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1 Executive Summary

1.1 Introduction

The Electricity Directive 2003/54/EC (Article 23) and the Gas Directive 2003/55/EC (Article 25)
require that national energy regulatory authorities (NRAs) publish an annual report on the outcome
of their monitoring activities related to the functioning of the electricity and gas markets in their
country. Through ERGEG, the content of these National Reports is coordinated with the European
Commission (Commission). The National Reports of each EU country and Norway and the
overall FRGEG assessment reports, for each year since 2005, can be found on the ERGEG
website™.

In addition the national energy regulators also provide the European Commission with raw data for
its annual benchmarking report on the opening of the electricity and gas markets. Although
committed to providing harmonised and comprehensive information, the national energy regulatory
authorities have diverse data collection powers. Therefore not all data could be collected for all
Member States.

The new 3rd Package Directives and Regulations, which entered into force on 3™ September
2009, provide for additional reporting duties for national energy regulators. However, these new
reporting duties are not yet relevant for this ERGEG status review which relate to the
developments in 2008.

This 2009 ERGEG Status Review on the Liberalisation and Implementation of the Regulatory
Framework draws its conclusions primarily from the National Reports of the national energy
regulators and from several additional, also external sources in order to build an assessment of the
development of the European energy market. The report identifies general developments and
tendencies, without prejudice to possible exceptions in individual cases.

This report refers to the situation in 2008 and tracks the development of national electricity and gas
markets and the progress towards a single EU energy market. In terms of remedies, the
Commission’s 3rd legislative package concerning the internal electricity and gas markets go some
way to redressing the problems identified in this Status Review.

ERGEG’s main focus in the 2009 Status Review is on energy consumers and the necessary
prerequisites for effective competition and secure supply to their benefit. To that end ERGEG
included a chapter specifically dedicated to consumer protection and public service obligations.

1.2 Key findings

2008 was the first entire year of full opening of the energy markets in opening for the EU as a
whole. Following the deadline for full market opening in July 2007 and the required full
transposition of the 2nd Gas Directive (2003/55/EC), the gas markets in many Member States are
still developing, having only recently reached full market opening.

2008 was also the year of the financial crisis and the start of the following economic downturn,
which obviously also had and will have an important impact on the EU electricity and gas markets.

' The National Reports and the ERGEG reports are available at http://www.energy-
regulators.eu/portal/page/porta/EER_HOME/EER_PUBLICATIONS/NATIONAL_REPORTS/National%20reporting%202
008
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A most important development in 2008 was the negotiation of the 3™ legislative package
concerning the internal electricity and gas markets, which continued in 2009. The 3" legislative
package was finally adopted in the summer of 2009 and entered into force on 3™ September 2009.
As for the 2™ package (i.e. the 2003 Directives), the infringement procedures launched by the
European Commission against 25 Member States in 2009 showed defective implementation and
transposition of the provisions of this 2" package.

Generally, the national reports relating to 2008 sh  owed no major progress on most of the
main deficiencies reported on in last year's ERGEG status review; namely that competition

in retail electricity and gas markets is almost non -existent and that insufficient unbundling

of network companies remains a big obstacle to comp etition and security of supply . On the
other hand there are some spots of positive developments mainly relating to wholesale market
integration in electricity.

ERGEG hopes that full and fast implementation of 3" package will lead to more progress in market
liberalization and market integration which is urgently needed.

1.3 Wholesale markets

Gas wholesale

In 2008 national gas wholesale markets remained highly concentrated

Already in 2006 the European Commission undertook an attemp  t to restructure the industry

in the course of major mergers by means of structural remedies . An important example of such a
major merger is the GDF-Suez merger which became effective in 2008. Furthermore, the
Commission took some major decisions in 2008 in energy anti-trust and merger cases where
structural measures were clearly placed at the forefront. A remarkable development was the
closing of two anti-trust cases with important structural measures, including among others
divestiture of transmission system activities, one of which related to the natural gas sector. The
importance of such Commission competition cases for the energy markets is obvious as such
structural measures lead to changes in the market s tructure .

The economic downturn has already cast its shadow on the development of the gas market in
2008; after the price surge in the first half of the year prices plummeted to levels of 2007 in the
fourth quarter of 2008.

This creates a difficult situation for many importers as the actual value of natural gas on the spot
market is much lower than the price they have to pay for imported gas based on long-term
contracts, which are linked to oil prices. The observed development of short-term gas prices,

as a consequence of the economic downturn, may supp ort the development of more liquid
trading during the next few years.

The existing rigid transportation mechanisms constitute, however, an obstacle to liquid

trading . Yet liquid trading is the major prerequisite for the efficient functioning of markets.
Traditionally, as the last ERGEG report pointed out, the most liquid region for gas trade is the
NBP/TTF/Zeebrugge trading area. The very fact that markets, which are mostly still national, are
connected by important pipelines is the physical basis for unifying markets. This is why easy and
non-discriminatory access to pipelines is of major importance for the development of gas

5/52



Status Review 2009
Ref: C09-URB-24-03

ITMMmoO

wholesale markets. Especially access to transportation capacity on a short-term b ut firm
basis seems to be a key element which is still not workin g properly .

The economic downturn in 2008 started a process whi  ch only became fully visible in 2009,

in the course of which the status of oversupply of natural gas dominated gas trading . This
might create a chance for gas markets and a window of opportunity to develop markets further in
2009-2010.

Furthermore, the immediate effect of lower prices which we experienc e today is that gas can
compete with coal in mid-merit power production . With the natural gas oversupply, gas fired
power production may become the marginal technology, which will have a major impact on the
variability of gas consumption. This increases the need for flexibility = and, therefore, also the
economic value of rapid-withdrawal storage and flex ible transportation (reverse flows). This
is another factor underlying the need for gas trade.

Electricity wholesale

Similarly to gas wholesale markets, market concentration in electricity wholesale marke ts
remained high on a national basis in 2008. Ten countries (out of 24) even reported an
increase in market concentration from 2007 to 2008 as for the market share of the 3 biggest
generators by capacity; in total a small increase in the average percentage market share of the
three biggest generators from 74.4 to 75.3% was observed for these 24 countries.

One of the often cited remedies for market concentration is to integrate markets across borders.
However the outcome is not sure as companies may already have established positions in several
Member States, so that integration does not reduce market concentration automatically.

Increased market coupling and market integration sh ould result in greater convergence of
prices . However, as for electricity wholesale prices, a sig  nificant difference in wholesale
electricity spot prices was observed between price areas such as the Nordic (Nord Pool
Spot — System price) and the German (EEX — Phelix B ase Day Ahead) ones . The difference
even increased from 2007 to 2008. However, in 2008, there was a high inflow to Norwegian
reservoirs (11 TWh above normal) and record high production. This means that prices were more
hydro-dependent and less influenced by the underlyi ng fossil price drivers such as the
prices of coal, gas and CO2. Another factor that may have influenced the system price
downwards is the failure of the Oslofjord cables, which resulted in low export capacity out of
Norway.

Conversely, the Day-Ahead Market of Belgium (Belpex DAM), the Nethe rlands (APX DAM)
and France (Powernext DAM) operated successfully in 2008. The Belpex DAM posts the
same prices as the Powernext DAM and as the APX DAM during 84% of the time. A full
isolation of the three markets was reported for only 0.8% of the time. Prices on the
Belgian, French and Dutch organised markets were thus fairly similar in 2008. They
experienced a significant increase (by 67%) to reach an average value of 70.6 € MWh. The
principle of price coupling is spreading in Europe. In order to finally achieve an integration across
price regions ERGEG recently started to develop a target model for market integration including
day-ahead markets but also forward markets, intraday markets and balancing markets.

Trading in the EU/EEA spot markets (day-ahead) evidently increased from 2007 to 2008 : the
volume of electricity traded at power exchange spot markets (day-ahead) rose by 93 TWh or 9.6%.
However, the electricity volumes traded on the futures markets at power exchanges (mostly by the
Nordic countries) dropped with 7.5%. The volumes of OTC contracts cleared at power exchanges
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fell by 4.8%. The number of companies active at power exchanges significantly increased in 2008
(by about 17 % for the 18 countries that reported both for 2007 and 2008). Developments in trading
at power exchanges are important since increased spot and futures trading at power exchanges
contribute to more liquid and transparent wholesale markets.

In 2008 there was only a minor increase in network interconnection ca pacity . Nevertheless,
several countries reported on important cross-border infrastructure projects for 2008, such as the
MIBEL project and the NorNed cable. Also two joint-ventures for cross-border services were
created in 2008 (in application of Regulation EC 1228/2003); the CASC joint-venture and the
EMCC. The CASC joint-venture serves as a mechanism for the harmonisation of rules for capacity
allocation on the interconnections in the Central-West electricity region (ERGEG RI?) and
constitutes another step of progress in regional market integration

1.4 Retail markets

The electricity and gas retail markets have been flagged as problem markets by the 2" edition of
the European Commission’s Consumer Market Scoreboard?.

In 2008 the electricity and gas retail markets remain highly co ncentrated with little evidence of
new entry of independent suppliers in the majority of Member States,

Electricity and gas retail markets were characterised by a strong trend for price increases in
2008, both for domestic and industrial sectors . For electricity and gas retail markets,
heterogeneous price levels and developments throughout the EU continued, for households as
well as for industrial customers. The strong trend for price increases highlights the continued future
importance of ensuring active competition. A finding is that the decrease in spot and forward
prices since the second half of 2008 did not lead t 0 a decrease of average prices on the
retail markets in 2008, but retail market prices ev  en increased . Some time lags may be well
founded on different long-term hedging strategies of suppliers. However customers doubted the
well functioning of competition in the market. It remains to be seen whether price decreases in
2009 will reflect the harsh price decreases on wholesale markets since the second half of 2008.

It was found that more than half of the European household customers were still supplied
with electricity under regulated prices in 2008 *. In gas more than 50% of Member States
foresee regulated prices for households. This very high percentage of supply under regulated
prices is an indicator for the potentially large impact of price regulation on the competitive markets.
The extent of distorting price regulation should be reduced significantly to overcome
impediments to retail competition

Switching rates among households and small industrial customers for gas supply typically remain
low in 2008 . For electricity supply customer switching for households and small industry remained
at a low level as well, between zero and two per cent in nearly two-thirds of the countries.
Generally switching rates continue to vary widely between EU Member States. Though the gas
retail market has seen some increases in switching activity in 2008, particularly in France,
Germany, Hungary, Italy and Slovenia.

2 http://www.energy-regulators.eu/portal/page/portal/ EER_HOME/EER_INITIATIVES

® http://ec.europa.eu/consumers/strategy/docs/2nd_edition_scoreboard_en.pdf

* For around 57% of the total number of household customers in the analysed countries regulated electricity prices were
applied in 2008.
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The numerous countries with low switching rates show amongst others the need of informing
customers about supplier switching procedures and the possible benefits of switching. If
consumers across all sectors are fully engaged, then their responsive behaviour will be a key
constraint on suppliers ensuring that they are developing their services.

