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1 Introduction

In 2005UMR was commissioned by the Electricity Commission to conduct research to provic
infomationhat wouldssisit to determine:

Whether or not there is a shortage of hedge contracts in the market

What constitt es an effective contract from a bu
between price, basis risk and force majeure

Whether generators have the ability to exercise market power in either the wholesale sg
market or the wholesale heddestraard, if so, the extent of that power and its implications
for the hedge market

Whether vertical integration adversely affects competition in the retail market, the market
hedges and investment in new generation

Whether vertical integrai®rihe most efficient market structure given the physical and
commercial drivers underlying the New Zealand electrj@tydmarket

Whether issues relating to the lodgement of hedges for prudential security are significant

The research was not desiga provide answers to those questions, but to gather information related
to the issues it raised to assist the Commi s
sources.

In 2007, the Commission approached UMR to condugp adgebmoh using the 2005 study for
benchmark comparison purpoges with the benchmahe methodology comprised of two
information gathering phases and this main report should be read in conjunction with the suppleme
tables report. The first phasavied the distribution of a surv@ptiential respondenfbhe

survey largely replicated the benchmark though a very small number of questions were adjusted o
basis of earlier experience in order to clarify matters for respondenteaaldiaalagtaition was

included to cover initiatives being undertaken by the Coimrtissiollowing table (Table A) we

have included the aggregate consumption and gehemtiorof theespondent groups as an
indication of how much of theetetaticity market they repreBbatfigures are for the year ending

March 2008.
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TABLE A

RESPONDENT BY SURVEYS RESPONSES § CONSUMPTION ANNUAL

TYPE DISTRIBUTED (IF RETAILER AVERAGE
INCLUDES GENERATION

RETAIL LOAD) § GWH/ANNUM
GWH/ANNUM

Small purchasers 23 368 20

Medium purchasers 16 8 1,217 -

Large purchasers 10 7 10,225 1,281

Sub-total purchasers 49 25 11,810 1,301

Geqerator/generator- 14 9 36.730 42,022

retailers

Others 9 9 61 12

Total 72 43 48,601 43,335

Respondents were advised tleat individual responses would be kept confidential to UMR and that
only aggregated data would be reported. The survey is attached in the appendix. The response
among th&2 respondents that received sumasgElo compared to 76% in the 2008ysudll
respondents confirmed that they had provided their responses to UMR in confidence. More than h
all respondents also said they regarded the information they had provided as commercially prejuc
information.

The researchlso involved?9 depth interview86 respondents were approachieidh were

designed to better understand the reasons behind the responses given to some key questions ir
survey. Those who declined to be interviewed did so largely because they said they did not ha
enough time or felt they would not be able to contribute much through theiR pquéssafmn
interviews were made to all generators and getatatsy all large purchasers and a selection of
medium purchasers, small purchasers andtiansélem the mixed category of distrandors

traders Similar assurances with respect to confidentiality were given to those who participated in
depth interviews with the exceptlowarcaviich gavepermission to report their comnments

prowding the perspective of a distributor.

In order to preserve the confidentiality of all generators, we have aggregated the data for gener:
and generatogtailers and described this group ttiteugport as gentailers.

42 of the43respondents daihey had provided their answers to UMR in confidence and twenty said
their answers contained commecoidilyential information.

This report comprises an executive summary which captures the main findings arising from botr

survey and the deptterviews This is followed by tables showing the responses to the survey
guestions and then the report on the depth interviews which includes extensive verbatim quotes.
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2. Executive Summary

2.1 Overview

There is a high degree of polarisaticgemdtve demand and supply sides of the market over
whethea competitive hedge market exi$ts supplside is critical of the lack of liquidity in the
hedge market which is linked to the vetigadtionf gentailers who enjoy a natural hedge for
much of their generation through their retail arms, thus limiting the voluméedegdee of
sophistication and knowledge of managing risk in the market resides strongly with gentailers and |
purchasers. While greater disclosure of detdiisas desired, the perception is that this will assist
transparency but not liquidity.

The critical issues for the hedge market are primarily:

Liquidity

Vertical integration

Disclosure including H@mgn pricing indicatjons
Nodal pricirand its complexity

The critical issues for the wider eldotticstypbtained from the depth interviews were:

Lack of competition

The emphasis being placed on renewable energy over the medium to long term
Political interference

Barrierso entry for new generators

Competing regulatory regimeEl@hticit¢ommission and the Commerce Commission)
Transmission issues

22 Market competition

22.1 Polarisation remains

Perceptions of competitiverezsgin more or lespabrisedasthey were in 2008tween
gentailersthe majority of whom believe a competitive hedge market exists, and purchaser:
the majority of whom believe that one does not exist.

Opinions wesamilarlgivided over whethempetitivenekad impreed over the past year

Onlyl purchaser thought it had become more competitivel geahtarigr thought it had

not improvedLarge and medium purchasers are also less likely to believe they are offered
competitive prices for hedges while geatailsrsall purchasers are more likely to believe
they are.

UMR Research Limited 6



In the depth intensevine emergence of farmalisednarketstructurefor hedges,
energyhedgemarled a positive initiative to improve competitiveness sinc&h2005
development ehergyhagk was rated the highest of all initiatives being undertaken to
promote hedge market liquidity, but it rated only weakly to moderately well as a useful sou
for forecasting electricity prid@sareness ehergyhedge high among large purchasers,
genailers and other respondents, but low among medium and small purchasers.

2.2.2 Energyhedgand its limitations

Howeverenergyhedgleas significant issues to address if it is to be regarded as an open
competitive market meeting the needs of aryeaghurepurchasers and sellers alike

The princgbareas that attradcriticisnm the depth interviewes that:

- lts liquiditislow

- There are barriers to eritny small purchasers and tradéls respect to credit
arrangements and gfaround governance, process and rules

- Itis dominated by genta{lessnments from large purchasers)

- Hedges are limited3tgears

- Traded hedges are flat and take no account of the variablerafdentrat some
purchasers require.

Entry of th&NZNational Bank as a tradezr@rgyhedgs regarded as a positive though
somewhat untested developmistarrival may reassure those who are uncomfortable
dealing directly with a competing gentailer and has raised expectations thathtnovations mi
be developed that cdedd to greater choice of prodymtrirasers

2.2.3 Location and nodal pricing

In the depth interviews, it was evidenbctitaantontinues tplay a role in limiting
competitiofior large, single site industriedhasers Basis risk limits the number of
competitive bids offered at their preferred grid exit point.

However, the survey results showed that location was more of an issue for large purchas:
and gentailerss of 7 large purchasers ahdf 6 genailers said they had had difficulties
getting prices for hedges at some lac&tiother of 6 gentailers perceived locational risk

as a significant problem a4 afidlarge purchasers

Alsg 3 of 5 gentailers who sell hedges said they omlyrsmlés for which locational price
risk was not an issue for th2mentailers have specific policies not to provide hedges at
some locations.

Sellers, traders and pure purchasers were critical of what was regarded as a purist and ov
complex nadipricing system which lirtiigsbility to provide more competitive bids.
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There is a view that competitiveness could be improved by replacing nodal pricing at all ¢
exit points for financial transactions with average, regionalise@ipticthg siysiem that

operates in Australdnerespondent gave a counter to this saying that regional pricing could
leadto generators gaming the system in order to be paid exorbitant amounts to generate |t
relieve constraints.

It was conceded by sdimat a more sophisticated form of nodal pricing might be required for
despatch purposes.

Some said that economic efficiencies that were supposed to be derived from the current nc
pricing system, principally the location of new generation;emfglatext. e The primary
determinants of new generation location had appeared to be the location of a power soul
andconsumer demand.

2.2.4 Duration

In the survey, none of@tgentailers as purchasers of hedges had had difficulty getting prices
for the term of contract they wanté&pf2it purchasdrad had difficulty.

None of the gentailers had a policy to only offer hedges for certain durations.

2.2.5 Profile

Somepurepurchasergor example, thaseolved in seasonal production pehlesexport
sector are unable to obtain s¢dgeatckher profilaise

2.2.6 Asymmetry oihformatioranduncertainty

Asymmetry of information is also a facappteais to affebie degreef understanding

and confidencen thehedgemarket Fewon the demand side have electiglity
managememats a core functiohtioeir business and so do not invest what some on the
supphside might argue is enough resource into acquiring market kGreddege
disclosure could provide more confidgmoeliasers that prices are fair and may constrain
those who have been able to extract margins due to customer apathy.

Most respondents said that the publication of the main contrattpelemenis of
contract, volume, duration, locatioroéitel would assist in price transparency.

Several respondents said the availability of hydrology information would be useful f
developing a view of market prices.

The depth interviews showedribattainty driven by factors such as a |gukisifcated

knowledge about managing hedges, the reliability of supply with the shift to renewables ¢
unpredictable demand by pure purchasers has influenceskakroexierm contracts

typically on a fixed price, variable volume basis
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23 Fairnes of the process

Viewson the fairness of the negotiating process foieeemdittle lespolarised 12 of
25 purchasers said the process waséadrjt was not ahdere unsure.

24 Size of the market

Gentailer respondents instinigey had an aggregated total average load36{538/h
anda total annual generatior2@®22GW/hfor the year ending March .2@d&his, the
combined total volume of hedges sold for the year to March 200&W4s. 10,

By contrast, purchase this survey had an annual average [b&10¥\V/h and had
purchased,89 GW/h of hedges tbe yeato March 2008These purchasers had a
combined generation capacitp@t@W/h per annuihe volume of hedges purchased is
significantly dovon the 2005 survey because two large purchasers either reclassified how
they determined their hedge purchases or did not provide a response. Had they provid
responses similar to what had been provided in 2005, the amount of hedges purchased wa
be ateasi8,100 GW/h for the year to March 2008.

25 Disclosure
Although there is support for greater disclosure to improve understanding of pricing, there :
concerns as to how this could be achieved while still preserving @ntidestidliint
whether this would improve competitiveness.

There was only weak support for the view that greater discloaprewgbe&/ailability
of hedgesOnly8 of 25 purchasers @uf9 gentailers said it wouldawgtheir availability.

Howeer, there was a high level of agreement among both purchasers (19 of 25) anc

gentailers6(of 9) that disclosure of hedge transaction information would provide useful
information to establish forward prices.

2.6 Future ontractprices

Gentailers estinoett of future contract prices through to 2010 are generally lower than the
estimations of purchasers though all respondents see prices tracking upwards over that time
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2.7

28

29

210

Process used for negotiating contracts

Tendering is the most used processedotiating hedge contracts, particularly among
purchasers.

Forecasting sources

Offers and indications are by far the most usefully rated source for forecasting electricity pri
followed by independent forecasts and internal modellingidio#wrefrated significantly
aboveenergyhedge.co.farward curve. Internal modelling though is used mainly by
gentailers and large purchasers.

Market commentamgarket forums andc® hedge contract index rate poorly for their
usefulness.

Mog gentailers (0f 9) say there is sufficient information available to develop a reasonable
view of market prices for electricity contracts, but purchasers are more evenly divided with
saying there is and 11 simbei ng there isnoét

Reserve generation

A minority of purchasers (8 of 25) say the procurement of reserve generation reduces their
to the spot markéthis included odlpf7 large purchasers dnof 9 generatorsA large
number of purchasers $aid it made no difference to their risk.

In the depth inteews, several respondents were critical of the $200 MW/h trigger point for the
activation of reserve generdtiotimes of high spot prices, this was considered an ineffective
barrier to aest rising prices and when supply shortages were not that acute it resulted in
pricing up to just below the $200 MW/h threshold.

