
Random wobbles in the 
Balancing Mechanism? 

An assessment of NETA in action  

The New Electricity Trading Arrangements (NETA) went live on 
March 27th.  The Electricity Pool was replaced by a set of markets, 
including the “Balancing Mechanism” in which generators, retail 
suppliers and others can offer last-minute adjustments to the supply-

demand balance close to “real time”.  Is it delivering the expected 
results? 

Let us assume that the generators want to put in bids for up 

to 1,000 MW of power. Through the pool, the National 
Grid Company stacks up the bids, with the lowest at the 

bottom and the highest at the top. If it decides that only 500 

MW is needed, the price in the middle that achieves 500 
MW is the price paid to that generator, and to all other 

generators as well. Even though they may have put in lower 
bids, they are paid at the level of the generator that could 

deliver 500 MW. As a result, we are paying over the odds 

for electricity because of the way in which it is traded. 

Secretary of State for Trade and Industry, 31 January 2000 

(Hansard) 

On the face of it, the Pool approach did indeed look 

indefensible.  Why pay anyone more than they have said 

they will accept?  The Balancing Mechanism (BM), like 

the Pool, is basically an auction, in which National Grid 

selects the cheapest bids and offers to balance the system.  

Unlike the Pool, however, participants in the new-style 

auction are paid only the price of their offer, not the 

highest accepted offer.  But do average prices actually 

fall?  Auction theory, an increasingly topical area of 

microeconomics, raises doubts about this.  Now that 

NETA is live, the argument can be tested against the 

evidence. 

First, the theory 

There is a logical flaw in the kind of argument put 

forward by the Secretary of State.  He implicitly assumed 

that bids would be the same if the “pay highest price” 

Pool were replaced by a “pay as bid” mechanism.  

However, these are bound to change, because bidders will 

always take the rules of the auction into account when 

they bid.  In the Pool, if a generator was happy to take 

whatever price was going (as nuclear generators typically 

were, because their plant are very inflexible), it would 

often bid at zero.  The price would be set by more 

marginal plant, which are more price-sensitive.  

Obviously, in a pay-as-bid mechanism, not even a nuclear 

generator is likely to bid zero. 

If all generators knew exactly what everyone else would 

bid and what the level of demand will be, they could each 

predict the highest price that would actually be accepted – 

and then bid just within that ceiling.  If all generators do 

this, the price is essentially exactly the same as under the 

Pool approach.  The highest price actually accepted is 

paid to all, because all generators will have bid that price 

(or only marginally below it). 

This neat strategy depends on each generator having 

perfect foresight.  In an uncertain world, however, 

generators have to guess.  Will this result in lower 

average bids?  It might, if all generators were very risk-

averse and wanted to be absolutely certain their offers 

were accepted.  However, the risk of guessing wrong for 

each single half-hour is low, because there are more than 

17,500 such time-slots over the year.  Bidding high can be 

very profitable, because profits more than double when 

bids double.  Moreover, there is a good deal of 

uncertainty involved, both as to volume and price. So 

there is no strong reason to think that optimal bids under 

pay-as-bid will on average be lower than before.  The 

only effect of replacing “pay highest price” with “pay as 

bid” may be to introduce a degree of randomness in bids. 

Now there is some evidence 

The Balancing Mechanism has been operating since 27th 

March 2001 and data are publicly available on offers 

(bids to generate more), prices and volumes1. 

We are interested in whether generators are “leaving 

money on the table” by making offers that, in retrospect, 

can be seen to have been lower than would have been 

accepted (all other offers remaining the same).  To isolate 

these: 

 We have only compared offers within the same 

transmission region (because accepted offer prices 

will differ between regions for other reasons). 

 Within a region, we have made comparisons only 

with higher-priced offers of at least equal volume 

(since the existence of a higher priced accepted offer 

for 5MWh does not imply that 500MWh could have 

been sold at that price). 

 Finally, we needed a threshold above which value 

“left on the table” might be considered to be 

significant.  We have set this at 50%. 

In summary, therefore, we have looked at the proportion 

of times that an offer could have been priced at a higher 

                                                             
1  These and other data are collected by Elexon and published at 

www.bmreports.com. 
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level, because there were accepted offers at least 50% 

higher in price, in the same region, for at least the same 

quantity, in the same half-hour.  If the Secretary of State 

was right, this proportion should be high, while if the BM 

is working the way theory predicts (ie, the market is 

“efficient”), this proportion will be low. 

We illustrate data for this measure of market efficiency 

from the first day of NETA, March 27th, to May 15th.  

The data points show daily proportions (summed across 

the 48 half-hours); the solid line is a seven-day moving 

average. 