To this end consumers need clear and comprehensive information (also about the possibilities of
changing to a more competitive contract with the same supplier). In this regard suppliers and
DSOs should act as information providers to make consumers better aware of the market. As
outlined by ERGEG before, DSOs should act as “market facilitators” and should serve as an
“information hub”  providing full and timely information to the market, both to customers and other
(new) market players.

The heterogeneity and varying developments in the retail markets for electricity and gas
concerning prices and switching behaviour also demonstrate the challenges to improve the
European integration also at retail level . However, this report recognises that the retail gas
market is, in many Member States, still in a period of development, having only recently
reached full market opening.

It is clear that there is still a lot of work to be done to develop market structures with a free
choice of supplier and to encourage and support swi tching . Crucially, it is not just churn which
drives competition, but the quality of people’s decisions. This means that while the basic structure
of the market is important, other factors such as information provision and the reliability of the
switching process are also key.

1.5 Consumer protection and Public Service Obligati ons (PSO)

In general the key findings of 2008 ERGEG Transposition of Consumer Rights Monitoring Report®
are largely confirmed by the 2009 national regulatory reports as for the implementation of Annex A,
public service obligations, universal service and source labelling provisions in electricity.

National regulators generally report a good state of implementation of consumer rights set out in
annex A of the 2003/54 Electricity and 2003/55 Gas Directives. Public service obligations seem to
be implemented in primary energy legislation in all EU Member States, as well as universal service
provisions and labelling of fuel sources.

However, as identified in the aforementioned 2008 ERGEG Report, there is definitely room for
improvement in specific areas such as transparency and comparability of prices and services
offered as well as dispute resolution. Transparency and comparability of prices and services are
key issues for customers in order to allow them to make informed decisions regarding supplier
switching. Also the position of customers would be strengthened if quick dispute resolution
mechanisms were available in all Member States.

National reports show that most national regulators  are active in promoting - both directly and
indirectly - customer information and transparency. Also national regulators without specific
competencies in terms of consumer protection act directly or indirectly on suppliers’ obligations
(e.g. by means of “Codes of Conduct”) in order to enhance the general level of information,
transparency and clearness of prices and services available on the market.

® Ref. E08-CPR-20-03 of 13 October 2008.
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National regulators report still pending problems with respect to transparency of billing and
metering, dispute settlement mechanisms, and non-ha  rmonised definitions of vulnerable
customers and last resort suppliers

The new 3rd Package legislation aims at promoting a higher level of consumer protection in the EU
by reinforcing competencies of national regulators in consumer protection issues and defining
specific obligations for Member States such as independent mechanisms for dispute settlement,
consumer rights check list and a single point of contact for consumer information.

The promotion of competitive retail markets in Europe goes hand in hand with the empowerment
of consumers to effectively use their right to freely choose a supplier and switch suppliers as a
response to changing market conditions. A crucial issue for the empowerment of consumers is
providing full and clear information to consumers and how information is processed and distributed
to consumers. In ERGEG’s view DSOs have an important role to play in this respect by acting as
some kind of “information hub” and as “market facilitator”. This remains a key issue which
requires further elaboration. It appears that while expecting DSOs to act as market facilitators
national regulatory authorities are meanwhile partly fulfilling this role.

1.6 Security of supply and infrastructure

Electricity

In 2008 maximum net generating capacity increased in almost every EU Member State and in
Norway compared to 2007; the total capacity increase in electricity generation in the EU-27 and
Norway amounted to 22.9 GW (approximately 2.9%). On the other hand, there was only a minor
increase in both generation and electricity consumption of less than 1%.

According to the ETSO System Adequacy Forecast 2010-2020 capacity in power production is
assessed to be adequate in major parts of Europe at least up to 2015. However, ERGEG is
concerned that the financial crisis might delay the necessary inve stments which are already in
the pipeline, as costs for financing these projects could increase. Moreover, forecasts for energy
demand have become more uncertain, which also has a negative impact on project financing.

Flexibility of power production within the EU is of increasing importance for  security of
supply and the integration of more renewable resources into the European production portfolio.
Also a high degree of network interconnection is important, not only for market integration,

but for security of supply as well . In this respect more investment in interconnections
between Member States is needed . National reports only show a minor increase in network
interconnection capacity in 2008, but several Member States report on new interconnection
capacity projects which are planned or already under construction.

Gas

Dependency on gas imports  keeps increasing ; for 2008 national reports show that EU gas
production capacity decreased by 5%, while gas demand slightly increased in most of the EU-27
countries. The EU continues to be a net importer of gas and thus remains dependent on external
suppliers.

With Europe’s growing dependence on gas imports, supply risk may be increasing as well. The
gas crisis at the beginning of 2009 showed that the cutting off of some 30% of Europe’s imports
was felt quickly across major parts of Europe . It revealed the weaknesses of the European
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energy supply system. Unprecedented disruptions of gas supply have become a realistic
scenario Europe will have to cope with.

Risks of gas supply disruptions highlight the importance of flexibility and the need for more
investment in storage, LNG, technical equipment to reverse flows and interconnections
between Member States. Measures to increase flexibility — within the EU are key to ensuring
security of supply.

With regard to interconnections between Member States a number of important projects for
additional interconnection capacities were reported by national regulators, some of which are
already under construction and others planned (e.g. Spain-France gas interconnection).

The gas crisis revealed that existing security of supply standards and emergency planning are
not sufficiently precise and effective, as well as a clear need for (more) coordination
Meanwhile the Commission published a proposal for Regulation concerning the security of gas
supply® in order to improve the current security of supply standards.

Furthermore, the gas crisis also highlighted the vulnerability o f concentrated import routes
The EU has to focus not only on the diversification of supply sources but at the same time on
the diversification of transportation routes . In this respect several projects such as South-
Stream, North-Stream and Nabucco are in the pipeline or planned.

Further market integration is another important factor in this respect as it might facilitate
overcoming supply interruptions. Building further market integration is not only imp ortant for
improving market functioning but also for security of supply , since it would be easier to avert
supply interruptions in a well integrated market. In this respect swift implementation of the 3 ™
Package which aims at further strengthening the internal market would be a significant step
forward . The new 3™ Package legislation obliges TSOs among others to cooperate in order to
ensure optimal management of the European transmission network and to draw up a European-
wide investment plan with a ten-year horizon. Full implementation of the measures stipulated in the
3" package would also enhance the internal gas market's ability to respond adequately to supply
interruptions.

1.7 Regulation and unbundling

Regulation and effective unbundling are key element s for well-functioning and competitive
energy markets . Despite some progress in 2008, national reports showed that there are still major
obstacles to reach this goal and further action is clearly needed

Several national reports show some progress in competences and independence of the
energy regulators , mainly in market monitoring. However, there is still a long way to go ;
especially monitoring of the competitive part of the markets and enforcement of regulatory
decisions are the most significant weak points. Despite hew competences, political interference
in decisions of energy regulators still remains a ¢ oncern but is less present than in 2007.
Regulators highlight that the decisions taken in relation to their core duties (tariffs, balancing, etc.)
should not be subject to review by the national ministries.

In this context the lack of effective transposition of the 2" energy package, as shown by the
infringement procedures launched by the European Commission against 25 Member States, is
significant. One of the key violations is a lack of effective enforcement action by the competent

¢ Commission proposal for a Regulation of the European Parliament and of the Council concerning measures to safeguard security of
gas supply, COM(2009)363.
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authorities in Member States in case of violations of the legally binding EU Regulations, including
the absence of effective systems of penalties at national level.

In this respect it is very important that the new requirements of the 3rd Package significantly
increase the powers and level of independence of na  tional regulators . These new provisions
are essential to ensure that regulatory decisions are removed from political and economic
interests, which is necessary to create a stable and predictable investment climate.

National reports show that insufficient unbundling still remains an obstacle f or the well
functioning of competition and genuine market integ ration .

As for the unbundling obligations of TSOs in Europe no major changes in 2 008 were
reported. TSOs collaboration, however, did improve. In this respect it is also worthwhile to note
that the Commission concluded some major anti-trust settlements in 2008 which concerned
network related problems as well as vertically integrated companies and involved commitments for
important structural remedies, resulting among others in unbundling of network and supply
activities (divestiture of transmission system activities). Such remedies are in line with the findings
of the Commission’s Sector inquiry which identified vertical integration, especially between network
and supply activities, as one of the main causes of failing market functioning.

For DSO unbundling most regulators reported formal compliance with the legal and functional
unbundling requirements of the 2003 Directives, without major changes compared to the previous
year. National reports show that many distribution compan ies that are part of a vertically
integrated company are still not set up to act comp letely independently . This constitutes an
impediment for DSOs to fully take up a role as “mar ket facilitator” and “information hub”
providing full and timely information to the market , both to customers and other (new)
market players.
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2 Gas wholesale markets

Key points
- Economic downturn might be a chance for gas markets.
2009/2010 are a window of opportunity for further developing markets.
Development of short-term gas prices may foster trading.
Rigid transportation mechanisms prohibit liquid trading.
Gas may become the marginal technology in power production, further supporting the need
for gas trade.
Increased activities of exporting companies in the EU to be expected in preparation of
further liberalisation.

2.1 Introduction

Liquid trading is the major prerequisite for the efficient functioning of markets as it facilitates
holding positions over time. llliquidity leads to short-term procurement of energy, short-term price
signals and therefore, especially in capital-intensive and long-term industries, to insufficient price
signals for new investment.

Traditionally, as the last ERGEG Status Review report’ pointed out, the region where the most
liquid gas trade has been conducted was the NBP/TTF/Zeebrugge trading area. The very fact that
markets, which are mostly still national, are connected by important pipelines is the physical basis
for unifying them. This is why easy and non-discriminatory access to pipelines is so important for
the development of gas wholesale markets. The economic downturn in 2008 started a process
which only became fully visible in 2009, when oversupply of natural gas dominated gas trading.

This chapter tries to trace this process and draw conclusions for necessary improvements.

2.2 Wholesale markets

In 2008, the European Union produced some 2,202 TWh of natural gas and consumed 5,612 TWh,
i.e. 60% of the natural gas consumed was imported. 3,523 TWh were imported into the EU via
pipelines and 558 TWh were imported as LNG.

" ERGEG 2008 Status Review of the Liberalisation and Implementation of the Energy Regulatory Framework, Ref. C08-URB-15-04 of
10 December 2008.
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Figure 1: Gas consumption and production in 2008

The following chart shows the development of gas spot prices at the Dutch TTF market, which is
quite well integrated with British NBP and German NCG.
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Figure 2: Day-Ahead — Ask Prices at TTF 2008

At the same time import prices increased steadily, which resulted in negative margins for traders in
long positions by the end of the year. This example shows the potential of short-term trade for
buyers and the economic challenge for importers with oil-indexed contracts.
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Figure 3: Border prices in Germany

2.3 Concentration

Obviously, liquid trading can develop best in markets where major volumes of natural gas are
consumed and where many market players are active in buying and selling gas. The following

graph shows that almost all national markets are highly concentrated (HHI® >1800).
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Figure 4: Concentration in available gas

8 The Herfindahl-Hirschman Index is a general indicator for market concentration. The index is the sum of squared market shares and
ranges from slightly above 0 (perfect competition) to 10.000 (pure monopoly). Markets with an index of more than 1800 are called
“highly concentrated”.
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At the same time short-term availability of gas will influence trading. The most easily accessible
sources for these short-term volumes are LNG imports, storage or domestic production. This
already gives an indication of those countries which are in a good position for developing liquid
trading, i.e. the United Kingdom, the Netherlands, Spain, and partly France and lItaly.

