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Risk and electricity price dynamics 

The Platts Energy Research Initiative aims to forge close links with the academic world by 

providing timely and accurate data as a basis for independent energy research. The following 

article by Professor Derek W Bunn of the London Business School uses Platts data to analyse the 

short term drivers of electricity price volatility, forward risk premiums and the transmission of 

shocks between interconnected and related markets, in the UK and continental Europe.  

Risk is essential to the competitive drive in liberalized markets. Without risk, companies would 

not need to strive to innovate nor seek to make efficiency gains. 

A recent analysis of two years' weekday peak premiums shows that on average forwards prices 

are 9% above the equivalent prompt prices.  

Yet, the price of risk management can be a substantial element of the value chain and one that 

often gets overlooked in economic analysis. 

For example, although simple ideas of arbitrage would equate forward prices to the expected 

value of spot prices, there is invariably a risk premium component to take into account as well. 

But understanding the nature of this component is still apparently underresearched, at least 

amongst published analyses. 

Forward risk premiums  

Just looking at day-ahead prices, for base and peak load, and comparing these with the average 

of the relevant half hourly prices in the prompt market before gate-closure, reveals substantial 

pricing of risk even within the lead-time of only one day.  

A recent analysis of two years' weekday peak premiums shows that on average forwards prices 

are 9% above the equivalent prompt prices.  

Presumably, the demand side of the market is willing to pay this for power during the day, as 

insurance against the increased risks of trading close to gate closure, where volatility is higher 

and liquidity possibly lower. 

Going further ahead, and comparing the day ahead peak prices with the week-ahead prices, by 

day of the week for several European markets, we see a further incremental pricing of risk 

aversion. 
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In these cases, it is interesting to see how similar these premia are despite some clear differences 

in their market structures and mechanisms, and especially for the case of the UK, a lack of 

substantial physical interconnection from which to arbitrage the forward prices. Thus, for the 

UK, trading a week ahead adds a further 11.5% to the day ahead peak premium of 9%. It does 

decline steadily during the week however. 

Alternatively, when we separate out the off-peak element of baseload prices, we see just the 

opposite, and there is an 11% discount between the average day ahead and the prompt prices.  

In this case, we presume that the generating side is behaving more competitively with excess 

capacity off-peak and is willing to discount forward baseload generation, to avoid possible 

shutdown/start-up costs. 

We see a similar reversal in the sign of the risk premium when we start to go further forward and 

look at the relationship between month ahead and day ahead peak prices. 

In the following table we have grouped these monthly forward premiums into seasons, and we 

can see that even just a month out, there is a premium of about 30% in winter over the day ahead 

price, but in the summer, this is reversed to being slightly negative.  

As with the daily risk reversal from day to night, we see a similar seasonal effect from winter to 

summer. Risk switches from one side of the market to the other. 

Of course, negative forward premiums at night and during the summer do not mean that prices 

are below cost, just that compared to the expected prompt and day ahead prices respectively, 

they are lower. These prompt and day ahead prices can still be substantially above marginal 

costs.  

Thus, we are seeing winter month-ahead peak prices on average 30% above day ahead, which in 

turn are on average 9% above daily prompt prices, and this is before imbalance risks come into 

the equation. 
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