FM and suspension clauses

In the depth interviews there was anecdotal evidence to suggest that some of the mo
uracceptable FM and or suspension clauses were less prevalent in contracts today than tr
had been a few years.addere was virtually no supporagkmowledgement of any
justification for suspension clad$esprevailing view was that only Acid béy®nd the

control of the gentailer should be included in FM and or suspen$imugiausdise

survey of 21 purchasers said suspension clauses may be acceptable in some.circumstance
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2.11

2.12

In the survey, most purchasers (13 of 21) saidtifet 1695 of their hedges contained FM
and or suspension clauses that they considered to be unreisosaddemedium and
1large purchaser said that 90% of their hedges fell into that category.

The kinds of clauses thatamsiderednreasondd are typically those that cover:

- Planned maintenance

- The loss of thermal generators

- Dry spells

- Breakdown of the suppliersd machinery
- Anything in treontrobf the generator

A large number of purchasers (15 of 21) were unsure or did nibekroontrelces with
FM and or suspension clauses were efficienthbsacddhey were not and drdgid
they wereln contras§ of 7 gentailers as sellers of hedges said they were efficiently priced.

Credit arrangements

In the deptmterviews, credit arrangements did not emerge as a significant issue though
suggestions were mdhdat separate provision could be made for low and high volume
purchasersA suggestion was also made that the AMZn&ssed to assessing credit risk

ard involved energyhedgeould perform a role in managing prudential guarantees.

In the survey, odlpurchasers, includéaf 7 large purchasers had encountered problems
entering into hedge contracts due to credit arrandgewfehgeneratoras sellers of
hedges had encountered such problems.

Risk management

All9 gentailers have risk management policies to guide their pricé osthas ldmge
purchasers3 of8 medium purchasers have a policylad the7 small puretsers.

Gentailers and large purchasers have a more sophisticated approach to risk manageme
appointing specialist risk management or energy sector functions to the management of tt
risk Other purchasers are more likely to assign risk manageyapatabprocurement
functionThis may be partly because electricity amounts to less than 10% of the input costs f
11 of 14 small and medium purchasers.

Almost all gentailers and a majority of large purchasers do not use other paetgg for their en
trading.

Slightly more thanethird of purchaseBs €ither said they did not have sufficient knowledge
of the market or the skillsere unsure whether they had sufficient knowledge of the market
or the skills to make effective elecsaihyanagement decisions.
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2.13

Gentailers tend to use a longer planning window than purchasers for assessing their contr
positions and all have adopted a practise of staggering nhatodtigast) of 21
purchasers, almost all of which are stmak@ionpurchasers, allow their contracts to fall

due at the same time.

Demanebide response to high spot prices

Gentailers principally reduce consuarpdioncrease hedge cover during periods of high
spot prices whil@of 21 puthasers matain consumption 8mwdduce .itMostpurchasers

(13 of 21) had been approached to reduce load during a crisi® ofciudirgg
purchasers.

Large purchasers algomore likely to resort to a political response to high spot prices.

Hedgeseller performance
Hedge sellers tharerated the best bydi2mor@urchasers were:

1. Conact Energy

2= Meridian Energy and Mighty River Power
4., Trustpower

5. Genesis

Gentailers rated the best sellers of hedges in the following order:

Contact Energy
Meridian Energy
Mighty River Power
Trustpower
Genesis

arwnNpE

Electricity Commission initiatives

Small and medium purchasers have much lower awareness of initi&ieesidty the
Commission to improve hedge market liquidity whalk lahg@gturchasers and gentailers
are aware of most initiatives.

The developmentokrgyhedgeas rated as the most useful initiative followed by publication
of contract details, support for model master agreement and locational rental allocation.
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3. Quantitative Research

3.1 Respondent profile

RESPONDENT PROFILE

Consumption Generation
GWh/annum (if GWh/annum
retailer,
includes retail
load)

Small purchasers 10 368 20
Medium purchasers 8 1,217 -
Large purchasers 7 10,225 1,281
Sub-total purchasers 25 11,810 1,301
Generator-Retailers 9 36,730 42,022
Others 9 61 12
Total 43 48,601 43,335

3.2 Competitive hedge market

Opinions on whether there is a competitive hedge market are reasonaliy rpajarigedf
gentailes (7) say it is competitive while a majority of purd)asaysit(ls notOthers who
responded were more or less evenly divided on the question.

COMPETITIVE HEDGE MARKET

Many organisations enter into electricity hedge contracts ... in order to manage exposure to
electricity spot prices. Do you believe a competitive electricity contracts market (hedge market)
currently exists in New Zealand?

Total Generators/ Other
Purchasers Retailers (n=9)
(n=25) (n=9)
Yes 5 7 4
No 15 2 5
Unsure/Don't know 5 - -
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Opinions were similarly divided on whether the competitiveness of the hedge market had improved
the past 12 month®nlyl purchaser thought it had become more corapdtitinil gentailer

thought it had noMost purchasers (32)d competitiveness was about the same as it was 12
months ago, though 10 were undnreontrast 7 of the 9 gentailers said competitiveness had
improved and odlgaid it was the san@ther respondents were more or less evenly divided with
sayingt had improveisaying it had not and @ithsure.

IMPROVED COMPETITIVENESS

Do you believe the competitiveness of the electricity contracts market (hedge market) has
improved over the past 12 months?

Total Generators/ Other
Purchasers Retailers (n=9)
(n=25) (n=9)
Yes, the competitiveness has
. 1 7 4
improved
The competitiveness is about the
12 1 3
same as 12 months ago
No, the competitiveness has > 1 i
gotten worse
Unsure/ Dondt kn 10 - 2

3.3 Fairness of process

Polarisation was swhat less marked over confidence in the fairness of establishing bilateral hedgt
contracts Even so9 of the 25 purchasers felt the process was unfair, a view that none of the
gentailers sharethdeed all batgentailer felt the process was faawashared by slightlyg les

than half the purchasers (st of the other respondents (5) felt the process was fafglthough

i t wa3weré tnsueen d

CONFIDENCE IN CONTRACT PROCESS

Do you feel confident that the processes for establishing bilateral electricity contract prices are
fair?

Total Generators/ Other
Purchasers Retailers (n=9)
(n=25) (n=9)
Yes 12 8 5
No 9 - 2
Unsure/Don't know 4 1 2
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3.4 Short and medium term hedge prices

Gentailer estimatiafiguture contracices for the year to March 2008 and the sulisgempranivere generally lower than the estimations of purchasers

For instance 10 of the 25 purchasers saw the prices to the end of March 2008 at over $70/MWh QooftheSdyeritiailens/Thee was

somewhat closer alignment of expectations for the year ending March 2010 with 18 purchasers estimating H7€esWahildrizeGabewneailers

of the same viewHowever, of those 18 purcha8erstimated the 2010 price would be abovéV#iB8&dvhpared with dhlyentailer Other
respondentsdé estimati ons al s o5ofttheOatbeksestimadiny prices wdaulld exceeds$80MWh tin20dh s of g

FUTURE PRICE PATH

What is your current estimation of the energy component of electricity contract prices for the next 3 years given current market conditions?

Total Generator- Other to Total Generator- Other to Total Generator- Other to
Price Purchasers Retailers to March 08 Purchasers Retailers to March 09 Purchasers Retailers to March 10
$/MH to March 08 March 08 (n=9) to March 09 March 09 (n=9) to March 10 March 10 (n=9)
(n=25) (n=9) (n=25) (n=9) (n=25) (n=9)
Over
$80/MWh 2 - - 3 1 - 8 1 5
$70 - $80
MWh 8 2 5 11 2 6 10 5 2
$60 - $70
/MWh 10 6 2 7 6 1 3 3 -
$50 - $60
/MWh 1 1 ) ) ) ) ) ) )
Less than
$50 /MWh 1 ) ) 1 ) ) 1 ) )
Unsure/
Donot | 3 ) 2 3 ) 2 3 ) 2
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3.5 Process for establishing hedges

Tendering is the most used process for negotiating electricity contracts for purchadersreither i
of issuing them (16) or responding to théthgBjchasers renew contracts with counterparties and
8 contract counterparties dirddihgt gntailersise all processes

PROCESS USED FOR NEGOTIATING ELECTRICITY CONTRACTS

What processes do you use for negotiating electricity contracts?

Total Generators/ Other
Purchasers Retailers (n=9)
(n=25) (n=9)
Tenders 16 4 4
Renew contracts with existing 10 5 2
counterparties
Contract potential counterparties
s 8 6 3
directly
Respond to tenders 5 5 2
Other 2 2 2
Unsure - - -

Not applicable - - -

UMR Research Limited 1€



Offers and indications are by far the most useful source for forecasting electricity prices followed by iralepamndemtlforedatiisg which are
regarded as more or less aslusefeach other thought the latter is only carried out by gentailers and larggnptygghadegesco.nz forward curve
was the next most useful source, but its usefulness was more valued Oyhgergalecésnarket commentary, market $aanchthe ¥ hedge
contract index were not rated as useful.

FORECASTING SOURCES (NET USEFULNESS)

Please rate each of the methods listed below in terms of their usefulness in forecasting electricity prices
(VERY USEFUL + FAIRLY USEFUL) i (NOT THAT USEFUL + NOT USEFUL AT ALL)

TOTAL NET Total Purchasers Small Medium Large Generator- Other
USEFULNESS (excluding Purchasers Purchasers Purchasers Retailers (n=9)
(n=43) generator-retailers) (n=10) (n=8) (n=7) (n=9)
(n=25)

Offers/ indications 21 12 5 2 5 7 2
Independent forecasts 14 11 4 5 2 3 -
Internal modelling 13 5 - 2 3 4 4
Energyhedge.co.nz 6 i 3 1 2 5 1
forward curve
Market commentary -9 -1 - 3 -4 -7 -1
Market forums -16 -6 -4 1 -3 -5 -5
M—co hedge contract 17 7 3 i 4 -9 1
index
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While most gentailers (7) said there was sufficient information available to develop a reasonable vi
market prices for electricity contracts, purchasers were evenly divided with 11 saying there \
sufficient information and 11 said therenwd 3unsuré Qther respondents were also divided with

4 saying there was sufficient inforn3stieny i ng t h2unserewasnoét and

SUFFICIENT INFORMATION TO DEVELOP VIEW OF MARKET PRICE

Would you say there is sufficient information available to develop a reasonable view of market
price for electricity contracts?

Total Small Medium Large Generator- Other
Purchasers Purchasers Purchasers Purchasers Retailers (n=9)
(excluding (n=10) (n=8) (n=7) (n=9)
generator-
retailers)
(n=25)
Yes 11 5 3 3 7 4
No 11 4 3 4 2 3
Unsure/Don't 3 1 > i i >
know

Large and medium purchasers were less likely to believe they were offered competitive prices
hedgeswhile gentailers and small purchasers were more likely to believe Siufythveére

gentailers who answered said they believed they were offered competitilvevgsicas amed

However4 of the7 large purchasers who answered said they did not believe they were offered
competitive pricesyere unsure and dhbelievd they were.

COMPETITIVE PRICES OFFERED

Do you believe you are offered competitive prices for your hedges or electricity purchases?