Today markets are dominated by long-term relationships between producers and consumers.
Often, oversupply or undersupply does not lead to trading but to adaptation of long-term contracts,
thereby reducing the incentive to trade. However, this flexibility in long-term contracts is limited. As
a result, prices may diverge more markedly. In 2009 short-term gas in the NBP-TTF region has
been valued below oil-indexed gas prices and arbitrage trading has therefore been economic. The
task is therefore to spread liquidity from “short-term” countries to countries dominated by pipeline
gas. This is only possible if transportation is flexible enough to enable short-term trading (implying
sufficient capacity and flexibility of access).

2.4 Effect of power production on liquidity

Until recently gas-fired power generation was not the marginal technology for most hours of a year;
the short-term marginal cost of hard coal being lower. With oversupply, natural gas competes
concerning adequate clean spark spreads in relation to clean dark spreads (even when CO, prices
are at a low level). This will have a major impact on the variability of gas consumption. The need
for flexibility will increase and thus also the economic value of rapid-withdrawal storage and flexible
transportation (reverse flow).

2.5 Direct activities of gas exporters withinthe E U to increase?

The former system of netback pricing and prohibition to re-export natural gas from one Member
State to another (destination clause) guaranteed a negotiated sharing of margins between
exporters and importers. The pro-competitive activities of the European Commission (DG
Competition), banning destination clauses, put that system at risk. Liquid short-term trade will
ultimately lead to equal prices throughout Europe (except for transportation cost), so that margins
may be lost for gas industry or redistributed from shippers towards suppliers in some regions of the
EU, while in other regions gas may even become less competitive. Therefore exporters may try to
get a hold on downstream markets.

2.6 Structural developments

The 3rd Package provides for a combination of, inter alia, more stringent monitoring of competition
and, if necessary, adequate powers for competent authorities to take measures against anti-
competitive behaviour and for structural changes in the market of transportation. From 2012
onwards TSOs will either have to be structurally unbundled (ownership unbundling or ISO model)
or have to face a very stringent regime of regulatory oversight (ITO).

As early as in 2006 the European Commission undertook to restructure the industry in the course
of major mergers. In the GDF-Suez merger for instance, the Commission required the future group
to divest its holding in Distrigaz, the major Belgian supply company (bought by the Italian Eni),
divest its majority stake in SPE, the electricity producer and limit its control over Fluxys, the Belgian
gas TSO (maximum 45% of equity and 1/3 of voting rights). For Fluxys International (containing the
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non-regulated assets) a maximum share of 60% was agreed. The supervisory board was restricted
in its decision-making rights concerning investment in the LNG terminal and the hub in Zeebrugge.
The new company GDF-Suez was finally formed on 22 July 2008.

Concerning anti-trust cases the most noteworthy case was the settlement with RWE which resulted
in far reaching structural measures or more specifically in an “unbundling operation”. RWE
committed to divest its existing Western German high-pressure gas transmission network,
including the necessary personnel and ancillary assets and services.

2.7 Conclusions

The economic downturn has already cast its shadow on the development of the gas market in
2008. After the price surge in the first half of the year, prices plummeted to levels of 2007 in the
fourth quarter of 2008. This poses a difficult situation for many importers as the actual price of
natural gas on the spot market is much lower than the price they have to pay for imported gas
based on long term contracts, which are linked to oil prices. Finally these companies will have to
deal with the situation and will have to trade their gas on the short term.

The economic downturn therefore may support the development of more liquid trading during the
next few years. Regulators and the industry will however have to get the market design right, even
before the 3" Package will provide a new framework for setting up the market design via ENTSO-
G and the associated regulatory procedures. In particular, access to transportation capacity on a
short term but firm basis seems to be a key element which is still not working properly.

The immediate effect of lower prices which we experience today is that gas can compete with coal
in mid-merit power production. This may have major effects on the variability of prices, raising the
need to increase flexibility in the gas system.
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3 Electricity wholesale markets

Ke

y points

Generation capacity is steadily increasing in the countries surveyed (2.9% up from 2007 to
2008). Generation and consumption increased to a minor degree.

There is significant diversity in wholesale electricity spot prices between continental prices
and regions with insufficient interconnection.

Market concentration is still high — there is increased concentration in several Member
States, but reduced concentration in others. The average percentage market share of the
three biggest generators by capacity showed a minor increase from about 74% to 75%.

The model of price coupling spreads to other regions. Integration of intraday and balancing
markets in the framework of a common European market model is necessary.

Trading at power exchanges physical markets is at steady growth whereas the total trading
at futures markets decreased. A significant increase in the number of companies active at
power exchanges was registered.

3.1 The electricity market - capacity, generation a  nd consumption

Generation capacity in 2008 increased by some 22.9 GW (approximately 2.9%) as shown in the
figure below. The biggest increase in percentage was registered for Lithuania, with about 21.3%,
and in terms of absolute increase in capacity for Italy, with 7.5 GW. The total peak load showed a
decrease of approximately 2.5%.
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Figure 5: Generation capacity in 2007 and 2008

The next figure shows electricity generation and consumption in 2008. There was a minor increase

of less

than 1% in both generation and consumption from 2007 to 2008. The biggest increase in

consumption was registered in France with 14.2 TWh, and the biggest decrease in Finland with
3.4 TWh. The EU consumed some 3,280 TWh of electricity in 2008.
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Electricity imports show a decrease of 12.9% from 2007 to 2008 and exports a decrease of 5.8%.
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Figure 6: Generation and consumption of electricity 2008

3.2 Wholesale electricity prices

Increased market coupling and market integration should result in greater convergence of prices.
Here are some relevant reports on the subject:

Belgium reports that the Day-Ahead Market (DAM) of Belgium (Belpex DAM), the Netherlands
(APX DAM) and France (Powernext DAM) operated successfully in 2008. In fact, the three markets
rarely operate in full isolation, namely about 0.8% of the time. The Belpex DAM posts the same
prices as the Powernext DAM during 84% of the time and as the APX DAM during again 84% of
the time. Prices on the Belgian, French, and Dutch organised markets were thus fairly similar in
2008 and experienced a significant increase (by 67%) to reach an average value of 70.6 €/ MWh.

Sweden reports that the Nordic region had a common spot price for electricity for 9% of the time
during 2008. For the remainder of the time, the prices differed because of limitations in the transfer
capacity between Nord Pool’s electricity spot areas, due to, among others, a broken cable in the
Oslo fjord. For 2007, the equivalent figure was 28%. Once all areas have been integrated into one
common Nordic electricity market, competitive pressure will increase in all parts of the Nordic
region.

The figure below shows a significant difference in wholesale electricity prices on two selected
power exchanges — the Nordic (Nord Pool Spot — System price) and the German (EEX — Phelix
Base Day-Ahead) power exchanges. This difference increased from 2007 to 2008. However, even
though prices give important market information, caution is necessary when using correlation of
prices as indicators for market integration.

However, in 2008, it was a high inflow to Norwegian reservoirs (11 TWh above normal) and record
high production. This means that prices were more hydro-dependent and less influenced by the
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underlying fossil price drivers such as the prices of coal, gas and CO2. Another factor that may
have influenced the system price downwards is the failure of the Oslofjord cables, which resulted in
low export capacity out off Norway.
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Figure 7: Price comparison between the Nordic (Nord Pool Spot)
and the German Power Exchange (EEX - Phelix Base Day-Ahead) in 2007 and 2008

3.3 Market dominance

Well-developed competition contributes to the efficient use of resources and efficient price setting.
Market dominance gives certain players the ability to influence prices and is therefore a sign of
ineffective competition.

From 2007 to 2008, ten out of 24 countries reported an increase in market concentration regarding
market shares of the three biggest generators by capacity. However, nine other countries reported
a decrease and five countries reported no change (or minor changes). In total, there is a small
increase (by about 1%) in the average market share of the three biggest generators, from 74.4% to
75.3%.

As in 2007, only Great Britain and Norway have a percentage below 50% (42% and 43%
respectively) in 2008.

The number of companies with more than 5% of the capacity barely changed at all, except for the
Netherlands and Ireland, where the number decreased from 6 to 4 and 5 to 4, respectively.
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Figure 8: Concentration in generation capacity

The Herfindahl-Hirschman Index, HHI, shows market concentration as the sum of squared shares
of individual companies. 15 countries reported their HHI by capacity: eight countries showed a HHI
decrease (less market concentration), four reported an increase (increased market concentration)
and for three countries, the situation was unchanged. Great Britain has the lowest HHI with 901.

3.4 Market liquidity and transparency

Increased spot and futures trading at power exchanges contribute to more liquid and transparent
wholesale markets. Liquid wholesale markets are central to efficient competition and competitive
retail markets.

Trading in the EU/EEA spot markets (day-ahead) evidently increased from 2007 to 2008. The
volume of electricity traded at power exchange spot markets (day-ahead) rose by 93 TWh or 9.6%.

The electricity volumes traded on the futures markets at power exchanges, mostly in the Nordic
countries, dropped by 7.5% from 2007 to 2008. However, as any exchange market experiences
times of low liquidity or high volatility, trust in rising trading volumes in the future should be
maintained.

The volumes of OTC (Over the Counter) contracts that are cleared at power exchanges also fell by
4.8%.
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Figure 9: Trading volumes at power exchanges spot in 2007 vs. 2008

In terms of a well-functioning market, it is not only volumes that are important measures of the
activity at power exchanges; a significant number of traders are important as well.

The number of active traders increased by about 17% in those 18 countries that reported for both
2007 and 2008. The highest numbers of companies active at a power exchange came from
Germany, Sweden and Norway.

3.5 Market coupling and physical integration

Differences in trading regimes and in the calculation, allocation and management of available
capacity are the primary obstacles to the efficient use of existing capacity. The goal within the EU
is to have fully integrated markets with harmonised rules on capacity. In particular, the target model
for the day-ahead timeframe is the price coupling of the day-ahead electricity markets.

The Regional Initiatives® tackle some of the key barriers the internal energy market faces by
increasing transparency, by coordinating regional developments and harmonising capacity
calculation and market rules. The benefits liberalisation is expected to bring European customers
will only unfold sufficiently if electricity markets surpass national boundaries.

