1: 
There are no particular additional developments. But generally, it has to be taken into account how the rules of article 7 of the regulation of the council (EC) nr 1/2003 of December 16, 2002 are applied on a national level. National authorities need to be given the right to use proper precautions of a behavioral or structural character, proportional to the misconduct committed by a given company and necessary for its effective ending.    
 
Q2: 
IFIEC and CEFIC agree that the current regulatory framework should be updated, since spot markets and derivative markets, especially bilateral OTC-markets, are not covered by existing market surveillance regulations such as MAD and MiFID. For example, day-ahead power exchanges should comply with a “supply or explain” mechanism, where the producer must clearly and immediately justify whenever he does not offer available capacities on the day-ahead market at cost+. Such regulation should be not only clear, but also flexible, to react to the changes of market practices. Two spheres of regulation should be taken into consideration, the national and European level, each with its own set of competencies, duties and defined principles of cooperation between them.

Q3: 
There clearly needs to be coordination across borders, since energy markets need to continue to be integrated. Even though they are mostly national markets, some transactions affect prices and market behavior in different national markets and greater opportunity is needed to for companies with interests in different member states to purchase on a cross border basis. Also, coordination between energy and financial regulators is needed to avoid some issues being controlled by both authorities while others may be missed due to unclear responsibilities. It is necessary to equip these authorities with the necessary rights guaranteeing efficiency of control and supervision.

Q4:
There is a suboptimal level of oversight, not because of the overlap of financial and physical markets. but because the current regulatory rules take insufficient account of this overlap.

Q5: 
There need to be consistent definitions of market misconduct, insider trading etc., to avoid market distortions in different national markets, possibly arising from the fact that certain behavior is deemed abusive in one country but legal in another.

Q6: 
Given the specific nature of gas and electricity, not every approach that is suitable for the regulation of financial markets is equally suitable for energy markets. Furthermore the MAD does not consider either physically settled spot market products or OTC trades, which are very important in the price setting of electricity and gas. In cases where consistency with existing definitions and rules (MAD, MiFID) cannot be reached, specific regulation should be put in place in order to make sure (i) that the specificities of the energy markets are tackled and (ii) not to slow down the implementation of the market oversight rules.

Q7: 
It is important that the specificities of energy markets should be properly taken into account. This could mean defining the basic principles and/or definitions in legislation to guarantee consistency throughout member states. On the national level, these could then be elaborated in more detail, where necessary under guidance by a strong regulator. 

Q8: 
IFIEC and CEFIC agree. Effective and regular monitoring as well as fully independent and tight regulatory oversight over gas and electricity wholesale markets (exchanges as well as OTC) are essential. Such market surveillance should focus on pricing and bidding behavior, so it can be checked whether all available capacity was offered to the market and if the resulting market prices equal marginal costs, or whether there is market abuse or market distortion (as shown by a difference between the power market prices and the marginal prices).

Q9: 
Market monitoring need not necessarily be conducted at EU level. National monitoring may have the advantage of being closer to the national market. In some parts of the EU, where market integration is already at a reasonable level and market rules are harmonized (e.g. in Nordic countries - Nord Pool area), the market monitoring should be organized, or at least coordinated, on the actual market area level (Finland, Norway, Sweden and Denmark) in order to ensure efficient and adequate monitoring that covers the whole market area. 

During this evolutionary process, the Member State level market monitoring should continue to ensure that at least partial measures are implemented. It would not be justified to halt any immediate actions until the EU level market monitoring is fully established and operational. In any case it must be ensured that national or market area monitoring authorities provide the necessary data to the European authority. In particular, this applies to data and observations concerning cross-border issues, and that monitoring by national or market area authorities leads to comparable levels of supervision and control in the different member states, without leading to a disruption of the level playing field within the EU.

Any suspect behavior should be reported at EU level. Where the European authority believes that a national authority is not taking the necessary actions, the European authority should also have the power and capabilities to perform a proper analysis.


Q11: 
As explained above, coordination is needed to create a level playing-field. A European authority would be best suited to fulfill such a coordinating role.

Q12: 
In principle, monitoring powers for different energy-related markets should be assigned to the same authorities. But as stated above, extending monitoring powers to the CO2 market, important as it is, must not delay the process of creating a powerful monitoring regime for gas and electricity.

Q14: 
Since the CO2-market does not suffer from congestion at national borders, it constitutes a truly European Market, therefore monitoring powers should be centralized on the European level.

Q16: 
See above: Other commodities are important, but it may be useful to take a step-wise approach and start quickly with gas and electricity.

Q17: 
It has to be assured that the creation of a European market surveillance agency does not bring about additional costs for energy users. Regulations concerning data storage and provision definitely need to include de minimis rules  for smaller firms for which such burdens are disproportionate, e.g. such as industrial consumers, which operate on these markets only at a small scale to meet their physical demand for gas and electricity. When discussing de minimis rules for energy companies, care is needed that the application of exemptions and de minimis rules do not lead to a situation where abusive practices are overlooked. Following from this, it will be important to establish the definitions and rules concerning trading, transactions and supply, with the aim of focusing on professional traders and suppliers, whilst excluding energy transfers between consumers. Trading monitoring should not add burdens on an owner of industrial site who purchases electricity and gas for site use and transfers a part to its on-site subsidiaries and subcontractors.  Definitions and/or rules should foresee this type of transfer.


Q18: The process of data reporting should be organized efficiently. Therefore, it may sensible when market actors report to the national authorities, that the (relevant) data is passed on to the European authority.

Q19: 
When the CO2-market is subject to the new market surveillance framework, the competent authorities should have full access to these data.

Summary

20. Industrial consumers strongly support the creation of European market surveillance over gas and electricity markets, as this would act against abuse of market power and would increase confidence in the market. Increased transparency on important data would also help to create a more efficient market. In addition to creating European-wide uniform rules concerning market abuse, it is necessary that national market exchange conditions are harmonized to guarantee that physical and commercial energy exchange across national borders work without restrictions and using a common basis of procedures.  
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