Total Small Medium Large Generator-
Purchasers Purchasers Purchasers Purchasers Retailers as
(excluding (n=7) (n=7) (n=7) Purchasers
generator- (n=6)
retailers)
(n=21)
Yes 9 6 2 1 5
No 7 1 2 4 -
Unsure/Don't 5 ) 3 > 1
know
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3.6 Reserve generation

Vi ews were quite mixed about the. Aninserky ofi mpac
purchaers (8) considered it reduced their risk while 11 said it made nd shftereimzeased

their risk2 said it sometimes increased and sometimes reduce@ mskeandsureOnlyl

gentailer said it reduced their Iriskjd it increasedkri§ said it sometimes increased and
sometimes reduced risklanwdsunsure Only the other respondents were more likely to consider it
reduced risk witlof thed saying this.

EFFECT ON RISK

The Electricity Commission, on behalf of the Government, procures reserve generation so that it
is available to minimise the risk of supply shortages. Do you consider the provision of reserve
generation by the Government:

Total Small Medium Large Generator- Other
Purchasers Purchasers Purchasers Purchasers Retailers (n=9)
(excluding (n=10) (n=8) (n=7) (n=9)
generator-
retailers)
(n=25)
Reduces your
risk to the spot 8 5 2 1 1 4
market?
Increases your
risk to the spot 2 - - 2 1 1
market?
Sometimes
reduces and
_sometlmes > 1 ) 1 6 1
increases your
risk to the spot
market?
Makes no
difference to
your risk to the 1 3 6 2 i 2
spot market?
Unsur e/ I 5 1 i 1 1 1

know
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3.7 Disclosure

Most respondents thinkttiekey elements of a coritrpdte, type of contract, volume, duataiimn and profile should be published to assist price
transparencyslightly leshan half (20) think FM clauses $fequultdlished todlowever, very few (6) thought counterparty names should be published.

INFORMATION TO ASSIST PRICE TRANSPARENCY

Which of the following information relating to hedge transactions do you think should be published to assist in price transparency?

TOTAL Total Purchasers Small Medium Large Generator- Other
(n=43) (excluding Purchasers Purchasers Purchasers Retailers (n=9)
generator-retailers) (n=10) (n=8) (n=7) (n=9)
(n=25)

Price 34 20 9 7 4 7 7
Type of contract 33 18 8 6 4 7 8
Volume 31 19 7 7 5 7 5
Duration 29 15 7 5 3 7 7
Location 28 16 7 5 4 6 6
Profile 24 14 6 3 5 6 4
FM clauses 20 10 3 3 4 5 5
Other terms 7 3 1 1 1 2 2
Counterparty names 6 5 1 3 1 - 1
Other 6 2 1 - 1 2 2
None 2 2 - - 2 - -
Unsure/Don't know 3 2 1 1 - 1 -
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Most gentailers and large purchdsenst think that disclosure of hedge transaction information will
improvehe availability of hedg€mnly3 of the gentailers ahadf the large purchasers thought
disclosure would improve availaliost mediupurchaser®) were unsure andf thelOsmall
purchasers thought it would increase their availability.

HEDGE AVAILABILITY

Do you think that disclosure of hedge transaction information will improve the availability of
hedges?

Total Small Medium Large Generator- Other
Purchasers Purchasers Purchasers Purchasers Retailers (n=9)
(excluding (n=10) (n=8) (n=7) (n=9)
generator-
retailers)
(n=25)
Yes 8 5 2 1 3 2
No 8 3 1 4 5 4
Unsure/Don't 9 > 5 2 1 3
know

However, a strong majority of all respondents (33) considered that disclosure of hedge informe
would provide useful informatiostablish forward pricesrespondents did not think it would
provide useful informatrariuding gentailers.

FORWARD PRICES

Do you consider disclosure of hedge transaction information will provide useful information to
establish forward prices?

Total Small Medium Large Generator- Other
Purchasers Purchasers Purchasers Purchasers Retailers (n=9)
(excluding (n=10) (n=8) (n=7) (n=9)
generator-
retailers)
(n=25)
Yes 19 8 6 5 6 8
No 4 2 1 1 3 -
nsure/Don'
Unsure/Don't 5 ) 1 1 i 1
know
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3.8 Risk management

While ab gentailers have a risk management strategy and mosi i&)gef pnechasers do, most
medium purchasers (5) did nobhavé of the7 small purchasers said they hadlsme

RISK MANAGEMENT POLICY

Do you have a risk management policy that guides your electricity price risk management?

Total Small Medium Large Generator-
Purchasers Purchasers Purchasers Purchasers Retailers
(excluding (n=7) (n=8) (n=7) (n=9)
generator-
retailers)
(n=22)
Yes 12 4 3 5 9
No 9 2 5 2 -
Unsure/Don't 1 1 i i i
know

More than half of the purchasers assign electricity price risk management to either a procuren
manager (9) or an operational line managdn (&yntrast, most gentailers (7) assign the
responsibiligither to a risk management function (6) or a specialist energy manage3 dfinction (1)

7 large purchasers assigned responsibility to a specialist energy manager.

RISK MANAGEMENT INFRASTRUCTURE

Risk management infrastructure - In what part of your organisation is the primary operational
responsibility for electricity price risk management?

Total Small Medium Large Generator-
Purchasers | Purchasers | Purchasers | Purchasers Retailers
(excluding (n=7) (n=8) (n=7) (n=9)
generator-
retailers)
(n=22)
Procurement
manager 9 2 5 2 -
function
Risk/ Portfolio
manager 3 2 1 - 6
function
Operational line
manager 5 2 1 2 2
function
Specialist energy
manager 3 - - 3 1
function
Finance/
Treasury 2 1 1 - -
function
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3.9 Use of other parties for tradi

Onlyl of the9 gentailers uses other parties as agents for energy trading while almost half (10) of tt
purchasers use them.

USE OF OTHER PARTIES FOR TRADING

Do you use other parties as agents for your energy trading?

Total Small Medium Large Generator-
Purchasers Purchasers Purchasers Purchasers Retailers
(excluding (n=7) (n=8) (n=7) (n=9)
generator-
retailers)
(n=22)
Yes 10 3 3 4 1
No 12 4 5 3 8

Of those purchasers who do use other parties as agents for trading, most (6) nsd asgentailer a
an independent party.

PARTY USED FOR TRADING

If you have answered yes above, please complete this next question. Is the party a generator/
retailer or an independent party?

Total Small Medium Large Generator-
Purchasers Purchasers Purchasers Purchasers Retailers
(excluding (n=3) (n=3) (n=4) (n=1)
generator-
retailers)
(n=10)
Generator/
Retailer 6 ) 3 3 1
Independent 4 3 i 1 i
party
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3.10 Declared knowledge and skills

Slightly more than imied of purchasers (8) egthigl they did not have sufficient knowledge of the
market and skills or were unsure whether they had sufficient knowledge or skills to make effec
electricity risk management decisibins includetilarge purchaseNone of the gentailers said

theyhad insufficient knowledge or skills

SKILLS FOR EFFECTIVE RISK MANAGEMENT

Do you consider you have sufficient knowledge of the market and its issues, and sufficient skills

within your organisation, to make effective electricity risk management decisions?

Total
Purchasers
(excluding
generator-
retailers)
(n=22)
Yes 14
No 6
Unsure/Don't
2
know

3.11 Contract positin

A GeneratoRetailers

Small

Purchasers

(n=7)

Medium
Purchasers

(n=8)

Large

Purchasers

(n=7)

Generator-

Retailers
(n=9)

Gentailers see their estimated annual generation growing faster than their estimated load over the

few years fdarch 2010.

TABLEB

Total average load

Total annual generation

Total Volume of hedges purchased
Total Volume of hedges sold

UMR Research Limited

April 06 7
March 07
(Actual)

36,242
40,756

2,910
10,244

April 07 1
March 08

36,730
42,022

3,156
10,311

April 08 1
March 09

37,028
43,555
2,858
9,925

April 097
March 10

37,281
44,234
2,596
9,852

2



A Allpurchasers

The volume of hedgmarchase is significantly below that registered in the 2005 hedge survey. The
reason for this is thab large purchasers either reclassified how they determined their hedge
purchases or did not provide a response. Had they provided respdosebatirndar been

provided in 2005, the amount of hedges purchased would be at least 8,100 GW/h for the year to M
2008.

TABLEC
April 06 7 April 07 1 April 08 1 April 097
March 07 March 08 March 09 March 10
(Actual)
Total Annual average load 10,475 11,810 11,978 12,063
Total Average annual generation 1,223 1,301 1,301 1,301
Total Volume of hedges purchased 1,505 1,809 1,510 1,250

3.12 Contract planning

Gentailereend tause donger planning window than purchasers for assessing thpositonsc
with all gentailers using a planning window of n2oreattsacompared to 13 of the 21 purchasers
who do the sam@ of the9 gentailers esa windove-3 years outIn contrast of the7 large
purchasers use a planning window of hesgethes.

TIME PERIOD FOR ASSESSING CONTRACT POSITION

How far ahead is your usual planning window for assessing your contract position?

Total Small Medium Large Generator-

Purchasers | Purchasers | Purchasers | Purchasers Retailers

(excluding (n=7) (n=7) (n=7) (n=9)

generator-

retailers)
(n=21)

Less than 6 i ) i i i
months
Between 6
months and 1 4 2 1 1 -
year
Over 1 year up 4 1 i 3 i
to 2 years
Over 2 years up 5 1 4 i 7
to 3 years
Over 3 years up 6 3 > 1 1
to 5 years
Over 5 years up 1 ) i 1 i
to 10 years
Over 10 years 1 - - 1 1
Unsure/ I i ) i i i
know
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Almost all respondents seek to contracbotraet more thdmonths out from expiry of contracts
thoughl medium purchaser seeks to contract on &Rkpirgnost common pracissto seek to
contract betweesl ® months of expiry.

TIME PERIOD SEEK TO CONTRACT OR RE-CONTRACT

How far in advance of contract expiry do you normally seek to contract (or re-contract)?

Total Small Medium Large Generator-
Purchasers Purchasers Purchasers Purchasers Retailers
(excluding (n=7) (n=7) (n=7) (n=9)
generator-

retailers)
(n=21)

More than 1 year in
advance of existing 4 2 1 1 2
maturity date

More than 6 months
in advance of existing 10 1 4 5 4
maturity date

More than 3 months
in advance of exiting 5 3 1 1 2
maturity date

More than 1 month in
advance of existing - - - - -
maturity date

Within 1 month in
advance of existing - - - - -
maturity date

Upon maturity of

existing hedge 1 - 1 - -
contract
Unsur e/ Dor 1 1 - - 1

UMR Research Limited 2€



Almost all respondents seek to contract eittoed years (15) or betw@&and 5 years (11).

PROPOSED DURATION OF CONTRACT

For what duration do you normally seek to contract?

Total Small Medium Large Generator-
Purchasers Purchasers Purchasers Purchasers Retailers
(excluding (n=7) (n=7) (n=7) (n=9)
generator-
retailers)
(n=21)
Less than 6 months - - - - -
Between 6 months ) ) i i i
and 1 year
Over 1 year up to 2 1 ) ) 1 i
years
Over 2 yearsupto 3 11 3 5 3 4
years
Over 3yearsupto5 8 4 2 2 3
years
Over 5 years up to 10 ) i i 1
years
Over 10 years - - - - -
Unsure/ Dor 1 - - 1 1

All gentailers have adopted the practise of staggering the maturity of theirSaointnec®] but
purchasers alloantracts to fall due at the same time.