2008 saw some positive developments. Market coupling/splitting (initially implemented in the
Nordic region) is spreading to other regions integrating day-ahead markets. Today similar solutions
exist on the lberian Peninsula, within the Trilateral Market Coupling Area (France, Belgium,
Netherlands), the Czech Republic and Slovak Republic (since 2009) and there are two borders
without congestion (Austria-Germany and Republic of Ireland-Northern Ireland).

Two joint-ventures for cross-border services were created in 2008 (in application of Regulation
1228/2003): the CASC joint-venture and the European Market Coupling Company (EMCC). The
Capacity Allocation Service Company (CASC) joint-venture is an auction platform which serves as
a mechanism for the harmonisation of rules for capacity allocation on the interconnections in the
Central-West electricity region and constitutes another step of progress in regional market
integration. The EMCC facilitates market coupling in the Northern region.

® More information on the ERGEG RiIs at: http://www.energy-regulators.eu/portal/page/portallEER_HOME/EER_INITIATIVES
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The future challenge however will be to include markets for intraday trade and even for balancing
services.

3.6 Structural developments

In 2008 the European Commission took some major decisions in energy anti-trust and merger
cases where structural measures were clearly placed at the forefront.

One of the major merger cases was EdF/British Energy which resulted in the approval of the
merger by the Commission subject to multiple conditions: commitments to divest an EdF power
generation plant and a Belgian generation plant, to sell certain minimum volumes of electricity in
the wholesale market for a certain period of time (non-structural), to divest a site potentially
suitable for building a new nuclear power station and to end one of the three bilateral grid
connection agreements for access to the network.

Concerning antitrust cases, the E.ON case was closed with a large package of structural measures
resulting at the same time in unbundling of network and supply activities (divestiture of electricity
transmission system activities) as well as the sale of an important amount of generation capacity.
The antitrust investigation was finally closed by the Commission by formally accepting E.ON’s
commitment to selling a fifth of its power generation capacity (around 5,000 MW of its generation
capacity) along with its ultrahigh-voltage transmission system.

3.7 Trading regimes for existing infrastructure

Implicit auctions and coordinated capacity allocation procedures may be the first steps towards
market integration, allowing for more efficient use of existing infrastructure.

The general term “implicit auction” describes the merging of energy trade and capacity allocation
activities into a single operation, thereby integrating the participating markets. Implicit auctions can
take the form of market coupling or market splitting. Market coupling is a decentralised approach
for markets with more than one power exchange (PX), requiring a minimum degree of market
harmonisation. Market splitting is a centralised approach, requiring a single PX that operates in
several countries and divides markets into different zones by introducing a price differential to
modify the flow of power. By decreasing or increasing area prices, the electricity flow is altered until
it matches the allocated grid capacity.

3.8 New cross-border capacity

Network interconnection capacity slightly increased from 2007 to 2008. The European Council set
10% of the Member State’s installed generation capacity as the target for more physical
interconnection capacity in the EU. Several Member States reported cross-border infrastructure
projects for 2008 (see chapter 7.2).
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3.9 Conclusions

In 2008 generation capacity increased by 22.9 GW, approximately 2.9%, in the countries surveyed.
There was a minor increase of less than 1% in both generation and consumption.

There is a significant difference in wholesale electricity prices at two selected power exchanges —
the Nordic (Nord Pool Spot — System price) and the German (EEX — Phelix Base Day-Ahead)
power exchanges.

Ten out of 24 countries reported an increase in market concentration regarding the market share of
the three biggest generators by capacity. Nine countries reported a decrease and five experienced
no change (or minor changes). In total there is a small increase in the average market share of the
three biggest generators of about 1%, i.e. from 74.4 to 75.3%.

The volume of electricity traded at power exchange spot markets (day-ahead) increased by
93 TWh or 9.6%. The electricity volumes traded on the futures markets at power exchanges,
mainly by the Nordic countries, dropped by 7.5%.

Network interconnection capacity increased slightly.
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4  Gas retail markets

Key points
In 2008 there was a strong trend of price increases for household and industrial consumers.
Switching rates continue to vary widely, though 2008 saw some increases in switching
activity, particularly in France, Germany, Hungary, Italy and Slovenia.
The gas retail market remains highly concentrated in most Member States.

4.1 Introduction

Following full market opening in July 2007 and the required full transposition of the Gas Directive
(2003/55/EC), the gas markets in many Member States are still developing. Household switching
rates do not reach levels at which customer churn can be said to be a major competitive force
(except a few Member States), and markets are concentrated with little evidence of any new
entries.

Furthermore, not all national gas markets are operative. Cyprus and Malta do not currently have
gas markets and Finland and Latvia have not opened their markets to competition due to the
derogations from the Gas Directive. However, there is evidence of a liberalised core in some
Member States — in 2008, the gas market was 90% open in Greece, 34% in Hungary and 43% in
Portugal.

The market notably witnessed rising retail prices for household and industrial consumers. While
this is not necessarily the result of a lack of competition and may reflect the cost of supply and
other factors, it is a significant trend which highlights the importance of strengthened competition in
the future. This will be partly determined by the extent of consumer engagement, and the reports
on increasing switching are encouraging.

4.2 Prices

Significant price increases for domestic consumers were observed in 2008 — household prices™®
increased by 20%"" in all Member States on average. Though this development was not uniform
(changes varied from -28% in Denmark to +63% in Lithuania), it highlights an overall upwards
trend.

*® Using Eurostat category D2 for households.
™ Represents the average of percentage changes in each Member State.
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Figure 10: Development of gas prices for standard customers
(Source: Eurostat category D2 data, second semester 2007/2008, includes all taxes)

Price increases were even sharper for industrial consumers: on average Member States saw an
increase of 37%. This trend was led by countries such as Denmark (130% increase) and Estonia
(74%). Again, the picture is not uniform; less steep rises elsewhere and decreases in two Member
States (-12% in Sweden and -2% in Romania) mean that overall prices rose by around 3 €/GJ, up
33% from 2007.
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Figure 11: Development of gas prices for large industrial customers
(Source: Eurostat category |13 data, second semester 2007/2008, includes all taxes)

Finally, Member States saw an average increase of 31% in gas prices for small industrial
consumers (Eurostat category 11), completing the picture of a year of significant price increases
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across households and the industry. The largest year-on-year increase was observed in Lithuania
(+82%) and the smallest in Sweden (-9%). Overall, this resulted in a price increase of 3 €/GJ or
26%.

4.3 Regulated end-user gas prices

Regulated end-user prices still exist in 16 countries for households and in 13 countries for non-
household consumers. The three countries that have regulated end-user prices for household
consumers only are Spain, Italy and the Slovak Republic. These figures show that regulated end-
user prices are still applied in a significant number of Member States.

Where there are regulated end-user prices, the share of households (by consumption volume)
supplied at regulated prices in 2008 is 80% or above, except in Spain (61%), and Estonia (0.1%).
In a number of countries this share approaches or reaches 100 %.

The share of non-household customers (by consumption volume) supplied at regulated prices
varied widely in 2008, ranging from 4% to 100% in the countries that do regulate non-household
prices. Encouragingly, in four of the 13 countries which do have regulated non-household prices,
these apply to under 50% of consumption.

ERGEG considers that the existence of regulated prices alongside market prices prevents the
development of a full competitive market. End-user price regulation could therefore damage
consumer interests in the long term.

4.4 Switching

Switching rates

For a market to deliver improved outcome, it is crucial that consumer behaviour creates
competitive constraints, which in turn incentivise suppliers. Consumer switching rates indicate the
extent to which customers are engaging with the market and, provided they make rational
decisions, exerting these constraints.

Even though the present report focuses on the quantity of switching, the quality aspect of this
indicator must also be considered. Consumer behaviour will only drive beneficial market
developments if beneficial choices are being made, i.e. if customers are actually moving to better
deals.

The 2008 picture of switching quantity across the EU is mixed — in some cases engagement is high
(the household and small industrial market in Great Britain), with switching rates (by eligible meter
points) reaching 19%, up by 0.5% from last year. In other cases, switching rates fell from already
low levels (in Denmark, the level of switching for households and small industrial customers was
down from 1% to 0.5%).

While there is no consistent picture of strong and growing switching rates across the Member
States, it is worth drawing attention to the numerous cases where switching rates increased
significantly since 2007:
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France (small industrial and household, percentage of eligible meter points): up to 3.89%
from 0.5% in 2007;

Hungary (medium industrial, percentage of eligible volume): rates climbed to 56% in 2008
from 46% in 2006;

Italy (large industrial, percentage of eligible volume): reports a switching rate of 40%,
following no data in 2007.

These countries can be used as examples of the structural or policy changes that were required to
stimulate improved switching rates.

A further notable feature of the current market is the extent to which switching rates vary between
sectors — the comments below address small industrial and household consumers as well as
medium-sized and large industrial consumers in more depth.

Switching rates among households and small industrial customers typically remained low in 2008.
Of the available data (11 N/A responses), 11 Member States reported switching rates of 0-1%, and

only three reported rates above 5%. The average rate for Member States which reported a non-
zero figure was 4%.

Since the drivers for switching are varied, it is not possible to highlight any single factor which
could be the reason for these low rates. However, for consumers to engage in the market, they
need to be able to switch, be aware of the potential benefits and have confidence in the process.

+ T T T T
$ " % # % # !

Figure 12: Annual switching rates by eligible meter points
for households and small industrial customers

While fewer countries reported switching rates for medium-sized industrial customers (16 N/A or
blank responses), there were some strong examples of switching in this sector. According to the
percentage of eligible volume, five Member States reported switching rates above 5%, and the
average among countries who reported a non-zero switching figure was 16%, pulled up by
Hungary, where the percentage of volume switched jumped by 10% to 56% in 2008.

Still, this customer group did not display uniform, strong switching behaviour. Six Member States
(not including those who did not report) gave switching rates for this sector of 0%. Additionally, the
percentage of volume switched declined in two Member States — Denmark (-10%) and Spain
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(-12%). It is of course important to consider that longer average contract length would typically lead
to lower switching rates in the non-domestic sector.

% # % # $#

Figure 13: Annual switching rates by eligible volume for medium size industrial customers

Of the 11 Member States which recorded a figure for large industrial switching by eligible volume,
only five reported a non-zero rate. Among these five, the range extended from 1.5% (Slovenia) to
an extremely high 91% (Hungary), and the percentage change since 2007 varied from -11%
(Spain) to 3.3% (Hungary). From not recording a figure last year, Italy has also seen a significant
degree of switching — now 40% of eligible volume. It is not possible to draw any general trends in
the large industrial sector, except that examples here (Hungary, ltaly) illustrate that very high
switching rates can be achieved.

45 Market shares

The market share of the three largest suppliers reflects very high market concentration in most of
the 17 Member States that provided data. In nine instances, this figure is 80% or above, which
means that the remaining suppliers occupy under one fifth of the market. Large market shares
among a few suppliers suggest that these markets might exhibit an oligopoly.