 

 

 

 

 

 

The reduction in mistakes over the first four weeks of this 

seven-week period is very clear.  The proportion of offers 

that could have been increased by 50% or more fell from 

about 20% to about 5% in four weeks and stayed around 

7% thereafter.  There continues to be significant daily 

variation around that 7%, of course, and still more 

variation in each half-hour.  Using threshold levels below 

50% shows a similar pattern, but slightly less 

pronounced.  There remains some variation from the 

theoretical ideal of convergent offer prices.  However, the 

market has clearly improved its efficiency rapidly, in line 

with what theory would suggest.  

Why are there still variations? 

That statement in the House of Commons at the 

beginning of last year implied that generators would bid 

constant values in the BM, reflecting their costs.  

According to theory, however, offers will vary randomly: 

some will be over-priced and some under-priced.  We 

therefore need to consider whether remaining variations 

are random or cost-related.  The second chart illustrates 

half-hourly accepted BM offer prices for a fairly active 

generating unit.  

This example is a coal plant.  Its marginal cost will be less 

than £20/MWh and will not vary to the degree shown in 

the chart.  Clearly, therefore, it is not bidding at cost.  

After about 10 days of experimenting with different 

prices, its owner seems to have settled on a strategy: to 

offer at £70/MWh whenever there is a chance of getting 

away with it and at a price close to cost otherwise.  It has 

therefore “left money on the table“ whenever it offers at 

£70/MWh and accepted BM offers go above £70 or 

whenever it offers at £20/MWh and accepted bid offers 

go above this level.  This looks as if it was a conscious 

decision, perhaps to avoid regulatory scrutiny or perhaps for 

signalling purposes.  After five weeks, the owner seems to 

have decided to be bolder, and to experiment 

occasionally with offers above £70. 

 

 

 

 

 

 

 

 

However, as this example shows, generators are not, on 

the whole, trying to forecast precisely the maximum 

offers likely to be accepted, but are using only a very 

limited range of prices, flipping between them in response 

to expected market conditions.  Some less active 

generators show even less variation – sticking to three or 

four different bids at most.  A frequency distribution of 

accepted offers shows clear peaks at obvious focal points 

– such as £100/MWh, £150, £200, £1,000 and £5,000. 

So pricing well above costs persists.  Bidders appear to be 

attempting to price their offers at the expected system 

marginal price; pricing strategies alter when expected 

market conditions change. Since they do so relatively 

crudely, however, there are some random variations.  

Behaviour in the BM is, therefore, neither cost-reflective 

nor the continuous optimisation suggested by economic 

theory.   

Is the BM better than the Pool? 

The phenomenon of generators bidding cost-related 

prices when demand is low and putting in the highest 

prices that they think are politically acceptable when the 

market is tight is not new.  Indeed, it is very familiar.  

This is what had always happened in the Pool. And, as in 

the Pool, these high prices will have a knock-on effect.  

As the “last” market in a long chain, the BM influences 

the prices of all the others.  So, if market power raises 

prices in the BM, it will raise the general price of 

electricity. 

The government claims success for NETA because prices 

have fallen dramatically over the last 12 months. This, 

however, is because the major generators have less 

market power than they did, and are therefore unable to 

keep prices as high as they had previously been able to. 

This change in market structure would have fed through 

into Pool prices had the Pool been retained. What has 

also been clear is that in response to the switch to NETA, 

generators have changed their bidding behaviour and are 

evolving new bidding strategies. Given the BM rules, it is 

unlikely that the profile of prices or the volatility of prices 

would be the same as they would have been had the Pool 

been retained. Whether the level of prices in the market 

would have been particularly different is, however, open 

to question. 

Please contact Phil Burns for more information about Frontier’s 
Energy Practice (on 020 7611 9433 or philip.burns@frontier-

economics.com). 

0

20

40

60

80

100

120

2
7

-M
a

r

3
-A

p
r

1
0
-A

p
r

1
7

-A
p

r

2
4

-A
p
r

1
-M

a
y

8
-M

a
y

1
5

-M
a

y

O
ff

e
r 

p
ri

c
e
 (
£
/M

W
h

)

Market efficiency in the Balancing Mechanism 

0%

5%

10%

15%

20%

25%

30%

2
7

-M
a

r

3
-A

p
r

1
0

-A
p

r

1
7

-A
p

r

2
4

-A
p

r

1
-M

a
y

8
-M

a
y

1
5

-M
a

y

P
ro

p
o

rt
io

n
 o

f 
o

ff
e
rs

 t
h

a
t 

c
o

u
ld

 h
a
v
e
 

in
c
re

a
s
e
d

 b
y
 5

0
%

Accepted offer prices from an active generating unit 
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