OVERLAP OF CONTRACT PERIODS

The maturity of your electricity contracts could be best described as:

Total Small Medium Large Generator-
Purchasers Purchasers Purchasers Purchasers Retailers
(excluding (n=7) (n=7) (n=7) (n=9)
generator-
retailers)
(n=21)
Eall due at the same 9 4 4 1 i
time
Staggered maturities 12 3 3 6 9

Unsure/Don't know - - - - -
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3.13 Standard contracts and a centralised trading platform

Most purchasers (13) believe mlkised trading platform would add liquidity to theuhark@t
of the7 large purchasers and 8olfythed gentailers believe this.

BENEFIT OF CENTRALISED TRADING PLATFORM

Do you believe having a standard hedge product (e.g. base load hedge at Haywards) available
to all potential counterparties through a centralised trading platform would add liquidity and
transparency to the hedge market?

Total Small Medium Large Generator-
Purchasers Purchasers Purchasers Purchasers Retailers
(excluding (n=7) (n=8) (n=7) (n=9)
generator-
retailers)
(n=22)
Yes 13 4 6 3 3
No 4 2 1 1 5
Unsure/Don't know 5 1 1 3 1

Interest in a centralised trading platform is more or less evenly 8iwabl@2 pithchasers
expressing intereéshot epressing interest &uhsure Among th@gentailergl are interested,
are not an?lare unsure.

INTEREST IN CENTRALISED TRADING PLATFORM

Would your company be interested in using a centralised trading platform to purchase standard
hedge products?

Total Small Medium Large Generator-
Purchasers Purchasers Purchasers Purchasers Retailers
(excluding (n=7) (n=8) (n=7) (n=9)
generator-
retailers)
(n=22)
Yes 8 1 4 3 4
No 8 4 2 2 3
Unsure/Don't know 6 2 2 2 2
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3.4 Contract elenmds

Price is rated significantly more important than any other contract element by all typeShMfalasgesdertrated second most important by large
and medium purchasers with mean ratings of 8.0 and 7.6 respectively, but are atecsla® $8llgendf hedges with a mean®édtdilers as
purchasers rate FM clauses more highly@eralers as either sellers or purchasers rate credit arrangements far higher than laogatiorghasers
term and profile tend to be nated or less the same by all respgrienth term tends to be more important for gentailers than location or profile

IMPORTANCE OF CONTRACT ELEMENTS (MEAN RATING)

On a 0-10 scale, where 0 means Not important at all and 10 means Very important, please rate the importance of each of the following elements relating
to electricity hedges to be sold:

a Generator- Generator-
purchas_ers Small Medium Large Retailers Retailers as
(excluding | Purchasers | Purchasers | Purchasers

as sellers purchasers

generator-

retailers)
n= mean n= mean n= mean n= mean n= mean n= mean
Price 21 9.8 7 10.0 7 9.3 7 10.0 7 9.3 6 9.7
Location 21 6.6 7 7.9 7 4.9 7 7.1 7 7.0 6 6.7
Term 21 6.8 7 7.9 7 5.6 7 6.9 7 7.6 6 7.8
Profile 20 6.6 6 7.8 7 5.0 7 7.1 7 6.3 6 6.3
FM 21 7.2 7 6.1 7 7.6 7 8.0 7 4.7 6 6.8
Credit arrangement 21 3.1 7 1.7 7 2.4 7 5.1 7 7.4 6 6.5
Relationship with counterparty 21 5.6 7 6.7 7 5.0 7 5.1 7 5.7 6 5.3
Other service provided by counterparty 21 4.4 7 4.3 7 4.9 7 4.0 6 3.0 5 3.0

*Note: Not all respondents provided a rating for all elements; the number to the left is the number of respondents who provided ratings
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3.5 Market experience

A Sellersdlast six months

In albut 7cases gntailersnade an offer to a purchaser in resp@sequestt is clear from the
data that gentailers are not always sucdessfutrageg e nt ai | er s 6 4d6tihesr s we
for every 108 offers they made.

SELLERS T LAST SIX MONTHS

In the last 6 months how many times?

Mean Maximum Minimum Total
Were you asked to provide an 108.9 700 1 980
offer to a purchaser?
Did you make an offer to a
hedge purchaser in response to 108.11 700 0 973
a request?
Were the offers accepted by 46.3 315 0 417

the purchasers

Further interrogation of tita dhowed that the claimed response rate to requests and the success
rate to offers made varied widely. Geretadlens are designated by letters to protect
confidentiality. There is quite a range of response and success rates.

Generator-Retailer (n=7)/ Response rate Success rate
Other (n=2) (% of responses to (% of acceptance to offers
requests for offers) made)
A 100 45
B 87.5 37.5
C 100 85.7
D 100 38.2
E 0 0
F 100 100
G 100 25
H 75 0
I 100 100
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A Purchaser$last 24 months
Gentadrs are far more active than other respondents in seeking to purchasé ¢eclgdsraith

on average seeking hedges 10.3 times in the past 24 months compared with 3.4 times for la
purchasers, 1.6 for medium purchasers and 1.2 times for sexall purcha

PURCHASERS i LAST 24 MONTHS

In the last 24 months how many times did you seek to purchase hedges?

Total Small Medium Large Generator-
Purchasers Purchasers Purchasers Purchasers Retailers as
(excluding (n=10) (n=8) (n=7) Purchasers
generator- (n=6)
retailers)
(n=25)
Total 42 7 11 24 62
Mean* 2.1 1.2 1.6 3.4 10.3
Maximum 10 3 4 10 24
Minimum - - - 1 -
No answer 5 4 1 - 3
Total 42 7 11 24 62
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A Experience of most recent occasions seeking a hedge

71% (44 responses fromjiroaches) of all approaches for a hedgel eecespense, though this is highest for gentailers (88%) and lowest for large
purchasers (65%)f all responses, 68% had the terms sought (30 of 44 M686UsEEnsion clauses (29 of 44), 68%hkadlauses that were
acceptable (30 of 44), 82% had responses at the grid exit points requested (36aufcéptethdrB6%er (16 of &y all purchasers there was a

very wide range of up to $30 in the prices offered.

MOST RECENT OCCASION

Approaches Responses Had Had FM/ Had other Had GXPs Percentage Range
Terms Sus p6 clauses that requested? respondents of
sought clauses were who accept differences
acceptable? response in prices
% ($/MW/hr)
All 36
Purchasers 62 44 30 29 30 36 (16 of 44) $0 - $30
Small 33
Purchasers 16 12 10 6 9 11 (4 of 12) $0.71 - $30
Medium 38
Purchasers 7 13 8 8 ! 12 (5 of 13) $0 - $10
Large 37
Purchasers 29 19 12 15 14 13 (7 of 9) $0 - $23
Generator- 27
Retailers 17 15 14 8 10 14 (4 of 15) $1 - $10
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A Largepurchasers

Of 29 approaches, large purchasers received 19 responses representing a 66%QtHdpmeseesgionses, 63% had the same conditions as those
requested (12 of 19), 79% had acceptable FM or suspension clausé$%l3aof dier clasthat were acceptable (14 of 19) and 68% had prices at
grid exit points requested (13 of 19).

LARGE PURCHASES

Total

How many parties
did you approach
for an offer?

Of the parties
approached, how
many responded?

How many of the
offers contained the
same terms as the

How many of the
offers included
FM/suspension

How many of the
offers included
other clauses that

How many offers
had prices
specified at GXPs

terms you clauses that were were acceptable? that you had
requested? acceptable? requested prices
for?
2 approached 3 3 3 3 3 3
3 approached 4 11 8 10 11 8
1 approached 5 3 - - - 2
1 approached 6 2 1 2 - -

29 approaches
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12 had same
conditions as those
requested

19 responses

15 had acceptable
FM/suspension
clauses

14 had other
clauses that were
acceptable

13 had prices at
GXPs requested



A Mediunpurchasers
Of 17 approaches, medium purchasers received 13 responses representing a 76%fdspemsespoases, 62% had the same conditions as those

requested (8 of 13), 62% heeptable FM or suspension clauses (8 of 13), 54% had other clauses that were acceptable (7 of 13) and 92% had p
grid exit points requested (12 of 13).

MEDIUM PURCHASES

How many parties
did you approach
for an offer?

1 approached 1
2 approached 3
1 approached 4
1 approached 6

Total 17 approaches
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Of the parties
approached, how
many responded?

How many of the
offers contained the
same terms as the

terms you
requested?
5 2
4 2
4 4
13 responses 8 had same
conditions as those
requested

How many of the
offers included
FM/suspension

clauses that were

acceptable?

AW |-

8 had acceptable
FM/suspension
clauses

How many of the
offers included
other clauses that
were acceptable?

3
4
7 had other clauses

that were
acceptable

How many offers
had prices
specified at GXPs
that you had
requested prices
for?

4
4
4

12 had prices at
GXPs requested

34



A Smallpurchasers

Of 16 approaches, medium purchasers received 12 responses representing a 75%f&spemsesadases, 83% hadthe sonditions as those

requested (10 of 12), 50% had acceptable FM or suspension claug®s (@adfdBgr clauses that were acceptaEd@) and 92% had prices at
grid exit points requested (11 of 12).

SMALL PURCHASERS

How many parties Of the parties How many of the How many of the

How many of the How many offers
did you approach approached, how offers contained the offers included offers included had prices
for an offer? many responded? same terms as the FM/suspension other clauses that specified at GXPs
terms you clauses that were were acceptable? that you had
requested? acceptable? requested prices
for?
2 approached 3 4 4 1 4 4
2 approached 5 8 6 5 5 7
Total 16 approaches 12 responses 10 had same 6 had acceptable 9 had other clauses 11 had prices at
conditions as those FM/suspension that were GXPs requested
requested clauses acceptable
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3.16 Electricity as a proportion of input costs

Electricity costs are a more significant proportion of input costs for large estthesediiai pu

the7 large purchasers said they comprised betw6ét &Snput costs with the remainder saying
they comprised betwee24.0% of input cosBy contrast, they comprised less than 10% of input
costs for allsmall users.

PURCHASE OF PHYSICAL ENERGY AS A PROPORTION OF INPUT COSTS

Approximately what proportion of the input costs of your business/ organisation is the purchase
of physical electricity (excluding interest, depreciation and tax)?

Total Small Medium Large Generator-
Purchasers Purchasers Purchasers Purchasers Retailers as
(excluding (n=7) (n=7) (n=7) Purchasers
generator- (n=6)
retailers)
(n=21)
More than 50% i ) i i i
of input costs
0f - 0,
25 % - 50% of 4 _ ) 4 1
Input costs
04 - 0,
'10 % - 24.9% of 6 ) 3 3 )
Input costs
0,
Le_ss than 10% 11 7 4 i >
of input costs
Unsure/Don't i ) i i 3

know

All gentailers who purchase electricity do so on the spot market via the clearing manager, but or
large purchaser does thatNtmst purchasers (13) purchase from a retailer

PLACE OF ELECTRICITY PURCHASE

Where does your organisation purchase electricity?

Total Small Medium Large Generator-
Purchasers Purchasers Purchasers Purchasers Retailers as
(excluding (n=7) (n=7) (n=7) Purchasers
generator- (n=6)
retailers)
(n=21)
On the spot
markgt via the 1 ) i 1 6
clearing
manager
On the spot
market via an 4 - 2 2 -
agent
From a retailer 13 6 5 2 -
Unsure/Don't i ) i i i
know
Other 3 1 - 2 -
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3.17 Types of hedge contracts

All gentailers purchase contractfdogries] purchase options drftked price variable volume.

PURCHASERS ONLY - CONTRACTS

What types of electricity contracts do you purchase?