However, there were signs that the market is becoming less concentrated in some Member States.
Slovenia, Hungary, Spain, Italy, Romania and Bulgaria all saw the market share of the three
largest companies decrease in 2008. This decrease was particularly marked in Romania, from
83% to 59.11%.
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Figure 14: Market shares of the three largest suppliers in national retail markets

Further positive change is evident from data which show the number of companies with at least 5%
market share in comparison with the three largest suppliers. Comparing 2007 and 2008 data, the

Czech Republic, Romania, Italy and Slovenia all saw this figure increased, suggesting that
competitive pressure was strengthened in these markets.

I % % # $# # $ " #

Figure 15: Number of companies with at least 5% market share

One way of identifying the most concentrated markets is to highlight those where the three largest
companies have a large share and few companies have 5% or over. This identifies Greece,

Estonia and Ireland as markets which might not be delivering to consumers due to a lack of
competitive pressure on suppliers.
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Figure 16: Plot of market share of the three largest companies vs.
number of companies with 5% or more market share

4.6 Conclusions

In many Member States full market opening was introduced only recently and gas retail markets
are still developing.

The strong trend of price increases highlights the continued importance to ensure active
competition. At the moment, markets are generally highly concentrated and consumer switching
rates are highly variable. However, if consumers across all sectors are fully engaged, their
responsive behaviour will act as a key constraint on suppliers to ensure that they are developing
their market offerings.

There is still work to be done to develop market structures in which there is a choice of supplier
and to encourage and support switching. Crucially, it is not just switching which drives competition,
but the quality of consumer decisions. This means that while the basic structure of the market is
important, other factors such as information provision and the reliability of the switching process
are also key. Regulators are encouraged to take a holistic view of switching drivers and success
measures in order to encourage vigorous competition in their own Member States.
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5 Electricity retail markets

Key points

- Price levels and developments for household and industrial consumers still vary widely.
Varying 2008 price increases are mainly due to a rising energy component — lower
network charges are observed in some countries.
57% of all household consumers in the analysed countries were supplied at regulated
prices.
Market shares of largest suppliers changed just slightly in most countries and still remain
high in the majority of Member States.
Switching rates for households and small industry stayed low between 0% and 2% in
nearly two thirds of the countries.

5.1 Development of electricity prices for final cus tomers *

The electricity price level for households and industrial consumers is still characterised by great
disparities. Concerning households Denmark, Germany and lItaly can again be named as the
countries with the highest price levels, in contrast to Bulgaria, Estonia and Lithuania with the lowest
electricity prices in this customer category. According to Eurostat, the total price for household
consumers with an annual consumption between 2,500 and 5,000 kWh (consumer band Dc)
ranged between 8.23 ct/kWh (Bulgaria) and 27.9 ct/kWh (Denmark) in the second semester of
2008; however, the different levels of purchasing power were not taken into account.

As regards industrial consumers, Malta, Italy and Ireland ranked highest in price level, with the
lowest prices in Estonia, Bulgaria and Finland. In the second half of 2008, Eurostat notes the
lowest price for industrial consumers with an annual consumption between 500 and 2,000 MWh
(consumer band Ic) at 6.01 ct/kWh in Estonia and the highest price at 17 ct/kWh in Malta.

A year-on-year comparison of prices during the second half of 2008 in the household consumer
band Dc indicates very heterogeneous price developments. In some countries, they increased by
more than 20%, while other countries showed much lower or hardly noticeable price increases. In
five countries the electricity price for households even decreased. The situation for the industrial
consumer band Ic is similar with increases of up to 34%, but without any decreases.

An analysis of the development of the household price components shows that the energy
component of the overall price increased in all countries where disaggregated price data are
available, but with different intensity. In a number of countries the network charges for households
decreased variably which in some instances led to an overall price decrease.

The price increases for industrial consumers are also mainly due to diverse increases in the energy
component. In some countries the overall price increase was partially absorbed by varying
decreases in network tariffs.

2 Sources: Eurostat, Electricity prices for second semester 2007 (Data in focus 23/2008), Electricity prices for second semester 2008
(Data in focus 25/2009).
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Figure 17 : Composition of total electricity prices for households in the second semester of 2008

5.2 Regulated electricity prices for end users

(Consumer band Dc; 2,500 - 5,000 kWh/year; source: Eurostat™)

Regulated end-user prices still exist in 17 countries for households and in 14 countries for non-
household consumers. The three countries that have regulated end-user prices for household
consumers only are Latvia, Poland and the Slovak Republic. These figures show that regulated
end-user prices are still applied in a significant share of the analysed countries.

Where there are regulated end-user prices, the share of households (by volume) supplied at
regulated prices in 2008 is 90% or above. In a number of countries this share even approaches or
reaches 100%. The share of households supplied at regulated prices by number of household

customers is similar.

2 Eurostat category Dc may not be typical for some countries with very high electricity consumption per household, such as for Norway.
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The share of households supplied at regulated electricity prices (about 134.5 m households) in the
total number of households (circa 234.5 m) supplied with electricity in the analysed countries (EU
27 plus Norway) is around 57%.

The share of non-household customers (by volume) supplied at regulated prices varied widely in
2008, ranging from three up to 10 % in the countries that do regulate non-household prices. In a
number of countries the share of regulated prices for non-household customers is below 40%. This
could be the case if, for instance, regulated prices only apply for certain consumer categories in the
non-household sector. Moreover, the recent ERGEG Status Review of End-User Price Regulation
as of 1 July 2008 reveals in a more detailed analysis that larger consumers switched to free market
retail prices more often.**

The share of non-household consumers with regulated prices in the total consumption of non-
household consumers in the EU 27 plus Norway is approximately 15%, but for some countries data
on this point are missing.

Countries with price regulation for households could be found over the entire range of household
prices and price changes respectively. However, countries with low and/or decreasing household
prices in 2008 are often countries with regulated household prices. The switching rate of
households in countries with regulated prices is generally lower compared to countries without
end-user price regulation.

The ERGEG Status Review of End-User Price Regulation as of 1 July 2008 compared the
regulated price level with free retail market prices for countries that apply regulated prices. In a
number of countries the regulated price was below the free retail market price on 1 July 2008 at
least in one market segment (households, small businesses, medium-sized to large businesses or
energy-intensive industry). This impedes competition as there is no incentive for consumers to
switch from regulated prices to the free retail market with regard to possible savings.

5.3 Market structure

The market share of the three largest suppliers reached different levels in 2008. In seven countries
the three largest suppliers had a market share of 100% or very little below. However, in four
countries this share is below 50%. The remaining ten countries scored shares between 58 and
97% for their three largest suppliers. A year-on-year comparison does not yield great changes; the
largest change occurred in Slovenia with a 10% decrease (from 68% to 58%).

The number of companies with at least 5% market share in the whole retail market for electricity
varies from one to seven suppliers and remained nearly unchanged. A change by one company
could only be observed in two countries.

The above-mentioned developments concerning the market shares are comparable to the findings

of last year’'s review report that indicated just minor variations in the market share of the three
largest suppliers and the number of suppliers with a market share of more than 5% also.

5.4 Development of switching rates

As far as switching data in terms of eligible volume for the whole retail market in 2007 and 2008
are available, slight changes in a number of countries and no switching at all in four countries can

* ERGEG Status Review of End-User Price Regulation as of 1 July 2008, Ref. E08-CPR-21-05 of 11 March 2009.
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be observed. Luxembourg is an exception, with a significant decrease in retail switching from 15%
to 8%; in Austria, the retail switching rate increased from 5.5% to 9.3%. These developments might
reflect considerable changes in switching intensity among large industrial customers in 2008. The
switching rate also changed in Denmark, where it decreased from 13.7% to 11%.
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Figure 18: Development of annual switching rates in the whole retail market (by eligible volume)

2008 switching rates of non-household customers are mostly higher than household switching
rates in the countries where these data were available for a comparison.

In comparison to a number of countries with no switching among large industrial customers, eight
countries showed switching rates between 8% and 19% in 2008. The switching rates in Austria and
Romania increased considerably, whereas a significant decrease was recorded in Luxembourg.
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Figure 19: Development of annual switching rates for large industrial customers (by eligible volume)
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Most 2008 switching rates for small industry and households showed just minor changes
compared to 2007. In nearly two thirds of the countries the switching rates in this sector were still
low in a range between 0% and 2%. More switching activity of between 8% and 9% could be
observed for small industry and households in the Netherlands, Sweden and Norway. Great Britain
is an exemption with the highest switching rate of 20% in this consumer group in 2008. The
following graph shows that the comparatively high 2007 switching level of these four countries
continued in 2008.
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Figure 20: Development of annual switching rates
for small industry and households (by number of eligible meter points)

5.5 Conclusions

The heterogeneity and varying developments in the retail markets for electricity concerning prices
and switching behaviour underline the importance of improving the European integration also at
retail level.

The fact that more than half of the European household customers were supplied at regulated
electricity prices in 2008 is an indicator for the large impact of price regulation on competitive
markets. The extent of price regulation should be reduced significantly to overcome impediments
to retail competition.

The numerous countries with low switching rates show amongst others a need for informing
consumers about the switching process and the possible benefits. Consumers also need
information about the possibility to change to a more competitive contract with the same supplier.
Suppliers and DSOs should act as information providers, making consumers more aware of market
opportunities.
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6 Consumer protection and Public Service Obligation s (PSO)

Key points

- Consumer rights, PSO and universal service obligations set out by 2003 Directives are
well advanced in all EU countries even if there is room for improvement in specific areas
(i.e. transparency of offers and dispute resolution).
Most NRAs promote - both directly and indirectly - customer information and transparency
on market offers (i.e. through brochures or online price comparators) and fulfil the role of
“information hub” and “market facilitator”, in principle expected to be taken over by DSOs.
In most countries specific measures aimed at customer protection are in place in primary
legislation both for “vulnerable customers” and “supplier of last resort” but the lack of
definitions in the 2003 Directives led to highly diversified rulings in secondary legislation.

6.1 Transposition of consumer rights from Annex A, Directives 2003/54/EC and
2003/55/EC

The electricity and gas retail markets have been flagged as problematic in the European
Commission’s (DG SANCO’s) Consumer Market Scoreboard™. Only 7to 8% of consumers
actually switched providers in a context where 60% reported price increases and only 3 to 4% saw
price decreases. A reason for that could be that less than half of all consumers (45%) find it easy
to compare offers from energy providers. Most National Regulatory Authorities (NRAS) promote
consumer information and transparency on market offers both directly and indirectly. 2008 was a
year of major increases of retail price.

NRAs responded in different ways to these rising prices: some concentrated on the communication
obligation of suppliers in case of price increases (e.g. Austria), while most invested substantial
efforts in directly disseminating information to empower consumers to make informed and
transparent choices. In many countries, often with the direct involvement of NRAs, online price
calculators were developed while dedicated information and communication campaigns on the
opportunities of the free market were sponsored by NRAs.

Many NRAs reported that they engaged strongly in educational activities and information
dissemination also in order to counterbalance a lack of specific competencies in consumer
protection matters. NRAs that have specific competencies in customer protection reported that
Codes of Conduct for Suppliers were created or revised to standardise offers and enhance
comparison of offered prices and services (i.e. France, Netherlands and Great Britain).

