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Overview: The aim of this paper is to quantify and analyze the impact of a shock (unexpected realization of the return) in a given electricity market in Europe on the conditional volatility in another European market.

Methods: The methodology follows the Generalized Impulse Response Function (GI) introduced by Koop, Pesaran and Potter [Journal of Econometrics 74, 119-147, 1996] which has been recently applied to the second moments analysis by Hafner and Herwartz [Journal of International Money and Finance 25, 719-740, 2006] in a multivariate GARCH framework. Using daily data from the British, Dutch and German forward markets (March 2001 – June 2005), we show that a shock observed in one market has a strong impact on the volatility on the other market, but that this effect is not persistent. Some economic intuitions about this phenomenon are proposed.
Results and conclusions:  The measured impact is high and not persistent, indicating a good efficiency and an immediate reaction to shocks from traders. An explanation for this observation may be the possibility of volatility arbitrages in different markets using derivatives products. These empirical findings allow concluding to the presence of beneficial strategies for energy traders, despite no evaluation of these strategies are provided in this paper.
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