Total Small Medium Large Generator-
Purchasers Purchasers Purchasers Purchasers Retailers as
(excluding (n=6) (n=7) (n=7) Purchasers
generator- (n=6)
retailers)
(n=20)
Contracts for
differences (hedge 14 3 5 6 6
contracts)
Fixed price variable
volume (i.e. single 11 3 5 3 1
price tariff)
Spot price 12 2 3 7 -
Volume based time- 3 1 1 1 i
of-use
Options (e.g. caps,
: 1 - - 1 4
collars, swaptions)
Other 2 1 - 1 1

* As this was a multiple response question the number of responses do not correspond to the
number of respondents in each category.

All6 gentailers sell contracts for diffeyene price variable volume and spot based dontracts,
sell volume based time of use contradtsediraptions.

SALE OF ELECTRICITY HEDGES

Which of the following types of electricity hedges do you sell?

Generator-Retailers
as Sellers

Contracts for differences (hedge contracts) 6
Fixed price variable volume (i.e. single price tariff) 6
Spot based contracts 6
Volume based time-of-use 5
Options (e.g. caps, collars, swaptions) 4
None of the above -
Other -

* As this was a multiple response question the number of responses do not correspond to the
number of respondents in each category.
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3.18 Responsiveness to offers

Most purchasers (19) including gentailers as purchasers say it takes less than 14 days for supplie
respond ttheir requests for contract pricessaydthey take longer than 14 days.

SUPPLIERS RESPONSE TO HEDGE REQUESTS

How long does it typically take hedge suppliers to respond to your request for contract prices?

Total Small Medium Large Generator-
Purchasers Purchasers Purchasers Purchasers Retailers as
(excluding (n=7) (n=7) (n=7) Purchasers
generator- (n=6)
retailers)
(n=21)
More than 14 days 7 2 2 3 -
8 - 14 days 6 2 3 1 1
2 - 7 days 7 3 1 3 4
Less than 2 days - - - - 1
Unsure/Don6t Kk n 1 - 1 - -

16purchasers, including gentailers as purchasers, say it takes them less than 14 days to respond t
offer once it has been provided and 10 say it takes them more than 15 days.

PURCHASERS RESPONSE TO OFFER

How long does it typically take you to respond to an offer once provided?

Total Small Medium Large Generator-
Purchasers Purchasers Purchasers Purchasers Retailers as
(excluding (n=7) (n=7) (n=7) Purchasers
generator- (n=6)
retailers)
(n=21)
Over 1 month 1 - 1 - -
15 days - 1 month 8 3 3 2 1
7 - 14 days 7 3 2 2 1
Less than 7 days 4 1 - 3 4
Unsure/ Dor 1 - 1 - -
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All 7 gentailers as sellers sayypically takes them less than 7 days to provide an offer once
requested.

SUPPLIERS RESPONSE TO HEDGE REQUESTS

How long do you typically take to provide offers once requested?

Generator-Retailers

as Sellers
(n=7)
More than 14 days -
8 - 14 days -
2 - 7 days 5
2

Less than 2 days
Unsur e/ Donodt know -

However, onlyof 7 purchasers say it ¢ty takes less thadays for parties to respond to their
requests antisay it takes between 15 day4 aruhth.

PURCHASERS RESPONSE TO OFFER

How long does it typically take for parties to respond to an offer you have made?
Generator-Retailers
as Sellers

Over 1 month

15 days - 1 month 4
7 - 14 days 2
Less than 7 days 1
Unsure/ Donbét know -
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3.19 Force majeure and suspension clauses
40f7g e nt havd neore thén 50% of bHezlge contradis GWh) witfM clausesdludedand

this includesswith over 90% of their contratde/eved of ther have less than 10% of their hedge
contracts with suspension clauses fhoag)b&74.9% of their contracts with suspension clauses.

FORCE MAJEURE AND SUSPENSION CLAUSES

What proportion of your Generators | What proportion of your Generators
electricity hedge contracts / Retailers electricity hedges contracts / Retailers
contain Force Majeure - genuine | as Sellers contain suspension clauses? as Sellers
Acts of God only, not including (n=7) (in % of GWh) (n=7)
suspension clauses? (in % of

GWh)

90% and over 1 90% and over -
75% - 89.9% - 75% - 89.9% -
50% - 74.9% 3 50% - 74.9% 1
25% - 49.9% 1 25% - 49.9% 1
10%-24.9% 1 10%-24.9% 1
Less than 10% 1 Less than 10% 4
Unsur e/knoonot - Unsure/ Donét | -

Most purchasers (11 of 21) say that over 90% of the hedges they have purcleastdrhave FM
suspensioclauses 5 of 6 gentailers have less than 50% of the hedges they have purchased with FM
and or suspension clauses.

PROPORTION OF CONTRACTS WITH FM CLAUSES

What proportion of your electricity hedges purchased contain FM and/or suspension clauses? (in
% of GWh)

Total Small Medium Large Generator-
Purchasers Purchasers Purchasers Purchasers Retailers as
(excluding (n=7) (n=7) (n=7) Purchasers
generator- (n=6)
retailers)
(n=21)
90% and over 11 4 3 4
75% - 89.9% - - - - -
50% - 74.9% 3 2 - 1 1
25% - 49.9% 1 - - 1 3
10%-24.9% - - - - -
Less than 10% 2 - 1 1 2
Unsur e/ Dor 4 1 3 - -
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Mostpurchasers (13 of 21) say that less than 10% of their hedges contain FM and or suspens
clauses that are unreasondttmveverl large and medium purchaser say that over 90% of their
contracts have such clauses which they think are unreasonable.

PROPORTION OF CONTRACTS CONSIDERED UNREASONABLE

What proportion of your electricity hedges purchased contain FM and/or suspension clauses that

you consider are unreasonable? (in % of GWh)

90% and over
75% - 89.9%
50% - 74.9%
25% - 49.9%
10%-24.9%
Less than 10%
Unsur e/

Total Small Medium Large Generator-
Purchasers Purchasers Purchasers Purchasers Retailers as
(excluding (n=7) (n=7) (n=7) Purchasers
generator- (n=6)

retailers)

(n=21)

2 - 1 1 -
1 - - 1 1
13 4 4 5 4
Dor 5 3 2 - 1
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Only 4 of 21 purchasers and 2 of 7 gentailers think FM and suspension clauses are acceptable as contraeisbyevihdg®ipieddsers and 2
gentailers say they are not acceptable. 6 purchasergaler2tgmk FM clauses are acceptable, but not suspension clauses while 7 purchasers anc
gentailer think FM clauses are acceptable and suspension clauses may be in some circumstances.

FM OR SUSPENSION CLAUSES ACCEPTABLE

Do you consider that it is acceptable to include FM and/or suspension clauses in hedge contracts?

Total Small Medium Large Generator- Generator-
Purchasers Purchasers Purchasers Purchasers Retailers as Retailers as
(excluding (n=7) (n=7) (n=7) Purchasers Sellers
generator- (n=6) (n=7)
retailers)
(n=21)
No, hedges should not have 3 i 1 5 5 >

FM or suspension clauses

It is acceptable for hedges to
have FM clauses, but not 6 2 2 2 1 2
suspension clauses

It is acceptable for hedges to

have FM clauses, and

suspension clauses may be 7 3 2 2 1 1
acceptable in some

circumstances

Yes, all FM and/or
suspension clauses are

4 2 1 1 2 2
acceptable as hedges are
negotiated bilaterally
Unsure/ Donoét 1 - 1 - - -
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Purchasers were very unsure whether hedges withr EMspeadsmon clauses vedfieientlpriced with 15 of 21 saying they were unsusayng
they were notn contras6 of 7 gentailers as sellers of hedges thought they were efficienthsmiéegeatadlers as purchasers thought they were
efficiently priced.

PRICING OF CONTRACTS WITH FM OR SUSPENSION CLAUSES

[Asked of Purchasers] Do you consider that hedges offered to you with FM and/or suspension clauses are efficiently priced compared to hedges without FM?

[Asked of Sellers] Do you consider that hedges you have sold with FM and/or suspension clauses are efficiently priced compared to hedges without FM?

Total Small Medium Large Generator- Generator-
Purchasers Purchasers Purchasers Purchasers Retailers as Retailers as
(excluding (n=7) (n=7) (n=7) Purchasers Sellers
generator- (n=6) (n=7)
retailers)
(n=21)
Yes 1 - 1 - 5 6
No 5 - 2 3 - 1
Unsure/Don't know 15 7 4 4 1 -
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3.20 Locational (basis risk)

Most respondents had had difficulty getting hedges at samelotatl purchasers said they
had had difficulty, inclu8ing the7 large purchasersn additior8 of the6 gentailers had had
difficulty too

PRICING AT DIFFERENTIAL LOCATIONS

Have you had difficulties getting prices for hedges at some locations?

Total Small Medium Large Generator-
Purchasers Purchasers Purchasers Purchasers Retailers as
(excluding (n=7) (n=7) (n=7) Purchasers
generator- (n=6)
retailers)
(n=21)
Yes 9 2 2 5 3
No 10 4 4 2 3
Unsure/Don't know 2 1 1 - -

Locabnal price risk is perceived as a significant problem for most largedmirthasest (
gentailers as purchasérd ) and most gentailers as seflefs)

LOCATIONAL RISK

Do you perceive locational price risk as a significant problem?

Total Small Medium Large Generator- Generator
Purchasers Purchasers Purchasers Purchasers Retailers as - Retailers
(excluding (n=7) (n=7) (n=7) Purchasers as_Sellers
generator- (n=6) (n=7)
retailers)
(n=21)
Yes 8 2 2 4 4 5
No 11 5 3 3 2 1
nsur
U SEJ e/ 5 i 5 i i 1
Don't know
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3 of the5 gentailers ar8bf the7 large purchasers had found that a lack of offers meant they had had
to purchase at locations other than their preferred locations.

PURCHASING AT LOCATIONS OTHER THAN PREFERRED

Have there been situations where a lack of offers has meant that you had to purchase hedges at
locations other than your preferred locations?

Total Small Medium Large Generator-
Purchasers Purchasers Purchasers Purchasers Retailers as
(excluding (n=7) (n=7) (n=7) Purchasers
generator- (n=6)
retailers)
(n=21)
Yes 4 - 1 3 3
No 15 6 5 4 3
Unsure/Don't know 2 1 1 - -

Of5gentailers as sellers of hed@yssd they only sell at nodes for which locational price risk was not
an issue for thehprice in a premium at nodes they would rather not sfiuatlhase cross
hedges from generators.

MANAGEMENT OF LOCATIONAL PRICE RISK

How do you manage locational price risk problems?

Generator-Retailers

as Sellers
(n=5)
Only sell at nodes for which locational price risk is not an issue for you 3
Price in a premium at nodes that you would rather not sell at 4
Purchase cross-hedges from generators with generation at locations 3
where locational price risk could be an issue
Other 1
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3.21 Duration

None o6 gentailers had had difficulties getting prices for hedges for the term they wanted, but alm
half the purchasers (9) had had difficulty.

DURATION

Have you had difficulties getting prices for hedges for the term (length of contract) you want?

Total Small Medium Large Generator-
Purchasers Purchasers Purchasers Purchasers Retailers as
(excluding (n=7) (n=7) (n=7) Purchasers
generator- (n=6)
retailers)
(n=21)
Yes 9 3 2 4 -
No 11 4 4 3 6
Unsure/Don't know 1 - 1 - -

2 of 7 gentailers had policies not to provide {s@®e docations.

SELLERS i LOCATIONAL PRICING POLICY

Do you have a policy not to provide prices for hedges at some locations?
Generator-Retailers

as Sellers
(n=7)
N=
Yes 2
No 5

Unsure/Don't know -
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None of the gentailers said they had a policy to only provide hedges for certain durations.