In general, the key findings of the 2008 ERGEG Transposition of Consumer Rights Monitoring
Report® are largely confirmed by the 2009 national reports regarding the implementation of Annex
A, PSO and universal service and source labelling provisions in electricity. A high level of
information on the rights of consumers vs. suppliers has been reached within the EU:
- In the majority of countries, customers have to be informed of the most relevant aspects of

the supply contract prior to signing it (Annex A (a)).

High levels of consumer protection as regards information on price changes and changes

of the general terms and conditions (Annex A (b)).

The requirement that customers shall not be charged for supplier switching (Annex A (e)) is

transposed in most Member States.

** Second edition of the Consumer Markets Scoreboard (COM(2009)25) of 28 January 2009.
*® Transposition of Consumer Rights Monitoring Report, Ref. E08-CPR-20-03 of 23 October 2008.
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The implementation of public service obligations (Annex A (g)) has taken place to a large
extent.

The obligation to offer a wide choice of payment methods has not been fully transposed
into national law yet, but in many countries suppliers and DSOs (where relevant) offer a
variety of payment methods even without being legally required to.

The 2008 ERGEG report identified further room for improvement or consideration specifically in the
following areas:
Transparency and comparability of offered prices and services are key for customers to
allow them to make informed decisions regarding supplier switching (Annex A (c)).
The customer position would be strengthened if quick dispute resolution mechanisms were
available in all Member States (Annex A (f)).

It should be noted that these are the two areas in which most improvements were reported by
NRAs in the past year; such measures served to protect consumers against price increases in the
Member States.

6.2 Vulnerable customers, default supplier and supp lier of last resort

As reported in the 2009 ERGEG Status Review on the definitions of vulnerable customer, default
supplier and supplier of last resort*’, there is no common definition of and approach to “vulnerable
customers” and default suppliers / suppliers of last resort are very often chosen not based on
market methods, which prevents customers from being fully informed in choosing a supplier.

The 2009 ERGEG report, requested by the Citizens’ Energy (London) Forum, shows that few
countries (eight out of 27 respondents) actually use the term “vulnerable customer”. In general,
however there are support systems for customers who are financially weak or have certain needs
(disabled, etc.). The design of these systems varies among the countries covered by the report.
ERGEG found that a majority of the countries do not have specific economic support systems for
vulnerable customers within the energy sector (17 for electricity and 16 for gas out of 27).
However, most of them have non-financial support systems, such as protection against
disconnection particularly during winter (respectively 19 for electricity and 18 for gas out of 27).
There are some countries with regulated supply prices for customers who are financially weak or
have certain needs. In a position paper published in 2007*® ERGEG made clear that regulated
prices distort the functioning of the market and should be abolished, or where appropriate, brought
in line with market conditions. Transition periods towards well-functioning competition (for the co-
existence of regulated and market prices) may however be necessary to protect customers from
potential abuse by dominant undertakings. Almost all countries have support systems for
financially weak customers that are not specific to the energy sector. These support systems
consist of financial support - mainly social allowances.

The 2009 ERGEG report shows also that not all countries have definitions of “default supplier” or
“supplier of last resort”. Even though almost all responding countries have a system ensuring
energy supply to customers should their supplier go bankrupt, should they fail to choose a supplier
or should they be unable to find a supplier on the market, such protection is not firmly related to the
existence of definitions of “default supplier” and/or “supplier of last resort”. The report shows that a
supplier of last resort is not the same as a default supplier.

™ Status review of the definitions of vulnerable customer, default supplier and supplier of last resort, Ref. E09-CEM-26-04 of 9
September 2009.
8 ERGEG Position Paper on End-user price regulation, Ref. EO7-CPR-10-03 of 18 July 2007.
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A majority of the countries do have a definition of “supplier of last resort”; 20 out of 27 respondents
have a definition for electricity and 16 out of 25 for gas. In those countries which have a definition,
it is most common that the supplier of last resort comes into play when another supplier goes
bankrupt or when a customer cannot find a supplier on the market. It is also worth noting that it is
not unusual for the supplier of last resort to act also as the default supplier, or vice versa. Some
countries do not separate or distinguish between these two terms. The supplier of last resort is
most commonly designated by the regulator.

Finally, the report shows that the default supplier is almost always the same as the incumbent
supplier, and in half of the responding countries the role of supplier of last resort falls on the
incumbent supplier. From a competition perspective, it is not the best approach to choose
incumbent suppliers to act as default supplier and supplier of last resort. A market-oriented solution
for appointing a default supplier/supplier of last resort would be a tendering procedure, which
facilitates competition between suppliers. It is also likely that a market-oriented solution would help
new suppliers enter the market, especially in countries where competition is not developed very
well yet.

6.3 Complaint handling

Customer complaints are considered a top-level indicator for monitoring markets from a customer
perspective and identifying market malfunctioning. The Commission requested ERGEG to develop
recommendations on customer complaint collection, handling and reporting in the electricity and
gas sectors. Such recommendations were drawn up on the basis of best practices in some
countries in 2009,

Annex A (f) of the 2003 Directives states that customers must benefit from transparent, simple and
inexpensive procedures for dealing with their complaints while these procedures shall enable
disputes to be settled fairly and promptly. Often there is a disproportion between the economic
value and the cost of the judicial settlement that may discourage consumers from exercising their
rights in practice. Therefore, alternative dispute settlement mechanisms are an important tool of
consumer protection and the 3rd Package requires Member States to set up an independent body
for dispute resolution.

According to the 2008 ERGEG Transposition of Consumer Rights Monitoring Report®® there is an
alternative dispute resolution board for electricity in 19 out of 28 replying countries, which means
coverage in more than two thirds of the Member States. However, there is no such board in the
Czech Republic, Germany, Iceland, Italy, Poland, Romania, the Slovak Republic, Slovenia and
Flanders. As far as gas is concerned, customers can seek help from an alternative dispute
settlement board in 18 out of 25 countries (72%). There is no board for alternative dispute
settlement in the Czech Republic, Germany, Italy, Poland, the Slovak Republic, Slovenia and
Flanders. In both electricity and gas, where the mechanism is in place, it is managed directly by the
NRA in half of the cases. Only in a few countries the energy industry or consumer associations are
involved.

* The ERGEG Draft Advice on Customer Complaint Handling, Reporting and Classification is in public consultation until December
2009.
? Transposition of Consumer Rights Monitoring Report, Ref. EO8-CPR-20-03 of 23 October 2008.
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6.4 Conclusions

In their national reports to the European Commission, NRAs report a quite satisfying
implementation of Annex A and a significant increase in information and transparency of market
conditions. In some cases those NRAs without specific competencies in consumer protection acted
directly (i.e. information campaigns, price calculators, etc.) or indirectly on supplier obligations (i.e.
codes of conduct) in order to enhance the general level of information, transparency and clearness
of prices and services available on the market. However, NRAs still reported pending problems in
transparency of billing and metering, dispute settlement mechanisms and harmonised definitions of
vulnerable customers and supplier of last resort.

By reinforcing the competencies of NRAs in consumer protection issues (i.e. information
obligations of suppliers towards consumers, complaint management, consumption data access,
monitoring of retail markets, switching, end-user prices, disconnections, etc.) and defining specific
obligations for Member States (i.e. an independent mechanism for dispute settlement, consumer
rights checklist, single point of contact for consumer information), the 3rd Package promotes a
higher level of consumer protection in the EU.

The promotion of competitive retail markets in the EU goes hand in hand with the empowerment of
consumers to exercise their freedom to choose a supplier as a response to changing market
conditions. This requires that the new competencies and duties imposed by the 3rd Package on
NRAs and Member States be implemented in agreement with all stakeholders. The London Forum
will have a key role in fostering developments in this direction.
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7 Security of supply and infrastructure

Key points

Electricity

- Capacity in power production seems to be adequate up to 2015 at least for major parts
of Europe (ETSO Adequacy Report).
Flexibility of power production within the EU is of increasing importance for security of
supply and the integration of more renewable resources into the European production
portfolio. More investment in interconnections between Member States is needed.

Gas
Dependency on gas imports is increasing.
Further market integration might facilitate overcoming supply interruptions.
Security of supply standards and planning for emergencies are not sufficiently precise
and effective and therefore have to be coordinated.
Measures to increase flexibility within the EU are key to ensuring security of supply.
This implies more investment in storage, LNG, technical equipment to reverse flows and
interconnections between Member States.

7.1 Introduction

Facing a steadily growing demand for energy, the European Union is permanently confronted with
keeping the security of supply standard at an appropriate level. Security of supply is influenced by
a number of factors, such as the level of production, adequate transportation infrastructure and the
diversification of supply sources. Vulnerability with respect to one of these factors implies a risk for
secure supply.

7.2 Electricity

Capacity in power generation

In 2008 maximum net generating capacity increased in almost every Member State of the
European Union and Norway compared to 2007; the total capacity increase in the EU-27 and
Norway was some 22.9 GW (approximately 2.9%).

The figure below shows the Member States’ peak loads compared to the maximum net generating
capacity in 2008. Even though the surplus of generating capacity seems striking in some Member
States, it must be borne in mind that the total installed capacity does not equal the available
capacity at peak load. In particular those Member States that have a high share of intermittent
generation or other fluctuating renewables like wind or hydropower show a big gap between
generation capacity and peak demand.

Still, generating capacity seems to be sufficient in all Member States except for Finland and
Luxembourg, whose peak loads exceeded generation capacity.
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Figure 21: Peak load in the system of TSO vs. max net generating capacity in 2008
(Source: ERGEG national reports database)

The UCTE System Adequacy Forecast 2009-2020°* assesses the situation as follows:

The UCTE system should not be at risk up to 2015. After 2015, however, additional investments in
generating capacity are required to maintain the level of adequacy at an appropriate level.

For the Baltic States negative adequacy is forecasted for the period 2010-2020 (under
“conservative” scenario A).

In the UKTSOA/ATSOI market a significant quantity of newly-built generation capacity and
transmission infrastructure will be required in the forecast period, principally due to the
decommissioning of coal, oil and nuclear plants.

In the NORDEL region adequacy will be improving until about 2013 due to investments in new
generation capacity. After 2013 adequacy will almost remain on the same level until 2020 in “best
estimate” scenario B, whereas in scenario A adequacy is estimated to drop to the same level as
today.

ERGEG is concerned that the financial crisis might delay the necessary investments which are
already in the pipeline as costs for financing these projects could increase. Furthermore, the
forecasts for energy demand have become more uncertain, which also may have a negative
impact on project financing.

Capacity of infrastructure

A high degree of network interconnection is important not only for market integration but also for
security of supply. National reports data show that in 2008 on average about 18% of the peak load
could be covered by imports (in terms of Net Transfer Capacity (NTC) values). As shown in the
following chart, Latvia, Lithuania and Luxembourg have the highest relation of NTC to peak load
(200.7%, 143.6% and 134.3% respectively). Member States with rather low levels of
interconnection capacity in terms of the NTC value are Bulgaria, Great Britain, Greece, Ireland,
Romania and Spain. Cyprus and Poland reported even zero NTC.

% The system adequacy forecast 2009-2020 is available at: http://www.entsoe.eu/index.php?id=58
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Figure 22: Electricity network interconnection in 2008 (Source: ERGEG national reports database)

Several Member States, including Greece, Norway, Romania, Spain and the Czech Republic,
reported new cross-border infrastructure projects.

Great Britain (GB) reported that a new interconnector link to the Netherlands is under
construction, and electricity interconnector licences for three interconnectors with the Republic of
Ireland, one with Belgium an two with France have already been granted by UK authorities (none
of which is under construction yet).

Spain reported that MIBEL significantly increased the interconnection capacity between Spain and
Portugal in the last years. In addition, new infrastructure development in the coming years will aim
to reach 3,000 MW in 2014.

Norway reported that a new 580 km, 700 MW undersea cable to the Netherlands was
commissioned in May 2008. The cable will be part of the regulated asset base and incomes for the
TSOs of both countries.

7.3 Gas

The Russia-Ukraine gas supply crisis at the beginning of 2009 showed that the cutting off of some
30% of Europe’s imports was felt quickly across major parts of Europe. It revealed the weaknesses
of the European energy supply system. Action across Europe could partly compensate the supply
shortages. However, unprecedented disruptions of gas supply have become a realistic scenario
Europe will have to cope with. With Europe’s growing dependence on gas imports, supply risk may
be increasing as well.

As a reaction to the supply cuts the following measures were taken:

Other gas producers within Europe increased their supplies (above all the Netherlands,
Norway and GB);
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Re-gasification of LNG was augmented (in Zeebrugge);

More gas was withdrawn from storage facilities in Europe;

The usual gas flows from east to west were reversed. Thereby, gas from Germany could be
supplied via Austria and the Czech Republic to the Slovak Republic, Hungary, Slovenia,
Croatia, Serbia and Bosnia-Herzegovina.

Nonetheless, supply had to be limited to priority consumers in these countries, as these inflows
could not compensate the total lack of supply from Russia.

The technical (im)possibility to reverse flows proved to be a bottleneck for transporting available
gas from North-West to South-East Europe. Finally, Bulgaria the Slovak Republic, Croatia and
Serbia suffered most from curtailment measures because of a lack of physical market integration
and a pipeline network not equipped with sufficient flexibility for the reversion of gas flows.

Apart from the diversification of supply sources and transport routes as well as sufficient gas
storage volumes, physical market integration and a flexible network are the most effective means
for preventing a major gas crisis in the future. In addition, efficient measures require well-informed
market players. The gas crisis revealed major deficiencies in some Member States in that respect.

Production capacity

National reports data show that in the European Union, gas production capacity decreased by 5%.
This decrease implies a growing dependency on other supply sources. Figures in the national
reports show that in 2008, gas demand slightly increased in most of the EU-27 countries compared
to 2007. As a consequence, gas imports were augmented in these countries in order to meet
demand. The Slovak Republic, Italy, Germany, France and Great Britain source their gas supplies
mainly from countries outside the European Union. The main pipeline suppliers are Russia,
Norway and Algeria.

In 2008 the European Union imported 3,534 TWh from countries outside the EU and exported
447 TWh to countries outside the EU. As a consequence, 3,087 TWh of imported gas remained
inside the European Union for consumption, representing 55% of the total demand.

The figures show that the European Union continues to be a net importer of gas and thus remains
dependent on external suppliers. As a consequence, investment in gas import infrastructure and
diversification of import sources become increasingly important.

Import capacity

Pipelines
Free pipeline import capacities in the EU-27 show an inconsistent picture. Austria and Italy have
free capacities, but at a very low level (around 4%). The Baltic States and Finland reported zero
free capacity. For most countries the relevant figure was between 20 and 50%. This shows that
some transport routes (Italian and Baltic corridors) were running at their physical limits in 2008,
implying potential supply restrictions in case of increasing demand.

LNG
LNG import capacities still represent only a small share of the EU’s total import capacities (22%).
However, for some Member States it is a major supply source. In terms of security of supply in the
EU its future role will depend on well-integrated transport infrastructure and access to it.
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Storage capacity

Storage plays a strategic role in case of a crisis. The working gas volume of all Member States
amounted to 64 Bcm in 2008, which represents 11.9% of the total demand.

Exposure to pipeline import cuts

The columns in the following graph show the composition of each Member State’s production and
supply capacities per day in 2008, i.e. maximum production capacity, maximum import capacity via
pipelines, underground storage maximum withdrawal capacity and maximum peak outflow rate of
all LNG terminals per day. The marks display the sum of these production and supply capacities
excluding pipeline import capacities as a percentage of the maximum quantity of gas consumed.
The graph thus illustrates Member States’ short-term self-sufficiency assuming that pipeline
imports are cut. Short-term self-sufficiency is given if production capacity, LNG outflow rate and
underground storage withdrawal capacity are sufficient to cover demand, i.e. if the percentage of
the sum of these capacities is more than 100%. This applies to Austria, France, Latvia, Portugal,
the Slovak Republic and the Netherlands. Bulgaria, Ireland and Poland are severely exposed to
shortages in case of pipeline import cuts as they have a very high share of imports.

The Member States most vulnerable to pipeline import cuts are Estonia, Lithuania, Finland,
Greece, Luxembourg, Northern Ireland and Slovenia as they do not dispose of any domestic
production, LNG or underground storage facilities and thus totally depend on imports.

Figure 23: Exposure to gas pipeline import cuts (Source: ERGEG national reports database)®

2 For the Czech Republic, Denmark, Germany and Sweden not all data needed are available.
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Interconnections between Member States

The analysis above shows that only a few Member States have short-term self-sufficiency in case
imports are cut. This emphasises the importance of high and flexible (i.e. reverse flows)
interconnection capacity and solidarity between Member States in case of supply interruptions.

The national reports from NRAs contain some important examples of additional capacities which
are planned or already under construction.

Spain-France

Enagas (Spain), ITGF and GRTgaz (France) are working together to achieve an integrated gas
network. Interconnection capacity between Spain and France ought to be increased in order to
improve security of supply by combining two Member States with different import portfolios (mainly
LNG in case of Spain and mainly pipeline in case of France).

At the Larrau interconnection, there is a potential for a common capacity increase of approximately
85 GWh/day (from 80 to 165 GWh/day) by 2010/2011. The first 20 GWh/day step is already
decided and will be operational by the end of 2009.

Diversification of transportation routes

The gas crisis has highlighted the vulnerability of concentrated import routes. Especially in South-
East Europe Member States entirely depend on Russian gas delivered via Ukraine. Proper risk
management implies that the EU has to focus not only on the diversification of supply sources but
also on the diversification of transportation routes. Indeed, several projects such as South-Stream,
North-Stream and Nabucco are examples in case.

Nabucco Pipeline project

The Nabucco Pipeline project is a transmission pipeline of 3,300 km connecting Europe with gas
resources in the Caspian Sea area and the Middle East, crossing Turkey, Bulgaria, Romania,
Hungary and ending at Baumgarten (Austria). The maximum capacity of the future pipeline is some
31 Bcmlyr. In terms of security of supply this pipeline diversifies the import routes even if it may not
diversify energy supply itself (should Russian gas be transported via the pipeline).

7.4 Prospects

The 3rd Package which came into force on 3 September 2009 aims at further strengthening the
internal market, which is already a powerful means to mitigate future regional supply shortages.
The new legislation obliges Transmission System Operators to cooperate in order to ensure
optimal management of the European transmission network. A Europe-wide investment plan with a
ten-year horizon will have to be published every two years. This network development plan should
have a top-down view on the European gas network in order to help identify investment gaps,
notably with respect to cross-border capacities, and will guide national investment programmes.?®

One of the additional benefits of this network development plan is that TSOs will have to agree on
a consistent and reliable outlook for the energy balances of Member States. ERGEG calls on the
ENTSOs to improve their methodology or to set up such a methodology where it does not yet exist

% Cf. ERGEG recommendations on the 10-year gas network development plan, Ref: E08-GNM-04-03.
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in order to guarantee a high level of compatibility between the methods used in different Member
States and also to include different scenarios in order to gauge the sensitivity of the results.

The implementation of effective emergency measures and harmonised standards is another aspect
concerning the issue of future disruptions. As the current security of supply standards are not
precise enough, the European Commission has published a proposal for a Regulation concerning
measures to safeguard security of gas supply which ERGEG considers a valuable approach for the
coordination of infrastructure planning and investment.?*

7.5 Conclusions

Investments in the functioning of the market combined with the adoption of effective emergency
measures will provide a fundamental structure for security of supply in Europe.

When the measures stipulated in the 3 Package come into force in 2011 the internal gas market’s
ability to respond adequately to supply interruptions will enhance.

Still, in order to guarantee security of supply the development of flexibility within the internal gas
market must be fostered which implies investments in import infrastructure, interconnections
between Member States, storage capacities, reverse flow capacities and LNG terminals.

* See ERGEG comments on the European Commission’s Proposal for a Regulation of the European Parliament and of the Council
concerning measures to safeguard security of gas supply and repealing Directive 2004/67/EC, Ref: E-09-SOS-01-03.
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8 Regulation and Unbundling

Key points

- The competences and independence of NRAs progressed but need to be further improved.
Insufficient unbundling remains an obstacle for effective market integration.
Collaboration among TSOs improved.
DSOs have to play a role as market facilitators.

8.1 Background

Regulation and effective unbundling are key elements of an integrated European market. Despite
some progress in 2008, the national reports showed that there are still obstacles which need to be
overcome to achieve this goal and that further action will be needed to set up a competitive market.

During 2008, negotiations on the 3rd Package progressed markedly. In comparison to previous
legislation, the new requirements significantly increase the powers and level of independence of
NRAs.

8.2 Competences of National Regulatory Authorities

In comparison to the last annual reports, some improvements could be noted, mainly in market
monitoring.

Some regulators saw their powers strengthened or extended. For instance, the Spanish and
Belgian Federal regulators are now among others responsible for supervising transparency in the
electricity and gas markets as well as for price monitoring. In Spain, new and extended powers
were given to the regulator: it is now responsible for supervising the auction procedure (primary
allocation of emission certificates) to ensure fair competition and transparency.

Even though regulators are not generally entitled to impose measures to foster effective
competition, a harmonisation of the powers of NRAs in this respect seems always necessary to
improve the situation. Establishing virtual power plants and gas release programmes is one way for
regulators to promote effective competition and efficient market functioning. This kind of measures
is provided for in the 3rd Package.

Moreover, according to the 3rd Package, NRAs will have extensive monitoring tasks regarding the
operation of the market. They must be able to issue decisions that are binding on electricity and
natural gas undertakings, carry out investigations into the functioning of the gas markets and
decide upon and impose any necessary and proportionate measures to promote effective
competition and ensure the proper functioning of the market.