SELLERS i DURATIONAL POLICY

Do you have a policy to only provide prices for hedges for certain durations (length of contract)?

Generator-Retailers
as Sellers

Yes -
No 7
Unsure/Don't know -

3.22 Credit arrangements

5 of 7 gentailers as selleBspf 7 large purchasers ahdnedium purchaser had encountered
problems entering into a hedge contract because the counterparty wath uhbepgredit
arrangement©nlyl gentailer as a purchaser had encountered problems.

CREDIT ARRANGEMENTS

[Asked of Purchasers] Have you ever encountered problems entering into a hedge contract
because the counterparty has been unhappy with your credit arrangements?

[Asked of sellers] Have you ever encountered problems entering into a hedge contract because
of concerns regarding credit arrangements?

Total Small Medium Large Generator- Generator
Purchasers Purchasers Purchasers Purchasers Retailers as - Retailers
(excluding (n=7) (n=7) (n=7) Purchasers as_Sellers
generator- (n=6) (n=7)
retailers)
(n=21)
Yes 4 - 1 3 1 5
No 16 7 5 4 5 2
Unsure/
1 - 1 - - -

Don't know
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3.23 Load management

Most (13 of 21) purchasers hadappeoached to reduce load during a crisis iGdtidiagge
purchasers.

APPROACHED TO REDUCE LOAD

Have you ever been approached to enter into an arrangement regarding reducing load during a
time of crisis?

Total Small Medium Large Generator-
Purchasers Purchasers Purchasers Purchasers Retailers
(excluding (n=7) (n=7) (n=7) (n=6)
generator-
retailers)
(n=21)
Yes 13 4 3 6 2
No 7 3 3 1 3
Unsure/Don't know 1 - 1 - 1

Gentailers principally reduce consumption and increase heddigregcpgeods of high spot prices
In contrast,0of the 21 purchasers maintain consump8oeduak itLarge purchasers are more
likely to also use a political respondefititie’ saying they employ this response.

RESPONSE TO HIGH SPOT PRICES

Which of the following are your responses to periods of high spot prices?

Total Small Medium Large Generator-
Purchasers Purchasers Purchasers Purchasers Retailers
(excluding (n=7) (n=7) (n=7) (n=6)
generator-
retailers)
(n=21)
Reduce consumption 9 2 2 5 5
Maintain consumption 10 4 4 2 -
Increase hedge cover 1 - 1 - 5
Political response
(lobby Government/ 5 - 1 4 1
media)
Unsure/ Dor - - - - -
Other 3 1 2 - 4
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3.24 Hedge seller performance

Of théb gentailers thavere rated by 12 or more purchasers, the best rated in descending order were
Contact Energy (mean of 2.2), Meridian and Mighty River Power (both 2.4), Trustpower (2.6)
Genesis (3.4)The same order ocedrwhen gentailers rated each other witkcéipgion of

Meridian which was rated second and Mighty River power third.

RATING OF GENERATOR-RETAILERS AS HEDGE SELLERS

Using your personal experience please rate the following parties on their hedge seller

performance.

Genesis Energy/
Energy Online

Meridian Energy
Todd Energy
Trustpower

Mercury Energy/
Mighty River
Power

King Country
Energy

Contact Energy/
Empower

Pioneer
Generation

Tuaropaki Power
Company

UMR Research Limited

Total Small Medium Large Generator-
Purchasers Purchasers Purchasers Purchasers Retailers
(excluding (n=7) (n=7) (n=7) (n=6)
generator-

retailers)
(n=21)
3.4 (14) 2.6 (5) 3.6 (3) 4.0 (6) 3.4 (5)
2.4 (16) 2.4 (5) 2.8 (4) 2.3(7) 2.3 (4)
3.0(2) - 3.0(1) 3.0(1) 4 (1)
2.6 (14) 2.0 (5) 3.0 (5) 2.8 (4) 3(5)
2.4 (12) 2.3 (4) 3(3) 2.2 (5) 2.6 (5)
2.5(2) 2.0(1) 3.0(2) - 2.5 (2)
2.2 (15) 1.8 (4) 2.5(4) 2.3(7) 2.2 (5)
3.0(0) - 3.0(2) - 2(2)
3.0(0) - 3.0(2) - 1.5(2)
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Purchasers in this survey (excluding gentailers) had most contracts with Meridian Energy (9)
Contat Energy (8).

CONTRACTS WITH GENERATOR RETAILERS

Total Small Medium Large Generator-

Purchasers Purchasers Purchasers Purchasers Retailers

(excluding (n=7) (n=7) (n=6) (n=6)

generator-

retailers)
(n=20)

Meridian Energy 9 2 3 4 3
Contact Energy/
Empower 8 3 3 2 4
Mercury Energy/
Mighty River 6 2 1 3 3
Power
Genesis En_ergy/ 4 3 1 i >
Energy Online
Trustpower 4 2 2 - 1
King Country > 1 1 ) 1
Energy
Tuaropaki Power i ) i i >
Company
Pioneer i ) i i 1
Generation
Todd Energy - - - - -
Other 3 - 1 2 1
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Small and medium purchasers had a greatetionf their contracts with Contact Energy than any
other gentailer while among large purchasers Meridian Energy hgutapertigifestntracts.

PERCENTAGE OF CONTRACTS WITH GENERATION RETAILERS

Please estimate the proportion of your electricity contracts that are with each of the following
parties (in % of GWh terms)?

Small Medium Large Generator-
Purchasers Purchasers Purchasers Retailers

(n=7) (n=7) (n=6) (n=6)
Contact Energy/ Empower 31 (3) 29 (3) 16 (2) 16 (4)
Meridian Energy 16 (2) 17 (3) 42 (4) 19 (3)
Mercury Energy/ Mighty River
vercury Ene gy/ Mighty Rive 19 (2) 14 (1) 28 (3) 15 (3)
Trustpower 19 (2) 22 (2) - 1)
Genesis Energy/ Energy Online 15 (3) 4 (1) - 10 (2)
Tuaropaki Power Company - - - 16 (2)
King Country Energy - 2(1) - -
Pioneer Generation - - - 2 (1)

Todd Energy - - - -

3.25 Awarenessnd rating®f initiatives to improve liquidity

Awareness that the Electricity Commission is considaityeg af muitiatives to promote hedge
market liquidity is much high among gentaildirS awthra and large purchasers witlaaire
comparewith medium purchasers wherd wayg aware and small purchasers 3vwEfavere
aware.

AWARE OF INITIATIVES TO PROMOTE HEDGE MARKET LIQUIDITY

Are you aware that the Electricity Commission is considering a hnumber of initiatives in order to
promote hedge market liquidity?

Total Small Medium Large Generator- Other
Purchasers Purchasers Purchasers Purchasers Retailers (n=9)
(excluding (n=10) (n=8) (n=7) (n=9)
generator-
retailers)
(n=25)
Yes 11 3 1 7 9 8
No 14 7 7 - - 1
Unsure/Don't i ) i i i i
know

UMR Research Limited 51



Among initiatives respondents were aware of, awareness was highest for the developdyenivih B38tggheare (27 of A@jareness of all
initiatives was much higher among gentailers and large purchasers with a majority of each of these graives awdread ailichtiwer among
medium and small purchasers with a majorigyurfatvese of all the initiatives.

INITIATIVES AWARE OF

Which of the following initiatives are your aware of?

TOTAL Total Purchasers Small Medium Large Generator- Other

AWARE (excluding Purchasers Purchasers Purchasers Retailers (n=9)

(n=43) generator-retailers) (n=10) (n=8) (n=7) (n=9)

(n=25)

Development of 27 12 5 1 6 8 7
EnergyHedge
Publ_|cat|on of contract o4 10 2 1 7 8 6
details
Support for model master 22 10 3 1 6 7 5
agreement
Reg_ul_ar survey of market 21 10 3 i 7 7 4
participants
Publication of outage and 20 7 1 1 5 8 5
fuel data
Locational rental allocation
(LRA) 19 8 1 1 6 7 4
Promouon of training and 13 4 1 i 3 6 3
advisors
None of the above 3 1 1 3 - 1 -
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2 initiatives, the development of energyhedge and thenpafbticatiact details, were rated significantly higher than the other initiatives for theit
contribution to promoting hedge market. liGuipggrt for a model master agreement and locational rental allocationoderateted while
publicativof outage and fuel data, promotion of training and advisors and negolanatkeeparticipants were rated poorly.

INITIATIVES CONTRIBUTING TO HEDGE MARKET LIQUIDITY (NET CONTRIBUTION)

Please rate the initiatives in terms of how highly you think they will contribute to promoting hedge market liquidity:
(VERY HIGH + HIGH) 7 (LOW + VERY LOW)

TOTAL NET Total Purchasers Small Medium Large Generator- Other
USEFULNESS (excluding Purchasers Purchasers Purchasers Retailers (n=9)
(n=43) generator-retailers) (n=10) (n=8) (n=7) (n=9)
(n=25)

Development of
EnergyHedge 27 16 5 6 5 5 6
Publication of contract 21 14 7 5 2 2 5
details
Support for model master 13 6 5 1 . 2 5
agreement
Locational rental allocation
(LRA) 11 4 1 2 1 5 2
Publication of outage and 7 6 4 2 . -2 3
fuel data
Promotion of training and ) 3 5 . ) A 1
advisors
Regular survey of market 1 1 ) 1 2 -3 3

participants
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3.26 Involvement in future surveys

Most respondents (37) said they were prepared tortdkipagurveys on hedge and risk
management issuésaid they would not take par2 eede unsure.

INVOLVEMENT IN FUTURE SURVEYS

Are you happy to be involved in future surveys on hedge and risk management issues?

Total Small Medium Large Generator- Other
(n=43) Purchasers Purchasers Purchasers Retailers (n=9)
(n=10) (n=8) (n=7) (n=9)
Yes 37 7 6 7 9 8
No 4 3 1 - - -
UnsEJre/ ) 1 i i 1
Don't know
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4, Qualitative Research

4.1 Market competition

4.1.1 The case¢hat competition does not exist
U Scarcity of offers

Views owhether there is@petiiehedgemarketire polariseP ur c haserssd exper
suggest competition is quite lindtadegive scarcity of offasevidence for thig the?

casedllustrated belotine firssiasingle site, North Iskhaded purchaser dhdsecond a

South Island purchaser with multiple sites.

As an indication | put a request out ab@unveeks ago té generators and |

had a response frord and onlyl was a gearator. | donét know whet her
youdd say a compet i t-oneisinthamakketbecasei st s becau
t h ey 6thedr bogke full People like Meridian would never actually quote

tous At the most webwvefrhner malwhy ndwerbvieadeen
Thereds not really enough players in the m
It 6s an ol i gdRuchaser at t he best

Not strongly competitiveMy evidence would be the number of times we have

sought to go to market for supply eitherforgart or f or t he whol e gr oug
had a limited response and we have had in most cases very little differential

between the offergPurchasér

There was also the perception among some that there was a lack of competitive pricing
provided by retailers. sThay reflect a lack of understanding regarding the pricing of risk
associated with hedges.

[Why not competitive?Prices tend to be up here and competitively we think

that they should be down herfHow do you comparevhat isexpensive and
what 6| n®@s 2?7t he gap between the nor mal aver
hedge price because we are comparing it withf we donét have a hedc
have spot so thatog webat wedp@ricrognpahbnrag
(Purchaser)

U Vertical integration

Vertical inggation of the gentailsreegarded as a principal cause of lack of hedge market
liquiditywhich arose because their retail base provided a natural hedge for most of their
generation, thus releasing a relatively small proportion of generatiwedér matiuey

Although of these respondents agreed there was a competitive market, they went on to say
that prices were not competitive.
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If a competitive price existed then the pr
the spot prices outcomdf it is higher than that, then it means the supply side

has market power and if it is lower then it means the demand side has market

power. Not only that, but the average spot price is influenced by the people

selling hedge prices in the first placd o meall a Hit fos insular and |

canbdt possibly see hdmanplayersandmostopet i ti ve wi
the hedges they sell to themselves and the little bit they have left they sell

to outsiders | ike ourselves theydanbasically
turn anything down Thahbadically is whatthappensgr eat pri c
so i tdos defi n.i(Puchagerynot competitive
There is a competitive markdt u t to us it doesnot seem to |
competitive price [What do you thinkare the reasons for the lack of price
competitiveness?]l 6 m probably stildl of the opinion

generators are gentailers are vertically integrated that they have their own
market They supply themsel ves fdiergyteeand tvolsat & s
a bit of a take it or leave it to some degree, take it or leave it for the rest, so
theybébve got their own .n(Rutchiases | hedges, not |

No, because while | see evidence of tendering and quotes for supply with a
number of veables that appear to be competitive, the prices | see are very
similar. Vertical integration | see as problemati(Purchaser)

The signals that show it are .tTheat there ar
vertical integration makes it difficult fanew entrants and the current mix of

generatofretailers are quite comfortable with their positionVhen we do

tenders we tend to get | ots of responses, b
aggressively against each other on pri¢®the

Distrust ofegtailer behaviour to manipulate market prices emerged as an issue too.

We just thought it was too easily manipul at
the bids from time to time to further thei!
somemanipulation going a still at the moment. Since Genesis have to hold

that stockpile of coal at Huntly for security reasons, | sense that the other

power companies with renewable hydro resources are quite happy to wind

them down to much lower levels and take a much leseuoawtpproach than

they would have otherwise. Making money out of the lowest cost of

generation knowing that Genesis are having to provide the backstop.

(Purchaser)

Vertical integration also posed a problem for independent retailers.

You b6 ve gadanisatians gith massive asset bases who also have a

retail function that are fully integrated and so you gebr you have the

ultimate ability to crossubsidise and you have the ultimate ability to create

their own internal hHot of peerdive dorsell ogsilaes dondét ha
of your own mar ket or outside of your own
significant incentive for a major generator retailer to sell hedges at a market

competitive price to an independent retail€Dther)

Another takon the effect of vertical integration wasatthatéated a thin market not only in
terms of volumes traded, but also in numbers of participants too.
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The price is not what people would often lifgVhy do you think the price is

not as right as ishould be?] think it is the depth of the market t 6 s dept h

from sellersand also depth from the actual amount that is physically able to

be sold When you match the generation with wh
commi tted with whaitldtsd savnadtl asbd ei fo nt haen ymadrakye
huge depth from lots and lots of players in(tDther)

My view is because itdos such few particip,.
pl ace, thereds no real forum to have that S
where tt r e are many buyers and many sellers.
products and there doesndét appear to be, [

thenii f you dondt want t (Pechis&eddge anymore to s

| guess the way to increase competitiveness iltve more players with more

capacity and t hat 6s j ust not happening.
considerably slowed down by government policies and resource management
constraints and as | ong as the capacity ba

no incentie at all to compete stronglyfPurchaser)
U The challenge of increasing liquidity

Some purchasers advocated some form of accounting separation of generators and retailers to
provide greater liquidity so that retailing arms could purchase frotorany genera

You could break them tipseparate generators from retailergPurchaser)

1 respondent said the lack of liquidity was difficult to address as it would require major
regulatory intervention that would adversely affect private sector derestoil lvenfi
intervention referred to was some form of separation of generation from retail at the least
intrusive level involving someofdransparent accounting separation.

All of us, in any financial market, run training models that say how much of

our portfolio should be hedged and the number generally comes out at around

80% give or take a Ilittle bit depending on
I f the magic numberds 80% and your retail
that, then you only havéaé appetite to go out and transact another 1086,

if you want the hedge market to flourish,
littl e bit tricky now because theybébve kind
Contact Energy and selling 50% off to a castene international investor

(Other)

Howevethee was sonsoubtaston the ability to effectively regulate

Therebs that many ways to screw the number
position is. Do you use installed capacity as the guide foerg¢ion? Do

you use mean? Do you use capacity in a mean hydrology year? Do you use it

in a low hydrology year? When you try and unbundle retail produéts easy .

Anybody can go out there and see wfdgleted] are charging its retall

customers It is very, very hard from an application point of view to actually

be able to get any meaningful information out of splitting retail and energy

businesses in any sort of transparent but-namership manner(Other)
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[Regulation?] Energy companies are sag that is a step too far and the risk

associated with running their retail business will go up and so then will the

prices of hedges, so be careful what you wish for. The risk of running their

residential, retail portfolio may impact on the wholesale kearin ways we

wonoét | i ke so | 6d need to do some work on
be more volume available to everyone and we could compete with retailers for

hedge volume and if that happened that would be good. But there are

probably reasonsvh'y i t waréhaserwor k

Arother solution was for The Electricity Commission to provide for compulsory hedging to
increase liquidity which might also encourage new entrants to the market.

The way to fix the hedge market problems is to encourege generation If

there was a surplus of generation then the market power that exists would be
much reducedThe Commission really needs to think how we encourage some
new entrant into this market think they have looked at that, but nothing has
changed Ther ed s al wa yisif eseryome has to ledge, dneni as
soon as somebody builds more generation there cold b e market there for them
because they have to hedge some of their autdohn Small at Auckland
University has some ideas aroutitht The Commission could look at that

And purchasers would be required to hedge as. wWElirchaser)

U Asymmetry

The asymmetry of information and resources between gentailers was identified as an issue
which for several respondents clearly mesndifficult for them to gauge whether they
were getting competitive offers

The problem is most of the information is very-sited The generators

have most of the capacity and most of the informattbow e n our sel ves it ds |
our number one busises buying electricity although it
very important it Anslthesdenelatbrs havetsubstantial busi ness

financial resources to analyse iP | u s , webre taking our hedge:

reasons We 6 r e not b otecthourtcasty and gvenu® beqause the
potential for our costs to go very high is much greater than the potential for
the gener at or 6.sBedause whiteeyoutcan 1@0% ahbove W70
you candt go 10 0onlakmigoemn b&sisPurctager)y mu c h

Uncertaintgabout the market, possibly stemming from lack of knowledge about hedging
persuaded some to buy long term fixed price variable volume contracts rather than develop a
more sophisticated hedge portfolio to manage risk as was thie pasehfaser.
ltds not a signifi caRb6%q eurtotal @pératimgur oper at i
cost s. Webdbre more |ikely to go for certair
some gains and find you lose half a million. If you lose half a millorsit a
significant part of your profit. Everything you try and manage tightly
(Other)

UMR Research Limited 5¢



Concerns about the imbalance of informat@soveféected in anecdotal commatamnit
the market knowledge of some purchasers.

The same per s o the elestacitypcuremaent prggramme is
also managing the ordering of fluorescent vests and the toilet paper and the
safety equipment and every other thing. Electricity is a financial product.
Take it out and give it to the treasurgOther)

1 purclaseralso said that the hedge market was really only designed for the big players.

| think that if you do go to energy retailers you will find pricing | think at certain

l evel s. I f youdre a very high confsumpti on

_____ , an industri al user or something |
pricing out there, particularly from the likes of probably Contact Energy and
Trustpower would also probably be pretty interested. Meridian, if you struck them at
theright time, and then MercuryWhilst it exists there, it certainly is something for

the larger players in the market as opposed to the smaller.u@Ruschaser)

U Information disclosure amtergyhedge

Thisgave rise to whether there was a neeeater gisclosure of information, a point that
was supported by some on the supply side too.

Veryclearlynol dondét think theurlshoddteanpemar ket t her
my fAnodo as | recognise there are endeavours

reasm is there is not disclosure. There is not a system, for disclauzé it
recognised trading through energyhedge for very small quantities compared

to the total size of the market and in my view something that is just not
representative It cannot becalled a market when it deals with such micro
guantities [So, it is the volume of trading more than anything élset 6 s n o't
related to the market power of generators or vertical integration issues?]
Volume is one issue, but the fundamental issuesii$ th i-Hodses and im its

crudest form it could be looked upon ashimuse deals(Generator)

Howeverthe emergence @fergyhedgé wasargued, had led to greater disclosure and
indication of price.

Thereds ener gyhedge.tobe sanzethingghereYolher e does
can actually see real prices and thereods

now in terms of some major .¢hert omer sdé awar e

When energy hedge first startédor 4 years ago, nobody used it as a
bentcmarking curve. Now if you go out on price tendevge could go out on
price tenders with a one or two dollar credit premium over the forward curve
and miss out by 1% or 2%, so the majority of people who are pricing

contracts now are using anenergyhedgcur ve so thereds a compet

market out there. Whether the counterparties actually like the price or not is
a completely different story(Other)
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Some scepticism wassed about the value oétleegyhedderward curve as an indicator
of pice.

To get even a workably competitive market
price discovery process and | think one of the concerns that we have is that

the price discovery process is very poor in the New Zealand electricity market.

The onlytoolthe 6 s avaihlealklose energy hedge but éther
views as to how reliable a predictor of future prices or an indicator of current

prices energy hedge actually iPurchaser)

A key argument to counter disclosure was the loss of confidentiality.

| think there are issues to do with confidentiality that | would be concerned

with having to disclose datal think that the contracts are too complex to be

able to disclose a little bit of informatioh you almost have to disclose so

much informationthat the confidentiality would be an issue. And | think

thatdés one of the problems in the past that
index is that itdés quite broad information
able to make the judgement, but if yoti gere information given the size of

the New Zealand market you can virtually identify the partj€@ther)

There was also soseeptisim that disclosure would achietieingnore than tighten the
price rangelt might not for instance equate tmamy competitors making offers at a
specific grid exit point or add anymore liquidity to the market.

[Do you think disclosure of hedge transaction information will improve the

availability of hedges?]N o , I donét think so. Not t o s
benefits, | just dondét think it will change
is that it will give those that are buying hedges or buying fixed priaay

sort of bilateral contract for supply possibly, depending on the outcome of the

disclosure of ourse, will have a degree of more comfort around whether the

price theyore paying is fair or not . An
constraint. ltds the door that swings bot
that have been able to extract maybe slighilgher prices due to customer

apathy or just their asymmetry of information, they will have to come back

probably closer to the market price so to speak. Equally those customers who

have been able to negotiate improved prices and terms just becausgeof b

power or just their good negotiating ability | think they will probably find that

theydédre having to pay closer to the market
become more aware of whatt hey 61 | be a more concentrat
whatever that disclosma r k e t price is. Youodl | get | es !
that, down and up, | suspediGentailer)

And it was argued that only complete disclosure would provide meaningful information and
allowrelevant comparison to be made, btavthdthlsocreate mblems for the protection
of confidential commercial information.

| f you donot publish everything, how do yo
wholelot | f you dondt know the | ocation and th
compare And why would we want to plish the hedges we have[deleted]

because everyone would know who it(Burchaser)
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U Barriers to entry

Participation Energyhedgeppears to be limited to thosehabesignificant financial
backingCertainlye n e r g ydnlg attyetéadhat is not a gentailer is a major bank.