With respect to the switching process, several regulators continue to play a part in guaranteeing
the availability and accessibility of consumption data of end-users to suppliers®.

% E.g. in 2008 the Italian regulator facilitated standardised information flows between suppliers and customers. Call Centres and an
online interactive search tool for comparing commercial offers were created. As regards service safeguard, the regulator intervened to
verify compliance of providers with the service standard set.
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Regarding the possibility for NRAs to approve congestion management procedures  proposed by
TSOs, there was no notable evolution. National regulatory authorities do not have harmonised
competences concerning capacity allocation and congestion management mechanisms. These
differences hinder efficient coordination between NRAs in these areas.

Regarding the power to impose effective sanctions and binding decisions on electricity and gas
undertakings, a decision taken by the Finnish regulator in 2008 is worth mentioning:

In 2008, the Finnish regulator decided whether or not the pricing of wholesale supply of natural gas
had been reasonable. The decision dealt with the pricing of Gasum Oy during the 2006 and 2007
financial years. It was decided that the pricing of gas supply had not been reasonable and Gasum
Oy was ordered to change its pricing policy starting from the 2008 financial year.

Despite new competences, political interference in energy regulatory decisio ns still remains a
concern but was less prevalent than during previous years. Regulators highlighted that decisions
taken in the exercise of their core duties (tariffs, balancing, etc.) should not be subject to review by
national ministries.

8.3 Regulation

In 2009, the Commission initiated infringement procedures against 25 Member States for not
complying with EU legislation in electricity and gas. The key reproaches include a lack of effective
enforcement action by the competent authorities in Member States in case of violation of the
Electricity and Gas Regulations?.

The monitoring of the ERGEG Guidelines of Good Practice (GGP) shows that they are not
implemented everywhere (mainly in the gas sector).?’” Most network operators still do not
satisfactorily fulfil the requirements set out in the GGP. This is partially due to the fact that the GGP
are not legally enforceable but also to a lack of collaboration between TSOs and DSOs on the one
hand and between network operators and NRAs on the other hand.

The transposition of the 3rd Package will improve the situation because under the new framework,
the “general objectives” of the regulatory authority are formulated in a much broader way and
include in particular the promotion of a competitive, secure and environmentally sustainable
internal market as well as effective market opening for all customers and suppliers. Monitoring
tasks will also be more important. In addition, the regulatory authority will take autonomous
decisions, independently from any political body, will autonomously be responsible for its allocated
budget and will have adequate human and financial resources to carry out its duties. These new
provisions are essential to ensure that regulatory decisions are independent from political and
economic interests, which is necessary to create a stable and predictable investment climate.

% Regulation EC 1228/2003 on conditions for access to the network for cross-border exchanges in electricity and Regulation EC
1775/2005 on conditions for access to the natural gas transmission networks.

#2008 Market Monitoring: Implementation of the Guidelines of Good Practice for gas balancing, Ref. E08-GMM-03-03 of 10 December
2008; ERGEG final 2006 report on monitoring the implementation of the Guidelines for Good TPA Practice for Storage System
Operators, Ref. E06-GFG-20-03 of 6 December 2006.
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8.4 Unbundling of TSOs and DSOs

8.4.1 TSO unbundling

In 2008, there were no major changes concerning the unbundling obligations of TSOs in Europe.

The application of the Congestion Management Guidelines annexed to Regulation EC 1228/2003
(amended in 2006)* and the work on firmness of transmission capacity rights demonstrate that the
powers of TSOs were better regulated compared to the previous years. In this framework, TSOs
are required to optimise the degree to which capacity is firm, taking into account the obligations
and rights of the TSOs involved and the obligations and rights of market participants, in order to
facilitate effective competition in electricity.

Moreover, as mentioned in previous chapters, the unbundling of undertakings might cause
structural changes indirectly linked to the infringement procedures recently launched by the
Commission. In 2008, the Commission took important decisions regarding competition which led to
some structural measures in the unbundling of network and supply activities (antitrust cases: E.ON
committed to divest its electricity transmission network and RWE its gas transmission network;
merger case: EdF/ British Energy).

In addition, the 3rd Package will change the situation because, as an alternative to ownership
unbundling, two other options can be chosen by Member States:

Vertically integrated undertakings are split into two entities: one entity remains the owner of
the transmission network while the other entity is in charge of operating, developing and
maintaining it (ISO model).

The existing rules on legal and accounting unbundling are reinforced (stricter provisions
concerning TSO independence and professional independence — ITO model).

The need for regulatory supervision will significantly increase under these two options.

8.4.2 DSO unbundling

As was the case last year, regulators mainly reported formal compliance with the legal and
functional unbundling requirements of the 2003 Directives. Only a few countries mentioned real
evolution in their regulatory framework for unbundling?® .

Regarding electricity, most of the Member States carried on with the implementation of the
“formal” legal unbundling during 2008.

Some regulators mentioned that unbundling is in progress and that operators are interested in
developing a corporate culture of their own beyond legal obligation (use of different logos and
website®® etc.). Tools used by regulators to ensure functional unbundling such as compliance
programmes and reports by NRAs on deficiencies in unbundling contributed to an improvement of
the situation.

% Commission decision of 9 November 2006 (2006/770/EC) amending the Annex to Regulation (EC) No 1228/2003 on conditions for
access to the network for cross-border exchanges in electricity.

# E g. Romania and Denmark.

% E.g. Denmark.
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In Portugal, DSOs are obliged to have a code of conduct that guarantees independence and
impartiality and prohibits discriminatory behaviour. They must have a distinct logo and operate an
independent website.

The Spanish example is also worth mentioning: in 2008, a new national regulation was
implemented. DSOs presented their codes of conduct for unbundling of activities and details on
measures they had adopted. Among these measures, the following are interesting to note:

- the change and increase of duties of some employees (different from the management of
the regulated activities), according to their position in the undertaking;

- the revision of the remuneration and contracts of the management of regulated activities;

- the obligation for the management of the regulated undertaking to sign a formal declaration,
stating that they do not own shares or other participations in companies that develop free-
market activities;

- the revision of procedures for access to commercially sensitive information, the introduction
of confidentiality clauses in contracts with third parties, the introduction of disciplinary
measures to be adopted in the event of a breach of the code for the separation of activities.

Regarding gas, only a few countries reported changes in unbundling of integrated gas companies.
One case is worth mentioning in 2008:

In Belgium, the merger between Suez and Gaz de France previously approved by the
Commission became effective. Suez had to sell its 57.24% participation in Distrigas to a third
company. In autumn 2008, Suez sold its Distrigas shares to the Italian company Eni S.p.A. in an
“asset swap” transaction with Italian assets. Due to the remedies, Suez sold an important part of its
shares in Fluxys in 2008 and early 2009, ultimately losing control over the system operator. The
end of Suez’'s majority shareholding in Fluxys strengthened the independence of the system
operator.

Despite some progress, the national reports show that many distribution companies that are part of
a vertically integrated company were not set up in a way to act completely independently*!. DSOs
at national level did not have an active communication strategy and this affected their relationship
with household customers negatively.

In Germany, monitoring reveals that a number of network companies did not yet act as
independent undertakings on the market. Some of them had no own websites or brands and logos
separated from the energy supplier. A physical separation from the supplier is not always
guaranteed.

In Sweden, for instance, if a network company was part of a group with production and/or trade
activities, the same company logo was used for all business units, and the group website was often
divided into an electricity network and an electricity trading section.

In Finland , even if there were legally unbundled DSOs, many of them still had the same corporate
representation that was used for electricity supply and generation activities. Often, customer
service or web-pages were shared and only a few DSOs had separate headquarters.

In Austria, the lack of an active communication strategy of the DSOs towards suppliers and
consumers had a negative impact on the switching rate. The share of customers having switched

® Hungary, Poland, Greece.
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suppliers was lower than expected after sharp price increases. Some suppliers tried to intimidate
customers with the allegedly negative consequences of switching.

The following main conclusions of the ERGEG status report on the degree of adherence to the
Guidelines on informational and functional unbundling for DSOs published in 2008 confirm this
state of play:

- DSO unbundling is key to the further development of retail competition.

- Customers still expect “integrated behaviour”.

- Independence of the management is formally in place: formal criteria of independence of
the management are mostly met. However, there is still some improvement necessary:
Independence of management and the ability to enforce their decisions require sufficient
power to sanction or promote employees.

- Compliance programmes are in place in most Member States.

- The role of the compliance officer is not clear although in the majority of countries the
compliance officers do exist.

- Non-discrimination is based on the separation of information flows.

- Regulators are sceptical about the fair allocation of economies of scale in reality because it
has not been demonstrated that sharing services leads to lower costs.

As a further result of the analysis, it seems that mature markets depend less on strict
implementation of some aspects of DSO unbundling than infant markets. Especially at the
beginning of liberalisation, issues of branding and communication may be highly relevant, whereas
at later stages of market development, they might seem less important. In major parts of the
European Union markets are at a very early stage of development. Therefore the findings of the
report relate to a situation where consumers are not yet used to having free choice of suppliers and
do not fully understand their rights.

As mentioned in previous chapters, DSOs should act as market facilitators, meaning that they
should facilitate market entry of other market participants and inform customers inter alia on their
right to switch supplier. DSOs should also play an active role in the rolling out of smart meters. This
is required for achieving a state of competition where customers actively participate in the market.
The 3rd Package presents solutions to these problems and new provisions regarding DSOs. The
new requirements include the independence of compliance officers, sufficient resources, and a
clear separation of communication and branding strategies. These provisions are in line with the
GGP on functional and informational unbundling for DSOs published in 2008%.

8.5 Conclusions

The insufficient transposition of the 2nd Package raises a focal point for regulators in light of
their role in ensuring compliance with the internal energy market. This situation has been
highlighted in several ERGEG reports in the past.

The 3rd Package arrangements intend to address this gap taking into account recommendations
previously released by ERGEG.

® ERGEG Status review of DSO unbundling with reference to GGP on Functional and Informational Unbundling for DSOs, Ref. E09-
URB-20-05 of 9 September 2009.
* ERGEG Guidelines of Good Practice — Functional and informational unbundling for DSOs, Ref. C06-CUB-1204b of July 2008.
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Annex | List of used acronyms

CASC Capacity Allocation Service Company

DAM Day-ahead market

DG COMP Directorate General for Competition for Health and
Consumers

DG SANCO Directorate General for Health and Consumer Affairs

DSO Distribution System Operator

EEA European Economic Area

EMCC European Market Coupling Company

ENTSO European Network of Transmission System Operators

ERGEG European Regulators Group for Electricity and Gas

ETSO European Network of Transmission System Operators

EU European Union

HHI Herfindahl-Hirschman Index

ISO Independent system operator

ITO Independent transmission operator

LNG Liquified natural gas

MIBEL Mercado Ibérico de Electricidad (Iberian Electricity
Market)

MS (EU) Member State

NRA National Regulatory Authority

NTC Net transfer capacity

oTC Over-the-counter

PSO Public service obligation

PX Power exchange

TSO Transmission System Operator
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