Therebds no ability for anyone who doesnbo
participate in tihant erercketi.ci tTyhereadigse, nd 6 m
familiar you are, but there is no set process for anyorjeitoand participate

in that market. There are no set rules that a potential participant would need

to meet in terms of their credit requireme
in the market. The only people that can participate are people with large

balance sheatwho eliminate all risk credit and then negotiate an independent

bilateral agreement with each of the independent market players and there are

no rules about what that agreement is necessarily going to be, although a sort

of a standard ISDA hadeveloped but in terms of the process and the

applicationit her eés no applicati on thatbas m. Ther eo ¢
put their hand up and said Awe are the peo
wish to participate i nnotpubligsedoatsideet 06 or i f

that group. (Other)

Another barrier to entry appears to stem from securities legislation.

i

The other reason that a frdlwing hedge market is never going to develop

for the time being is that the securities law prevents peapla trading
hedges and you can only sell them to customers of a certain size and hedges of
a certain size.(Other)

Atypical usage profiles

The power usage profile of some purchasers also inhibits their ability to get the kind of hedge
they would idBavant because none are on offer.

We have tried to sell electricity bacBecause of the strong seasonal aspect to

our business it also brings a period of the year when we basically shut down

our plants for maintenanceNow hedgi ng c Ulowustotedvy doesnodt
those gaps when the plants are shut for maintenaSocewhat we have tried in

the past is when we are trying to shut them and we roughly know 12 months in

advance is to try and efbad some of our hedge product and that generally

hasméen successful and webve finished up seE€
So, effectively we are ovbedged and all we can do is dump it back into the

spot market (Purchaser)

The other problem you have when you buy product is what you call the shape
risk so you might have domestic customers and they use a lot more through the

daytime than night, and when you trade ener
with shape ri sk, but New Zealand is very
(Gentailer)
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Stae ownership

State wnershipcted as a brake on competition acéordiogmeespondest

i

Youdd &askwhgd campanies owned by the same thing would compete
aggressively against each other on prideyou took that away and said there
were 4 companies out there and they were all owned by Contact would you
expect them to all compete aggressivel@®her)

SPD and nodal pricing

Another respondent was concerned about the impact of the Scheduling Pricing and Despatch
model (SPD) employedrbypdpower on pricing.

If Transpower relaxes constraints in its SPD model, then there is a major

i mpact on prices. Sorry, there can be a
wondering whether in fact what needs to happen is that SPD needs to be

looked attos e e whet her i n fact ités providing th
think the NZEM may in fact be falling down

getting the competitive outcomes that we expected from a competitive market,
and in that regard it goes back to ti D model that the system operator
operates (Purchaser)

Closely related to these comments were those made by several respondents, both gentailers
and pure purchasers, that the nodal pricing model employed in New Zealand needed to be
simplifiedThsissueis aldressed in more detail in the subsequent section on location issues

but the thrust of these comments was that reducing the number of ndsles@o about
regional ones across the country would see more offers made.

4.1.2 The case that commain does exist

i

Evidence of successful and unsuccessful offers

Gentailers on the other hand took the view that a competitive mafkat sxmseethe
evidence for this lay in the fact that they did not win every bid they put in.

[What is the eidence for the existence of a competitive electricity market?]
think the ability to access offers from parties and parties are able to provide
volumes for people when requested in a reasonable timefrébeatailer)

Well | would suggest that the eesi test is do we win every offer that we

present to a customer? And the answer i s
feedback from customers as to reasons why,
sense is that most customers will recedver more offersto anything that

theydédre |l ooking for, those that go to tende
I donot know exactly our success rate at
everything, we dondt keep all the customer
come updr renewal, and we win customers off others. And no guarantee that

we ol | keep them for anything more than the
(Gentailer)
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I think in the last3 to 4 years we have had no trouble in going out to tender

and gettingpedpe supplying us with electricityé W
in4dt enders so we know that theyobére getting
know roughly there or thereabouts and we use this as an indicator to what to

tender into that market. Similarly whénd m buyi ng | use this mark
me an idea wi(Cemaled)dm buying.

Increased numbers of offers

Others talked about an increase in the number of offers they received from the market over the
past couple of years or so.

i

I 't 6s i mpetpud i thagway [What evidence do you have that it is

improving?]l t 6s a coupl e of years since we went
because of our relationship wifdeleted] so on alternate years we just get

some hedge quotes frddeleted]and if they dok there or thereabouts we just

accept them, but every other year webve beece
checking thabur assumptions are correct which they have proved toTthe

first couple of times we did it we struggled to get another respamdehe

last time we did it we gd other responses and thatway e ar s ago. We dr e
just about to go out again and there are probablgr 4 other players in the

market, so on that basis yes the situation has impro{@enerator)

| believe there imow. | think it has grown a lot | was a bit dubious back
when they did the first surveyCertainly we are getting responses from most
playersi not everyone and so we are pretty happy that we are getting
reasonable, contestable optionsWe have boughhedges from a lot of
different peoplé not everyone, again some are a bit higher than others, but
not always (Gentailer)

Preparedness to quote at any location

Some gentailers talk about how they provide a quote for every rempaest dhathite

they are prepared to price at any lod¢dédnever, it was conceded thatilgsnpreferred

to sell in the regions where they generated and where they were able to control the nodal price
risk Again this issue is addressed later under Isc&son is

1 gentailer quiéd their response to suggest there was sufficient competition for small
volumes, but not for largeis would suggest support for the view that liquidity in the market
IS an issue.

I f there are s mal &degreelofcompaitortHbwewerlii nk t her e 6 s
think if you extended that to larger volumes, then the degree of competition

probably falls away fairly quickIly. Not t
that. It certainly becomes a bit more problematic to trade 50amatis or

100 megawatts or something. Certainly the negotiations would be a lot more

protracted (Gentailer)
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U Rebuttal of high prices

There was also rebuttal of purchaser claims that prices weretiyheinabhkhbe which

was given as evidebgesome for a lack of competition. This was explained in terms of the
relationship between average spot prices and hedges as well as a shift from the era of cheap
Maui gas.

[ Some people have said thereds not a compe
thepg i ci n g dhey compgrédittospofes, thatds true. Now vy
always expect the hedge market to trade above the average spot price simply

because as you understand electricity prices can go to zero but they can go to

$5000 so t he dowrisige limits than upsiole, kbut | had another

point to make there, in that the New Zealand electricity price was based

around a new entrant gas generator and the Maui gas field pricing

mechani sm di dnot escal ate overprice i me, S0 we
that was fixed at around $3 a GJ for gas which means the electricity
benchmark price didndét shift. Now ECNZ wh

have been trying to push the electricity price up above that because they knew

that as soon as that galil had run down the price probably of gas would

doubl e which is actually whatoés happened s
fundamental costliriving market has doubled because of the price of gas. The

market has just taken a long time to come to termsthéttiact (Gentailer)

U Liquidity and improvements

1 gentailesaid they provided the majority of the volume temeegybedgeDespite the
liquidity issudbeymaintained that apart from a handful of large industrial teders they
energyhedgeould be able to meet the volume needs of most industrials.

Another gentailer said that the Hviaiget Development Steering Group had acted on a
number of recommendations to improve the market and that in recent years there had been
more informed iatetion between buyers and sellers.

U Threat of regulation

Anothefenaller which said thatemiit went to markietalwayseceiveat leasB offers
andfairprice,questi oned whether a country New Zeal
in tle market It was alssuggested that the threat of regulation forced getaiet®to

make the market work.

There is a kind of like a threat if you like on all of the gentailers that if they

dondt somehow make it wcerahd dd soreethiggover nment
el se to us, and thereds a huge risk. The
stepping in and actually shoving the market around is enormous and none of

us actually want that(Gentailer)
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42 Competitiodthelast 12 months

U Energyedgeand improvements

The general tenor of responses indicates an improvement or at least no deterioration in the
competitiveness of the hedge market over the past year. Evidence for this came from
energyhedge where more volume was reported to &edtithéeentry of the ANZ which

provided more confidefae some parties to engage with those other than their direct
competitors.

I think it has i mproved a |little bit. Aga
that in theenergyhedge trading market #re have been more volumes that

have been traded and also youbdbve had the en
is acting as a sort of a broker. l 6m not
those uplifting volumedyut certainly it gives an avenue forras that, like

ourselves, might be a bit reticent about having to deal withrgyhedge

parties, dealing with basically a competitor, in order to get access to market

(Gentailer)

A tightening of pricesenergyhedgeas also mentioned and it wad ti@eit provided a

useful source of information about price when offers werehexsjbateel quantitative

survey shows that offers and indications as well as independent forecasts were regarded as
more useful for forecasting pricesrtbegyhedge

[Do you believe the competitiveness of the contracts market has improved
over the last 12 months or notWe believe that it hagAgain, any particular
reasons, evidence to show why it should have improved over the last 12
months?] We 6 r e n och iightér spgeadmtenergyhedge, for the over
the-counter activity, and that timef-use market which makes up by far the
biggest segment of what | would loosely call thevard market, or the

contract market. We 6r e afeasingngnmbers ng anecdot
of people referring toenergyhedge as a basis for evaluating offers
(Gentailer)

U Greater flexibility

Some extended the time horizon back to describe the emergence of greater flexibility by

gentail ers to meeverapumbaerdfgearer s6 requirement.
I think the market for hedges has i mprove
i nvol ved with it but i tos not a huge ste
change. Thereds been a |l earning curve and
it. And | think the generators are becoming a bit more prepared to look at
alternative instruments andok outside the square | i tt 1l e bi t . I donod
ités moved far enough in 12 months to say
years | 6d smpyoved (Parshaserfj t has i
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Signs of being prepared to offer across more locatdstsvoded.

We might have had more people offering us hedges now from that point of

view because Meridian, up until a few year

upper North Island and now | think they ddAre the prices similar to the
others?] Price is still our main bone of contentiofPurchaser)

U Liquidity

However, the liquidity issue was seen to be a limitiog tfexderseeking larger volume

hedges.

Another thing about getting hedges, 10 years ago big was beautiful. If you
wanted a 3MW or 40MW hedge, it was probably moreit was attractive
for the generators. Now big is not so beautiful andvVB¥ or 40MW is too

big and youdd ppibittalbnpy of h0a or 20s gemeratlyh
(Purchaser)

U Increased generation

The sharp focus on price as an inditatompetitivendssl 1 responderib suggest the

need to encourage new generators into the market, a view that was shared by some

purtasers too.

There has been an improvement in competitiveness pricing and | put that

down largely to EP3 coming into pladyy oudve got this big,

generation that has to be got away, so they are possibly competing against
each other a little b more both in terms of hedges and wholesale prices

[Given that answer is increased supply a factor in increasing competition?]
Yep, when supply is tight there is not going to be as much competition, so that

extr

C

<

is why | say when supply was tight why was it a t new generation wa
being built and why was it that new pl ayer s
didnot one eétonal lgemeratois gomenin lartd ibuild  power
station Pr obably because they didnot have r
probably a chicken and egg situatid@®ther)

43 Fairness ofhecontracting process

There was general consensus that the hedge contracting pfacesslves ailling

buyer and a willing seller.
[Are the existing processes fail?juess they ar just oneoff deals done now,
so | 6d say they are as f a.Butthewaretahey be

bit challenging because there seems to be a lack of consist¢imcyvhat
respect?Around the documentation like the-called force majeureraa. Is

it a clinical hedge agreement like other hedges like other hedges are like
foreign exchange (Other)
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